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Systemic risk is the risk that the failure and distress of a significant part of the financial sector reduces the availability of credit which in turn
may adversely affect the real economy. Not all economic downturns involve systemic risk, but the occurrence of systemic risk has almost
invariably transformed economic downturns into deep recessions or even depressions.

We argue that the "laissez-faire" amount of systemic risk in an economy will likely be inefficiently high because systemic risk involves
externalities. That is, each institution manages its own risks but does not consider its impact on the risk of the system as a whole. We draw
the analogy of a firm that pollutes: It is often regulated to limit the pollution or taxed based on the externality it causes. Regulation is
needed.

Unfortunately, current financial sector regulations do not address the problem because they seek to limit each institution's risk seen in
isolation; they are not sufficiently focused on systemic risk. As a result, while the risks of an individual firm are properly dealt with in normal
times, the system itself remains, or is induced to be, fragile and vulnerable to large macroeconomic shocks.

Our proposed solution would focus regulatory attention on systemic risk, provide incentives for regulated firms to limit systemic risk taking,
reduce moral hazard, reduce the pro-cyclicality of risk taking, and use tools tested and well understood by the private sector.

This docunent is not intended to, and does not relate specifically to any investrment strategy or product that AQR offers. It is being provided merely to provide a framew ork to assist
in the inplementation of an investor’'s own analysis and an investor’'s own view on the topic discussed herein.

This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or reconmrendation to purchase
any securities or other financial instruments and may not be construed as such. The factual informetion set forth herein has been obtained or derived fromsources believed by the
author and AQR Capital Managemrent, LLC (“AQR) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or inplied, as to the information’s accuracy or conrpleteness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investrrent or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investrrent losses.

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR The view's expressed reflect the current views as of the date hereof

and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein.



The information contained herein is only as current as of the date indicated, and may be superseded by subsequent merket events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained fromsources believed to be reliable; how ever, neither
AQR nor the author guarantees the accuracy, adequacy or conpleteness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in making an investrrent or other decision. There can be no assurance that an investrrent strategy will be successful. Hstoric market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment w hich may differ materially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forw ard-looking statemments regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different fromthat shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, w hich will fluctuate and may be superseded
by subsequent market events or for other reasons.
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