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Stellar results have lifted Long Term Capital Management into the top ranks of hedge funds and enhanced founder Meriwether's already legendary status. Can the firm sustain its momentum?

On his first day on the money market desk at Salomon Brothers in the 1980s,

a young trader found himself with a trading book of $ 100 million. "Play with it

for a while," the head of the desk told him after the tyro offered that he felt

good about the market. After working the phones all day to build a several‑hundred‑million‑dollar position ‑‑ paltry by Salomon standards the

neophyte trader felt his boss looking over his shoulder at his book. "If you

felt good about the market," John Meriwether told him disapprovingly, "then get

serious."

No one ever accused John Meriwether of a lack of seriousness. "The thing you have to understand about John," says David Delucia, the chief operating officer of the fixed‑income division at Donaldson, Lufkin & Jenrette, who recalls the trading floor exchange from his days at Salomon, "is that once he's comfortable with the risk, he likes to trade in a, very, very big way."

Meriwether, 50, pioneered fixed‑income arbitrage at Salomon, building its arbitrage desk into one of the biggest money‑spinning machines on Wall Street in the '80s (he became famous through a perhaps apocryphal tale, related in Michael Lewis's Liar] Poker, of playing high‑stakes liar's poker with Solly chairman John Gutfreund). After falling from grace following Salomon's Treasury bond bid‑rigging scandal in 1991 (he was never charged with any securities violations), he started his own firm, Greenwich, Connecticut‑based Long Term Capital Management, in 1994. Indeed, Meriwether assembled a veritable trading all‑star team at LTCM. A number of former Salomon arb desk veterans, including Eric Rosenfeld, Lawrence Hilibrand, William Krasker and Gregory Hawkins; academic luminaries (via Salomon) Robert Merton and Myron Scholes; and former regulators, such as onetime Federal Reserve Board vice chairman David Mullins, signed on as partners.

LTCM has proved to be a powerful force in the world's markets. By wielding a leveraged balance sheet that can focus nearly $ 100 billion on perhaps a dozen

trading strategies across the world's bond markets, LTCM has been producing extremely high returns on a relatively low level of risk. The result: LTCM has elbowed into the highest rank of market‑moving hedge funds, alongside George Soros' Quantum Fund and Julian Robertson's Tiger Fund, reinforcing Meriwether's reputation as a trader's trader. "Not quite a god, but he's getting there," jokes one U.S. investment banker acquaintance.

How does his firm do it? Begin with the talent, which is remarkable. "They are in effect the best finance faculty in the world," says Douglas Breeden, a professor at Duke University, a principal at the money management firm Smith Breeden Associates and a dose friend of many of the LTCM partners. Adds former Solly chairman Gutfreund: "They are very focused, very analytical. They see things in black and white with few secondary decisions. They are absolutists."

There's no doubt LTCM is making a lot of money. Since marking to market a penny of losses on the dollar in their first month of trading, LTCM racked up a gross return of 26.49 percent in its ten months of trading in 1994, according to internal figures obtained by Institutional Investor. That gave investors a 19.87 percent return on their money after LTCM's hefty 2 percent management fee and 25 percent incentive fee. (Soros Fund Management charges 1 percent and 20 percent, respectively.)

In 1995 LTCMIs performance only got better. Fueled by a strong second half, the firm produced a gross return before fees of about 59.1 percent for the year, to generate a 42.8 percent net return for investors. In the first three quarters of this year, the firm boasted 44.4 percent gross return, leaving investors with a 31.8 percent net return. All told, investors contributing to the firms initial $ 1.25 billion in capital more than doubled their money in barely two years. "The risk‑adjusted return has been beyond expectations," says Raymond Baer, a member of the group management committee of Julius Baer Holding, whose private banking and institutional clients invested a substantial amount at the initial subscription of LTCM.

Even more remarkable than the gains, however, is the manner in which they were generated. Unlike most other hedge funds or Wall Street proprietary trading desks, LTCM boasts a relatively low volatility of returns, which seems to defy the notion at the heart of modern portfolio theory that higher returns can come only through the shouldering of higher risks. According to the calculations of one investor in LTCM, in its 31 months of operations to the end of this September, LTCM has achieved an annualized 48.3 percent net return to its investors on an annualized 9.95 percent standard deviation of return against the monthly mean and a spectacular 4.35 Sharpe ratio, a widely used measure of return per unit of risk. Before August, when returns dipped 0.24 percent, LTCM had not had a down month since February 1995, and only six down months in toto (see chart above). "If a fund manager can sustain a Sharpe ratio of 1, he Is doing well," notes Lee Thomas, senior portfolio manager at Pacific Investment Management Co. "But a Sharpe ratio of more than 4 is off the charts."

In short, Meriwether and his partners in Greenwich are redefining the art and science of fixed‑income trading. But how long can they produce those kinds of returns before suffering some spectacular crash? And how long can Meriwether hold together such a collection of talent?

Meriwether declined to be interviewed for this article (though he did respond, through an intermediary, to a number of written questions). But
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dozens of interviews with friends, colleagues, competitors, dealers and LTCM investors provide a glimpse into the inner workings of one of the most secretive and powerful firms in the global markets today, as well as of its founder and prime mover, the intensely private, fiercely competitive John Meriwether.

Steamboat Road runs from the center of affluent Greenwich to Long Island Sound, a residential street that ends at the Indian Harbor Yacht Club. It's not Wall Street; but in the trading world, the modern four‑story office building at 600 Steamboat Road is a kind of shrine. Here are the offices of Tudor Investments, AIG International, Greenwich Capital Markets and, on the first floor, LTCM.

The atmosphere at the LTCM offices is deceptively casual: The 12 partners tend to dress in chinos, polo shirts and Top‑Siders (although ex‑Fed banker Mullins still favors a suit and tie). One visitor recalls having lunch with Merlwether last year and seeing a school of bluefish leaping out in the Sound. Several partners grabbed fishing rods and raced out. "My impression," says another recent visitor, "is that these are a bunch of really happy guys. They always have smiles on their faces."

They should. The work is intellectually challenging, the politics within the firm low‑key, the capital abundant ‑‑ and the money rather good. "[It's) Salomon without the bullshit," quips one of Meriwether's former Solly colleagues.

"John would be aghast if this (story) was about John Meriwether and his merry band of computer nerds," says Gerald Rosenfeld, now a partner at Lazard Freres a Co. and a friend of Meriwether's since their days at Salomon in the mid‑'80s. "John views it as a business with a number of very talented people, of which he is one." Not only is Meriwether's name not on the door, but in a recent private‑placement memorandum, the twelve partners were listed alphabetically.

Already wealthy, Meriwether and his 11 partners are understood to have put nearly $150 million of their own money into LTCM and then secured enough financing to double their stake. Helped by their hefty fee structure, the partners have together probably accumulated paper wealth of about $ 850 million in less than three years.

Meriwether calls his style of arbitrage "relative value" or "convergence”, trading. Unlike most trading firms that bet on the direction of interest rates ‑‑ or investors who buy bonds because they actually want to own them ‑‑ LTCM, with its considerable computer power and analytics, scours the universe of financial assets to find mispricings or anomalies in the value of bonds or derivatives relative to one another. The firm then constructs trades to capture the spread in what they anticipate will be an eventual convergence back to their projected fair value. They calculate the probability and timing of the convergence, formulate the duration weighting and monitor and manage risk.

The convergence can appear between different bonds of the same maturity, between a cash bond and its futures contract, between different maturities on the yield curve, between Treasury and mortgage‑backed bonds or between bonds in different currencies. During their Salomon days, and again through 1994 and 1995, Meriwether and his traders pro fired from arbitraging between Japanese warrants and the underlying stocks. Today observers speculate that LTCM is exploiting emerging‑markets equity and equity indexes in Asia and Latin America.

In theory, LTCM will look anywhere for a correlation ‑‑ provided the markets are liquid enough to construct trades and hedges. The LTCM partners, a number of whom (notably Scholes and Merton) were at the forefront of the modern portfolio theory revolution, believe markets are generally efficient. "But they do believe markets can get out of line for a period of time, and they then position trades on the expectation of a convergence back to fair value," says Smith Breeden's Breeden. "They hedge away what they don't understand and plunk down a lot of money on what they do know."

The LTCM partners talk in terms of a "German strategy" or a "mortgage‑backed strategy" rather than of individual trades. Each overall position consists of a half dozen or more trades "chain‑ linked" by risk management, which strips away specific durational, directional or yield‑curve risks while leaving the single risk they're willing to assume. "They're trading less a bond or an option than a combination of risk characteristics," says a bond salesman who has worked with LTCM. In effect, the overall risk of loss is reduced by risk managing not only each position but also the correlations in the portfolio of trades. "There is a certain tension to every relative‑value trade. Like two pistons pressing against each other, everything is fine until one or the other is removed," says Pimcols Thomas.

Two trades exemplify the LTCM method. The first was a bet on the reconvergence of the yield spread between French and German government bonds. Traditionally, French bonds, or OATs, trade at a premium over Bund yields. But last fall the yield on the French paper steadily tightened relative to Bunds until it reached parity in November. In the forward market, after factoring in the different financing costs in the two markets, the OATs were being priced at a yield spread through Bunds.

According to bond dealers, LTCM engaged in dozens of cash and futures trades, interest rate swaps, currency forwards and options over the next month to build a $ 10 billion position. So sure were the LTCM traders of their strategy that when the spread went to 60 basis points in the forward market, they doubled their position. By September the spread widened back out, but by a handful of basis points, so most speculators only broke even.

But one bond arbitrageur says the complex Bund‑OAT trade may have been only one leg of an even more complex convergence bet, which included hedged positions in Spanish peseta and Italian lira bonds. Profits would be made on any tightening in the yields of these bonds relative to Bunds, while the risk of a collapse in the progress toward European economic and monetary union, which would cause German prices to soar and others to fall, was at least partially hedged by the Bund‑OAT trade. "I'm not sure how they could have possibly worked out all the correlations, but that would seem to be the case," says one awestruck arbitrageur. LTCM, for its part, refuses to comment.

Another immensely profitable trade ‑‑ one that sources familiar with LTCM insist accounted for nearly one third of the firm's profits since it began trading ‑‑ involved an Italian tax‑driven arbitrage (see box). Meriwether and his partners first plunged into the strategy while at Salomon and continued to use it at LTCM. They weren't alone. A number of arbitrage desks saw the same opportunity and put on positions.

What distinguishes LTCM from the rest of the bond‑trading community may well be the thoroughness of the firms preparation and its propensity to bet big.

One bond trader familiar with the Italian tax‑arbitrage trade says LTCM spent many hours studying various aspects of its strategy and then dived in with what market sources in London estimates was as much as a $ 12 billion position. "These guys are always working the probabilities," says one LTCM investor. "And Meriwether is the kind of guy who is always going to get the edge."

What is perhaps most extraordinary about Meriwether is how low‑key he can appear. He is famously unflappable; at Salomon, a firm known for its vicious infighting, he was never vindictive. "John is a quiet guy who always got along well with people," says Craig Coats, who ran the government trading desk when Meriwether ran the arb desk at Salomon in the 180s and is now head of trading at Prudential Securities. "He stays well within himself," adds Jay Connolly, another Solly friend who is now a general partner at Cloverleaf, a Greenwich investment firm.

Friends describe Meriwether as both intensely loyal and deeply private. "He does not intrude in your life, and he expects you not to intrude in his," says DLJ's Delucia. But above all, he is fiercely competitive, though not, adds his former Solly boss Thomas Strauss, "in an unmanageable way. Re has a tremendous drive to succeed, and he just sets very high standards for himself."

Meriwether was born in 1946 on Chicago's South Side in a tightly knit Irish Catholic neighborhood called Roseland, where four of his cousins lived across the street. (He remains proud of his Irish roots and follows the Northern Ireland peace process closely, friends say.) Roseland was a strongly Democratic ward, part of former mayor Richard Daley's core constituency; Meriwether himself is a liberal Democrat. Meriwether's father, Raymond, was an accountant, and his mother, who now lives in Florida, worked for the board of education. His family has remained close, friends say.

Meriwether's two passionate diversions are golf and horses. He caddied at Flossmoor Country Club in Chicago as a teenager and twice won the Suburban Catholic League golf championship in high school. On his first outing to Augusta National, home of the U.S. Masters tournament, he hit a hole in one on the fourth hole. In 1987 he and several other Salomon bankers purchased Waterville, a tournament‑class course on Ireland's west coast (he will often fly to Ireland for a golfing weekend)."When he’s  on a roll, he’s tough to catch, but he’s truly great in coming from behind. That's the victory he relishes the most," says Connolly.

Meriwether also loves to bet on the ponies. He owns several thoroughbreds, stabling them in a barn (complete with piped‑in Muzak) he built near his house in North Salem, New York. Although his wife, Mimi, once trained for the U.S. Olympic equestrian team, Merimether himself doesn't ride. "I don't think John has been on a horse in his life, and I think it would scare the hell out of him if he did [ride]," jokes William Mcintosh, a former Salomon managing director.

Meriwether's Catholicism runs deep. He still attends mass at the small parish church of St. John's Chapel in North Salem. He's made a number of pilgrimages to shrines, such as Lourdes and Fatima, and he's made large contributions to Catholic charities. He attended Catholic schools until enrolling at Northwestern University. After teaching high school for a year, Meriwether earned an MBA from the University of Chicago while working as a financial analyst at CNA Financial Corp.

In 1974, just as he was completing his MBA, he applied to Salomon. Mcintosh, who then ran Salomon's Chicago office, sent Meriwether to New York for more interviews, though he hoped to keep him in Chicago. "No chance. They got one look at him, and they kept him," recalls Mcintosh. Meriwether started on the finance desk trading repurchase agreements. His first boss: Tommy Strauss.

"John stood out from the beginning," recalls Strauss, now a partner at Ramius Capital Group. "John was never satisfied with the response you gave him. 'Yes, but why is that bond in short supply? Why is that bond going special? How long will it stay special? Why is that?"' Strauss says. "The market was very technically oriented, and John thrived on it." He had, Strauss adds, trader instincts: "John is a born risk‑taker."

Strauss recalls wanting in late 1978 to cut Salomon's arbitrage positions in the face of heavy futures selling at the Chicago Mercantile Exchange. Meriwether, however, by now trading bond futures, argued that the downdraft in prices was composed largely of distressed selling by a handful of floor traders and that Solly should boost its positions. The cash‑futures relationship did indeed correct itself, and Salomon unwound its positions for a substantial profit.

Meriwether first made his reputation arbitraging between cash bonds and bond futures and later in building Solly's fabled proprietary trading desk. Perhaps his most significant innovation was to bring academics to the trading floor. The interplay of quants and traders was not always an easy cultural mix, and the failure of professorial types to make the transition to the hurly‑burly trading floor derailed many firms' efforts. But Meriwether patiently taught academics such as Eric Rosenfeld and Hilibrand everything he knew about trading and showed them that he believed in their quantitative skills.

In later years the annual meeting of the American Finance Association became a rich recruiting ground for Salomon. It was over a late‑night dinner during the 1990 meeting that Meriwether persuaded Scholes, then at Stanford University, to spend a sabbatical at Salomon. Meriwether also recruited from fixed‑income‑research chief Martin Liebowitz's quant group at Salomon.

"Those guys would be playing with their slide rules at Bell Labs if it wasn't for John, and they know it," says Jay Higgins, the former Solly investment banker who is now a partner with Connolly at Cloverleaf in Greenwich. An intense bond of loyalty soon developed between "JM” as they called Meriwether, and his "arb boys." "Those guys would walk through fire for him," says a Salomon banker. Such loyalty, notes Prudential's Coats, "he gave back in spades."

There was also money to be made. New markets tend to be inefficient and rich in pricing anomalies. Through the mid‑'80s Meriwether's group steadily expanded its activities into swaps, foreign bond markets and, most profitably, the mortgage‑backed securities being created by Meriwether's Salomon colleague Lewis Ranieri. A phenomenal profit machine was created: Ranieri's group churned out complex and exotic mortgage products while Meriwether's arb desk would swoop in with its mathematical modeling to price the securities and arbitrage between the MBS's various classes and strips.

In the mid‑180s an increasingly intense rivalry simmered between Meriwether and Coats, who then ran government bond trading, traditionally the most

powerful desk at Salomon. Tensions would peak at auction time when the cash and arb desks would jostle for the firms capital to make big bids. Gutfreund, who tended to throw his weight behind whoever was bringing home the most money, consistently pushed more capital Meriwether's way, a telltale sign of shifting power. "The cash traders would just go batshit, but there was nothing really they could do. They didn't understand that Meriwether's boys were making more money with less risk," says a former Salomon executive. By 1986 half the firms capital was allocated to Meriwether's proprietary desk.

Salomon's problems, however, were by then hardly limited to frictions between trading desks. By 1987, even before the crash, the inevitable feuds over capital and compensation and between the trading, equities and investment banking divisions fostered what amounted to a coup mounted on the bond trading and sales side to oust Gutfreund. The conspirators failed, however, and left the firm in 1988. In the wake of their departure, Meriwether was elevated to head of the fixed‑income division and to a seat on the chairman's committee, Solly's inner circle. Proprietary trading was by then delivering a large part of Salomon's profits, so, as Lazard's Rosenfeld notes, "It was kind of hard to ignore his views."

Meriwether in fact was an astute manager, a fact often obscured by his reputation as a trader's trader. A fervent disciple of cost controls, realistic budgets and, above allt pay for performance, Meriwether hung tough at management meetings, which often deteriorated into bickering matches over the allocation of capital and the spiraling costs.

"John was one of the few guys who always came to meetings totally prepared," says a former member of the executive committee. "It was disconcerting to a lot of people. He was driven by the question, What's the return to the firm? And he must have said a hundred times, 'Let's not detour too far from the reality as exemplified by the numbers.' It was his favorite line."

Ironically, taken to excess, his principles ‑‑ big bets and pay for performance ‑‑ nearly destroyed Salomon.

With hindsight, a number of former Solly executives believe that the unraveling of the firm was set in motion by the "secret compensation" deal Strauss negotiated in ‘89 with Eric Rosenfeld and Hilibrand, who were then the co‑heads of the arb desk. As head of fixed income, Meriwether was continually pressing Strauss and Gutfreund "to do something to keep Eric and Larry happy," recalls one Solly executive. The arb traders were annoyed that even though their desk was kicking in more and more of Salomon's profits, their own pay was capped and no longer reflected their contribution to the firm's bottom line. With Meriwether offering encouragement, Strauss agreed to set aside 15 percent of the arb group's profits as bonuses, and the two then persuaded Gutfreund to sign on.

The other members of the executive committee only learned about the scheme in 1990. "One last thing, turn to Tab G," one committee member recalls Strauss saying during a meeting. The page listed the arb group bonuses: $60 million in all, with Hilibrand due more than $ 23 million, Meriwether $ 10 million and no one on the desk getting less than $ 3 million. The meeting erupted, though Meriwether said little. "After that," recalls one Solly executive bitterly, "it was every man for himself."

Pay for performance soon spread throughout the firm, creating an even more overheated atmosphere. And though the motives behind Paul Mazer's Treasury bid rigging in 1991 are complex, bonus mania dearly played a part. Mazer, who had worked on the arb desk and was now the head of both government trading and foreign exchange, reported directly to Meriwether. Mozer's government desk provided the raw customer flow information that fueled much of the arb desks trades ‑‑ yet his own take‑home pay in 1990 was a paltry, by Sally standards, $ 3.75 million.

The first hint that Mazer's bid rigging wasn't going to escape public scrutiny came on April 24, 1991 ‑‑ in the form of a letter sent by the U.S. Treasury to Mercury Asset Management that its bid for bonds at the auction must be totaled together with those of parent firm S.C. Warburg, Mazer's cover on the February auction. At that point, the trader finally told Meriwether that he had falsified the bid in the February 21 auction. Meriwether told Mazer the incident was "career threatening" and demanded to know if he had done anything else. Mazer replied no. Meriwether then walked across the trading room to tell Strauss. They huddled with Donald Feuerstein, the firm's general counsel, and then called Gutfreund in Paris. When Gutfreund returned, they concluded that he would have to tell the New York Federal Reserve Bank. For reasons that are still not clear, Gutfreund waited until August.

Meriwether was reputedly furious with Mazer, but the fact that he never yanked him off the desk or immediately investigated his trades remains an aberration for such a relentlessly rational figure (the firm began reviewing Mazer's trading book in July) . Meriwather has never spoken publicly of his failure to act that summer, although he has made it dear to friends that he believed he did his duty by telling Strauss and Gutfreund of Mazer's actions.

Although Meriwether's friends defend him, he plainly dropped the ball. "All of us have flaws," says one friend. "And John's flaw is that he assumes that everyone else is logical, that if you set out a path for them, they will do what is in their long‑term self‑interest. But there are other drivers in there ‑​ego, greed, power ‑‑ that simply do not get factored into John's equation. John simply trusted Mozer."

The knowledge that Gutfreund, Strauss, Feuerstein and Meriwether had known of Mazer's falsified bid since April shocked both insiders and outsiders when it finally became public in mid‑August. Pressures were building rapidly. On Tuesday night, August 13, a meeting was held in the Park Avenue offices of Salomon law firm Wachtell, Lipton, Rosen & Katz to craft another press release to provide more details than a first statement acknowledging a possible misconduct that went out the previous Friday. Gutfreund, Strauss and Feuerstein were there, as were a number of others; Meriwether arrived late from a dinner. One draft of the release offered more details than the first press announcement, but it did not name the three executives who knew of Mazer's false bid. Warren Buffett partner Charles Munger, representing the interests of the firms largest shareholder, insisted over a speaker phone that all three be named in the release. '"That's going in," Munger reportedly snapped. "No argument."

The meeting ended just after midnight. For Meriwether a key moment had arrived: For the first time his name was being linked with those of Gutfreund and Strauss. "John just sat there, stunned. But I think it was that night that he realized he was about to get whacked," says one of those in attendance.

By Friday, August 16, the situation had grown worse. Clients were threatening to stop doing business with the firm, and for the first time, Solly executives were concerned about losing financing lines. That Thursday and Friday New York Fed chief E. Gerald Corrigan had called to demand the resignations of Gutfreund and Strauss. The Salomon Brothers board met for most of Friday ‑‑ with Buffett weighing in by phone from his private jet as he flew in from Omaha. Gutfreund and Strauss spent most of the day huddled with lawyers in a room off the boardroom or on the phone with Buffett. Meriwether was there, but he was later asked to leave when the subject of what to do with the three executives and Feuerstein came up.

Lee Higdon, who was then co‑head of investment banking with Deryck Maughan, suggested that the board vote on what to do with the four. Gutfreund out? Absolutely. Strauss? Gone. Feuerstein? History. Meriwether? There was a pause. "I think in light of the billions he has made for the firm, could we possibly find five minutes to discuss his case?" Higgins snapped. Several, including Mcintosh and Higgins, argued that Meriwether be given a leave of absence to clear his name, but Higdon reportedly interjected that this would "not be good enough for [Salomon's] bankers." Maughan, according to several who attended the meeting, remained silent, though he was thought to be in Higdon's camp. The debate was still going on when Buffett entered the room at about 4:00 p.m. "Is there any way to save JM?" he asked as he sat down.

The meeting broke up late in the afternoon with Meriwether's fate still hanging in the balance. Buffett said he would meet with Meriwether on Saturday, but the majority of the board was clearly in favor of his departure. Mcintosh had believed earlier in the week that Meriwether was likely to survive the scandal. But now, with the firms credibility in tatters, he felt otherwise. He took the elevator down to Meriwether's 42nd‑floor office. "John," Mcintosh said, "I want you to hear this from me. I just don't think the firm can survive if you don't leave." Meriwether said nothing.

On Saturday morning Meriwether huddled with his lawyer to weigh his options and then paid a visit to Buffett at his apartment near the United Nations to say he was going to resign. Buffett demurred, but Meriwether told him his mind was made up. "It may not have been fair, and it may not have been logical," says one friend. "But it was necessary."

Meriwether quit the next day, but his final break with Salomon did not come for 16 months. By December 1992 he had settled a Securities and Exchange Commission administrative proceeding alleging that he had been negligent as a supervisor (he neither admitted nor denied the allegations but agreed to a three‑month suspension from the securities business and a $50,000 fine). The same month, he and Strauss settled their suits against Salomon for lost compensation; he got back $18 million.

By then Meriwether was also negotiating his return with the new Salomon chairman, Robert Denham, who succeeded Buffett in May 1992. He had been in discussions with other firms, including Goldman, Sachs & Co., but his real desire was to go back to his old firm. Meriwether's old arb group ‑‑ Rosenfeld, now head of governments (replacing Mozer) ; Hilibrand, heading up the arb desk; and Hans Rufschraid, the forex chief‑ were vocal in his support. They had even kept his office untouched.

Yet Meriwether's return would undoubtedly have been disruptive. Buffett, Denham and Maughan were attempting to transform the Salomon culture, ‑rejecting much of what Meriwether had embodied. And there would have been political and customer repercussions. Although Buffett is understood to have favored Meriwether's return, he was by then no longer directly involved with personnel matters. Instead, Meriwether negotiated with Denham, with Maughan providing his views on what his relationship with Meriwether might be.

The discussions ranged from what Meriwather's duties would be to how the firm should deal with his role in the scandal to, most important, what the firms direction would be ‑‑ which business lines would be kept, which discarded. One Solly source close to those talks says there was agreement on a number of points but that the parties couldn't dose the deal.

Around the turn of the year, Denham made his last offer: a No. 2 position at the firm, but with arguably less power than Meriwether had before the scandal. He turned it down.

Lazard's Rosenfeld recalls having lunch with Maughan soon after this rejection. Maughan asked him what his worst nightmare for Salomon was. "That the arb people would all leave now that Meriwether wasn't coming back," Rosenfeld said. According to Rosenfeld, Maughan shot back‑ "No way. Those guys are all tied to Salomon."

Maughan miscalculated. Badly, Eric Rosenfeld left the same month, in January 1993. He was followed by arb desk veteran Victor Haghani in April, mortgage‑backeds trader Hawkins in July and Scholes in August. By the end of the year, quant modeling master Krasker left, as did relationship manager Richard Leahy and bill trader James McEntee; arb head Hilibrand left in early 1994, and forex chief Hufschmid followed in early 1995. Thus the traders who had generated 87 percent of Salomon's profits from 1990 through 1993 chose to rejoin Meriwether in the new hedge fund that was quickly dubbed Salomon North.

Meriwether and his partners began trading at LTCM on February 26, 1994 ‑​amid one of the most teeth‑rattling bond market routs in history. As investors unwound massive amounts of leverage, they discovered very few bidders. This distressed selling led to big swings in the cash, futures and swap prices, opening up anomalies in value. It was an ideal time for LTCM1s style of trading, with spreads big enough to drive a Range Rover through. LTCM not only began trading with a clean $ 1.25 billion balance sheet (before leverage) but, in addition, having just left Salomon, several partners knew who had bonds, who was selling and why.

That was nowhere more true than in the free‑falling market for mortgage‑backed securities (Institutional Investor, July 1994). LTCM snapped up billions of dollars of interest‑only securities as dealers were dumping MBS positions at any price, building their positions on a hedged basis to capture the move in the spread as the securities converged back to fair value. MBS positions were carried into 1995, when a bond market rally failed to trigger an anticipated wave of prepayments, enabling the firm to close out very profitable positions.

LTCM was also a big buyer in Treasury auctions early last winter, when the federal government was shutting down. The successful bet was that the yield curve would steepen. But most of the firm's most profitable trades have been

in the global bond markets, say sources familiar with its trading. LTCM is understood to have taken a position in the gilts market last year in which it arbitraged between high‑ and low‑couponed gilts long before the U.K. government's change in the tax treatment of its bonds became readily apparent to most of the market, and they took smallish positions in Asian convertible bonds, shorting stock and bond futures against convertibles wherever possible; emerging‑markets dealers insist that they also dabbled in spread trades in Argentinean Brady and domestic dollar‑denominated restructured debt, or Bonex bonds. One of their larger trades was believed to have been in the yen repo and swap markets, to take advantage of the shift in credit spreads caused by the crisis in the Japanese banking system.
Perhaps its biggest money‑spinner last year, according to global bond players, was a huge long position in the yen‑financed carry trade into the U.S. two‑year note. Most of the profit was a long dollar‑short yen exchange rate bet. LTCM hedged out most of the currency risk, but the sheer size of its position, possibly as large as $ 25 billion, more than made up for the lost currency gain (and with much lower risk to manage). Market sources say LTCM began borrowing overnight yen at 0.5 percent and buying the two‑year notes in the cash and derivatives markets as early as August last year, long before most others. When the yen moved briefly against the dollar in September, it wiped out the yen carry trade's mark‑to‑market profits for many players. LTCM, however, plunged in and increased its position, before winding it down in early 1996.

LTCM possesses three powerful competitive advantages. With more than $ 4 billion in capital, LTCM is now effectively as large as many Wall Street firms ‑‑ without the burden of staff, offices and far‑flung business lines. Leveraged an average of 8‑to‑l (which can go as high as 25‑to‑1), LTCM can today generate anywhere from $ 32 billion to nearly $ 100 billion in trading power, sources say. This financial clout can be focused on a relatively small number of trades.

LTCM had also succeeded in getting its investors to agree to keep their money in the firm for a minimum of three years, after which they can withdraw part or even all of their principal plus profits. Other than D.E. Shaw & Co., which has a lockup of one year, most hedge funds can lock up their money for no more than a quarter. "That is a big, big advantage, because it greatly reduces the odds that LTCM will be forced out of a position at the wrong time," says Pimco's Thomas.

This spring LTCM asked investors to agree to a modification of the lockup period, allowing them to withdraw up to one third of their money each year in a three‑year period. Virtually all the investors agreed. "The idea is to smooth the potential of capital's moving around all at once," says Lazard's Rosenfeld. In addition, LTCM last May raised new capital in a private‑placement offering, reportedly a further $500 million, which includes the new staggered structure.

A third edge LTCM has played to involves its two dozen or more "strategic partners." These partners, all of whom placed at least $ 100 million with the firm, are supposed to be able to gain access to LTCM1s technology, modeling, analytics and perhaps some of its market thinking ‑‑ as well as collect those returns. LTCM, in return, gets capital ‑‑ and a lot more.

One of the lessons Meriwether learned at Salomon was how important it was to tap local market intelligence, to know the big players in local markets and the vagaries of local clearing and settlement. Salomon's immensely profitable

arbitrage trading in Tokyo, for instance, came thanks in no small part to its superior back office and its adroitness in Japan's quirky repo market.

LTCM has in fact methodically nurtured its relationships with Wall Street firms. But its real edge comes through its strategic partners, which can fill that gap in local market expertise and help to supply or arrange the all‑important repo financing and other credit lines. There have been persistent rumors that several central banks and quasi state banks ‑‑ Taiwans central bank, the Hong Kong Land and Development Authority and the Government of Singapore Investment Corp. in Singapore ‑‑ are among LTCM1s strategic partners. The firm declines to comment.

This is a matter of controversy. Central banks do not normally turn over assets to private firms. More significant, many in the hedge fund world suspect that LTCM can got access to securities held in central bank portfolios ‑‑ a big advantage in certain markets. In Japan the Bank of Japan forbids any firm from failing to deliver a bond in a trade, which makes Lt difficult to short bonds and thus engage in most arbitrages. Several big players insist that LTCM enjoyed a "competitive financing advantage" in the yen market last year because it had access to hard‑to‑find Japanese government bonds. LTCM declines to comment.

Meriwether has told friends that he and his partners are eager to build up a long‑term franchise at LTCM. But that won't be easy. Arbitrageurs, after all, consistently do well until they get it very, very wrong. Sooner or later a hedge ratio will be slightly off, or liquidity will suddenly evaporate. LTCM1s convergence trades carry an awesome level of leverage, and the smallest dislocation can cause a big explosion. "I would put my money with them, but any investor has to realize that they could lose it all," says a portfolio manager who knows the firm well.

Of course, LTCM must also reckon with that most unstable of firm foundations: money. "Meriwether Is already cautioning us that we've had a good run but that it can’t go on forever, 11 says one investor. But how the firm ‑‑ and its investors ‑‑ will react to a downturn is still anyone's guess. "Will adversity create problems? Of course it will," says a former Wall Street executive who knows Meriwether and the Salomon group extremely well. "No championship team keeps together for long. The question is, When? I give them about five years, tops."

As many a hedge fund has discovered, secrecy at a time of market stress can test the patience of even those investors with a high tolerance for risk. And LTCM is not renowned for being forthcoming. Says one of LTCM's investors: "The biggest obstacle with LTCM is the shroud of secrecy around everything they do. They tell you that because they're running such large positions, they have to keep their trades quiet. But that is a big, big 'trust me, factor."

Another potential pitfall for the firm: the desire to raise ever‑larger chunks of capital, particularly since the 2 percent fee comes off the top ‑​regardless of performance ‑‑ and the 25 percent "incentive fee" is on total profits, not after some hurdle return as with other hedge funds. Yet the appetite for more capital could eventually erode performance. "There just isn't enough arbitrage out there, and there are very few markets that you can play with that kind of capital," says the co‑head of a similar global fixed‑income arbitrage fund.

Meriwether’s biggest challenge, ironically, may be similar to the one that nearly destroyed his former employer; successfully containing the egos and greed of the principals and preventing the second‑tier comers from becoming disenchanted. Loyalty to Meriwether, forged in the Salomon wars, is one factor that holds the firm. together. In addition, Merton and Scholes have ties to many LTCMers that go back to the Massachusetts Institute of Technology. The pair not only provide insight into risk management but also serve as "rabbis" to the younger traders.

But Chi‑fu Huang, who is heading up the firms immensely profitable Hong Kong office; David Modest, a former professor of finance at the University of California at Berkeley; Ardavan Nazari, a bond portfolio analyst; and Thierry Bollier, an expert on pricing models, are all high‑caliber talents who aren't yet partners and would be prime recruiting targets for Wall Street houses anxious to replicate LTCM's fabled returns. "These people are used to being stars in their own right and are as good as any of the top talent in other firms," notes Smith Breeden's Breeden. "It will be Long Term Capital's biggest single challenge to keep them happy and motivated."

As for Meriwether, he appears to be both genuinely happy with and profoundly motivated by the hedge‑fund vehicle. Does he miss Salomon? Probably no more, perhaps less, than the firm misses him.

Why the arbs love Italy

John Meriwether bets big (story). As much as one third of Long Term Capital Management's $ 2 billion in profits since it began trading in February 1994 may have derived from a long‑running Italian bond and swap market arbitrage. It was, says one bond trader who engaged in the same trade, "Everyone's most profitable trade."

The key: an unusual spread between Italian government bonds and the rate for lira interest rate swaps. Some traders argued that this could be credited, at least in part, to Italian political risk. But the primary reason was probably a 12.5 percent withholding tax imposed by Rome on investors from countries lacking a reciprocal tax treaty with Italy.

The tax was withheld at the source and could be reclaimed only by filing an application and mailing it to the Finance Ministry, which tended to take its time sending a rebate check. Because the process was so cumbersome, the market traded as though the 12.5 percent could not be reclaimed; this added as much as 100 basis points to a fixed‑rate issue yielding 8 percent. That in turn drove government bond yields above lira swap rates, making an arbitrage possible. Here's how it worked;

First, LTCM bought fixed‑rate Italian government bonds, buoni del tesoro poliennali, or BTPs, and financed the transaction in the lira repurchase market, in which the bond is put up as collateral for a cash loan. LTCM received fixed payments from the bond's coupon stream and paid a floating rate on the repo financing.

Second, LTCM entered into a lira interest‑rate swap to replicate a short bond position, receiving a floating rate and paying a fixed rate. The market risk of the BTP position was thus hedged by a short lira swap position of a matched duration.

The repo was central to the trade's profitability. It was done with an Italian bank or a foreign bank licensed in Italy with the back‑office capability to routinely file for the withholding tax rebate. (Under Italian law the bank holding the bonds as collateral against the repo loan becomes the owner of record, not the investor.) More important, the firms involved in the trade got a below‑market repo rate that was nearly equivalent to the value of the withholding tax (the bank taking the bonds would keep a sliver of the value of the withholding tax for its troubles). Making the math work even better was the fact that in Italy, as in most of Europe, cash lenders in a repo do not require a haircut on the collateral.

Without the below‑market rate on the repo, a foreign investor could not have recouped the value of the withholding tax and thus would not have been able to capture the spread between the swap rate and the BTP yield. But with the repo, arbs like LTCM were able to achieve a profit stream on two levels.

The first was the positive carry on the long bond position: The interest cost of the below‑market repo was less than the income stream, from the floating leg of the lira swap. The second was the mark‑to‑market gain, assuming the spread between the government yields and the swap rates converged.

The trade was profitable as soon as arbs began putting it on in the early 1990s. In 1992, however, it went sour when the faltering lira was driven out of the European Exchange Rate Mechanism, which widened the bond‑swap spread and led to hefty mark‑to‑market losses. But, for firms that stuck with the trade, or put on an even bigger position amid the ERM volatility, the trade generated even greater profits, because the spread began to tighten steadily afterward. This was helped in part in late 1993, when Rome made it easier to claim the withholding tax, by transferring the rebate process from. The Finance Ministry to the central bank. Just when LTCM is understood to have put the position on its books in February 1994, the spread tightened from 40 over through par by April.

By March 1995 the spread had widened to as much as 129 basis points, but

then it began a long descent, to par, Just after Rome finally announced a long‑rumored intention to eliminate the withholding tax altogether. The capital gains windfall was largely over by then. The spread went to par when ‑1kome eliminated the tax last spring, and it has more or less stayed there ever since.

LTCM is understood to have dosed out its BTP position and unwound its swap position at that point. The substantial profits from this transaction made a major contribution to the firms 8.14 percent return in April, its second‑best month to date.
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