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EXECUTIVE SUMMARY 
This study was commissioned by the European Parliament in order to build on the Impact 
Assessment (IA) carried out by the European Commission1 on the proposed Directive on 
Alternative Investment Fund Managers2 (hereafter “the Directive”) to conduct a 
quantitative assessment of the costs and benefits. 

We were asked to consider five specific questions, the answers to which are set out briefly 
below (see Chapter 6 of the main report for a fuller discussion of each). 

Question 1: What would be the costs and benefits of the changes proposed by the 
draft Directive, including impacts on the real economy, competiveness and 
employment?  

One-off compliance costs would rise between €110m and €2.2bn in total for hedge funds, 
private equity and venture capital, representing approximately €1.1bn to €22bn for the 
non-UCITS sector as a whole.  Transactions costs would rise between 30 and 45 basis 
points if, as we believe, the measure would be largely negated by regulatory get-arounds, 
or 0 to 45 basis points in the short term and 30 to 75 basis points in the longer term, 
otherwise.  The annual growth rate of EU GDP would fall by around 0.1-0.2 per cent, and 
booms and busts would be around 0.8 per cent of GDP less.  There would be a short-term 
rise in unemployment of 0.8 per cent of current employment as the AIFM sector adjusted, 
whilst in the longer term peak unemployment would be around 1.3 per cent less as a 
consequence of busts being smaller. 

Question 2: What would be the result of “one size fits all” regulation for AIFM 
upon the level playing field after the Directive had been applied? 

The EU playing field would be more level, but at the expense of material falls in competition 
and innovation in the AIFM sector, driven particularly by de-globalisation, leading to 
materially higher costs for investors, reduced efficiency in financial markets, less 
investment to innovative businesses, and less efficient restructuring of businesses in 
financial distress. 

Question 3: What would be the impact on sectors covered by UCITS and MiFID? 

The main channels through which the sectors covered by UCITS and MiFID might be 
affected is their role as potential substitutes for AIF and the ability of AIF to re-package 
themselves into UCITS funds.  These sectors could be affected by promoting the existing 
trend towards re-packaging non-UCITS funds as UCITS funds – increasing the access of 
retail investors to such products. 

Question 4: What is the assessment of the risk of capital flow from the EU to non 
EU countries because of regulatory arbitrage? 

It is likely that some fund managers would exit the EU market as result of limitations on 
the use of leverage, constraints on the use of certain strategies and the additional cost of 
complying with the Directive.  Arguably those with a strong domestic base are less likely to 
exit, which are also the types of funds that may be more likely to locate the funds on-
shore.  Similarly, it is likely, in the short term at least, that EU investors would be more 
inclined to move capital from off-shore funds to on-shore funds to reduce perceived risk.  

                                                 
1 European Commission (2009) Proposal for a Directive of the European Parliament and of the Council on 
Alternative Investment Fund Managers and amending Directives 2004/39/EC and 2009/…/EC, Impact Assessment. 
2 European Parliament (2009) Directive of the European Parliament and of the Council on Alternative Investment 
Fund Managers and amending Directives 2004/39/EC and 2009/…/EC, Brussels, 30.4.2009, COM(2009) 207 final. 
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And analogously EU fund managers may bring their funds increasingly on-shore where 
domestic investors are clearer on the regulatory regime in place. 

There is also the potential for non-EU domiciled investors to withdraw their funds in the 
short term, and, in the longer-term, EU investors to move their capital to compliant non-EU 
domiciled fund managers.  However, although it is plausible that there would be some 
capital outflow, we believe that the amounts involved (at least in the short term) will be 
modest. 

Question 5: What are the justifications for the suggested de minimis thresholds 
and the impact on AIFM domiciled in third countries? 

The Commission’s IA recommends a de minimis threshold of €250 million of net assets 
(with additional provisions only applying to AIFM acquiring controlling stakes in companies 
that are not SMEs and AIFM using leverage “extensively”) as being proportionate given the 
nature of the AIFM sector.  However, the Directive proposes to regulate AIFM with more 
than €100 million AUM or €500 million AUM when no leverage is used and redemption 
rights apply only after the first five years of the fund’s life which are domiciled in the EU. 

The implications of such a threshold would be that of the 80 per cent of hedge funds 
domiciled outside the EU, between 5 and 25 per cent would still be allowed to market their 
funds to EU investors and of the estimated 66 per cent of private equity firms outside the 
EU just over 20 per cent would be able to market their funds. 

Question 6: What are the risks posed by off shore provision of valuation? 

Using valuators domiciled in third countries (as opposed to valuators domiciled in the EU) 
has the potential to create a number of risks to investors and financial stability.  These 
potential risks are likely to centre on issues related mainly to two broad areas: the quality 
of services supplied by these valuators (either as a result of lower supervisory standards in 
third countries or a lack of local information); and the ability of on-shore market 
participants and supervisory bodies etc. to effectively monitor their activities.  

Question 7: What alternative options might there be to the measures in the draft 
Directive? 

Alternative options include: 

• Regulation of the dealings of banks and/or prime brokers with AIFM.   
• Extend existing regulation, such as the Transparency Directive or Prospectus Directive, 

and introduce a change in merger guidelines to prevent AIFM from merging to create 
systemically significant organisations.   

• Regulation of systemically significant AIFM by national monetary authorities, including 
the power to restrict certain practices, including leverage, risk-taking and remuneration. 

• Varying the application of the “all encompassing” and “asset class by asset class” 
approaches, applying the “all encompassing” approach only to those provisions which 
have a general applicability and relevance, and to deploy the “asset class by asset 
class” approach elsewhere.    

• An opt-out clause for AIFM not engaging in cross border activity (although, they would 
remain subject to supervisions at the national level as they currently stand – cf UCITS). 

• Reduce the liability standard for depositaries in line with the UCITS Directive. 

Question 8: What arguments might there be for regulating alternative investment 
funds instead of or as well as alternative investment fund managers? 

As set out in more detail in Chapter 5, there is a case for regulating the fund rather than 
the fund manager because to do so would better allow the regulation to target behaviours 
rather than specific groups and would overcome potential difficulties in defining the fund 
manager in legal terms given differences in the structures of AIF.  However, the arguments 
in favour of regulating fund managers far outweigh these considerations. 

11 
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1. INTRODUCTION 

KEY FINDINGS 

• AIF by no means represent a homogeneous group - the business models of different 
types of AIF vary significantly, including the strategies they employ and types of 
products they invest in, the amount of leverage they use and their liquidity. 

• The AIFM sector makes a very important contribution to the functioning of a market 
economy, for example by providing financing, enhancing market efficiency and 
promoting financial innovation. 

• Their role AIFM play, however, also means that they are a key participant in 
economic volatility, though such volatility is not necessarily “bad” it might simply 
reflect new information or new interpretation of the information. 

• Leverage per se does not increase risk. 

 
This study was commissioned by the European Parliament in order to build on the Impact 
Assessment (IA) carried out by the European Commission3 on the proposed Directive on 
Alternative Investment Fund Managers4 (hereafter “the Directive”) to conduct a 
quantitative assessment of the costs and benefits. 

Specifically, the questions we were asked to consider were 

1. What would be the costs and benefits of the changes proposed by the draft 
Directive, including impacts on the real economy, competiveness and employment? 

2. What would be the result of “one size fits all” regulation for alternative investment 
fund managers upon the level playing field after the Directive had been applied? 

3. What would be the impact on sectors covered by UCITS and MiFID?  
4. What is the assessment of the risk of capital flow from the EU to non EU countries 

because of regulatory arbitrage? 
5. What are the justifications for the suggested de minimis thresholds and the impact 

on alternative investment fund managers domiciled in third countries? 
6. What are the risks posed by off-shore provision of valuation? 
7. What alternative options might there be to the measures in the draft Directive? 

 
We were also asked to give some consideration to an additional question: 
 

8. What arguments might there be for regulating alternative investment funds instead 
of or as well as alternative investment fund managers? 

1.1. Approach to the Study 
The European Commission uses the category of alternative investment funds (AIF) to group 
all non-harmonised funds or non-UCITS funds.  As such, this is the definition that we have 
applied for this study.5 

                                                 
3 European Commission (2009) Proposal for a Directive of the European Parliament and of the Council on 
Alternative Investment Fund Managers and amending Directives 2004/39/EC and 2009/…/EC, Impact Assessment. 
4 European Parliament (2009) Directive of the European Parliament and of the Council on Alternative Investment 
Fund Managers and amending Directives 2004/39/EC and 2009/…/EC, Brussels, 30.4.2009, COM(2009) 207 final. 
5 European Commission (2009) Proposal for a Directive of the European Parliament and of the Council on 
Alternative Investment Fund Managers and amending Directives 2004/39/EC and 2009/…/EC, Impact Assessment. 
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Questions (1) to (5) in the terms of reference all concern the impacts of the proposed 
Directive.  Question (7) concerns the separate matter of alternatives and questions (6) and 
(8) relate to the scope of the regulation.  In order either to assess impacts or to consider 
alternatives, we must first consider the rationale for intervention. 

The report is thus structured as follows: 

• Chapter 2 sets out the discussion of the rationale for intervention in the alternative 
investment fund market. 

• Chapter 3 consider the impacts of the draft Directive, covering the first five 
questions in the terms of reference. 

• Chapter 4 considers alternative options and the possible impacts thereof, covering 
the seventh question. 

• Chapter 5 responds to questions (6) and (8) by considering the risks of third country 
valuators and the relative merits of regulating alternative investment funds vs 
regulating alternative investment fund managers. 

• Chapter 6 presents our conclusions for each of the eight questions on the basis of 
the analysis. 

There then follow twelve technical appendices, detailing much of the analysis and 
calculations discussed in the main text. 

1.2. Background on Alternative Investment Funds and Fund 
Managers 

Types of AIFM and their Structures 

“Alternative investment fund” (AIF) is the collective name for non-harmonised funds.  As 
highlighted in the Commission’s Impact Assessment AIF represent a highly diverse group of 
funds, employing a variety of strategies and investing a range of assets.  Included in this 
group are private equity funds, venture capital funds (hereafter collected together with 
strict private equity funds under the heading of “private equity”), hedge funds, 
infrastructure funds, commodity funds, institutional funds and real estate funds.   

A sketch of the sector is provided in Annex I.  In very general terms, professional investors, 
such as insurance and pension companies and high net worth individuals, place money in a 
fund (AIF).  This fund is effectively a legal shell and is managed by a fund manager (AIFM).  
The fund can be managed by a variety of individuals depending on the structure of the 
business.  The fund manager and the fund might not be domiciled in the same country; a 
number of EU-domiciled AIFM manage funds located off-shore, for example in the Cayman 
Islands.   

The structure of AIF and the relationships between funds, fund managers, and their 
counterparties varies across individual types of AIF.  For example PE funds tend not to use 
depositaries whereas hedge funds do.6  Similarly, hedge funds rely much more on prime 
brokers to access leverage - a practice less common in other forms of AIF. 

Understanding the differences in the individual business models of AIF and AIFM is 
extremely important, and a more detailed discussion appears in Annex II.  There we 
explain that AIFM are extremely diverse in nature.   

                                                 
6 Charles River Associates (2009) “Impact of the proposed AIFM Directive across Europe”, Commissioned by the 
Financial Services Authority, October 2009. 
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The sector involves many different forms of business and investment strategies and many 
different sizes of firm, subject to many different financial, organisational and remuneration 
structures.  In particular AIFM vary in terms of: 

• their strategies — in some cases seeking to identify assets that markets have 
undervalued, and therefore going long those assets; in other cases seeking to identify 
assets that markets have undervalued, and therefore going short those assets; in other 
cases identifying relative mis-pricing (arbitrage opportunities); meanwhile other AIF 
manage specific classes of assets (such as real estate, or oil); 

• their use of leverage — for example in amongst hedge funds alone the leverage ratio 
can vary from between 1.5 and 2.0 to one for equity long/short and merger arbitrage 
strategies to as much as ten times capital for relative value/fixed income arbitrage 
funds, while other forms of AIFM use no leverage at all;7  

• their liquidity — for example, while hedge funds are usually open-ended, and 
redemptions can be periodically (as often as quarterly), private equity investments are 
closed, often with a minimum period of investment, and are hence less liquid; and 

• their skills — for example private equity funds have specific skills in restructuring 
distressed firms. 

and so on.  A recent Bank of England paper has argued that this great diversity is a 
strength of the sector because it means that different firms with different strategies will not 
all be driven into financial distress by the same events.8 

As explained in Annexes IV and V, the AIFM sector makes a very important contribution to 
the functioning of a market economy — quite disproportionate to its size.  (We shall also 
see that, as a reflection of this, it makes a quite disproportionate contribution to economic 
volatility.)  The economic contribution includes: 

• The provision of investment finance, in particular to niche or otherwise specialised and 
innovative activities that are generally neglected by other financial intermediaries, such 
as banks — especially in cases where collateral is limited. 

• Providing mechanisms of restructuring after financial distress, transforming socially 
detrimental companies (i.e. firms which destroy rather than create value) into socially 
valuable companies. 

• Providing specialised forms of equity and debt that allow the AIFM to identify firms that 
would be profitable in the long-term but suffer short-term cash-flow problems in 
recession.  (Thus, AIFM make an important contribution to limiting the costs of 
recession.) 

• Enhancing market efficiency by identifying arbitrage opportunities in the prices of 
financial securities, thereby increasing the efficiency of the allocation of capital. 

• Enhancing information value of market pricing by conducting specialised analysis that 
other investors then interpret and follow, increasing pricing efficiency and, again, 
thereby increasing the efficiency of the allocation of capital. 

• Driving greater development of financial markets through financial innovation. 

One implication of these key roles is that, as explained in Annex VII the AIFM sector is a 
key participant in economic volatility.   

                                                 
7 IMF (2008), “Global Financial Stability Report”, International Monetary Fund, October 2008. Box 1.5, “Impact of 
Credit Market Turmoil on Hedge Funds”, p 41.  
8 Allesandri, P. & Haldane, A. (2009) “ Banking on the State”, Bank of England, November.  Available at: 
http://www.bankofengland.co.uk/publications/speeches/2009/speech409.pdf 
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According to modern finance theory9, there are a number of important natural drivers of 
volatility in financial markets and in the real economy, including: 

• Effects of information or interpretation updating, such as: 

• new general information releases (e.g. by national statistical authorities); 

• new policy changes (e.g. interest rates, fiscal policy, regulation, direct 
interventions such as bailouts or quantitative easing); 

• new analysis (AIFM might be important drivers); 

• new information revealed in market actions - this can take the form of things 
changing (e.g. a new company entering the market); or of things staying the 
same (e.g. when people keep trading rather than stop trading [as one might 
have expected], that can cause us to update our opinions about what they 
know). 

In all cases above, note that there can be updating of interpretations, as well as 
of information. 

• Effects of speculation, such as: 

• signalling effects, wherein agents known often to be well-informed (e.g. 
particularly certain classes of AIFM such as hedge funds) can move markets 
by their observed trades even on occasions when they are not, in fact, any 
better informed than the Market as a whole; 

• volume effects, where in thin, specialised markets without other agents ready 
and willing to enter to take up arbitrage opportunities, large trades can move 
prices by sheer volume.  (Again, AIFM might be important drivers.) 

It is important to note, for what follows, that, as explained in Annex IV, according to 
modern finance theory leverage does not, per se, increase risk.  Modern finance theory tells 
us that the riskiness of a financial asset is given by the real volatility in costs and revenues 
of the underlying real asset.  Unless it affects the management of the underlying real 
assets (and hence the real returns and volatility in those returns), all that the capital 
structure does is to distribute the returns from the real assets between different financial 
claimants.10  One standard thought is that equity provides a more direct form of monitoring 
of management than does debt, and that this may be a determinant of the degree of 
leverage (ceteris paribus, when the value of monitoring is higher, the leverage will be 
lower). 

An interesting corollary is that, when the nature of equity is different (e.g., when the form 
that equity takes intrinsically involves a more intimate relationship between shareholders 
and management, as is the case, for example, with private equity as opposed to, say, listed 
shares) that may have an effect on the efficient degree of leverage (e.g., theory would 
predict that when there is private equity, the economically efficient level of leverage will be 
higher than when there are listed shares). 

Another important corollary is that increased leverage will tend to increase the riskiness of 
debt, and so the risk of bankruptcy.   

                                                 
9 Brealey, RA & Myers, SC, Principles of Corporate Finance, seventh edition, McGraw-Hill/Irwin 
10 To paraphrase one of the favourite illustrations of Merton Miller, who co-authored the Modigliani-Miller theorem, 
no matter how many pieces you carve the pizza into and to whom you give those pieces, the total amount of pizza 
there is the same. 
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If the consequences of a leveraged institution’s bankruptcy might be too widespread in 
terms of impacts on related firms and the wider economy, government agencies may feel 
unable to permit bankruptcy, but will instead bail out the bondholders and other creditors.  
We shall see that this risk is of great significance in the discussion below. 
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2. RATIONALE FOR INTERVENTION 

KEY FINDINGS 

• The AIFM sector is subject to a number of significant potential market failures 
primarily related to the information asymmetry between fund managers and both 
investors and the fund’s counterparties. 

• Regulatory intervention may, however, give rise to its own problems, potentially 
creating incentives for excessive risk taking, systemically coordinating financial crisis 
through the consolidation of monitoring institutional risks, and by chasing activities 
into non-regulated sectors.  

• Market processes address potential market failure caused by information 
asymmetries through reputation (only possible in a market with repeat purchases) 
and incentive-based remuneration schemes. 

• We believe that there will be large changes in the behaviour of AIFM and the use of 
the sector by its counterparties both as a result of market processes and in response 
to the very extensive additional regulation introduced in other sectors, such as 
banking. 

• We regard the Directive in its original form as premature, though we do believe that 
there is a case for immediate action in certain areas, primarily that leverage of AIFM 
deemed to be systemically significant should be subject to prudential oversight. 

2.1. Introduction 
In this section we consider the rationale for regulatory intervention in this sector.  A 
rationale is important because: 

a) it is useful to think through, systematically, why regulatory intervention is to be 
considered at all and in particular why it is believed that market developments, 
technological changes, changes in consumer preference, or other regulatory 
developments (or other forms of government intervention) already planned or 
underway will not address the problem identified; 

b) understanding the problem properly gives insights into what it is reasonable to hope 
that regulatory intervention may achieve (the objectives) and these insights may 
naturally suggest certain solutions (policy options); 

c) understanding what the problem is provides insights into how the market functions 
which are central to the task of quantifying impacts and a measure by which the 
success or otherwise of the policy might be evaluated. 

A common criticism of impact assessments over recent years has been that the rationales 
were inadequate and failed to provide a robust analytical basis for the assessment which 
followed.  We note that the rationale for the AIFM Directive has been hotly disputed, and 
that central to that rationale is an account of the recent financial crisis that is itself a matter 
of considerable dispute. 
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One of the key economic concepts used in carrying out impact assessments is economic 
efficiency.  Economic efficiency may be defined as a situation in which no one can be made 
better off without someone else being made worse off.   In the absence of market failures, 
a competitive market economy will lead to an efficient outcome.11  

This is an important result because it means that intervening in well-functioning markets 
can only make some people better off at the expense of making others worse off (i.e. there 
is no “win-win” policy intervention).  Typically, intervention in such circumstances will 
reduce economic efficiency. 

This is why, according to the European Commission’s guidelines on impact assessment, 
policy intervention needs to be justified by either or both of the following: 

• the existence of a market failure, such that competitive markets no longer work 
efficiently; 

• the failure of existing regulations. 

The existence of a market or regulatory failure does not on its own justify policy 
intervention.  This is because the intervention may itself give rise to costs which in some 
cases could far outweigh the benefits gained from attempting to correct the market failure.  
Hence a key issue for impact assessments is whether the benefits of a policy proposal 
outweigh its costs. 

It is important to recognise that this result, concerning the efficiency of outcomes in the 
absence of market or regulatory failure, depends absolutely and fundamentally on the view 
that economic agents are rational.  If agents are not rational, then the conditions under 
which markets will deliver efficient outcomes are much more restricted.  On the other hand, 
the conditions under which regulatory intervention can, in any predictable way, improve on 
market outcomes are also much more restricted. 

The European Commission’s guidelines on impact assessment are based on the above 
concept that interventions must be based on market or regulatory failure, and thus assume 
agent rationality, as reflecting the fundamental role of the Rationality axioms in modern 
economic theory.  This might seem to be the end of the matter.  However, the recent 
financial crisis has brought into question the value of basing regulatory reasoning on the 
axioms of Rationality.  Indeed, as we discuss in Annex VII, certain of the most authoritative 
accounts of the financial crisis contend explicitly that the Rationality axioms should now be 
abandoned.  This would have profound implications across all policy-making (not merely in 
the financial sector) — indeed for our whole concept of economic organisation.  But, more 
specifically, it would affect the required rationale for interventions in the AIFM sector. 

Other considerations beyond economic efficiency, such as equity, may also justify policy 
intervention, though this falls beyond the scope of this study.  An additional consideration 
which does need to be included in the scope, however, is the functioning of the Single 
Market. 

The rationale for intervention set out in the Commission’s IA derives from the argument 
that recent events have demonstrated that the activities of AIFM are not sufficiently 
transparent, and that the associated risks are not sufficiently addressed by current 
regulatory and supervisory arrangements. The Commission IA claims:  

“The importance of AIFM to European financial markets … have been underlined by the 
financial crisis”. 

                                                 
11 This is demonstrated by the “First Theorem of Welfare Economics”. 
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In particular the Commission argues that the existing regulatory environment does not 
adequately reflect the cross-border nature of the risks posed:  primarily, AIFM leverage has 
the potential to generate macro-prudential or systemic risk.  

Given the emphasis on private equity (PE) and hedge funds (HF) in the Commission IA’s 
discussion of the regulation of the industry, in considering the rationale we focus mainly on 
these two forms of AIFM in our examples below, whilst not ignoring other categories of 
AIFM. 

2.2. What might constitute a rationale for intervention? 
In Annex VI we argue that the AIFM sector is subject to a number of significant potential 
market failures.  In particular, we note that investors may have difficulty monitoring what 
AIFM do with their funds after obtaining them.  In the absence of market mechanisms to 
address such potential failures (which do exist, and to which we shall turn in a moment) or 
regulatory intervention, the difficulties for investors in monitoring AIFM activity might 
create (inter alia) the following problems: 

• Moral hazard in respect of the risk of misuse of funds 

• Moral hazard in respect of the effort put into the management of funds 

• Adverse selection concerning which fund managers investors choose to invest with 
(incompetent managers might be particularly aggressive in seeking investors and offer 
particularly low charges) 

Information asymmetries also exist between fund managers and their counterparties, in 
particular prime brokers, creating counterparty risk.  Counterparty risk implies that failure 
by one firm might harm not only its investors, but also other firms that had extended credit 
to that firm, potentially creating systemic risk in the financial system. 

On the other hand, regulatory intervention might give rise to its own problems, including: 

• The bailing out of bondholders in systemically significant institutions (which past 
experience such as the Long-Term Capital Management affair suggests might in 
principle include certain AIFM) creates incentives for firms to take on excessive leverage 
and to have remuneration structures that involve excessive risk-taking. 

• Regulation that takes on responsibility for monitoring the robustness of institutions risks 
systemically coordinating financial crises, since when the regulator makes an error, it 
makes that error for the whole market.  (This is the danger of “regulatory badging”.) 

• Regulation can chase activities out of sectors in which market disciplines work relatively 
well into sectors in which such disciplines are ineffective, leaving the activities lacking 
either market or regulatory oversight, making problems of market functioning worse not 
better. 

In the AIFM sector there are a number of mechanisms by which market processes address 
potential market failure.  Two of the most important are: 

• Investors in AIFM are typically professional investors that deal with AIFM on a repeated 
basis and would not be ruined by one deal making below-expected returns.  This allows 
the development of reputation as a market signalling mechanism. 

• AIFM typically employ incentive-based remuneration schemes that provide incentives to 
put in effort and manage funds to produce high returns, and that provide little incentive 
for incompetent AIFM to seek funds (they would not be rewarded unless they were 
successful in the management of the funds). 
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In what follows we would like to highlight three important tensions arising from the above 
discussion: 

• The tension between making AIFM subject to regulations that protect 
investors and the lesser need to protect professional investors.  We shall 
propose below that AIFM should be regulated in certain aspects of their dealings with 
investors, and fall under cross cutting Directives regulating their activities in other 
ways.  However, the main investors in AIF, professional investors, may not need the 
same sort of protection as retail investors. 

• The tension between the need to have regulation of leverage and the 
simultaneous damage and irrelevance of a common leverage restriction.  
Systemically significant firms should be subject to prudential oversight of their leverage.  
But AIFM differ considerably in the use of leverage, with it serving for certain AIFM as a 
key (and legitimate) part of their strategies.  The problem we identify is not that high-
leverage strategies are particularly destabilising.  It is that, for any systemically-
significant AIF, whether or not its natural strategy involves high leverage, it will tend to 
become more leveraged than it would if it did not have an implicit bailout promise 
regarding its bonds.  Put more straightforwardly but less precisely, the issue is not that 
there should not be AIFM employing leverage ratios of, say, ten to one.  It is that 
systemically-significant AIFM that would employ ratios of, say, one to one if they did not 
have an implicit bailout promise might, in the presence of such a promise, switch to a 
ratio of one-and-a-half to one (say) — and of course those that would otherwise use 
ratios of ten to one might move to sixteen to one, instead.  This means that any 
uniform threshold is bound to be at the same time too low for many firms that should 
not be restricted and yet too high for many firms that should be restricted. 

• The tension between the need to regulate bonuses and the centrality of 
bonuses to the proper functioning of the AFIM sector.  The same arguments that 
drive the need for regulation of leverage of systemically-significant institutions also 
imply the need to regulation remuneration (a lacuna in the proposed Directive).  
However, incentive remuneration is one of the key devices the Market uses to address 
potential market failures in the AIFM sector.  Hence overly-restrictive across-the-board 
regulation of AIFM remuneration runs a very high risk of damaging market functioning 
rather than promoting it. 

2.3. The Future Behaviour of AIFM and the need for Intervention  
The European Commission’s Impact Assessment (EC, 2009) seeks to motivate regulation of 
the AIFM sector largely upon the basis of the recent/current financial crisis.  It does not 
have any extensive consideration of how behaviour within and use of the AIFM sector might 
evolve as a consequence of the financial crisis.  This might naturally be interpreted as 
reflecting the sort of view of financial markets presented in the influential Turner Review12, 
explained in Annex VII.  The Turner Review repudiates modern finance theory, arguing 
instead that regulation should recognise the essentially irrational nature of behaviour in 
financial markets13 — behaviour that will not be fundamentally changed by recent events, 
except insofar as driven to do so by regulation. 

In contrast, proceeding on the basis of rationalist modern finance theory, we argue in 
Annex VIII that one should expect very considerable changes in the behaviour of AIFM and 
the use of the sector by its counterparties.   

                                                 
12 Financial Services Authority (2009), “The Turner Review – A regulatory response to the global banking crisis”, 
March. 
13  See particularly ibid Section 1.4. 
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Modern finance theory implies that there should be large changes in behaviour arising from 
market responses.  But even if one does not accept this, it is common ground between the 
rationalist and irrationalist accounts that behaviour should be expected to change as a 
result of the very extensive additional regulation introduced in other sectors, such as 
banking. 

We believe that there will be large changes both as a result of market processes and in 
response to other regulatory developments.  Indeed, we believe these changes will be so 
large that at this stage it is not possible to produce an accurate assessment of quite how 
large they will be.  We thus believe that it is premature to seek to devise detailed 
regulation of AIFM through a Directive specifically targeted at the sector.  Matters will be so 
different once the market has evolved that we simply cannot say whether there is an 
important problem to address. 

We argue in Annex IX that the experience of previous crises would suggest that going 
forward (in the short-term at least) investors will demonstrate a preference for more liquid, 
less risky assets, and for fund managers with more consistent tracks records (and possibly 
older, larger companies).  This would be likely to increase overall competition in the AIF 
sector (both in response to falling demand from investors and their search for “quality”).  
This may be offset to an extent by AIF and AIFM exiting the market, but the competition to 
secure investors is likely to increase the value of signalling and thus transparency. 

There is some evidence that the industry is responding in this way through improvements 
in self-regulation, a primary example being the publication in January 2008 of a set of 
Hedge Fund Standards by the Hedge Fund Working Group (HFWG) of the Hedge Funds 
Standards Board (HFSB), covering disclosure, valuation, risk management, fund 
governance and shareholder conduct.  However, to date fewer than 60 hedge funds have 
signed up, suggesting that any such effects may be limited to pockets of the industry 
rather than translating into an industry wide shift in behaviour. 

The AIFM business model might also be expected to evolve in a way that reduces the 
average level of leverage they employ.  Leverage ratios have been on a downward trend 
over the past 10 years, and the experience from previous financial crises (discussed in 
Annex IX) suggests that the use of leverage may continue to fall further in the short- to 
medium-term.  However, within the context of implicit bailouts these effects may be more 
muted.  As discussed earlier, if AIFM are insured against downside risk (i.e. through implicit 
bailout promises) then they may have incentives to engage in highly-leveraged investment 
strategies that are excessively risky. 

Even in the absence of any government bailout promises (implicit or otherwise), according 
to behavioural finance theory it may be unlikely that many of the risks, particularly those 
related to mis-pricing, inherent in the AIFM industry and the financial services market as a 
whole, will dissipate in any significant way.  Behavioural finance theory would suggest that 
the recent crisis will not necessarily result in self-correcting behaviour on the part of the 
AIFM, and that self-enforcing fluctuations (e.g. through herding behaviour) and increasing 
cyclicality may still be a feature of the AIFM industry both in the short- and long-run. 

Comment on the timing of the Directive 

In considering the best form of a Directive focused on the AIFM sector, the issues raised in 
Annex VII concerning how to understand the financial crisis — whether in rationalist or 
irrationalist terms — and consequently whether (and if so how) the behaviour of firms in 
the sector and of their counterparties might change, are absolutely central.  For our view is 
that the behaviour of AIFM and of firms dealing with AIFM will change in profound ways 
which are not yet easy to predict.   
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The key consequence of this, for our purposes here, is that, though we shall go on in later 
sections to attempt to quantify some of the effects of the draft Directive, our candid view is 
that, across many of the aspects of the Directive, matters are simply so uncertain and in 
such a state of flux that there is no robust way to form particularly insightful estimates into 
the potential benefits of most of the regulatory measures. 

The normal response, in terms of best regulatory practice, to such a dearth of evidence 
would be to conclude that proper evidence-based policy-making is impossible, and hence 
that it would be better to wait until matters were clearer rather than proceeding on the 
basis of overwhelming ignorance.  However, sometimes it is urgent to act even in the 
absence of good evidence — sometimes, flailing in the dark is the only option.  Is this such 
an occasion?  As it happens, we do believe that to be the case in respect particularly of 
leverage — our view is that the current situation is dangerous and that leverage of AIFM 
large enough to be systemically significant should be subject to prudential control — the 
implicit guarantees to bondholders of systemically significant institutions would otherwise 
lead to them over-leveraging and employing remuneration schemes that encouraged 
excessive risk-taking.  Our view is that this should not, however, be on the basis of a 
common cap across all AIFM and not at a level even remotely as low as the threshold 
specified in the Directive.  However, we are surprised that a more significant role for the 
ECB or other central banks in prudential supervision of AIFM was not among the options 
considered.  Likewise, we believe that there is an urgent case for reviewing merger rules to 
embody more explicit account of systemic risk. 

On the other hand, there is a very different way to consider the problem from our view of 
it.  According to this concept, AIFM behaviour is unlikely to change in particularly profound 
ways.  The herd has, of course, ambled along a more pessimistic path (at least until very 
recently, as of the time of writing), but it is still ambling as a herd without much in the way 
of fundamental basis for its pricing or purchasing decisions.  Some day it will amble in an 
overly-optimistic direction again, as it has done in repeated financial boom and bust cycles 
in the past.  We can tell this now by understanding the fundamentally irrational bases on 
which the market operates, and by recognising that there will be little significant updating 
of behaviour in response to these events except insofar as that updating is forced by 
regulatory change. 

Even with this concept, there would be a case for waiting to see how behaviour might 
evolve in response to regulation in other parts of the financial sector (or at least for waiting 
to see more precisely what new regulation there will be).  But perhaps it might be argued 
that it is now clear enough what form other regulation will take to see how the relevant 
agents might adapt, and clear enough how AIFM would respond to the regulations in the 
Directive, for it to be also clear what the impacts of the regulatory measures in the 
Directive would be. 

2.4. Conclusions 
Our view is that there is a potential rationale for having more developed regulation of at 
least some AIFM.  And sometimes it is necessary to regulate even in the absence of a clear 
picture.  But, insofar as that is correct here (and we believe that in certain regards it may 
be), our view is that different forms of regulatory intervention should have been given 
more consideration.  Specifically, we suggest the following alternative broad regulatory 
approaches (we suggest many specific modifications below): 
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• Instead of blanket leverage limits, we recommend that EU central banks be required to 
monitor AIFM, reporting to the European Systemic Risk Board (or the equivalent macro-
prudential risk assessment body), and placing those AIFM that the central banks deem 
to pose systemic risk under prudential supervision — such supervision to include both 
restrictions on leverage and restrictions on remuneration (neither of which restrictions 
need be specified in advance). 

• Instead of the other provisions in the Directive, we recommend that AIFM of above a 
threshold size be brought within the scope of existing Directives relating to marketing, 
distribution, and passporting. 

• Regulate the activities of banks in respect of their roles as prime brokers, depositaries 
etc.. 

• Wait until the final form of banking regulation is clearer, and at that stage, as it were, 
“fill in the holes” in respect of required regulation of bank counterparties, particularly 
insofar as their dealings involve participation in cross-market coordinated issues such as 
reliance upon ratings. (We note that the process leading to this proposed Directive was 
initiated before the events of Autumn 2008, and hence does not reflect developments in 
regulation in the banking sector.  It appears to us that there is a strong case for 
revisiting thinking about regulation in these areas in an order more reflective of recent 
events.) 

• We are not convinced that hedge funds and private equity are such closely related 
financial institutions that it is either useful or sensible to regulate them together.  
Financial products like real estate funds, special funds and investment trusts are still 
more heterogeneous in important respects.  For example, the additional investor 
protection that the draft Directive seeks by requiring independent custody is distinct for 
private equity (e.g. private company share certificates) or real estate funds (e.g. 
property) than for funds which invest in financial services or derivative contracts.14 

• It also appears to us that there are important issues that the Directive leaves 
unaddressed.  For example, it seems to us that there is a strong case for changing 
merger guidance or even merger law to reflect the peril that mergers might give rise to 
systemic risks (as opposed to the overwhelming consideration being the creation of 
market power).  This is obviously a wider issue than merely AIFM (indeed, probably a 
wider issue than even simply the financial sector) but the Directive appears willing to 
consider other cross-cutting issues, so why not mergers? 

• Similarly, for those AIFM deemed to be systemically significant, and which we suggest it 
would be well worth considering placing under the supervision of their central banks, a 
natural pair of this supervision (and consequent at-least-partial implicit bailout promise) 
would be restrictions on remuneration (replacing the restrictions that would be imposed 
by bondholders were they genuinely subject to risk of loss).  Again, this is an issue 
which cuts across sectors, but again this does not appear to have been a key 
consideration elsewhere in the Directive. 

                                                 
14 For a discussion on this point, please see Sally Dewar, Managing Director, Wholesale & Institutional Markets, 
FSA, FSA Asset Management Conference, 17 September 2009 
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3. IMPACTS 

KEY FINDINGS 

• We believe that the uncertainties associated with how the structure and behaviour 
of the AIFM sector will change in response to the financial crisis and to the major 
other regulatory changes underway are such that quantitative estimates of effects 
are subject to even greater uncertainty than is usual.  Nonetheless, we proceed to 
offer quantitative estimates of the Directive in its original form. 

• The main one-off costs of complying with the measure would be some €110m-
€2.2bn for hedge funds, private equity and venture capital.  For the non-UCITS 
sector as a whole this represents €1.1bn-€22bn. 

• We believe that there is a high risk that the intended impacts of the Directive will 
eventually be negated by regulatory innovations that displace the regulated 
activities outside the regulatory net.  In that event, the measure would increase 
ongoing transactions costs in the sector by 10 to 15 per cent (30 to 35 basis points) 
with little in the way of corresponding benefits. 

• In the event that the Directive does have its intended impacts, then: 

o Transactions costs would rise by some 0-10 per cent (0 to 30 basis points) in 
the short term and 10-25 per cent (30 to 75 basis points) in the longer-term, 
relative to trend.  The main driver of this change would be reductions in 
competition because of a combination of market exits and the loss of 
competitive pressures from outside the EU. 

o The trend of cost-reducing innovation would be retarded, at a cost of about 1 
per cent less reduction in transactions costs each year.  The main driver of 
this would be de-globalisation, as the EU ceased to participate in 
international cost-reducing innovation. 

o Reduced innovation in the AIFM sector would retard growth rates across the 
wider economy, with the sustainable annual growth rate of EU GDP falling by 
between 0.1 and 0.2 per cent. 

o This lower average growth would come with the side benefit of lower 
volatility.  We estimate that the worst recessions might involve up to 0.8 per 
cent less contraction in GDP, with peak unemployment correspondingly 
lower. 

3.1. Introduction 
This section concerns the impacts of the draft Directive in its form as of September 2009, 
and should not be regarded as a response to the alternative text produced by the Swedish 
Presidency in November 2009.15  Nonetheless, the discussion is certainly of relevance to 
the Swedish Presidency's proposals in a number of respects.  For example, in this section: 

• We consider the implications of the provisions relating to valuators and depositories 

                                                 
15 The proposals set out by the Swedish Presidency include revisions on leverage limits, depositaries, marketing 
and capital requirements, and additional provisions on remuneration. 
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• We consider the effect of limits on leverage 

• We consider impact of the provisions on marketing  

• We assess the impacts of capital requirement provisions 

Other issues of relevance, such as remuneration, are addressed in Chapter 4 and the 
relationship between leverage and risk is discussed in more detail in Annex IV. 

We have argued in Section 2 that the behaviour of relevant market participants, including 
in particular AIFM, investors, and counterparties such as banks, is likely to be in such flux 
and to change so profoundly in response to the credit crunch and to the very extensive new 
regulation being introduced in other sectors that there is no robust way to estimate the 
impacts of the changes proposed in the Directive.   

However, the above notwithstanding, in this section we make what we can of the data 
available to attempt to estimate costs and benefits.  But we emphasize that our confidence 
in the robustness of the estimates produced in this section is very low, and we emphasise, 
also, that this is not because we believe that it would be possible to produce significantly 
more robust estimates than ours. 

In this section we address questions (1) to (5) of the terms of reference, as follows:16 

• Question (1) (“What would be the costs and benefits of the changes proposed by the 
draft Directive, including impacts on the real economy, competiveness and 
employment?”) is answered in subsections 3.2 (costs of compliance) 3.8 (overall 
costs) and 3.9 (overall impacts on growth, competitiveness and employment). 

• Question (2) (“What would be the result of “one size fits all” regulation for AIFM 
upon the level playing field after the Directive had been applied?”) is addressed in 
subsection 3.4.2. 

• Question (3) (“What would be the impact on sectors covered by UCITS and MiFID?”) 
is addressed in 3.4.3. 

• Question (4) (“What is the assessment of the risk of capital flow from the EU to non 
EU countries because of regulatory arbitrage?”) is addressed in subsection 3.9.1. 

• Question (5) (“What are the justifications for the suggested de minimis thresholds 
and the impact on alternative investment fund managers domiciled in third 
countries?”) is addressed in 3.4.2.5. 

Approach to Assessing the Impacts 

In what follows, we attempt to quantify a number of the impacts of the proposed Directive.  
Several points should be borne in mind. 

• The scope and scale of a Short Impact Assessment has not allowed us to engage 
in a new field study.  Our analysis of impacts draws on existing studies and on 
pre-existing data, most of which were already in the public domain. 

• Our key focus is on assessing the impacts of the Directive as specified.  It has 
not been proportionate to our task for us to assess, comprehensively, the 
impacts of all the alternative options we have considered (even in those cases 
where such quantification might, in principle, have been possible — of course in 
a number of cases the impact of the alternative option floated is not 
straightforwardly susceptible of estimation). 

                                                 
16 To note, questions (2) to (5) relate to specific impacts, whilst question (1) concerns the quantitative estimation 
of the overall costs and benefits of the measure.  We therefore address questions (2) to (5), specifically, during 
our construction of the overall answer to question (1).  
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• As in any impact assessment, certain aspects are more straightforward to 
estimate than others.  In general, costs are easier to estimate than benefits 
(essentially because of their greater concreteness).  And innovation-related 
effects are particularly difficult to estimate (since one is estimating the effect of 
something that, by definition, does not yet exist and has typically not even yet 
been conceived). 

These caveats noted we shall aim to quantify, insofar as proves feasible, under the 
following analytical structure: 

• Impact on the cost of compliance:  effect of proposed regulation on the 
compliance costs of AIFM, both in terms of incremental one-off costs and 
ongoing costs. 

• Impact on administrative Costs:  effect of the proposed Directive on the cost 
to national authorities implementing the regulation. 

• Impact on competition:  effect on competition in both the market for AIFM 
and suppliers, as a result of market exit and reduced entry, a lack of Third 
Country competitors, a deepening of the Single Market. 

• Impact on scale efficiencies:  discussion of potential scale efficiencies arising 
from a deepening of the Single Market and other drivers of increased scale. 

• Impact on innovation:  estimation of the effects of regulatory get-arounds, 
the potential for reduced returns, and a deeper Single Market on innovation in 
the AIFM industry. 

• Impact on risk:  discussion of the effects of the Directive, and in particular 
provisions regarding information provision, on market uncertainty and 
counterparty risk. 

• Impact on transaction prices:  discussion of the potential impact of increased 
compliance costs, the effect on competition, the effect on innovation, and 
uncertainty/counterparty risk effects on transaction prices, and the implications 
for the cost of capital. 

• Impact on volatility and economic growth:  discussion of the relationship 
between AIFM innovation and financial market volatility, and the implications of 
this for the rate and volatility in GDP growth. 

3.2. Cost of Compliance 
In Annex XII we estimate how the operating costs of AIFM might be affected as a result of 
the proposed Directive.  The costs of complying with the Directive are driven principally by 
additional information provision, changes to internal processes, and revised capital 
requirements.  We have estimated these costs using both previous research conducted by 
Europe Economics for the European Commission (DG Enterprise and Industry) on the costs 
of complying with the Financial Services Action Plan (Europe Economics, 2009) and 
estimates taken from other recent studies, namely Open Europe (2009) and Charles River 
Associates (2009).  Our estimate forms the lower bound, while the estimate produced by 
CRA represents the upper bound.17  Our conclusion appears in Table 1. 

                                                 
17 We believe that our estimates in Table 1 are likely to represent an underestimate of the costs for the firms 
involved because the estimates in Europe Economics (2009) were for firms with a history or regulation and 
compliance (which many of the AIFM do not have), given the size of some of the companies included in Europe 
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Table 1: Estimated Increase in Operating Costs associated with Compliance with 
the AIFMD (€ millions) 

AIFM 
One off costs 
(€ millions) 

Ongoing costs 
(€ millions) 

 Lower bound Upper bound Lower bound Upper bound 

HF 66.8 1,404 27 104.8 

Venture K 3.3 45 26.9 33 

PEF 41.1 756 190.5 248 

Total 111.2 2,205 244.4 385.8 

Source: Table 12 and 

                                                                                                                                                            

costs at this point and given the limited information we have at our disposal. 

Economics (2009) we have used the estimates for “small” companies (i.e. operating costs of less than €150 million 
– however it is likely that a number of AIFM would have larger operating costs), and we have not taken any 
account of the affect of foregone profits from products not launched or markets not entered, for example from 
unregulated short selling (see Annex XII, pages 165 and 166 for a fuller discussion of the potential error).  
Similarly the upper bound, since it is based on industry opinion, may over-estimate the likely costs.  Consequently 
there is a large spread in the figures quoted above, however, this range represents our best estimate of the likely 
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Table 13 in Annex XII 

Using data from EFAMA on all non-UCITS we can then use this to estimate the total cost of 
compliance for all AIFM.  According to EFAMA PE and Hedge funds represent less than 10 
per cent of the AIFM sector.  Therefore multiplying our results for PE and HF by a factor of 

al scale across of costs across the non-

 of the 

10 we can create a very rough estimate of the tot
UCITS as a whole, though obviously this is subject to substantial caveats given the very 
different business models employed by this group of companies.  As a very rough guide, 
however, one-off costs might lie between €1.1 billion and €22 billion and ongoing costs 
between €2.4 billion and €3.9 billion. 

The data from the Europe Economics (2008) and CRA (2009) offer an estimate
median ongoing costs as a proportion of operating costs. 

Table 2: Median ongoing compliance costs of AIFMD as percentage of operating 
costs for individual firms 

 Small Firms Large Firms 

 Lower bound Upper bound Lower bound Upper bound 

Total 0.08% 0.46% 0.10% 0.57% 

Note: the lower bound is based on stimates excluding the cos luators and 
depositaries.  The upper bound has been calculated by er bound up by the proportiona eflect 

e difference between the lower and upper bound es eported in the  table, Table 1.
rce: Europe Economics (2009)  Ec ions. 

As ill  Table 1 e-off costs represent a much g 

revent market entry as well as inducing material market 

t is important to consider: 

• The opportunity cost of any additional costs not passed on to investors - would it 

• The scope to move to countries not regulated in this way (this will obviously depend 
 this area in other 

y data on administrative costs from national 

co  the studies used relates 
to a changing the building control procedures in the UK,  the other study relates to 
regulation prohibiting the advertising of prescription-only medicines to the public.19 

irms.  The costs relate to the 

             

Europe Economics e t associated with va
 scaling the low

timates r
tely to r

 th
Sou

previous
 and Europe onomics calculat

ustrated in  the on  larger proportion of operatin
costs than ongoing costs, and are such are likely to be more economically significant.  
These additional costs could well p
exit.  Moreover, (on the basis of the impact of ongoing cost on operating costs) they would 
be likely to increase costs to investors by between 0.2 and 0.3 basis points. 

However, to understand fully the impact i

reduce activity? 

to an extent on progress in the development of regulation in
countries such as the USA)? 

3.3. Impact on Administrative Costs 
Since we have not been able to gather an
regulatory bodies, we use as a proxy estimates of the ratio of administrative costs to 

mpliance costs developed in other impact assessments.  One of
18

In each case we have estimated the incremental administrative cost for the authorities as a 
percentage of the estimated incremental compliance cost for f
initial costs of implementing a policy change as well as the on-going costs.   In each case a 

                                    
18 Europe Economics (2008a) “Economic analysis of changes to the Building Control Procedures”, commissioned by 
Communities and Local Government. 
19 Europe Economics (2008b) “Information to Patients, Contribution to Impact Assessment”, commissioned by DG 
Enterprise and Industry. 
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regulatory body already existed and, therefore, is likely to under-estimate the costs in 
mber States where no such body currently exists.  The estimated ratios are illustrated in 

e below. 

Estimated incremental administrative costs of AIFM

Me
the tabl

Table 3: D as a percentage of 
compliance costs for firms. 

 Lower Bound Upper Bound 

 Ratio 
Value 

(€ millions) 
Ratio 

Value 
(€ millions) 

Total 0.8% 2.0 9.0% 34.7 

Source: Europe Economics calculations based on data from Europe Economics (2008a) and Europe Economics 
 and ongoing costs quoted above. 

arly these estimates offer only very approximate values as neither regulation is 
alogous to the proposed Directive, however, they offer some indication of the potential 
nge of administrative costs involved.20 

(2008b)

Cle
an
ra

3.4.

3.4.1. to AIFM 

he 
same value chain as AIFM in the same financial group.  

, in terms of monitoring the activities and 

• Depositaries are likely to hold more capital to cover their increased risk 
 making markets less liquid and erecting a further barrier to entry in 
itary market.  

                                                

 Impact on Competition 

 Effects on Competition between Suppliers of Services 

We believe that there would be material falls in competition between suppliers of services 
to AIFM.  Amongst the clearest instance of this would be depositaries. 

Under the proposals in the original draft Directive, competition between depositaries would 
be likely to decline for a number of reasons: 

• EU investors would be restricted to the use of EU depositaries, reducing the 
competitive pressure that non-EU depositaries provide. 

• While the proposed Directive requires that depositaries “shall act independently 
and solely in the interests of AIF investors”, the liability for losses brought about 
by the actions of AIFM means that depositaries may seek to become part of t

• The burdens imposed upon depositaries
strategies of AIFM, are likely to be passed on to investors, and will drive some 
depositaries out of the market.   

exposure,
the depos

• Many depositaries currently operate through extensive sub-custodian networks, 
but the shift to “strict liability” will cause depositaries to restructure themselves, 
making much less use of sub-custodian networks, which are often used by 
depositaries to serve risky or emerging markets.  This shift will have the effect of 
concentrating risk in a reduced number of depositaries. 

• The principle of caveat emptor is effectively replaced by caveat vendor, since the 
responsibility is shifted from the investor to the depositary, thereby reducing the 

 
20 The upper limit of 9 per cent in particular is likely to be an overestimate of the ratio of administrative costs to 
compliance costs, as this was based on a study where it was known that the Government bore a substantially 
higher than normal proportion of costs. In this case there were also significant one-off administrative costs which 
contribute to this upper bound. 
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investors’ incentive to be vigilant at the point of investment – surely a 
paradoxical measure in the light of recent events.    

Further, the provisions as currently drafted raise serious questions about how a depository 
would be expected to demonstrate that the losses of investor funds (where they may 
occur) could not have been avoided and therefore determine whether or not they would be 
deemed as fully liable for returning these funds.  These provisions would give rise to 
considerable legal uncertainty and one would expect the result would be increased costs of 
capital in the short term and, later, if cases arose to which such vague provisions applied, 
protracted legal battles in determining liability.  The likelihood that depositaries will hold 

e fund sector are generally within the thresholds in 
the Directive.  Across all types of funds, Morgan Stanley21 estimated that total assets fell 

es the level of capital in October 2008, implying a leverage ratio well 

 long/short and merger arbitrage 

might expect to see a 

According to data from TASS (the Thomson Reuters hedge fund database) and the CRA 
epresent a higher proportion of EU domiciled fund 

leverage might at the same time induce 
considerable exit from some forms of AIFM, reducing competition, whilst leaving other 

                                                

increased capital under the proposed Directive, due to their increased liabilities, will also 
act to increase the cost of capital, while the likely reigning in of sub-custodian networks will 
mean that investors are likely to lose out on returns in more risky or emerging markets. 

3.4.2. Effects on Competition between AIFM 

An important element of the implications of the Directive is the effect it would have on 
competition; in particular what the result of a “one size fits all” regulation for AIFM would 
be upon the level playing field. 

3.4.2.1. Leverage 

A key driver of market exit would be rules constraining leverage.  We shall assume that, 
given the level at which leverage restrictions are set in the proposed Directive, they will 
have most bite for hedge funds and, to a lesser extent, for private equity.  As we have seen 
in Chapter 3, leverage ratios in the hedg

on average to 1.4 tim
within the bounds of the proposed Directive.  Similarly, estimates from BIS (2008) indicate 
that leverage ratios have dropped off considerably over the past 10 years falling to within 
or close to the threshold proposed by the Directive in recent years. 

As discussed earlier, however, leverage ratios tend to vary across fund types.  According to 
the IMF Global Stability Report (Oct 2008), equity
strategies typically have leverage ratios of between 1.5 and 2.0 to one, while 
tactical/macro funds have rates of four to one and convertible arbitrage funds tend to have 
ratios of between five and nine to one.  Meanwhile, due to the small margins involved, 
relative value/fixed-income arbitrage funds tend to have even higher levels of leverage, as 
much as 10 times capital.22  On the basis of these estimates we 
number of the funds relying on higher rates of leverage exiting the EU market (or offering 
substantially lower returns on investors’ money). 

report, fixed income arbitrage funds r
managers’ funds than non-EU domiciled HF, ranging from 8 per cent (TASS) to 23 per cent 
reported in the CRA study.  Other types of funds that tend to rely on to require higher rates 
of leverage are less common in the EU, such as convertible arbitrage funds (less than one 
per cent of EU HF), macro funds (between two and four per cent).  Meanwhile, one of the 
most important types of fund – long/short equity – tends to involve much lower levels of 
leverage.  This suggests that restricting 

 
21 Morgan Stanley Prime Brokerage, as cited in IMF (2008), “Global Financial Stability Report”, International 
Monetary Fund, October 2008. 
22 International Monetary Fund (2008), “Global Financial Stability Report”, International Monetary Fund, October 
2008 Box 1.5, “Impact of Credit Market Turmoil on Hedge Funds”, p 41. 
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segments of the market broadly unaffected.  (This illustrates one of the perils of having a 
blanket leverage threshold applying to all AIFM.) 

Estimates of leverage ratios, however, are hugely unreliable and can vary wildly across 
sources depending on the source of the data and the definition adopted; as such care must 
be taken in interpreting these figures.   

3.4.2.2. Strategies 

s such as short-selling would make it 

Many AIFM might well seek to relocate to jurisdictions that did not impose such 

d consolidation across the industry as per our counterfactual) would either result 

 
Another important driver of market exit would be regulatory requirements in terms of the 
disclosure of trading and ownership strategies.  Many of these firms rely upon extreme 
discretion and very high degrees of flexibility.  Requirements to develop and disclose 
specific strategies would lead to scrutiny of their activities and restrictions on their 
flexibility that firms would find extremely unwelcome. 

Furthermore, restrictions on specific strategie
unattractive for firms specialising in these strategies to continue within the AIFM sector.  
This would be particularly true in a context (as implicit in the original form of the Directive) 
in which restrictions on these strategies were imposed in the AIFM sector but not 
necessarily (and not necessarily in the same form) in other sectors. 

requirements. 

3.4.2.3. Other drivers of market exit 

One natural thought might be that the additional costs of compliance above (especially the 
one-off costs, and particularly if they were to occur at a time of considerable pressure on 
margins an
in market exit or greater and more rapid consolidation.  They might also discourage new 
market entry. 
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The increase in concentration that would follow would feed through to prices. For example 
if, in an industry, competition between firms is fairly well represented by a Cournot game, 
one can easily show that there is a positive relationship between the Lerner index of market 
power (and therefore the mark-up ratio) and the Herfindahl index of concentration: if the 
Herfindahl index of concentration goes up (because the number of players falls and/or 
because the variance of market shares increases) that factor would tend to increase market 
power and so lead to higher prices relative to trend. 

An alternative possibility is that it is not that firms, per se, exit, but rather that key 

cated on-shore.  This means that 
of the 20 per cent of HF domiciled in the EU only 46 per cent of their funds would be 

hich indicates that of the 

ever, on the basis that the majority of 

en offices in the EU.  It is more likely that it would be primarily the larger HF 
that would open up bases in the EU – potentially exacerbating market concentration.  

3.4.2.5. Impact on competition with AIFM from third countries 

For those AIFM that do not move to the EU only AIFM from below the de minimis thresholds 
nds comply with OECD tax standards) would be allowed to continue to 

specialised costs in the sector (such as remuneration costs) fall as these factors of 
production are less valuable.  In plainer terms, the thought here is that fee structures of 
firms might be unchanged but the bonus pots for employees across the sector might drop, 
and the net result might be not much impact on competition.  (Indeed, in the short term 
there might even be a period of more intense competition, as employees competed hard to 
maintain their previous levels of remuneration.) 

However, the above scenario assumes that specialist skilled labour in the sector could not 
move to some other sector.  And a scenario in which bonus pots were reduced would create 
considerable incentives for firms and individuals to identify regulatory get-arounds, driving 
considerable exit from the AIFM sector. 

3.4.2.4. Restrictions on marketing 

We have doubts about how enforceable the marketing and distribution aims of the Directive 
are, particularly in terms of whether non-EU-domiciled, non-equivalently-regulated AIFM 
can market their funds to EU investors.  In the absence of enforcement the effects on 
competition of any movement outside the EU by EU domiciled fund managers would be 
nugatory. 

That notwithstanding, let us proceed initially on the assumption that the Directive’s target 
can indeed be enforced.   

The restrictions on non-EU domiciled AIFM marketing their funds to EU investors will also 
impact on competition in the industry.  Currently an estimated 80 per cent of HF are 
domiciled outside the EU, as a result, in the absence of any entry by non-EU domiciled fund 
managers, competition in the EU market would reduce dramatically. 

This is compounded by the restrictions on EU domiciled fund managers marketing their 
non-EU domiciled funds to EU investors.  According to data on EU domiciled HF collected 
from the TASS database, only 46 per cent of funds are lo

available to EU investors.  This is supported by data from IFSL w
50 per cent of hedge funds located on-shore, only 20 per cent are located in the EU. 

In theory any excess profits earned by AIFM as a result of this reduction in competitive 
pressure would cause non-EU domiciled HF to enter the market (the potential profit 
outweighing the additional compliance costs).  How
HF tend to be relatively small organisations, it is unlikely that all existing non-EU domiciled 
HF would op

(and whose fu
market their funds to EU investors.   

32 



Short Impact Assessment on a Directive concerning Alternative Investment Fund Managers and Amending 
Directives 2004/39/EC and 2009/…/EC 

____________________________________________________________________________________________ 

Those AIFM domiciled in third countries falling within the scope of the regulation would be 
excluded from marketing their funds in the EU for the first three years at least (unless of 
course they move to the EU). These companies may have an incentive to restructure 
themselves to fall below the de minimis thresholds.  However what is more likely ids that 
those for whom the EU market represents an important source of funding would register as 
EU domiciled AIFM and for those whom EU funding was less important would simply stop 
serving the EU market.  As suggested above, this would have potentially important 
implications for competition in the EU market. 

However, AIFM falling beyond the scope of the regulation would offer some competition to 
EU-domiciled fund managers.  It is estimated that only between 6 per cent and 30 per cent 

UCITS, and funds classified as AIF.  As such, it is unlikely that these investors 

applied to the UCITS sector 

ould be the promotion of the Single Market in the AIFM 
ional barriers that still exist between Member States.  

 the sector.  

                                                

of hedge funds in the EU would be affected and only 30 per cent of private equity firms23.  
Assuming similar proportions would apply to third countries, this would still leave between 
5 and 25 per cent of hedge funds domiciled in third countries able to market their funds to 
EU investors.  For private equity approximately 66 per cent of AUM are managed by AIFM 
domiciled outside the EU.24  Using this as an estimate for the number of PE firms domiciled 
outside the EU and the estimated proportions of PE that would be affected, of that 66 per 
cent domiciled in third countries just over 20 per cent would still be able to market their 
funds to EU investors.  These smaller AIFM would therefore compete as before with EU-
domiciled AIFM limiting the potential reduction in competition.   

3.4.3. The Impact on Competition between AIFM and other Financial Products 

Investors diversify their portfolios by investing both in traditional funds, such as those 
covered by 
would increase substantially their investments, for example in UCITS funds, and reduce 
their holdings of AIF as a result of lower returns on AIF following the introduction of the 
Directive.  More likely is that, given the restrictions on their investment options, investors 
will simply diversify their portfolios less.  In this sense demand for AIF would simply fall 
rather than shifting to other investments, such as UCITS funds. 

AIF, however, may increase competition in certain areas by re-packaging their funds.  For 
example, recently some AIF have been re-packaging themselves to become UCITS funds.  
According to a report by PricewaterhouseCoopers (2008) retail investors are increasingly 
able to access AIF through sophisticated UCITS products.  Given that certain provisions in 
the Directive are more restrictive than those set out currently 
the proposed Directive could promote this trend.  These sectors could be affected by 
promoting the existing trend towards re-packaging non-UCITS funds as UCITS funds – 
increasing the access of retail investors to such products. 

3.4.4. Effects of Deepening of Single Market on Competition 

A potential benefit of the Directive, if it were well-constructed and proportionate and 
focused on Single Market issues, w
sector, through the reduction of nat
This in turn could foster competition in

The scope for further deepening of the Single Market in AIFM will vary across types of 
business.   

 
23 See Annex XII 

 This is estimated based on an estimate of $2.5 trillion (€1.7 trillion) AUM in total globally and €584 billion 
anaged in Europe. 

24

m
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For example the HF industry is relatively global in nature, while institutional funds, 

antly domestic.  However, it is unclear the extent to which 

 Sembenelli (2001)25 found that, for a sample of manufacturing 

 in relative terms of about 
31 per cent.  We note he also found that in the financial sector — as in other service 

gesting that in the financial sector the Single 
ncial Services Action Plan), far from fully 

 characteristics.  However, given the very considerable 
uncertainties inherent in all quantification in this section, let us proceed on the assumption 

e manufacturing sector. For example, let us take the 

 for investors, because 
we can assume that, by having market power, AIFM could fix charges higher than marginal 

ed competition, these charges would be reduced by 
about 30 per cent, with investors benefiting with a higher return on their investment.  If we 

all in management fees could 

rket is 
extremely difficult in the absence of accurate data on individual markets.  As such we use 

                                                

investment funds and real estate funds may offer greater opportunities to benefit from the 
removal of barriers – though the extent to which cross border activity in these types of 
funds would increase would likely be limited to some extent at least by differences in 
national preferences.  Meanwhile private equity appears to have scope to benefit from 
further market deepening, as data reported in Chapter 1 illustrates investment by European 
private equity firms is predomin
this merely reflects the nature of the industry or the extent to which this is the result of 
existing barriers.  Certainly venture capital generally requires local knowledge that favours 
more local investments. 

To the extent that there may be greater competition from a deepening of the Single 
Market, we can draw on data from past studies that sought to quantify the impact.  For 
instance, Bottasso and
Italian firms that a priori could have been thought to be particularly sensitive to the 
implementation of the Single Market Programme (observed over the period 1982-1993), 
mark ups (defined as prices over marginal costs) went down from about 23 per cent to 
about 12 per cent.  A recent paper by Badinger (2007)26 - who considers a panel of EU 
industries over the 1981-1999 period - also found a decrease in mark up ratios for the 
manufacturing sector from about 1.39 to about 1.27, a reduction

sectors — mark up ratios actually went up, sug
Market was, as of 1999 (before the Fina
developed. 

There are obvious problems with applying results from one sector to other sectors with 
significantly different structures and

that a well-formulated, targeted and proportionate Directive could eliminate most of the 
national barriers in the AIFM sector.  Given that, one might also assume that, as a result of 
the Directive, AIFM sector mark up ratios could fall by a similar order of magnitude to that 
identified by previous studies in th
results in Badinger (2007) as given and assume that mark up ratios (p/c) could fall by 
about 30 per cent.  As before this approach is likely to lead to an overestimate of the 
benefits (and consequently underestimate the potential costs). 

Assuming, as a first approximation, that marginal costs are constant, one could assume 
that prices would go down by about 30 per cent: this is the benefit

costs but that, as a result of increas

take the estimates reported in Bottasso and Sembenelli, the f
be as great as almost 50 per cent. 

3.4.5. Net Effects on Competition 

Attaching a value to the impact of the Directive on competition in the EU AIFM ma

the Badinger effect of market deepening as an (imperfect) proxy.  Clearly the liquidity of a 
market is affected by a variety of factors above and beyond the level of competition, but it 
allows us for the purposes of these rough estimates to quantify the effects of the Directive 
through the impact on competition.  

 
 
 

34 



Short Impact Assessment on a Directive concerning Alternative Investment Fund Managers and Amending 
Directives 2004/39/EC and 2009/…/EC 

____________________________________________________________________________________________ 

On this basis we estimate that: 

• in the short-term there would be a marked reduction in competition, as a significant 

ual [we are assuming up to the full Badinger 
effect]); 

We have suggested above that a consequence of certain of these regulations might be 
market exit and consolidation.  On the one hand this might tend to increase prices by 

le, reduce costs through greater 

ingle Market.  
And additional benefits could derive from more competitive pressures in other parts of the 

pact on Innovation 

ould use 
them in the counterfactual (the market would trend that way, even without the regulation).  
So although we believe such innovation would offset some of the competition effects 

number of firms ceased operating in the EU market, either through market exit or 
restrictions on marketing (of order, a 10 per cent to 30 per cent increase in costs 
charged to investors relative to counterfactual [we are assuming about half of the 
Badinger effect]);27 

• in the medium-term, there would be a loss of competitive pressure and innovative 
pressure, as new firms from outside the EU were unable to enter the market and 
new ideas from outside the EU were unable to penetrate (in combination with the 
first bullet, adding, of order, a 30 per cent to 50 per cent increase in costs charged 
to investors, relative to counterfact

• over the long term, the negative competition effects of the above two bullets would 
be partially (though far from totally) offset by increasing Single Market deepening 
(in combination with the first two bullets, providing a net increase of 20 to 40 per 
cent in costs charged to investors, relative to counterfactual [we assume that half of 
the long-term competition-reducing effect at the international level is offset by the 
effect of increased deepening within the Single Market]). 

3.5. Impact on Scale Efficiencies 

reducing competition, but on the other it might, in princip
exploitation of economies of scale. 

Another potential driver of scale economies would be a deepening in the S

value chain, such as the depositories’ functions, if regulation in those areas were, likewise, 
well-targeted and proportionate. 

The above notwithstanding, we are not aware of robust evidence of scale economies in the 
hedge fund sector, and consider that the existence of large numbers of small firms, even in 
the absence of significant regulation, might naturally suggest that scale economies are 
limited, or at least nugatory compared with other dynamic factors.  Other, more 
concentrated, AIFM sectors may, however, exhibit scale economies. 

3.6. Im

3.6.1. Effects on Innovation A: Regulatory Get-Arounds 

We believe it very likely that there would be considerable innovation to identify regulatory 
get-arounds as a consequence of the original draft Directive.  This might limit any benefits 
from the Directive, but would also tend to offset some of the negative competition effects 
— these innovations outside the regulatory net would provide competitive pressure. 

By definition they would not, however, be as efficient as the use of AIFM themselves — if 
they were genuinely as good for investors as AIFM and lower cost, then investors w

described above, we do not believe it would offset all those effects.  

                                                 
27 Note that the inverse of a fall in prices of one third is a rise in prices of one half. 

35 



Policy Department A: Economic and Scientific Policy 
____________________________________________________________________________________________ 

And of course we cannot definitively say that such new innovations would indeed be 

e 25 to 75 per cent 

a 20 to 40 per cent rise in 

3.6.2. Effects on Innovation B: Reduced Returns 

t constitute the spur 

ompetition 

on, in the case of Single Market sensitive 
industries, of about 2 per cent in 1992 and 1993, and in Barrel et al. (2008), who also 
found a positive impact of the Single Market programme on labour productivity.29  

possible — by definition, innovation is subject to uncertainty. 

Hence, for the purposes of quantitative illustration, we suggest that som
of the negative longer-term impacts on competition of the Directive might be offset by 
regulatory get-arounds, with the larger offsetting occurring when competitive pressures 
amongst AIFM are least.  Since our analysis above suggests 
costs from reduced competition (relative to trend — note always that the trend is 
downwards, so we are not talking about a 20 to 40 per cent rise on current prices), if 25 to 
75 per cent of this is offset by regulatory get-arounds (negating many of the potential 
benefits of the regulation), we might instead only be talking about a 10 to 15 per cent rise 
in costs after taking account of this factor. 

The relationship between competition and innovation is not altogether clear.  Economic 
theory (e.g. Aghion et al., 2005)28 has come to suggest that competition can bear an 
“inverted U” relationship with productivity and innovation:  too little competition is not 
conducive to innovation (the Hicksian “quiet life” of the monopolist); but also too much 
competition may deter innovation because of destruction of rents tha
to innovation for incumbent firms. 

Since this effect is ambiguous, in the context of the very high uncertainty concerning all the 
estimates in this section, we assume the net effect here is zero. 

3.6.3. Effects on Innovation C: Deeper Single Market  

A well-formulated and proportionate Directive could have a dynamic efficiency effect: 
specifically, in a deeper Single Market innovations (perhaps particularly niche innovations) 
would have a greater potential market, and so be more likely to be produced. 

It is natural to suppose that the level of concentration and the national barriers to entry are 
likely to have created “too much” concentration, and therefore that increasing c
through the elimination of national barriers to entry may turn out to be beneficial in terms 
of more innovation, less slack, etc..  However, economic theory suggests that the impact is 
likely to be different across Member States.  In fact, recent empirical evidence (Aghion et 
al., 2005 and Aghion et al., 2009) suggests that entry into domestic markets is likely to 
increase innovation and productivity in sectors that are already near to the technological 
frontier, while it is likely to discourage it in laggard sectors: in other words, countries with 
efficient AIFM operators are likely to benefit more from the elimination of national barriers 
to entry. 

Be that as it may, it is difficult to offer a quantification of this “productivity growth 
dividend” of the Directive: for instance, a recent careful study by Griffith et al. (2006), 
while finding evidence of the positive impact of the Single Market on R&D spending, was 
not able to detect robust effects on productivity growth.  This result can be contrasted with 
that reported in Notaro (2002) who, using a panel of EU industries over the period 1970-
1992, found a (short run) increase in producti

                                                 
 
29 Similar results are also found in Bottasso, A. and Sembenelli, A. (2001) “Market power, productivity and the EU 
single market program: evidence from a panel of Italian firms”, European Economic Review, Vol 45, No 1 

The Review of Economics and Statistics, Vol 91, No 1, p20-32. found, for 
(January), p167-186. Aghion, P., Blundell R. Griffith, R., Howitt P., Prantl, S. (2009) “The effect of entry on 
incumbent innovation and productivity”, 
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3.6.4. Effects on Innovation D: Reduced Access to Global Innovations  
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Another important impact on innovation is likely to be the reduced access to global 
innovations associated with the protectionist elements of the Directive. 

As the data reported in Chapters 1 and 3 show, the role played in the EU by non EU-based 
AIFM is very important. By preventing non-EU based AIFM to operate in the EU can 
potentially reduce the rate of innovation for different reasons.  

The most important is probably the fact that EU operators m
the positive spillovers of innovation developed outside the EU.  Howe
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Moreover, there is also a broad agreement in the academic empirical literature on the 
economic importance of foreign knowledge spillovers (measured by the R&D activity or by 
the patents taken out in the foreign countries a given country trade with) in driving the rate 
of TFP growth in modern economies: some studies show that “foreign” knowledge may be 
broadly as much important as a TFP driver as “domestic” knowledge.30  

observing what firms in othe
be through the competitive p

that are implemented by foreign competitors they have to c
can find it easier to imitate or even to innovate around the foreign innovation.   

In other words, even if one cannot say that, as the effect of the Directive, world-wide 
innovations will be precluded to EU firms, it is however reasonable to believe that -because 
a non-negligible fraction of the world most innovative AIFM operators would not be able to 
operate in the EU - EU AIFM may find it at least more difficult to derive a benefit from the 
innovations developed by non-EU AIFM.  It is important to note that this effect on 
innovation of the “protectionist” provisions of the Directive is additive with respect to 
possible other negative effects that can operate through, say, a reduced intensity in 
competition. 

Finally, by preventing non-EU AIFM from operating in the EU, the Directive may reduce (the 
rate of growth of) foreign direct investments in the EU; given that some positive empirical 
evidence between TFP growth and foreign direct investments has been identified in the 
literature,31 one may argue that this is another channel through which the protectionist 
elements in the Directive may stifle innovation. 

                                                                                                                                                            
a panel of UK manufacturing firms that the Single Market is positively associated to foreign entry which in turn 
spurred productivity. 
30 A recent paper on the impact of R&D spillovers on TFP is Coe, D., Helpman, E. and Hoffmaister, A. (2009) 
“International R&D spillovers and institutions”, European Economic Review, Vol 53, No 7 (October), p723-741. 
31 Woo, J. (2009) “Productivity Growth and Technological Diffusion Through foreign Direct Investment”, Economic 
Inquiry, Vol 2, No 2 (April), p.226-248. 
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3.6.5. Net effects on innovation 

In our view, the most important effects on innovation are likely to be the reduced access to 
global innovations associated with the protectionist elements of the Directive and the 
incentives to innovation in terms of regulatory get-arounds.  We therefore, at this stage of 
the calculation, keep to our 10 to 15 per cent increase in costs.  The overall all effect would 
be to retard the cost reducing innovations which over the past decade have tended to drive 
convergence in transaction prices across the whole financial sector (not merely AIFM) both 
within the EU and globally, as illustrated in the table below. 

Table 4: Remaining scope for convergence with the UK (bps) 

Country 1998 1999 2000 2001 2002 2003 2004 2005Q1 

France 74 62 99 68 55 24 6 21 

Germany 125 93 149 74 86 58 21 32 

Italy 79 96 120 86 67 38 29 34 

Other EU 130 83 96 82 52 31 49 51 

Source: Table 5.8, p40, “The Benefits of MiFID – A Report for the Financial Services Authority by Europe Economics”, 4 
April 2006 

Whereas the trend from the late 1990s to the mid 2000s was for transaction costs in 
general (not just AIFM) in financial markets in Europe to converge towards UK norms at a 
rate of some 6-8% per year, we believe it is plausible to suppose that the rate of decline 
might slow to 5-7% following this proposed Directive. 

3.7. Impact on Risk 

3.7.1. Impact on Market Uncertainty and Counterparty Risk 

As discussed above, it is plausible that, in response to the events of the credit crunch, 
market perceptions of uncertainty and counterparty risk might rise markedly, particularly 
given asymmetric information issues and the challenges of detailed monitoring.  Investors 
might potentially come to assume that many AIFM were like the worst AIFM, and an 
adverse selection problem might arise, with the market for high quality AIFM disappearing. 

le, reducing 
the adverse selection problem and increasing investor confidence.  However, we should be 

 strategy as exposed by the credit crunch.  For if 

performance (i.e. fixated on their past record, without paying attention to the risks of 
misappropriation or negligence), then recent events might drive them in the future to be 

vities that 

 its nature from 

In such an environment, providing a regulatory badge for AIFM might be valuab

aware of the potential implications of this
investors come to rely upon regulation for determining the robustness of the institutions in 
which they invest, then when that regulation is defeated by events, it is defeated for 
investors as a whole, potentially increasing the systemic coordination of bad outcomes.  (If, 
for example, investors have been in the habit of looking towards AIFM primarily for 

more diligent.  But a regulatory badge might displace that change in behaviour.)  

That said it does seem possible that, in the absence of regulatory change, acti
become more constrained for banks and investment banks migrate into the AIFM sector, 
driving a very considerable influx of new players and considerably changing
that at present.  In such an environment, with far more investors relatively inexperienced 
in dealing with AIFM (though still by and large professional investors) in the sector and far 
more AIFM completely new to the sector, adverse selection problems could potentially be 
much greater than any witnessed up to this point. 
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In past crises, market risk premiums have risen by of the order of 20 per cent.32  Rises 
greater than that (more than 60 per cent) have occurred for short periods, but rises of 20 
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A deeper and more liquid capital market may also have other effects.  In two academic 
papers Aghion & Howitt (2006) and Aghion, Angeletos, Banerjee & Manova (2005)33 have 
argued tha
financial difficulties but essentially sound
In contrast, when capital markets are thin
and more liquid capital market) could further reinforce the reduction in systemic risk and 
therefore the cost of capital.  Similarly, damage to the functioning of capital markets could 
raise the cost of capital and increas

3.8. Impact on Transaction Prices and the Cost of Capital 

3.8.1. Net impact on transaction prices 

Let us assume that, on a fund 
fund costs amount to some 250-300 basis points (including performance and management 
fees, as well as administrative costs such as the administrator fee and custodian and audit 
costs).35 

                                                 
32 See, for example, Europe Economics’ analysis of the impact of financial crises upon the cost of capital here (see 
especially paragraphs 4.56 and 6.34-6.39): 
 http://www.ofwat.gov.uk/pricereview/pr09phase3/rpt_com_pr09cocfinance.pdf 
33 : Credit Constraints and 

IT. 
 Aghion, P., Angeletos, G-M., Banerjee A. & Manova, K. (2005) “Volatility and Growth

Productivity-Enhancing Investment”, Department of Economics working paper no 05-15, M
34 Aghion, P. & Howitt, P. (2006) “Appropriate growth policy: a unifying framework”, Journal of the European 
Economic Association, Vol 4, No 2-3 (April-May), p269-314 argue further that because capital markets in the EU 
are less deep than in the US, fiscal policy should be more aggressively counter-cyclical in EU Member States than 
is required in the US. 
35 This is on the basis of a 2 per cent management fee and 20 per cent performance fee in line with rates typically 
charged in the industry. 
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The table below summarises the main effects on transaction prices following from the 
discussion of the individual impacts. 

Table 5: Summary of the Estimated Impact of the Directive on Transaction Costs 

Size of Impact on Transaction Costs 
Source of Effect 

(basis points) 

 Lower Bound Upper Bound 

…if Directive is not negated in effect by  
 

regulatory get-arounds 

>1 Compliance costs >1 

30 (short-term) / 60 90 (short-term) / 120 
Competition 

(long-term) (long-term) 

-45 Risk -30 

0 (short-term) / 30 45 (short-term) / 75 
Total  

(long-term) (long-term) 

…if Directive is negated in effect by  
 

regulatory get-arounds 

>1 Compliance costs >1 

Competition 30  45 

Total  30  45 

Note: The costs in the table associated with additional compliance costs refer to ongoing costs.  However, as 

n that could potentially reverse rises in 
transaction costs by some 10 to 15 per cent. 

s. 

In addition, as reported above, as a consequence of reduced innovation (particularly 
through de-globalisation) we believe it is plausible to suppose that the rate of decline in 
transactions costs might slow by around 1 per cent following this proposed Directive. 

3.8.2. Effects of Changes in Transaction Prices on the Cost of Capital 

If we continue to use our 250-300 basis points estimate as a typical level of AIFM costs, a 
short-term rise of 0 to 15 per cent would be a rise in the costs to investors of using AIFM 

hrough AIFM) of around 0 to 45 basis points.  A rise of 10 to 25 per 

explained above one-off costs are much more economically significant, as reflected here in the impact on 
competition. 

The key calculation elements above are: 

• The net effects of reduced competition would, we believe, tend to raise transaction 
costs by some 10 to 30 per cent in the short term, and 20 to 40 per cent in the 
longer-term. 

• If the Directive were well-constructed and well-focused, and succeeded in 
addressing adverse selection problems, the

• Insofar as the Directive failed in its intended objectives because of regulatory get-
arounds (which we believe is a significant risk), this would fall to rises of perhaps 10 
to 15 per cent. 

• However, we assume that a scenario in which the Directive succeeded in reducing 
asymmetric information problems were also a scenario in which there were not 
significant regulatory get-around

(i.e. the cost of capital t
cent would be a rise of some 25 to 75 basis points. 
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In the event of a rise in transaction costs the gross return must increase in order for 
investors to realise the same net return as before.  However, restricted access to non-EU 
domiciled fund managers would reduce investors’ ability to diversify their portfolio and thus 
the efficiency of their portfolio and the returns will fall (as illustrated in  

Figure 1 below). 

Figure 1: Illustration of the Efficiency Loss Arising from a Reduction in the Ability 
of Investors to Diversify their Portfolio 

 

Source: Hedge Fund Standards Board (HFSB). 

The reduction in efficiency will depend upon the extent to which EU domiciled find 
managers invest outside the EU, i.e. the extent to which restricting access to non-EU 
domiciled fund managers affects investors’ ability to invest in assets outside the EU.   

Assuming that there is no movement either in or out of the EU, the immediate implications 
for EU based professional investors would be that they would only be able to choose from 
the 20 per cent of hedge funds that are EU domiciled and the estimated 1,87636 of private 
equity firms that are based in the EU that represent approximately 35 per cent of global 

erms of Hedge Funds the impact is likely to be 

vestments in hedge funds, 35 

capital managed in the PE industry37.  In t
limited since this is a global industry and Hedge Funds are able to invest in any market.  In 
terms of Private Equity the effects would be more significant; as illustrated in Chapter 2, in 
2008 only 6 per cent of all private equity investments made by EU domiciled fund 
managers were made in non-European countries. 

A study by CRA (2009) estimates that about 40 per cent of in
per cent in private equity, 19 per cent in venture capital and 2 per cent in real estate could 
be potentially no longer available to EU investors.  These figures are computed assuming 
that all funds not actually domiciled and managed in the EU would not relocate, which is a 
rather strong assumption but, at the same time, does not allow for actually domiciled and 
managed funds to relocate elsewhere.  

                                                 
36 EVCA estimates. 
37 According to EVCA estimates €584 billion capital was managed from Europe.  Globally IFSL estimate that in 
2008 AUM in the PE industry equated to $2.5 trillion (which equates approximately to €1.7 trillion). 
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In terms of a reduction in product variety, CRA assume it to be equal to about 5 basis 
points which they translate into a loss of approximately €1.4bn.38 Of course, if a non 
negligible portion of non EU domiciled and managed funds would relocate in the EU (and 
none of EU located and managed funds would relocate elsewhere) then the €1.4bn would 
be an overestimation of the actual impact of the Directive on EU investors for the reduced 
product variety. 

Any reduction in the ability of investment managers to maximise the efficiency of their 
portfolios could have social implications.  In the case of pension funds, for example, this 
reduction in efficiency would translate into higher premiums for pension fund holders.39 

3.9. Impacts on Volatility and Economic Growth  

s, which we 

r cost, or to 

t to a permanently 

e only source of funds for the start-ups and 

have access to bank credit.  If, via more competition 
there will be more firms receiving private equity funds, then one may believe that 
those firms will patent more, which in turn is likely to lead to higher TFP, which is a 
further channel which may lead to an increase in a country’s GDP. 

3.9.1. Impacts of Changes in Competition and the Cost of Capital on Economic Growth 

It is plausible that reduced innovation in the AIFM sector, along with increased costs, 
affects the overall cost of capital and the overall level of financial development in the 
economy, retarding economic growth. 

Let us first consider the (net) impact of the Directive on EU competitivenes
interpret for our purposes here as its level of (total factor) productivity.   

Private equity and venture capital firms perform the task of collecting resources from 
investors, channelling them to start ups and small and medium sized firms (SMEs) and 
performing monitoring and managerial consultancy services.  Consider what happens if 
competition increases in the sector, improving efficiency.  If their average operating 
performance improves, they should be able to perform their functions at a lowe
provide higher quality services (e.g. better monitoring of the firms where they invest in).  If 
they can provide resources to start ups and SMEs at, say, lower cost, this means that the 
cost of capital those firms would face is likely to go down. Furthermore, as the result of 
more competition, one could expect that there will be more funds available for downstream 
firms.  

This is likely to have two distinct effects.  

• First, AIFM backed firms will grow and invest more. If they do that, their capital to 
labour ratio will increase, which in turn will lead to a higher product per worker, 
contributing to a higher GDP per capita (although probably no
higher GDP per capita). This effect is reinforced also by possible reductions in the 
cost of capital not directly attributable to competition. 

• In second place, AIFM and, in particular, private equity funds have been considered 
in the academic literature as possible important drivers of the rate of innovation of a 
country, because they often provide th
for those firms operating in high-tech sectors that often have the most innovative 
potential but that - given the high variance of their profits and the lack of collateral - 
also often find it difficult to 

                                                 
38 These quantifications are based on the assumption that, with no AIFM product being available, the efficient 
frontier in portfolio construction would be 25 basis points lower (for a given level of risk). With other assumptions 

ng in the EU, on the percentage of investors who actually use any AIF and with 

 between a 15 and 20 percent increase in premiums. 

on the extent of funds not relocati
figures on the value of EU pension funds, they derive the estimate of €1.4bn mentioned above. 
39 We have no hard evidence to indicate the size of any impact.  We note that during the European Parliament 
Hearing on the AIFM Directive on 10 November 2009, Gerben Everts from APG Asset Managment stated that a one 
per cent reduction in returns would lead to
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A number of studies have found a positive impact of a more developed private equity sector 
(and, in particular, a more developed venture capital sector) on the competitiveness of an 
economy.  However, the evidence in the academic literature on the impact of private equity 
on productivity growth and innovation is not conclusive and, even if one takes the view that 
the evidence is more favourable to the causal link “private equity first, then productivity”, 
we are far from a consensus on the magnitude of this relationship. 

If we take the most conservative estimates reported in Kartum and Lerner (2000) that one 

ent increase in venture capital may lead to an 

0.3 per 

ly mixed support in follow-up studies.  

the 

could increase or decrease depending 

                                                

dollar of venture capital is about 1.5 to 3 times more effective in stimulating patenting than 
usual corporate R&D, one could try to estimate the impact of the Directive on 
competitiveness of the EU economy as follows (we should however bear in mind that this is 
probably an upper bound for the effect of venture capital on a firm’s patenting activity).  

First, one needs to establish a relationship between R&D and patents. To this purpose, 
Bottazzi and Peri (2007) (and the references cited therein) suggest that a reasonable 
assumption for the elasticity of the stock of patents to (domestic) R&D is about 0.5 (i.e. a 
one per cent increase in R&D leads to an increase in the stock of patents of about 0.5 per 
cent).  If we take the conservative estimates in Kartum and Lerner (2000) at face value, 
one could therefore assume that one per c
increase of between 0.75 per cent and 1.5 per cent in the stock of patents.40   

In turn, some studies suggest that a reasonable elasticity of TFP with respect to the stock 
of (domestic) patents is in the range 0.05 to 0.35:41 if we take an elasticity of about 0.20, 
one could say that a one per cent increase in venture capital investments in an economy 
may lead to an increase in TFP in the range of 0.15 per cent (as a lower bound) and 
cent (as an upper bound).42  And, conversely, a one per cent decrease in venture capital 
investments in an economy may lead to a decrease in TFP in this same range. 

These figures may overstate the effect for the AIFM sector as a whole for a number of 
reasons.  First, because it is not clear that investments in hedge funds would be so 
effective in stimulating TFP as venture capital (or at least there is not, to the best of our 
knowledge, sufficient empirical evidence to argue differently); in second place, these 
figures are based on a single influential academic study (Kartum and Lerner, 2000) which is 
based on a sample of US43 manufacturing  industries (and therefore it is possible that the 
high effectiveness of stimulating patents found in Kartum and Lerner (2000) may not 
translate to the service sector, potentially reducing the impact for the economy as a 
whole).  The result has found on

To evaluate the impact of the Directive, one then would need to have an estimate of 
impact of the Directive on the amounts of funds channelled to the AIFM sector (i.e. we 
need to know how much the funds in the AIFM sector would change as an effect of the 
Directive), so that we can exploit the relationship between the elasticity of TFP with respect 
to venture capital that we have just derived.  

The amount of funds channelled in the AIFM sector 
on the net impact of the Directive.  

 
40 1.5 x 0.5 = 0.75.  3 x 0.5 = 1.5. 
41 Madsen, J. (2007) “Technology spillovers Through Trade and TFP Convergence: 135 years of Evidence for the 
OECD Countries” Journal of International Economics, Vol 72, No 2 (July), p464-480. 
42 0.75*0.2=0.15: 1.5*0.2=0.3. 
43 It is important also to consider that the US is a country where venture capital has long been an important 
source of funds and therefore it is not immediately clear whether the result in Kortum, S. and Lerner, J. (2000) 
“Assessing the contribution of venture capital to innovation” Rand Journal of Economics, Vol 31, No 4 (Winter), 
p674-692 can be applied for the UE case. 
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For example, Barrel et al. (2008) found that the impact of the EU Single Market Programme 
on output per worker was about 6 per cent on average for most EU countries considered in 
their study; however, we may expect that to be a lower bound in the case of output, given 
that there are reasons to believe that the Single Market Programme has also improved 
employment, and therefore the impact on output could have been even somewhat larger: it 
may not be unreasonable to assume that the increase in output may have been as large as 
10 per cent, as an upper bound.  

If we consider the lower bound estimate of Single Market effect as implying a 6 per cent 
increase in the level of AIFM funds, then we would have an impact on TFP in the range of 
between 0.9 per cent as a lower bound and 1.8 per cent as an upper bound. We have 

 of TFP (and therefore of GDP) of 

 

ad to an increase 

tions as far as employment is concerned. 

ve only 

above estimated the negative competition-reducing and de-globalisation effects as of order 
three times the positive Single Market effects.  So on this calculation the net negative effect 
would be twice the above — reducing TFP growth by about 1.8-3.6 per cent, with a central 
estimate of about 2.7 per cent.  Given that the impact of the Directive would not be 
instantaneous, we can imagine that the effect would gradually take place over a ten years 
period, leading to a reduction in the annual rate of growth
between 0.18 and 0.35 percentage points. 

Such effects seem to us very high — probably implausibly so.  But a key reason for this 
being implausible is that such a huge impact creates an enormous incentive to identify 
regulatory get-arounds: if substantial relocation outside the EU did occur, then we must 
expect a much lower impact.  We shall assume that 40 per cent of this effect would emerge
in practice – a reduction in the EU’s annual growth rate of about 0.10-0.2 per cent. 

There is a further impact on the competitiveness of the EU economy which is worth 
exploring: firms may experience a lower cost of capital (if the impact of the creation of the 
Single Market dominates any relocation effects): as a result, this would le
in capital accumulation and, through a capital deepening effect, to a higher capital to labour 
ratio and, ultimately, to an higher level of output per worker.  Barrel et al. (2008) report 
econometric evidence which suggests that higher risk (measured by the root mean squared 
error of output) tends to decrease productivity because it tends to decrease the 
accumulation of capital: this can be important because as long as the targets in leverage 
reduce volatility, one might expect a positive impact on productivity; if, however, the 
targets substantially increase the cost of capital, then the overall impact of the targets on 
leverage may well be negative. 

The Directive may also have important implica

Although, from a theoretical point of view, it is possible that, by affecting the amount of 
private equity available in the market, or its price, the Directive may affect employment.  
To calculate such an effect, first, one would need to quantify the impact of the Directive on 
the amount of funds channelled to firms.  Again, the net effect might be positi
insofar as relocation problems were not substantial.  

However, independently on the net effect of the Directive on the funds available to EU 
firms, the overall impact on employment depends on the existence of a relationship 
between private equity-backed firms and employment and on its order of magnitude. 
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There is large anecdotal evidence on employment growth in private equity-backed firms 
vis-à-vis non private equity-backed ones:44 for example, a study by the Centre for 
Entrepreneurial and Financial Studies found that in private equity-backed firms employment 
rises at an average rate of 5.4 per cent against an average for the EU of approximately 0.7 
per cent.  We should however bear in mind that the mere finding that in private equity 
backed firms employment grows more than in the case of other companies may have 
nothing to do with a causal relationship which goes from private equity investment to 

An additional factor affecting growth would be the potential for large scale capital outflows 

nd managers would exit the EU market as result of limitations on the use 

 

 question is whether those companies that 
ould move the funds as well. 

The overall impact will depend to a large extent on which funds exit.  Arguably those with a 
strong domestic base are less likely to exit.  These are also the types of funds that may be 
more likely to locate the funds on-shore.  The implication is that the outflow of capital 
driven by this source would be relatively small, if there were any at all.   

Another way in which capital may flow out of the EU would be if investors switched from 
on-shore funds to off-shore funds.  However, this is also unlikely, since they would only do 
this if the off-shore funds offered a higher risk-adjusted return (after transaction costs), but 
assuming that investors are profit maximisers prior to regulation as well as after they 
should already be investing in the off-shore fund.  In fact it is possible that in the short 
term as EU investors seek lower risk in the aftermath of the financial crisis and recession, 
they may actually move capital from off-shore funds to on-shore funds.  And analogously 
EU fund managers could bring their funds increasingly on-shore where domestic investors 
are clearer on the regulatory regime in place. 

A third potential concern would be the withdrawal of funds by non-EU domiciled investors 
from EU-domiciled fund managers in favour of non-EU domiciled fund managers in the 
short term, and, in the longer-term, the movement by EU investors of their capital to 
compliant non-EU domiciled fund managers (after the initial three year restriction). 

Once again, this would only happen if the funds managed by the non-EU domiciled fund 
managers offered a higher risk-adjusted return, after transaction costs.  We have argued 
that transactions costs would rise materially in the EU, while greater competition in 

employment growth.  This is important because the use of anecdotal studies, as far as a 
quantification of the effect of the Directive on employment is concerned, is therefore likely 
to be of very limited relevance, if not potentially misleading.  

from the EU following the introduction of the Directive.  As discussed in Chapter 3, it is 
likely that some fu
of leverage, constraints on the use of certain strategies and the additional cost of 
complying with the Directive.  It is also noted, however, that some non-EU domiciled funds 
may also move to the EU in order to access EU investors. 

Whether capital will flow out with the departure of these funds will depend on a number of
factors.  Amongst the issues managers consider, when deciding on whether to locate their 
funds on- or off-shore, might be the way in which they would like to structure their funds 
and the location of potential investors.  The key
exit the EU market that currently locate the funds in the EU w

amongst non-EU domiciled fund managers would keep transaction costs low, so there may 
be some effect here. 

                                                 
44 See the references cited in Charles River Associates (2009) “Impact of the proposed AIFM Directive across 
Europe”, Commissioned by the Financial Services Authority, October 2009 and Lerner, J. and Shepherd, J. (2009) 
“Venture Capital and Its Development in New Zealand” LECG. 
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However, it is important to note that our contention that transactions costs will rise is 
based on the view that competition falls inter alia because of a closure of funds in the EU.  
But (crudely) competition will only fall if the number of suppliers of services (the AIFM) falls 
by more than the demand for those services (the volume of capital).  So although there 
may be some capital outflow for this reason, it must be materially less than the outflow of 
AIFM (otherwise competition would not fall and the EU-domiciled fund managers would 
bear the full cost of any increase in transaction costs).  

Therefore, although it is plausible that there would be some capital outflow, we believe that 
the amounts involved (at least in the short term) will be modest.  In turn, the impact on 
growth from capital outflows is also likely to be modest. 

3.9.2. Effects of reduced innovation and reduced market uncertainty/counterparty risk on 
volatility 

A key objective of the Directive is to reduce the degree of financial volatility.  Although we 
believe there is a material risk that much of the effect of the Directive in its current form to 
is negated by regulatory get-arounds, we believe that it is plausible that the Directive could 
so retard innovation in the AIFM sector that financial volatility would indeed fall materially. 

Consider Figure 2  We can see that, setting aside the most recent crisis data, in periods of 
relatively high volatility such as 2000-2, volatility is approximately twice that in low 
volatility periods such as 2004-6 or 1998-2000. 
Figure 2:  Market Volatility and GDP Growth in the EU 
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We have argued above that the proposed Directive might reduce annual TFP growth by 
perhaps 0.1-0.2 per cent.  That constitutes around five to ten per cent of TFP growth.  
Noting that much of this growth is amongst riskier forms of investment, and bearing in 
mind that AIFM are an important source of financial innovation, an important source of 
investment experiment, and key drivers of market analysis (generating some uninformative 

n its contribution to growth — perhaps twice to three 
volatility in pricing), we believe that it is likely that the AIFM sector’s contribution to 
volatility is considerably higher tha
times as high.    
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We therefore consider it plausible that the AIFM sector is a source of perhaps 20-30 per 
cent of the difference in volatility between high-volatility and low-volatility periods.  In 
other words, if innovation in the AIFM sector were largely eliminated (which we believe a 
plausible consequence of the Directive in its current form) then, as well as having the 
negative consequence of retarding growth (as discussed above) this would have the 

tock 
8 and 14 per cent, instead the 8 and 16 per 

-economy 
nancial and macroeconomic 

st a number of theoretical and 
empirical studies being that financial volatility is typically countercyclical.46  This suggests 
that periods of sustained macroeconomic expansion and low inflation correspond with 
periods of low financial market volatility and vice versa.  Hamilton and Gang (1996) 
support this view by concluding that economic recessions are the primary factor that drives 
fluctuations in the volatility of stock returns.  This leads us to the conclusion that the 
macroeconomic environment, such as the frequency and depth of recessions, determines 
the extent of financial volatility, rather than the other way around.  If it is the case, as per 
this conclusion, that causality between the financial sector and real economy runs from the 
latter to the former then volatility in the financial sector would have no impact on the real 
economy. 

An alternative view is that there is a two-way (or simultaneous) relationship between 
financial market volatility and the frequency and depth of recessions.  Other things being 
equal, we would then expect reduced volatility in financial markets to make recessions less 
frequent and less deep.   

Some simple analysis of data on stock market performance and growth in GDP over the last 
ten years suggests that there is a strong correlation between financial market volatility and 
economic growth.  The correlation between the standard deviation of market performance 
(looking individually at the Dow Jones STOXX broad, the FTSE 100, the Dow Jones (US) 
and the Nikkei 225) and the average growth in the EU, UK, USA and Japan shows a strong 
negative relationship in each case.  This suggests that when economic growth is poor,

deviation) is high; however, from this simple 
analysis it is not possible to draw conclusions about causality.  Figure 2 above shows this 

                                                

positive consequence of reducing peaks in volatility — so the standard deviation in s
market performances might range between 
cent or so, as above. 

3.9.3. Effects of reduced volatility in financial markets upon frequency and depth of 
recessions 

A recent study which looked at the relationship between volatility and the macro
noted that “there is no simple relationship between fi
volatility”.45  Another study sees the consensus among

 
market volatility (as measured by standard 

relationship for the EU. 

Let us assume that causality does, indeed, run from volatility in the financial sector to 
volatility in the real economy.  We calculated the correlation between European Union GDP 
growth and changes in the DJ STOXX Broad, finding a same-quarter correlation of 0.4 
between deviations of GDP growth from trend and deviations in changes of the market 
index from trend.  Hence if volatility in markets is reduced by about 2 percentage points 
(as suggested above), then volatility in GDP should be reduced by about 0.8 percentage 
points.   

 
45 Gerlach, S., Ramaswamy, S. and Scatigna, M. “150 years of financial market volatility” Bank of International 
Settlements Quarterly Review, September. 

) “The recent behaviour of financial market volatility” Study Group on 46 Bank of International Settlements (2006
Financial Volatility, (Bank of International Settlements, August 2006) 
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So, if eliminating innovation in the AIFM sector were to reduce peak volatility in markets by 
about 2 percentage points, that would imply that GDP booms would be about 0.8 
percentage points less and bad recessions would involve about 0.8 percentage points less 
of reduction in GDP. 

3.9.4. Impacts of reduced depth and frequency of recessions upon the peak levels of 
unemployment 

According to the National Bureau of Economic Research, the US had 10 recession periods 

EU 

between 1948 and 2001, with an average recession period being approximately 12 months, 
and during the entire ten recession periods, the average increase in unemployment rate 
was approximately 2.6 per cent.47  Certainly, therefore, unemployment is positively 
correlated with recessions.  The chart below shows this relationship for the EU.   

Figure 3: Unemployment and GDP Growth in the 
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Source: Eurostat 

Whether the peak levels of unemployment during recessions are correlated with the depth 
and frequency of recessions is a more complicated question, however.  There is reason to 
conclude that peak unemployment is correlated with these factors.  Unemployment rates 
may be characterised by hysteresis: that there is a rachet effect, so a short-term rise in 
unemployment rates persists.  Some versions of the insider-outsider theory48 of 
unemployment are consistent with unemployment rates being characterised by hysteresis.  
If unemployment rates do have this quality, short-term shocks to unemployment, such as a 
recession, may have long-term and persistent impacts.  The more infrequent recessions 
are, the more likely it is that these long-term impacts will have feed through before the 
next recession hits the economy.   

                                                 
47 National Bureau of Economic Research  
48 Lindbeck, A. & Snower, DJ., The Insider-Outsider Theory of Employment and Unemployment, MIT Press 
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However, when recessions are more frequent, these long-term impacts feed upon one 
 in the peak of unemployment rising with each 

successive recession, as the economy has not fully recovered from the previous recession 
before being hit by the shock of the s this occurs the natural rate of 
unemployment may increase with each successive recession, due to a stickiness in 

Let us set aside the ratchet theory for the moment, and simply focus on the relationship 

another and the hysteresis effect results

 next recession.  A

inflationary expectations, meaning that with each recession the economy becomes less able 
to sustain low levels of unemployment and more susceptible to unemployment racheting 
upwards. 

between growth rates and unemployment.  Changes in unemployment are very strongly 
correlated with changes in GDP — correlation is about 0.9.  So if GDP contractions were 
about 0.8 per cent less at peak, in the longer term peak unemployment would be 
approximately 1.3 per cent lower. 
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4. ALTERNATIVE OPTIONS 

KEY FINDINGS 

• The range of alternative policy options identified in this impact assessment suggests 
the Commission’s IA was inadequate in its failure to consider other viable 
alternatives that might better address the objectives of this policy intervention.  

• In light of the forthcoming additional regulations on banks, we believe regulation 
targeted at AIFM’ relationship with banks is premature.  Further, given many funds 
are exposed to the failure of their prime brokers regulation of AIFM counterparties 
may in fact be the more appropriate focus.  

• Given the general market applicability of many of the policy objectives, extensions 
of existing regulations may serve as a viable alternative.   

• Leverage thresholds should be reviewed and a more flexible approach taken towards 
any restrictions on leverage to target more effectively systemically significant AIFM.  

• To assist with the latter aim, a Directive could be envisaged that obliges national 
monetary authorities to conduct regular assessments to identify whether AIFM are 
systemically significant and report their findings to the EC.  The additional costs 
imposed on national monetary authorities from this is likely to be more than offset 
by the reductions in compliance costs as result of excluding non-systemically 
significant AIFM from disproportionate regulation.  

• The proposals on information disclosure could be complemented by additional forms 
of information in order to provide a more comprehensive approach to addressing 
issues related to asymmetric information.   

• Introducing an opt-out clause of some form, through which only those AIFM actively 
marketing their funds cross-border have to comply with the Directive would avoid 
imposing disproportionate burdens on those AIFM operating on a national basis only.  

• In defining its regulatory equivalence criteria more consideration might be given to 
the range and scope of regulatory and prudential supervisory approaches.  

• The case for increasing the liability threshold of depositories above that applied 
under the UCITS Directive is unclear; given the associated costs a liability standard 
equivalent to that mandated under the UCITS Directive may be more appropriate. 

• We recommend that the Directive in its original form be substantially revised.  It is 
important to ensure that the final form of any regulation be sufficiently flexible to 
cope with the diverse business models and that it is comparable with regulation in 
other major financial centres. 

As explained in Chapter 1, in addition to assessing the impacts of the proposed Directive in 
its orig and alternative 
detailed amendments for consideration, and to provide qualitative comments upon their 
likely i

inal form, we were also asked to consider alternative approaches 

mpacts.  We do this in the current section.   
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Alternative Options 
act assessment should assess a range of policy options which could meet the stated 
objectives.  Policy-makers may fail to identify the best policy option if only a single 
ed approach is taken into consideration.  We suggest here various alternative policy 
 that might address the policy objectives set out in the IA.   

on the discussion in Chapter 2 alternative options might include:           

Regulation of the dealings of banks and/or prime brokers with AI
is an interesting question of to what extent the activities of banks, in areas that 
interface with the activities of hedge funds, can be regulated adequately only o
side of the banks themselves (i.e. can all that is necessary be achieved simply by 
regulating the banks, or do we need to regulate their counterparties, also?).  A 
related possibility is that of regulating the interface between AIFM and their prime 
brokers, rather than regulating the AIFM directly.  To some extent the answers to 
these questions depend upon exactly what regulation of banks and/or prime brokers 
is to be implemented, and how successful it is in practice.  Assessing all potential 
banking regulation goes beyond the scope of this report.  However, we believe that 
the correct implication of this issue, for now, is that it may be premature to 
introduce regulation of the activities of hedge funds insofar as such regulation is 
targeted at their relationships with banks.  It could well be better to wait until the 
final form of banking regulation is clearer, and at that stage, as it were, “fill in the 
holes” in respect of required regulation of bank counterparties.  (We note that th
process leading to this proposed Directive was initiated before the events of Autumn 
2008, and hence does not reflect developments in regulation in the banking sector.  
It appears to us that there is a strong case for revisiting thinking about regulation in 
these areas in an order more reflective of recent events.) 

Extending existing regulation.  Revisions to other Directives (e.g. the 
Transparency Directive or Prospectus Directive), and new cross-cutting 
regulations/Directives relating to activities shared by AIFM and other financial sector 
players may offer a more appropriate alternative.  Similarly a change in merger 
guidelines to prevent AIFM from merging to create systemically significant 
organisations could off

Less restrictive leverage limits.  Provide further consideration of what is deemed 
“excessive” and how the threshold might be reviewed over time to reflect changes in 
industry dynamics.  It would seem desirable that the provisions do not apply to 
AIFM that are not systemically significant.  Given this, there seems a case for 
reviewing the thresholds as currently proposed with a view to raising them.    

Regulation of systemically significant AIFM by national monetary 
authorities.  This could be a Directive that mandates national monetary authorities 
(the ECB for MS in the Euro zone and national central banks for those outside) to 
conduct regular assessments of whether AIFM are systemically significant and report 
finding to the EC.  For those AIFM considered to be systemically significant the 
national monetary authority must place them under prudential supervision and 
impose restrictions on certain practices, including on leverage, risk-taking and 
remuner

Comment on the appropriate nature of restrictions on remuneration 

We believe that the absence of measures in respect of remuneration is a lacuna in 
the proposed Directive, and that such regulation should be thought of as a partner 
to the regulation of levera
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We shall propose below an alternative mechanism for regulating leverage and 
remuneration — namely the use of prudential supervision by central banks of 
systemically significant AIFM.  Given that such supervision will inevitably involve a 
high degree of discretion for the central banks involved, we shall not specify detailed 
restriction on leverage or remuneration for inclusion in an EU-wide Directive — we 
do not think that would be useful (or indeed feasible, in practice, without either 
being so restrictive as to seriously damage the sector or so subject to regulatory 
get-arounds that it would be rendered irrelevant by future innovations). 

However, we do believe that it is useful to sketch, at this point, what we consider to 
be the relevant focus of such prudential oversight in respect of remuneration. 

First, take the total amount of remuneration.  There is, of course, an egalitarian or 
social solidarity argument for limiting the extent to which some individuals receive 
much higher salaries (or, in general, have much higher wealth) than others.  
However, we shall presume here that, if such a political judgement is to be made it 
would apply also to footballers, pop stars, actors, and other high-paid professions 
rather than applying specifically to the finance sector or to AIFM in particular.  There 

tor non-subsidised companies should be subject to restrictions 

ontrol), but also on what other company 

would, of course, also be an argument for restricting the total quantum of 
remuneration in firms that have been nationalised or that depend on ongoing 
subsidy.  But we know of no argument as to why remuneration in the AIFM sector 
amongst private sec
on the total quantum of remuneration that did not also apply to other professions. 

Next, the question of whether bonuses should be forbidden except in forms that 
reflect the overall profitability of companies rather than the individual employee’s 
cash- or profit-generation (or the financial performance of her team or section, say).  
It should be clear from the discussion in Annex VI of why bonus schemes exist that 
such a restriction would be extremely problematic.  If the employee does not receive 
a bonus on the basis of her own performance, but only that of the company as a 
whole, how does that create an incentive for her to work hard or produce high-
quality products, high returns or process high volumes of customers?  One key point 
of the bonus was to decouple the individual employee’s returns from those of the 
company as a whole. 

Third, there is the issue of whether bonuses should be restricted to long-term 
returns.  We are not convinced by this concept.  As discussed in Annex VII, many 
companies that have failed in the financial crisis have done so on the basis of 
liquidity issues.  Crudely, they had insufficient cash buffers and/or generated 
insufficient cash each period.  An obviously crude way to put this, but not one 
lacking all truth, is to say that in certain dimensions these companies were not 
sufficiently short-termist.  The concept of insisting that all bonuses be based on 
long-term returns becomes even more problematic when combined with the idea of 
forcing bonuses to be associated with company performance (e.g. by the payment 
of shares that can only be sold after a number of years).  For in that case an 
employee’s remuneration depends not only on what her colleagues do in the 
relevant year (which may be beyond her c
employees do in later years (when she may not even work for the company any 
more). 

In general, the above concepts seem to us to run the considerable danger of 
significantly undermining the important role that bonuses pay in addressing adverse 
selection and moral hazard problems in the AIFM sector, making market functioning 
much worse, not better. 
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Some of these concepts appear to be aimed at increasing the alignment between 
the interests of employees and the interests of shareholders.  There may be some 
role of regulatory or prudential oversight of this form, if the practice of recent 
decades of replacing caveat emptor with regulatory badging is to be continued and 
expanded (though this role seems much less relevant to the case of a fairly small 
AIFM whose investors are often finance professionals or otherwise experienced 
investors).  However, it appears to us that this is not the main issue at present.  The 
problem we believe should be focused upon is that, for systemically significant 
institutions, because there is an implicit (at least partial) guarantee upon bonds, the 
disciplines that bondholders would impose upon remuneration is limited or lacking.  
The proper role of prudential or regulatory oversight of remuneration should be the 
duplication/replacement of those disciplines upon remuneration that bondholders 
would impose if they were subject to full Market risk of loss.  The key issue is 
whether bonus schemes incentivise excessive risk-taking or other related activities 

 to apply the “all encompassing” approach to all 

t might be more sensible to 
either:  a) Move away from the “all encompassing” approach to a specific, discrete 

e fund AIFM; or, b) Move 

ing” 
approach or to wholly embrace the “asset class by asset class” approach but to steer 

rmation sets when making investments in AIF would be to require AIFM to obtain 
investor placing funds into an AIF a statement that he/she has 

not relied entirely upon ratings agency assessments.   

that might increase the risk on bonds.  Supervision of remuneration should thus be 
one aspect of more general supervision of risk management within systemically 
significant institutions. 

• Changes to merger guidelines.  These would be in order to prevent AIFM from 
merging to create systemically significant institutions – better handled in non-sector 
specific regulation. 

• Varying application of the “all encompassing” and “asset class by asset 
class” approaches.  The IA only considers the appropriateness of these 
approaches in quite general terms.  However, reviewing the content of the Directive 
suggests that it may be sub-optimal
provisions.  To do so results in the application of regulatory provisions to asset 
classes that are of little relevance to them, and therefore would only add to the 
regulatory burden that these asset classes face but with little added value.  For 
example, the provisions on depositaries seem of little relevance to various 
categories of AIFM (e.g. private equity and real estate funds), as these models of 
AIFM do not presently engage frequently enough in trading activity for it to make 
sense for them to use depositary facilities; while the category of AIFM to which it 
seems most relevant (i.e. hedge funds) often rely upon their prime brokers for 
depositary services.  Thus, in respect of depositaries, i

and contained regulation of the use of depositaries by hedg
away from the “all encompassing” approach to regulation of prime brokers of hedge 
funds.  Given that hedge funds currently make much use of their prime brokers as 
depositaries, this second option might better address the rationale for this policy, 
while minimising the associated costs and unintended consequences.  The general 
idea here is to only apply the “all encompassing” approach to those provisions which 
have a general applicability and relevance, and to deploy the “asset class by asset 
class” approach elsewhere.  This is not to dispense with the “all encompass

a more nuanced course between the two.  

• Provision of information to investors.  As is discussed in Chapter 2, many of the 
market failures at issue here are concerned with asymmetric information.  The 
classic solution to such situations is to provide information to the participant 
suffering the asymmetry.  One means of ensuring that investors have fuller 
info
from a professional 
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This would ensure that investors have made efforts to improve their information set, 
while avoiding the regulatory badging problems potentially associated with over-
dependence upon ratings agencies.  Similarly, it might also be required that offering 
documents (prospectuses/offering memoranda) of AIF/AIFM identify (alongside basic 
information such as the capitalisation of the fund) (a) recent performance of the 
underlying assets; (b) risks relating to regulatory trends or other factors particular 
to the market relevant to the underlying assets; (c) jurisdictional/political risks; and 

the 

isory approaches used in third 
countries in advance of demanding that these countries should adopt the EU’s 

 better addressing the rationales 
for intervention.  We shall now discuss the specifics of how we have sought to do this: 

(d) exposure to global events.  This idea builds upon Article 20 in the proposed 
Directive, which sets out various pieces of information that AIFM would be required 
to make available to investors.  Information requirements (b), (c) and (d) set out 
above would seem to go beyond those contained in Article 20 (although some of the 
provisions in Article 20 may implicitly touch upon considerations of this kind).  In 
going beyond Article 20 in this way, our proposal seeks to more fully address 
information asymmetry suffered by investors relative to AIFM.  

• Marketing and distribution:  To the extent that the marketing and distribution 
provisions impose unnecessary burdens on those AIFM managing funds at a national 
level only, some sort of opt-out clause could be designed through which only those 
actively engaging in cross-border activity or wishing to engage in it have to comply 
with the provisions of the Directive (although, they would remain subject to 
supervisions at the national level as they currently stand – cf UCITS). 

• Third Country Issues:  The Commission may wish to consider more fully the range 
and scope of regulatory and prudential superv

approach to regulation in this area. 

• Depositaries:  It is not clear, particularly as AIF are only marketed to professional 
investors, why the Directive proposes to raise the liability standard for depositaries 
beyond that which the UCITS Directive created for them.  It would seem possible to 
build out of work already underway in the Committee of European Securities 
Regulators (CESR) and industry best practice to address this problem in a way that 
raises the liability standard of depositaries to the level of the UCITS Directive, while 
avoiding all of the negative (and presumably unintended) impacts that seem likely 
to follow from this provision as currently drafted.  

4.2. Qualitative Impacts of Alternative Options 
Regulation always generates costs and benefits.  The alternative options that we have put 
forward, therefore, seek to minimise the costs and maximise the benefits associated with 
the regulation.  There are some aspects of the Directive that strike us as being likely to 
produce minimal benefit, at best, while also significantly increasing costs.  Our proposals 
focus on instances where this seems to be the case.  As well as seeking to contain costs, 
they also aim to maximise benefits by proposing means of

4.2.1. Effects of Regulating AIFM through Banks and/or Prime Brokers  

Due to their dealings with retail consumers, banks are already more heavily regulated than 
AIFM.  They are also sure to become more heavily regulated as the full regulatory response 
to the financial crisis is rolled out.  It may be that such regulation of banks and/or prime 
brokers will adequately address some of the issues that the proposed Directive seeks to 
address.  
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Aragon and Strahan (2009) examine the relationship between hedge funds 
counterparties and t

and their 
he implications for market liquidity.  The core argument is that hedge 

009) indicate 

ion and activities.  Thus, regulation targeted on the side of 
the dealings of banks and/or prime brokers with AIFM may better achieve the objectives of 

at AIFM, as the former will suffer less 

 a whole.  
Given this, second, it seems likely that the Directive will fail to fully satisfy its objectives 

l be 
 of 

in terms of satisfying the rationales for intervention, but 

It seems clear to us that the leverage restrictions as proposed will sweep up many AIFM 

funds are exposed to the failure of their prime broker and this in turn spills over into the 
markets in which the hedge funds trade.  In the absence of such exposure, hedge funds 
can play a more positive role and actually help to stabilise markets by mitigating against 
declines in liquidity in the market.  This reinforces the idea that the appropriate form of 
regulation of hedge funds may be through the regulation of their counterparties.   

Moreover, data from the TASS database reported in Aragon and Strahan (2
that only a relatively small proportion of hedge funds employ more than one prime broker, 
and the proportion has been declining since 2002 falling to 0,06 per cent in 2008.  This 
would imply that prime brokers are likely to have a reasonably good oversight of the hedge 
funds activities and as such would be well placed to monitor the hedge funds. 

The ability of banks to achieve “regulatory get around” strikes us as inherently less material 
than AIFM, as AIFM are less tightly defined and regulated, as well as being more nimble 
and foot loose in their organisat

regulation than regulation targeted directly 
“regulatory get around” than the later.  Moreover, the later becomes unnecessary if the 
former is successful and the former could well be contained within the raft of regulatory 
initiatives that are being taken forward in the wake of the financial crisis.  To the extent 
that this proves not to be the case, regulation targeted directly on AIFM might be revisited 
as a policy option with a view to “filling in the holes”. 

4.2.2. Effects of Extending Existing Regulation 

The policy objectives given are sweeping in that many of the issues addressed by the 
Directive (e.g. tax reporting, portfolio company disclosure, employee protection and short 
selling) are of general market applicability.  Extensions to existing regulations, which are 
focused on the market in general, may be better able to address issues of general market 
applicability, rather than using a Directive focused on AIFM for this purpose.  This seems 
likely for two reasons.  First, by definition, issues of general market applicability cannot be 
properly addressed via regulation that is not applicable across the market as

which have general market applicability.  Thus, it is likely that further regulation wil
sought in future; regulation which will have general market applicability.  Application
such regulation may be justified 
the application of such regulation, in addition to the proposed Directive, would be to add to 
the regulatory burden of AIFM twice over.  It seems preferable, therefore, to avoid issues 
of general market applicability in a Directive targeted at a specific part of the financial 
sector and, alternatively, to tackle these issues in a regulation of general market 
applicability, with extensions to existing regulation seeming likely, where possible, to be 
the smoothest and most efficient means of achieving this. 

4.2.3. Effects of Targeted Leverage 

who have no systemic relevance whatsoever, even when considered collectively.  As such, 
this is another example of a provision that generates unnecessary cost for minimal benefit.  
Revising what is considered “excessive” leverage would contain these costs, while not 
reducing benefits; thus, the net benefit of our alternative policy seems likely to be greater 
than that generated by the Directive as it stands. 
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4.2.4. Effects of Regulating Systemically Significant AIFM by National Monetary 
Authorities 

While, as we discuss elsewhere, defining systemic significance is challenging, this policy 
option has the advantage that insofar as many of the rationales for intervention are 
concerned, it makes little sense to apply regulation to AIFM that are not systemically 
significant.  Applying regulation on leverage, risk-taking and remuneration to AIFM that are 
not systemically significant may generate minimal benefit, so it may be preferable to target 
regulation in these respects on those AIFM that are systemically significant.   

ould be required to 

ting, it might be thought that no 
externalities of this kind would exist and so this policy may have potentially large benefits, 

ed Directive.   

t is good practice in drawing up merger guidelines to seek to prevent outcomes 

his stance ignores some fundamental distinctions between classes of AIFM and 
the consequences that might follow from these distinctions should the “all encompassing” 

sing” approach, generates 
unnecessary costs, given the irrelevance of depositaries to these kinds of AIFM.   

However, this proposal is cost generating in that monetary authorities w
fulfil a particular kind of monitoring function, which they may not presently be fulfilling.  In 
terms of assessing the value of this approach, it would be valuable to know, given their 
current responsibilities, how much of an onerous responsibility this monitoring function 
would amount to for monetary authorities.  Still, this approach would also be cost saving, 
as compared with the Directive, because it would reduce the compliance costs of 
systemically insignificant AIFM. 

4.2.5. Effects of Updating Merger Guidelines  

This policy is not best taken forward through sector specific regulation.  However, it seeks 
to address the broad market failures discussed in section 2, in particular it seeks to address 
the negative externalities that can be generated by the behaviour of systemically significant 
AIFM.  If this policy were to result in no such AIFM exis

while also seemingly likely to generate smaller costs than the propos

However, it may be that the actions of a group of AIFM, when assessed collectively, do 
produce these kinds of externalities and can, therefore, be considered systemically 
significant, even though when considered in isolation each of these AIFM would not be 
considered systemically significant.  This is another illustration, amongst many which this 
Short IA has encountered, of the complexity of establishing systemic significance.  
Certainly, i
in which particular players have an excess of market power, but to go beyond this and seek 
to avoid having any players who are systemically significant is more demanding. 

4.2.6. Effects of Varying the Application of the “all encompassing” and “asset class by 
asset class” approaches  

Our idea here is simply to apply the “all encompassing” approach only in respect of those 
provisions that have general applicability across AIFM and adopting an “asset class by asset 
class” approach elsewhere.  To apply provisions that are not relevant to a particular class of 
AIFM must be to generate unnecessary costs, which would be avoided by varying 
application of the “all encompassing” and the “asset class by asset class” approach.  It 
might be argued – as the Commission does by coming down in favour of the “all 
encompassing” approach – that to favour anything other than the “all encompassing” 
approach would be to create scope for “regulatory get around” and for investors to be 
exposed to unacceptable risks.   

However, t

approach by applied across the Directive.  For example, many AIFM do not generally use 
depositaries (e.g. private equity and real estate funds).  To require that they use 
depositaries, as is required by application of the “all encompas
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To insist upon the application of regulations of this kind is to add unnecessarily to the cost 
of the regulatory package as a whole and as this cost increases so does the probability that 
the Directive will drive AIFM out of the EU to jurisdictions where they can escape the costs 
produced by the Directive.  Thus, rather than minimising “regulatory get around”, as the 
Commission argue, the “all encompassing” approach generates “regulatory get around” via 
another means; means which varying the application of the “all encompassing” and “asset 
class by asset class” would minimise.  

4.2.7. Effects of Improving the Provision of Information to Investors  

Our proposal to complement Article 20 with other forms of information to be provided to 
investors by AIFM seems unlikely to us, on the face of it, to be cost generating, as the 
information that we are suggesting be provided is likely to be held by AIFM in any case.  

 part, to correct failures of this kind, the benefit of the Directive 

tion constitutes an improvement to the cost-
benefit ratio as compared with the proposed Directive, because it foregoes none of the 

 reduces the costs 

(However, it is important that this view be tested by full and proper consultation with AIFM 
and if this consultation reveals otherwise, then policy-makers may want to think again).  
While seeming unlikely to be cost generating, these proposals would help to overcome the 
information asymmetry facing investors and so satisfy one of the key rationales for policy. 

It is to be hoped that the provision of information by AIFM to investors prompts investors 
to research any points in this information which are of concern to them – or at the very 
least to seek clarification from the AIFM on such points.  Given that we are dealing with 
professional investors, who have every incentive to carefully consider all of their 
investment decisions, this seems likely to be the case.    

4.2.8. Effects of Opt-Out to Marketing and Distribution Provisions 

It seems to us that to apply the marketing and distribution provisions to AIFM who are not 
engaged in cross-border operations is another example of a provision that will generate 
unnecessary cost, while producing no discernable benefit in terms of addressing the 
rationales for intervention.  Thus, restricting application of these provisions to only AIFM 
engaged in cross-border operations seems likely to improve the cost-benefit ratio of the 
Directive. 

Those AIFM who are not engaged in cross-border trading are unlikely to be systemically 
significant or of sufficient size to be the cause of the “broad” issues of market failure 
discussed in chapter two, even when considered collectively.  If the purpose of the 
Directive is, at least in
which would derive from having achieved this correction cannot, therefore, be derived from 
regulation of AIFM so small as to be lacking in this systemic significance.  At the same time, 
regulation generates costs; most particularly, in this case, in the form of the compliance 
costs that these systemically insignificant AIFM would be required to face.  Thus, if these 
AIFM are not subject to the proposed Directive no benefit which corresponds to correction 
of “broad” market failure would be foregone by this exception, while at the same time this 
exception would save upon the compliance costs which would otherwise be incurred.  On 
this analysis, it must be that this policy op

benefits that can be expected to follow from the proposed Directive and
generated by the proposed Directive.  There are two reasons to contest this argument, 
however.  

First, the approach advocated by this policy creates an obvious (and legitimate) means of 
getting around the regulation contained in the proposed Directive (at least in the revised 
form that it would constitute after adopting this policy option).   
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This is to say that AIFM will not (or claim to not) engage in cross-border trading so as to 
not be covered by the provisions on marketing and distribution.  At some point after they 
reach a particular level of activity and scale (and, given the nature of AIFM, it seems 
unlikely that this level will be a particularly high one relative to other AIFM), this would no 
longer make sense as a business strategy for AIFM, i.e. they would prefer to be subject to 
the marketing and distribution provisions rather than not be able to engage in cross-border 
trade.  However, the optimal strategy for such an AIFM would be to engage in cross-border 
trading, while escaping the marketing and distribution provisions.  How much of a realistic 
possibility this strategy is depends upon how effective monitoring of cross-border trading is 
by relevant authorities.  If this monitoring is relatively ineffective, then the attraction of the 
strategy described to AIFM may mean that some of the benefits of the proposed Directive 
may be lost by adopting this policy option. 

Second, while AIFM may be too small to generate “broad” market failures, even the 
smallest AIFM may be the cause of “narrow” market failures.  Of course, it isn’t the 

EU’s approach to regulation would 
e to ride roughshod over these rationales.  It may be that, after consideration, it appears 

that to seek to apply the EU’s approach to regulation in other jurisdictions would improve 
upon the status quo.  Some reasons why this conclusion may be reached are the following: 
First, EU based AIFM moving out of the EU to less onerous regulatory regimes to achieve 
regulatory get around from the proposed Directive.  Second, EU investors are being 
exposed to risks that are deemed excessive by EU regulators by virtue of trading or their 
counterparties trading with AIFM in non-EU markets with more lax regulations.  Third, AIFM 
in such markets may have an unfair competitive advantage, by virtue of these regulations, 
over AIFM in the EU.   

So, reasons why it might be thought desirable to seek equivalence with EU regulation in 
non-EU markets are well established.  However, it is important to consider the particular 
issues facing particular jurisdictions carefully and on a case by case basis, rather than 
assuming that the approach adopted by the EU, while hopefully being the best approach 
possible given the position of the EU, is necessarily the best approach for other 
jurisdictions: Both in terms of the jurisdiction itself and in terms of the quality of service 
that ultimately is available to EU investors. 

4.2.10. Effects of Reducing the Liability Limits Imposed on Depositaries 

The costs associated with the provisions on depositaries contained in the Directive are 
considerable; not least as a consequence of the “all encompassing” approach.  These costs 
would be somewhat contained by establishing a liability standard for depositaries 
equivalent to that created for depositaries in the UCITS Directive.  Given that the UCITS 
Directive addressed products marketed to retail investors, while the AIFM Directive seeks to 

intention of this policy option to exempt such AIFM from regulations intended to guard 
against failures of this kind, but it may be that in legitimising one kind of opt out from the 
proposed Directive, the policy option creates means for AIFM to evade the attention of 
regulatory authorities in other respects also.  It is logic of this kind that caused the 
European Commission to advocate the “all encompassing” approach towards regulation.  
There are trade-offs to whichever approach is adopted and, as we argue else, the “all 
encompassing” approach is certainly not without its problems. 

4.2.9. Effects of Imposing less Restrictive Provisions on AIFM in Third Countries 

There may be strong rationales for different regulatory approaches being adopted in 
different jurisdictions.  To insist upon the adoption of the 
b

tackle issues facing professional investors, it seems to us that a liability standard of this 
kind would be entirely fit for purpose in the context for which it is intended.   
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The safe keeping duties of the UCITS asset depositary have existed since the first UCITS 
this implementation, no 

significant difficulties were reported.  The liability threshold for depositaries contained in 
UCITS appears, therefore, to have g quate.  In contrast, the liability 
threshold put forward by the proposed Directive has caused so much concern as to be 

custodians that the collapse of Lehman Brothers and the 
Madoff scandal exposed, so too these events have revealed previously little recognised 

Finance Minister wrote to the EU Commissioner for the 
Internal Market and Services, pointing out that the provisions of the UCITS Directive are 
im
lev

Given
longer be as being entirely without its own problems.  In spite of this, it has 
performed well until recently and it confers a level of liability upon depositaries which is 
low
impose a h
than upo y UCITS investment funds.  This is because retail investors 
shoul

The UC ctions to 
professional investors, insofar as the depositaries used by their investment funds are 
co
UC

 

                                                

Directive was implemented in 1985.  For many years following 

enerally been ade

described as a change to “the whole wiring diagram”.49  Nonetheless, just as the measures 
on depositaries contained in the proposed Directive would seem to be a response to the 
issues around depositaries and 

problems with the role conferred upon depositaries by the UCITS Directive.  In January 
2009, for example, the French 

plemented differently in different Member States.  In particular, differences around the 
el of liability imposed upon depositaries were highlighted.50   

 these developments and debates around the UCITS Directive, UCITS clearly can no 
held up 

er than that which the proposed Directive seeks to impose.  It is inappropriate to 
igher level of liability upon depositaries used by non-UCITS investment funds 

n depositaries used b
d be afforded more protection than professional investors.   

ITS framework provides a solid basis for extending further prote

ncerned; even though, it is clear that efforts now need to be made to ensure that the 
ITS framework is enforced consistently across the EU. 

 
49 See quote from Tim Keaney, co-chief executive at BNY Mellon Asset Servicing in Financial Times, 13 September  
50 Cited in Weber, R. and Gruenewald, S. (2009) “UCITS and the Madoff scandal: liability of depositary banks?” 
Butterworths Journal of International Banking and Financial Law, Vol 24, No 6 (June), p338-341. 
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5. REGULATING AIFM VS REGULATING AIF 

KEY FINDINGS 

• The Commission proposed regulating the fund managers rather than the funds 
because they are responsible for all of the decision-making in terms of the 
management of the AIF. 

• Additional arguments in favour of regulating the fund manager rather than the fund 
include: 

o The existence of asymmetric information between investors and fund 
managers and compensation schemes create a principal-agent problem – 
regulating the fund manager offers a more appropriate way of addressing 
this. 

o Targeting the AIFM would – to a large extent – ensure that the risks of the 
AIF are effectively monitored, irrespective of where the actual AIF is 
domiciled.   

o Targeting the AIFM would also allow for the feasible collection and 
dissemination of information to the relevant regulatory authorities. 

o Investment strategies of AIF are far complex and diverse making “product 
rules” of the type used by UCITS less appropriate.  

o Targeting the funds themselves (and thus the investment strategies of these 
funds) may stifle product innovation. 

o Given that funds are often held off-shore the scope of any regulation would 
be limited, as it would be likely simply to drive the remaining funds off-shore. 

• Challenges associated with regulating the fund managers and ways in which 
regulation of the fund itself may offer a solution, however, include: 

o It may be more effective to target behaviours rather than a specific group. 

o There may be difficulties in identifying the fund manager in legal terms given 
differences in the structures of AIF. 

The first question addressed in terms of the scope of any regulation is who should be the 
target:  the funds themselves or the managers of the funds? 

It should be noted that the two are not entirely independent of each other and it is 
conceivable therefore that any measures taken in this area could be applied (to some 
extent at least) to both, or a combination of them.   In the following sections, we provide a 
discussion of the relative advantages and pitfalls associated with targeting actions in each 
of these areas.  

60 



Short Impact Assessment on a Directive concerning Alternative Investment Fund Managers and Amending 
Directives 2004/39/EC and 2009/…/EC 

____________________________________________________________________________________________ 

Targeting the AIFM  

The rationale underlying the targeting of the AIFM is that they are fundamentally 
responsible for all of the decision-making in terms of the management of the AIF (which 
itself is just the product - the investment vehicle in which assets are held) and are primarily 
responsible therefore for managing the risks associated with the funds.   As noted in the 
European Com im ssion’s IA, examples of the relevant areas over which the AIFM is 

 development and the maintenance of internal governance structures, internal 
ms, and avoiding problems of conflict of interest; and  

ave different incentives, and 

und managers and investors:  the opacity of most fund strategies and the 

such risk taking is easily hidden not only from 

e that the risks of the AIF are 

imits to the 
range of regulatory instruments that might be deployed.   

                                                

responsible for making decisions include: 

• the investments made by the fund, i.e. specific trading decisions and the use of 
leverage implied by their investment strategy; 

• the
risk assessment syste

• managing key relationships in the value chain and beyond, including relationships 
with investors, counterparties and regulators.  

As noted earlier, an important feature of this industry is the problem of incomplete and 
asymmetric information; one way in which this can manifest itself is through a principal–
agent problem.  An agency problem exists when participants h
information problems prevent one party (the principal) from perfectly observing and 
controlling the actions of the second (the agent).  This problem is to some extent applicable 
to all contracts written in a context where some degree of risk and uncertainly prevails.   

It is the combination of two key issues that produce the particular agency problem which 
arises between f
return-based compensation structures of fund managers.  It has been documented for 
example that compensation structures in financial services which are typically convex (i.e. 
those that increase proportionately more with good performance than they fall with poor 
performance) can promote incentives for excessive risk taking.51  Further, given the 
opaque nature of the investment strategies, 
investors but also from counterparties. 

In theory, one might expect that the incentives of hedge fund managers and investors 
would be aligned by the long-term self interest of the fund managers alone, thereby placing 
an implicit restraint on the incentives to engage in excess risk-taking behaviour.  In 
practice however, there appears to be a significant degree of anecdotal evidence which 
suggests that even fund managers of funds that have failed are still able to raise capital for 
subsequent funds.52  Again, this may be partly a result of the opacity of the investment 
strategies that makes it relatively difficult to differentiate between those AIFM which fail as 
a result of systematic shocks or as a result of poor performance by the fund manager.  
Regulating the fund managers may therefore be a particularly effective way of addressing 
the principal-agent problem that arises between fund managers and investors. 

Targeting the AIFM would – to a large extent – ensur
effectively monitored, irrespective of where the actual AIF is domiciled.  Targeting the AIFM 
would also allow for the feasible collection and dissemination of information to the relevant 
regulatory authorities regarding the AIF.  Again, the location of the AIF itself would not 
preclude this if the AIFM are the focus of the measures. 

A decision not to regulate the funds themselves, however, may pose certain l

 

 Bank of Kansas City, Saturday, August 27, 2005, Jackson Hole, Wyoming. 

51 Ragan, R. G. (2005) “The Greenspan Era: Lessons for the future”, speech at Symposium Sponsored by the 
Federal Reserve
52 Kambhu, J.  (2007) “Hedge funds, financial intermediation, and systemic risk”, Economic Policy Review, Vol 13, 
No 3 (December). 
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A key problem with targeting the AIFM which has been highlighted in the literature is that 
by targeting the AIFM rather than abusive activities which cause regulatory concerns may 
limit the extent to which the policy objectives can be met.  This is highlighted as being in 
contrast to the Market Abuse Directive which identifies abusive behaviour (e.g. insider 
trading) and provides provisions to address the behaviour irrespective of who is involved in 
carrying it out.53 

Further, existing funds may not have the legal structure in which there is a clearly 
recognisable AIFM.  For example, for PE funds, there may be an Investment Manager, 
Asset Manager and General Partner, determining a definition of the fund manager (that 
would ensure that the potentially harmful behaviour is effectively regulated) could be 
difficult. 

Targeting the AIF 

Targeting the funds themselves (i.e. the investment vehicle) would imply the imposition of 
“product rules” on, for example, the investment strategies of AIF which are far more 
complex and diverse when compared with those covered by the UCITS product rules.  The 
main issue is whether targeting the AIF would be an effective and efficient way through 
which to address the risks identified in the policy objectives.   

As noted above, it is the fund manager which manages the risks associated with the AIF as 
the latter is simply a legal entity.  Further, in many cases, the assets which are pooled 
though the AIF are themselves held by a third party (e.g. a custodian or a depositary). 
Targeting the AIF therefore would be relatively ineffective in mitigating many of the risks 
they may pose. 

Furthermore, targeting the AIF rather than the AIFM would not address the principal-agent 
problem inherent in the relationship between the fund manager and the investor (as 
discussed above).  Incentives to engage in excessive risk-taking therefore may remain if 
the AIFM are not the focus of the measure.  

Another important problem that may arise when targeting the AIF (e.g. through a fund 
registration system) is that it may give rise to moral hazard.  Put simply, if investors 
assume that regulators exercise more direct control over the funds than they actually have 
in practice, this might affect the behaviour of investors in a way that is inconsistent with 
the policy objectives (e.g. by placing less resources of their own in evaluating risk etc.).  A 
further by-product of targeting the funds themselves (and thus the investment strategies of 
these funds) is that it may stifle product innovation in the market as a result of having to 
comply with prescriptive rules that undermine the more diverse investment strategies.54 

Moreover, given that funds are often held off-shore - in countries such as the British Virgin 
Islands and the Cayman Islands - the actual scope of any regulation would be limited, as it 
would be likely simply to drive the remaining funds off-shore.  Meanwhile they would 
continue to be managed by fund managers within the EU. 

The complex and diverse nature of investment strategies employed by AIF are consistent 
with the fact that it is mainly professional investors who invest in AIF (albeit through the 
AIFM).  Professional investors are by definition sophisticated and thus the rationale for 
placing restrictions on the funds themselves is much weaker than that underlying the rules 
that currently apply to all investment products under the UCITS Directive.     

                                                 
53 Association of investment companies evidence to the house of Lords European Union Committee (Sub 
Committee A) 
54 BVCA response to the inquiry on Alternative Investment Fund Managers Directive by the House of Lords 
European Union Committee. 
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Ultimately, therefore, though there are challenges created by regulating fund managers, 
nds 

 
these outweigh the potential issues (and thus effectiveness) of regulating the fu
themselves.  As argued by the Commission, the more sensible option therefore seems to be
that any regulation should focus on the AIFM rather than the AIF. 
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6. AN
Our an

Questi osts and benefits of the changes proposed by the 

erwise.  The annual growth rate of EU GDP would fall 

lied? 

 UCITS and MiFID? 

vestors will simply diversify their portfolios less.  In this 

example, according to a report by PricewaterhouseCoopers (2008) 

SWERS TO THE TERMS OF REFERENCE QUESTIONS 

swers to the questions in the terms of reference are as follows: 

on 1: What would be the c
draft Directive, including impacts on the real economy, competiveness and 
employment?  

Answer:  

• One-off compliance costs would rise between €110m and €2.2bn in total for hedge 
funds, private equity and venture capital, representing approximately €1.1bn to 
€22bn for the non-UCITS sector as a whole.  Transactions costs would rise between 
30 and 45 basis points if, as we believe, the measure would be largely negated by 
regulatory get-arounds, or 0 to 45 basis points in the short term and 30 to 75 basis 
points in the longer term, oth
by around 0.2 per cent, and booms and busts would be around 0.8 per cent of GDP 
less.  There would be a short-term rise in unemployment of 0.8 per cent of current 
employment55 as the AIFM sector adjusted, whilst in the longer term peak 
unemployment would be around 1.3 per cent56 less as a consequence of busts being 
small. 

Question 2: What would be the result of “one size fits all” regulation for AIFM upon 
the level playing field after the Directive had been app

Answer:  

• The EU playing field would be more level, but at the expense of material falls in 
competition and innovation in the AIFM sector, leading to materially higher costs for 
investors, reduced efficiency in financial markets, less investment to innovative 
businesses, and less efficient restructuring of businesses in financial distress. 

Question 3: What would be the impact on sectors covered by

Answer:  

• The main channels through which the sectors covered by UCITS and MiFID might be 
affected is their role as potential substitutes for AIF and the ability of AIF to re-
package themselves into UCITS funds. 

• Investors diversify their portfolios by investing both in traditional funds covered 
under UCITS and funds classified as AIF.  As such, it is unlikely that these investors 
would increase substantially their investments in UCITS and reduce their holdings of 
AIF as a result of lower returns on AIF, more likely is that, given the restrictions on 
their investment options, in
sense sectors covered by UCITS and MiFID are unlikely to be affected by the 
proposed Directive. 

• There may, however, be more scope for AIF to affect these sectors through re-
packaging.  Recently some AIF have been re-packaging themselves to become 
UCITS funds.  For 
retail investors are increasingly able to access AIF through sophisticated UCITS 
products.   

                                                 
55 See section 3.9.4 above – correlation between unemployment and GDP is almost 1 to 1. 
56 In the last 50 years there have been 10 years of recession (12 m
employment loss over the ten recession episodes. Now: 0.8% less r

onth each * 10 recession episodes). 2.6% 
eduction in GDP=> almost 0.8% reduction in 

employment=> 0.8% * 2.6% = 2.08 – 0.8 (decrease due to less GDP because less innovation etc.) = 1.3% or 
slightly more because of hysteresis. 
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Given that certain provisions in the Directive are more restrictive than those set out 
currently applied to the UCITS sector the proposed Directive could promote this 
trend.  These sectors could be affected by promoting the existing trend towards re-
packaging non-UCITS funds as UCITS funds – increasing the access of retail 
investors to such products. 

Question 4: What is the assessment of the risk of capital flow from the EU to non 
EU countries because of regulatory arbitrage? 

Answer:  

• As discussed in Chapter 3, it is likely that some fund managers would exit the EU 

 may also move to the EU in 
der to access EU investors. 

ch as the 

mplication is that the outflow of 

o off-shore funds.  However, this is also unlikely, since they 

 move capital from 

EU, while greater 
competition in amongst non-EU domiciled fund managers would keep transaction 

o there may be some effect here. 

market as result of limitations on the use of leverage, constraints on the use of 
certain strategies and the additional cost of complying with the Directive.  It is also 
noted, however, that some non-EU domiciled funds
or

• The implications of these dynamics on capital flows, that is the movement of the 
funds themselves, will depend on a number of factors.  When deciding on whether 
to locate their funds on- or off-shore fund managers consider factors su
way in which they would like to structure their funds and the location of potential 
investors.  For example those relying primarily on domestic investors may prefer to 
locate the fund on-shore while funds that are reliant on international investors, for 
whom the complexity of the various tax regimes in particular is an issue, placing 
funds off-shore may offer a more practical solution. 

• The key question is whether those companies that exit the EU market that currently 
locate the funds in the EU would move the funds as well.  The overall impact will 
depend to a large extent on which funds exit.  Arguably those with a strong 
domestic base are less likely to exit.  These are also the types of funds that may be 
more likely to locate the funds on-shore.  The i
capital would be relatively small, if there were any at all.   

• Another way in which capital may flow out of the EU would be if investors switched 
from on-shore funds t
would only do this if the off-shore funds offered a higher risk-adjusted return (after 
transaction costs), but assuming that investors are profit maximisers prior to 
regulation as well as after they should already be investing in the off-shore fund.  In 
fact it is possible that in the short term as EU investors seek lower risk in the 
aftermath of the financial crisis and recession, they may actually
off-shore funds to on-shore funds.  And analogously EU fund managers could bring 
their funds increasingly on-shore where domestic investors are clearer on the 
regulatory regime in place. 

• A third potential concern would be the withdrawal of funds by non-EU domiciled 
investors from EU-domiciled fund managers in favour of non-EU domiciled fund 
managers in the short term, and, in the longer-term, the movement by EU investors 
of their capital to compliant non-EU domiciled fund managers (after the initial three 
year restriction). 

• Once again, this would only happen if the funds managed by the non-EU domiciled 
fund managers offered a higher risk-adjusted return, after transaction costs.  We 
have argued that transactions costs would rise materially in the 

costs low, s
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• However, it is important to note that our contention that transactions costs will rise 
ased on the view that competition falls inter alia because of a closure of funds in 

U.  But (crudely) competition will only fall if the number of suppliers of services 

 some capital outflow, we 

Ans

 mends a de minimis threshold of €250 million of net 

by 20 

, as 

 competition from AIFM in third countries to continue.  

                                                

is b
the E
(the AIFM) falls by more than the demand for those services (the volume of capital).  
So although there may be some capital outflow for this reason, it must be materially 
less than the outflow of AIFM (otherwise competition would not fall and the EU-
domiciled fund managers would bear the full cost of any increase in transaction 
costs).  

• Therefore, although it is plausible that there would be
believe that the amounts involved (at least in the short term) will be modest. 

Question 5: What are the justifications for the suggested de minimis thresholds 
and the impact on AIFM domiciled in third countries? 

wer: 

• The Commission’s IA recom
assets (with additional provisions only applying to AIFM acquiring controlling stakes 
in companies that are not SMEs and AIFM using leverage “extensively”).   

• The justification provided by the Commission for the €250 million threshold is that 
this provided sufficient coverage of the assets under management without imposing 
additional costs on AIFM unlikely to be systemically significant (i.e. those AIFM with 
smaller amount of assets).  The Commission argued that reducing the threshold to 
€100 million did not significantly increase the coverage of assets though it markedly 
increased the number of AIFM that would fall within the regulation (for hedge funds 
the lower bound doubled the AIFM covered but only increased the net assets 
per cent), and increasing the threshold to €500 million reduced the coverage 
substantially both in terms of AUM and AIFM (for hedge funds only half of net assets 
were covered and less than 10 per cent of AIFM). 

• The Commission also argued that AIFM that were not captured by the €250 million 
threshold would mainly operate on a local basis and therefore be covered by 
national regulation.57 

• However, in contrast to the Commission’s recommendations, the Directive proposes 
to regulate AIFM with more than €100 million AUM or €500 million AUM when no 
leverage is used and redemption rights apply only after the first five years of the 
fund’s life which are domiciled in the EU (see Articles 2 and 3). 

• Assuming that all funds held outside the EU conform with the OECD tax rules58 and 
that the proportion of AIFM affected by the thresholds is the same as in the EU
set out in Chapter 3 these thresholds would imply that, aside from the 20 per cent 
of hedge funds domiciled in the EU, between 5 and 25 per cent of hedge funds 
would be able market their funds to EU investors (in total between 25 and 45 per 
cent of global hedge funds would still be able to market their funds to EU investors).  
Similarly for private equity, in addition to the estimated 34 per cent of firms 
domiciled in the EU, just over 20 per cent of hedge funds would fall beyond the 
scope of the Directive and be able to market their funds to EU investors (in total 
approximately 54 per cent of global hedge funds would still be able to market their 
funds to EU investors).   The implication being that the de minimis thresholds would 
allow some

 
57 Page 50 
58 This is likely to be a brave assumption since many of the off-shore locations for funds are outside the OECD, as 
such the proportion of funds available to EU investors would be even smaller than estimated above. 
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Question 6: What are the risks posed by off-shore provision of valuation? 

Answer:  

• Using valuators domiciled in third countries has the potential to create a number of 
risks to investors and financial stability that are additional to those that may be 
posed by using valuators domiciled in the EU.  These potential risks are likely to 
centre on issues related mainly to two broad areas: the quality of services supplied 
by these valuators and the ability of on-shore market participants and supervisory 
bodies etc. to effectively monitor their activities.  

• Firstly, with regards to the quality (i.e. in terms of valuation accuracy etc.) of the 

ns why the level of quality might be lower than that expected from a valuator 
ed on-shore.   Possible reasons might include the following: 

 standards in 

o those applied in the EU, it may be that the enforcement of these rules 

e cases, a valuator based in a third country might not be expected to 

.g. property). In this case, one might expect that 

ion than an equivalent EU based valuator.   Further, in some 

 areas that are either unavailable or are in limited supply in the EU.  

a relative disadvantage in terms of 
 risks.  
o the 

 level of risk 
ersion).  Further, to the extent that this mis-pricing is carried out on a large 

enough scale or over a broad enough range of assets, what might begin as localised 

services provided by valuators located in third countries, there may be a number of 
reaso
locat

o Lower supervisory standards and/or lower level of accreditation
third countries; and  

o Limited access of third country valuators to sufficient information on the 
relevant assets. 

• It may be for example, that third countries impose less robust and prudential 
supervisory standards on valuators compared with those currently applied by 
Member States in the EU.  Even those third countries that do have comparable 
standards t
is considerably more lax which would assumedly foster an environment that is more 
conducive to the infringement of rules by these service providers.   

• Further, in som
have access to as much information as an EU domiciled valuator might be expected 
to have that is necessary to provide as accurate a valuation of an asset/s as 
possible.  This issue is likely to be most pertinent in circumstances where an asset is 
physically located within the EU (e
an EU valuator might have superior access to certain information (e.g. local 
information) that would be required to provide the most efficient estimate of value.   
At the same time, AIFM invest in assets on a global basis so in some cases a 
valuator in a third country may have access to just as much (and indeed relevant) if 
not superior informat
cases, using valuators in third countries may actually mitigate the scope for 
inaccurate valuations where they are employed specifically to offer specialist 
expertise in

• To the extent that valuators in third countries are subject to less supervision that 
their EU based counterparts and/or may be at 
accessing relevant information, investors may be exposed to a number of
Inaccurate valuations (e.g. by over or under valuing assets) are likely to lead t
mis-pricing of assets which is likely to distort the efficiency of investment decisions 
(i.e. those which offer the highest investment return subject to the
av

risk to investors may manifest into a systemic risk which threatens financial 
stability.  
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• A further problem that may arise when investing capital through AIFM who employ 
the services of valuators based in third countries is that of monitoring.  In some 

d out diligently).   Even where some level of monitoring 
is possible, it may be prohibitively costly for investors (e.g. in terms of transaction 

rsist for longer than they would were a non-costly and feasible level of monitoring 
a possible. 

Answer:  

• Extend existing regulation, such as the Transparency Directive or Prospectus 

emically significant organisations.   

e” and 

al monetary authorities, 
including the power to restrict certain practices, including leverage, risk-taking and 

oach elsewhere.  

• Provide additional information to investors, building on Article 20, such as 

 and exposure 
to global events.   

 subject to supervisions at the national level as they currently stand – 
cf UCITS). 

• Reduce the liability standard for depositaries in line with the UCITS Directive. 

Answer: 

tial 

cases it may be impossible for those on-shore, e.g. investors, supervisory 
authorities etc. to monitor the activities of the valuator (e.g. to ensure that 
valuations have been carrie

costs, language, legal systems etc) to do so.   This degree of opacity might mean 
that some of the risks highlighted above are able not only to manifest, but also to 
pe

Question 7: What alternative options might there be to the measures in the draft 
Directive? 

• Regulation of the dealings of banks and/or prime brokers with AIFM.   

Directive, and introduce a change in merger guidelines to prevent AIFM from 
merging to create syst

• Provide further consideration of what level of leverage is deemed “excessiv
how the threshold might be reviewed over time to reflect changes in industry 
dynamics. 

• Regulation of systemically significant AIFM by nation

remuneration. 

• Varying the application of the “all encompassing” and “asset class by asset class” 
approaches, applying the “all encompassing” approach only to those provisions 
which have a general applicability and relevance, and to deploy the “asset class by 
asset class” appr

information on risks relating to regulatory trends or other factors particular to the 
market relevant to the underlying assets; jurisdictional/political risks;

• An opt-out clause for AIFM not engaging in cross border activity (although, they 
would remain

• Greater consideration of the range and scope of regulatory and prudential 
supervisory approaches used in third countries. 

Question 8: What arguments might there be for regulating alternative investment 
funds instead of or as well as alternative investment fund managers? 

• As set out in more detail in Chapter 5, it may be more appropriate to regulate the 
fund rather than the fund manager because it would better allow the regulation to 
target behaviours rather than specific groups and would overcome poten
difficulties in defining the fund manager in legal terms given differences in the 
structures of AIF.  However, the arguments in favour of regulating fund managers 
far outweigh these considerations. 
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75 

ITS MARKET 
As set out in the Commission’s Impact Assessment the alternative investment fund market 
represents almost one quarter of the investment fund industry in terms of net assets.  The 
distribution of these funds across individual Member States is by no means uniform.  As 
with UCITS funds, the majority of AIF are concentrated in the northern European Member 
States (see Figure 4 below). 

Figure 4: Individual Member States' Share of EU Investment Fund Markets by 
Value of Net Assets (%) 

ANNEX I – THE NON-UC
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Note: Non-UCITS funds here are defined as all nationally regulated funds 

Source: European Fund and Asset Management Association (EFAMA), International Statistical Release, 2008Q4, 
data as at end December 2008. 

 
Similarly the relative importance of the different types of AIF varies across Member States.  
Two of the main types of AIF in terms of the proposed regulation are PE funds and HF.  Of 
the USD103.5 trillion assets under management globally, in the fund management industry 
as a whole, 1.4 per cent of this is managed by hedge funds,
PE funds. 
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Figure 5: Distribution of Assets under Management across Conventional and 
Alternative Funds (USD trillion) 
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Note: Sovereign Wealth Funds = SWF, Exchange Traded Funds = ETFs.  Around one-third of private wealth is 
incorporated in conventional investment management, i.e. pension funds, insurance funds and mutual funds. 

Source: International Financial Services London (IFSL), “Find Management 2009”, October 2009.  Estimates

Below we discuss in more detail current trends in private equity funds and hedge funds. 

Private Equity funds 

A private equity fund is a pot of money, created through investments by a number of 
investors, that provides equity capital to enterprises not quoted on a stock market.  Private 
equity funds typically buy and own whole companies, and as such have a controlling 
interest in the companies.  Given this strategy private equity funds are generally less liquid 
than other investment funds and are closed-ended (i.e. there are a fixed number of shares 
available for subscription over a specific period and then closed until a set redemption 
date).  The term on a private equity fund is usually between 10 to 12 years, as such it is a 
longer-term investment.59  The fund can take the form of either a company or an 
unincorporated arrangement such as a Limited Partnership.   

There are two distinct elements of private equity: private equity and venture capital.  
Private equity funds target management buy-outs and buy-ins, while venture capital 
focuses on younger companies, ranging from concepts (seed) to start–ups (within three 
years of the companies establishment) to companies in the early stages of development.  
Unless specified private equity in this report refers to both private equity and venture 
capital.   

                                                

 
based on commercially available hedge fund databases. 

 
59 Estimates on duration of private equity funds taken from a presentation by the Russell Investment Group at the 
2006 EVCA Symposium.  Original data from HedgeWorld, “Marriage of Convenience: Private Equity and Hedge 
Funds”. 
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A large proportion of the funds raised for private equity in 2008 came from the US, 
however, both Europe and Asia benefitted from private equity investments (see Figure 6 
below). 

Figure 6: Share of Total Funds Raised and Investments made by Private Equity by 
Region in 2008 
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 According to 
data compiled by PEREP_Analytics for the European Private Equity and Venture Capital 
Association (EVCA), the 15 companies tha at least 08 
(representing less than one per cent of European PE companies), together accounted for 64 
per cent of the ised by the European private equity in at year 
(see below).  This is supported by data cited in the CRA report for the FSA that indicates 
that t  per cent of venture capital companies manage 50 per cent of the AUM in the 
industry and 30 per cent o  private equity funds m 2 per cent of the AUM. 

Table 6: Funds Raised by Top 15 Firms in 2008 

The private equity industry in Europe appears to be relatively concentrated. 

t each raised €1 million in 20

 total €79.6 billion ra dustry th

hree
f anage 9

Firm Name Fund Name 
Amount raised during 

2008 (€ bn) 

CV pital ParC Ca tners 
CVC European Equity Partners 

V 
10.8 

Advent International GPE VI 6.6 

PAI Partners PAI Europe V 5.4 

Bridgepoint Bridgepoint Europe IV 4.8 

Nordic Capital Nordic Capital Fund VII 4.3 

Charterhouse Capital 
Partners 

Charterhouse Capital Partners 
IX 

3.6 

Bain Capital Bain Capital Europe III 3.5 

Candover Investments Candover 2008 Fund 2.9 

Altor Equity Partners Altor Fund III 2 

Oaktree Capital 
Management 

OCM European Principal 
Opportunities Fund II 

1.8 

HgCapital HgCapital 6 1.5 

Exponent Private Equity 
Exponent Private Equity 

Partners II 
1.1 

Advent International ACEE IV 1 

Ares Life Sciences AG Ares Life Sciences 1 

Summit Partners Europe Private Equity Fund 1 

Source: PEREP_Analytics, reported in the EVCA 2009 Yearbook.   

Within Europe, the UK is a centre for private equity.  In 2008 60 per cent (€78.7 billion) of 
total capital held by European private equity firms was managed by UK domiciled fund 
managers.  The UK also accounted for 58.8 per cent (€46.3 billion) of the total funds raised 
by European-managed funds.  Of the ten largest private equity firms in Europe, in terms of 

 start of 2004 and April 2009, the majority are based in London 
(see table below).   
funds raised between the
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Table 7: Ten European Private Equity Firms and their Global Rankings 

Global 
Rank 

Firm Name Headquarters 
Five-Year 

Fundraising $m 

7 CVC Capital Partners London 33,726 

10 Apax Partners London 21,336 

12 3i London 18,480 

17 Terra Firma Capital 
Partners 

London 
14,207 

22 Permira London 12,672 

25 PAI Partners Paris 11,504 

26 Bridgepoint London 10,869 

27 EQT Partners Stockholm 10,813 

29 Charterhouse Capital London 
10,560 

Partners 

32 Cinven London 10,240 

Source: Private Equity International 

Investors in European PE tend to be predominantly pension funds.  Fund of funds, banks 
and insurance companies, as well as other asset managers also represent important 
sources of finance.  The breakdown of the total by investor type for 2008 is shown in Figure 
7. 

Figure 7: Share of Total Funds Raised by European Private Equity in 2008 by 
Investor Type 

 
Source: EVCA Yearbook 2009. 
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Investments by European PE and venture capital firms in 2008 amounted to €54 billion and 
were spread across 5,986 companies.  Over 85 per cent of the companies invested in had 
fewer than 500 employees.60  Most investment by European private equity funds went to 
companies in business and industrial products, consumer goods and retail, and life 
sciences.  However, the average total investment per company was highest in financial 
services, chemicals and materials, and construction.  Of total European private equity 
investment across all sectors approximately nine per cent is invested in high-tech 
companies, although this represents 23 per cent of the companies invested in.61  In terms 

t 
 

f 
venture capital, i.e. much smaller amounts distributed to a much larger number of 
companies than private equity. 

As illustrated in Figure 8 below, investment by European private equity firms is 
predominantly in domestic markets.  It is interesting to note, however, that the share in 
terms of the number of deals is greater for domestic deals than the value implying that 
non-domestic deals are on average worth more in terms of the amount of money invested 
than domestic deals.  This reinforces the idea that a local presence is required (or 
preferred) for smaller deals, such as venture capital investment in new or young 
companies. 

Figure 8: Geographic Spread of Investments compared to the Country of Domicile 
of the Private Equity Firm 

of the split between venture capital and private equity, 13 per cent of the total amoun
invested by European private equity firms was allocated to venture capital, representing
almost 70 per cent of the total number of investments.62  This highlights the nature o
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Source: Europe Economics calculations based on data from EVCA Yearbook 2009, p. 51 -56.  Data based on 
industry statistics. 

                                                 
60 EVCA Yearbook 2009, p.77.  Based on industry statistics of European private equity firms (as opposed to Europe 
based portfolios). 
61 Europe Economics calculation based on data from EVCA Yearbook 2009, p.71. 
62 EVCA Yearbook 2009, pages 49 and 53. 
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ly 
rated below, the 

distribution ranges from Belgium, where just over 40 per cent of the value of investments 
made by domestic equity firms are kept within the country, to Romania where almost 90 
per cent of the value of private equity investments are made domestically.  Even where 
private equity firms do invest outside their home country, except for Sweden, the 
proportion of money invested outside Europe is relatively low – the trade-off appears to be 
much more between domestic and wider European investments. 

Figure 9: Share of Total Amount of Investment made by Domestic Private Equity 
Firms Allocated Domestically, in other European Countries and Outside Europe in 
2008 

Investment by European private equity firms outside of Europe appears to be particular
weak.  There is some variance across different countries however.  As illust
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Source: Europe Economics calculations based on data from EVCA Yearbook, 2009. 

As illustrated in the chart below, as the number of deals fell in early 2000s the proportion 
of domestic deals rose.  Similarly as the number of deals rose from 2003 onwards, the 
proportion of deals where the acquirer and the target were from the same Member State 
fell.  This might suggest that in a downturn investment by private equity firms becomes 
more focussed in domestic markets, possibly reflecting a lower appetite for risk. 
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Figure 10: Number of Deals carried out using Private Equity in the EU where the 
Target Company was from the same Member State as the Acquiror 
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Note: Data refers to all deals financed with private equity within the EU 27 completed between the 1st January 

vestments in non-European countries continued to grow. 

and 31st December of that year.   
Source: Europe Economics calculations based on data from Bureau van Dijk’s Zephyr database.  Deals where the 
acquirors came from more than one country, even if one of them is the same as the target company these have 
not been counted in the percentage estimate above, therefore, it is likely that the percentage of deals where the 
acquirer was in the same MS as the target has been slightly underestimated –though this is likely to be only a 
very small margin. 

This investment pattern is also reflected in data collected from the EVCA (see Figure 11 
below).  The proportion of domestic investments rose to 71 per cent in 2008.  It is 
interesting to note, however, that in contrast to investments in non-domestic European 
countries, which fell in 2008, in
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Figure 11: Geographic distribution of investments 
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007 and 2008 to 
11 and 13 per cent respectively.  The emphasis on domestic investment, therefore, does 

 reflect an increase in venture capital investment relative to investments 

Source: EVCA Yearbook 2009. 

In addition to changes in the location in which private equity funds are invested (that have 
coincided with the onset of the financial crisis), changes have also occurred to the levels of 
venture capital investment.   In general, investment by venture capital funds tends to be 
more localised than private equity funds.  Venture capital investments represented on 
average just over one quarter of total private equity investment between 2002 and 2006.  
As illustrated in Figure 12 below, however, this fell away dramatically in 2

not appear to
made by private equity funds. 
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Figure 12: Breakdown of Investments by Stage 
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enture capital investment particularly 

Hedge Funds 

Hedge funds are a diverse group, encompassing funds with a variety of strategies.  In 
contrast to private equity funds, hedge funds are more liquid.  They are open-ended funds 
and withdrawals are possible periodically. Hedge funds do not have any restrictions on the 
type of instruments they can use or on how to conduct operations.  As set out in 
Garbaravicius and Dierick (2005), hedge funds are generally grouped under three broad 
themes: 

• Directional funds — tend to be the riskier strategies, offering commensurately higher 
returns.  Strategies include macro funds, which aim to profit from economic trends 
and major economic events, long/short equity hedge and emerging markets funds, 
which aim to profit from identifying inefficiencies in developing markets. 

ated with 
uire higher amounts 

Source: EVCA Yearbook 2009, industry statistics. 

This trend may reflect increases in the cost of capital (a key driver of this being changes in 
equity premiums as investors update their views on risk and uncertainty in the market).  
Increases in the cost of capital are likely to make v
less attractive (i.e. in terms of risk and return profiles) given the relatively risky nature of 
these investments.  Thus, to the extent that the cost of capital remains high in the 
economy, which we expect it will in the absence of further regulatory intervention, further 
reductions in venture capital investment are expected (although the rate of decline may be 
smaller than those which occurred during the peak of the financial crisis). 

• Market neutral funds — these are also known as arbitrage or relative value funds, 
and exploit price discrepancies to make profits.  Strategies include fixed income 
arbitrage, convertible arbitrage, and equity market neutral.  The risk associ
these types of funds is lower as is the volatility, though they req
of leverage, particularly in fixed income markets. 
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• Event-driven funds — aim to profit from price movements generated by important 
corporate events, such as a merger, corporate restructuring, liquidation, bankruptcy 
or reorganisation.  Strategies include risk (merger) arbitrage and distressed/high 
yield securities.  In general these funds are less volatile than directional funds, 
though more so than market neutral funds. 

e of 
 According to the IMF Global Stability Report (Oct 2008), equity long/short and 

merger arbitrage strategies typically have leverage ratios of between 1.5 and 2.0 to one, 
while tactical/macro funds have rates of four to one and convertible arbitrage funds tend to 
have ratios of between five and nine to one.  Meanwhile relative value/fixed-income 
arbitrage funds tend to have even higher levels of leverage, as much as 10 times capital.63 

Since disclosure rules on hedge funds by and large are relatively limited, data on the 
industry is patchy.  The main sources of data are commercial databases to which the funds 
provide information for marketing purposes, generally by smaller and medium sized HF.  All 
information is provided voluntarily by the hedge funds, and as such is likely to be focussed 
on that data which presents a positive picture – their aim being to attract capital and build 
a positive reputation.  Moreover, since the funds themselves choose which database to 
provide the information to, no one database offers a comprehensive overview; in a study in 
2004 by Agarwal et al a comparison of the HFR, TASS, and ZCM/MAR databases revealed 
only a 10 per cent overlap.  It is therefore important to bear this in mind when analysing 
this industry. 

Given that reporting to commercial databases is entirely voluntary for hedge funds, 
estimates on numbers of funds, both worldwide and in Europe vary significantly.  Hedge 
Fund Research estimates that the number of hedge funds, globally, fell from almost 8,000 
in 2007 to just fewer than 7,000 in 2008.64  IFSL estimates, meanwhile, indicate that there 
were 11,000 in 2007 falling to 10,000 in 2008.65      

In terms of the capital invested in hedge funds by investors, ISFL estimate that hedge fund 
capital fell from USD2.2 trillion in 2007 to USD1.5 trillion in 2008.66  Meanwhile, Hedge

trillion in September 2009.   Eurekahedge estimate that 
capital was at USD1.38 trillion in September 2009.68 

                                                

Of note is the fact that the amount of leverage typically varies depending on the typ
hedge fund. 

 
Fund Research estimated global hedge fund capital was USD1.9 trillion in 2007 and USD1.4 
trillion in 2008, rising to USD1.5 67

 
63 IMF (2008), “Global Financial Stability Report”, International Monetary Fund, October 2008 Box 1.5, “Impact of 
Credit Market Turmoil on Hedge Funds”, p 41. 
64 HFR Global Hedge Fund Industry report, Q2 2009 (p.31) as cited in Charles River Associates (2009) 
65 IFSL (2009a) “Hedge Fund 2009”, International Financial Services London, April 2009. 
66 IFSL (2009a) “Hedge Fund 2009”, International Financial Services London, April 2009. 
67 Charles River Associates (2009), “Impact of the proposed AIFM Directive across Europe”, Commissioned by the 
Financial Services Authority, October 2009, p.15 and data provided to Europe Economics by the Alternative 

p 
Investment Management Association Limited (AIMA). 
68 http://www.eurekahedge.com/news/09_Sep_Aug_2009_Eurekahedge_Report_online.as
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The majority of hedge funds, internationally, are based in the US.  Estimates from Hedge 
Fund Intelligence indicate that 70 per cent of hedge funds are based in the US compared to 
only 20 per cent in Europe (see Figure 13 below).  According to the TASS database only 18 
per cent of HF managers are domiciled in the EU, with over half domiciled in the USA and 

Distribution of Hedge Funds as a Share of Total (AUM), 
June 2009 

Switzerland. 

Figure 13: Geographic 
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Asia
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ROW
3%

 
Source: Hedge Fund Intelligence, June 2009.  Provided to Europe Economics by the Alternative Investment 
Management Association Limited (AIMA). 

Within Europe, there is a strong concentration of hedge fund assets located in London - 
according to ISFL estimates 80 per cent of European AUM were based in London in 2008.69 
The top five funds in Alpha’s 2009 rankings based on capital invested by professional 
investors were also based in London. 

The funds themselves tend not to be domiciled in the country of management – this is 
particularly true for funds managed in the UK.  64 per cent of on-shore funds are located in 
the US, with only 20 per cent in Europe. For off-shore funds, 67 per cent are located in the 
Cayman Islands and 11 per cent in the British Virgin Islands.70 Data from HFR provided by 
AIMA indicates that almost 40 per cent of funds are registered to the Cayman Islands and 
almost 30 per cent to Delaware. 

                                                 
69 IFSL (2009a) “Hedge Fund 2009”, International Financial Services London, April 2009. 

9a) “Hedge Fund 2009”, International Financial Services London, April 2009. 70 IFSL (200

86 



Short Impact Assessment on a Directive concerning Alternative Investment Fund Managers and Amending 
Directives 2004/39/EC and 2009/…/EC 

____________________________________________________________________________________________ 

In terms of EU domiciled fund managers, data gathered from Bloomberg indicates that in 
most Member States the number of on-shore funds is greater than off-shore funds.  The 
exception is the UK where the number of funds located off-shore managed by British fund 

 Domiciled and Non-EU Domiciled Hedge Funds Managed 
by EU Fund Managers 

managers massively outweighs the number located on-shore (see chart below). 

Figure 14: Number of EU

 
Source: Europe Economics estimates based on data from Bloomberg, downloaded 14/10/2009 

The HF industry on Europe also seems to be relatively concentrated.  Data in the 

oyed by hedge funds are equity 
hedge (20 per cent), “special situations” (14 per cent) and multi strategy (16 per cent).  
Meanwhile data from Hedge Fund Intelligence (HFI), also provided by AIMA, indicates that 
almost 50 per cent of assets are invested in futures (19 per cent), European long/short 
equity (18 per cent) and macro funds (12 per cent). 

There do, however, appear to be differences in the types of strategies employed by EU-
domiciled hedge funds compared to non-EU domiciled HF, which is of interest when 
considering the amount of leverage HF may employ.  Based on data from the TASS 
database operated by Thomson Reuters, in 2009 certain fund types seem common to both 
EU and non-EU domiciled fund managers, e.g. fund of funds, long/short equity and multi 
strategy.  However, there are also some clear differences, in particular, while 13 per cent of 
assets are employed in event driven funds by fund managers domiciled outside the EU, this 

Commission’s IA71 indicate that while only six per cent of HF have over €500 million in 
AUM, combined they represent 51 per cent of all AUM in Europe. 

Data from Eurekahedge (cited in IFSL “Hedge Funds 2009”) indicate that the most common 
strategies employed by hedge funds in 2008 were long/short strategies (33 per cent) and 
multi-strategy (17 per cent) together representing half of the industry.  Data from Hedge 
Fund Research (HFR) provided by the Alternative Investment Management Association 
(AIMA) indicate that the most popular strategies empl

is a relatively rare fund type for EU fund managers.   

                                                 
71 Page 49 
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Similarly, manages futures are an important part of EU domiciled fund managers’ 
ly smaller share of portfolios, though non-EU domiciled fund managers have a substantial

assets employed in this type of strategy (see chart below). 

Figure 15: Distribution of Strategies Employed by EU-Domiciled and Non-EU 
Domiciled Hedge Funds 
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Data from a recent report by Charles River Associates (2009)72 also highlights differences 
between strategies employed by EU domiciled HF compared to non EU HF, however, their 
data indicates that fixed income and emerging market strategies are much more common 
in the EU than non-EU domiciled funds.  Meanwhile multi-strategy funds appear more 
common outside the EU compare to inside the EU.  Data also reported in the report on 
leverage ratios suggest that fixed income strategies in particular have historically tended to 
have higher leverage positions than other types of funds.73 

                                                

Source: TASS database 

 
72 Charles River Associates (2009) “Impact of the proposed AIFM Directive across Europe”, Commissioned by the 
Financial Services Authority, October 2009. 

uthority, October 2009, pages 20 and 82. 

73 Charles River Associates (2009) “Impact of the proposed AIFM Directive across Europe”, Commissioned by the 
Financial Services A
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ANNEX II – THE DIVERSITY OF AIF AND AIFM 
In their recent report, IOSCO74 stress the distinction that needs to be drawn between 
private equity and hedge fund activity, and their business models.  Private equity funds 
(PEF) raise capital from a range of investors to invest in companies which are not quoted 
on a stock exchange post-purchase (PEFs buy both listed and non-listed companies – when 
the company is listed prior to purchase it is a form of transaction sometimes known as a 
“Public to private”).  While hedge funds (HF) also raise capital from a range of investors, 
significant own funds can be provided by hedge fund managers. They invest mainly in 
quoted stocks and securities, and actively trade through a range of counterparties.    

PEF are usually limited partnerships, managed by a general partner (GP), who assumes the 
liabilities of the partnership.  The GP can delegate the management function to another 
entity, often referred to as the manager, with the limited partners of the fund being the 
investors.  Whether the GP delegates this management function or not determines who the 
AIFM is, which in some cases can lead to confusion.  HF investments are kept by a 
depository, with the AIF in this case effectively being a legal shell.  These structures are 
shown in Figure 16 and  

Figure 17.  PEF are self-liquidating as funds are returned to investors once realised from 
portfolio companies, without reinvestment. 

Investment timescales of HF range from intra-day to long-term, dependent on the fund 
strategy.  However PEF invest for the long term, usually over periods of five or more years 
(particularly when venture capital), with companies held for this period to allow time for 
new management practices to be put in place, and growth to be achieved.  This has an 
impact in terms of liquidity; while hedge funds are usually open-ended, and redemptions 
can be periodic (as often as quarterly), PEF are closed, often with a minimum period of 
investment, and are hence illiquid. 

e illustrated below. 

                                              

Stylised representations of the structures of PE and HF ar

   
74 IOSCO (2009a) “Hedge Funds Oversight” International Organization of Securities Commissions consultation 
document, March. 
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Figure 16: Stylised Representation of Private Equity Funds 
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Figure 17: Stylised Representation of Hedge Funds 
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In terms of investment strategy, individual HF tend to employ a single strategy, although 
.  As set 

directional 
funds, and the amount of leverage they use 

ible 

pecialise in deals of a certain size.  There are two distinct 
 

the companies’ establishment) to companies in the early stages of 

e in specific industry sectors where they can apply 

ts or LBOs – however, 

d by the Directive include real estate 

ture to special funds. Investment 

 many investors, with funds specialised as to the geographic nature of 
their investments. 

d to institutional investors. These tend to be held by a single institutional 
investor,78 and are significantly different to other AIF.  Assets are formally owned by the 

the same hedge fund manager may manage several funds with differing strategies
out in Annex I, hedge funds are generally grouped under three broad themes, 
funds, market-neutral funds, and event-driven 
varies across the different types, equity long/short and merger arbitrage strategies typically  
with the lowest leverage ratios (in the region of 1.5 and 2.0 to one) and convert
arbitrage funds relative value/fixed income arbitrage funds which tend to have much higher 
leverage ratios (five to nine and 10 times capital respectively). 

In contrast, PE firms tend to s
elements of what we refer to as “private equity”:  private equity and venture capital. 
Private equity funds target management buy-outs and buy-ins, while venture capital 
focuses on younger companies, ranging from concepts (seed) to start–ups (within, say, 
three years of 
development. 

A single private equity fund manager can hold multiple funds, which each have a life-cycle 
of 10-12 years.75  They often specialis
knowledge and implement change, usually by holding a controlling stake.  PE firms tend not 
to employ leverage levels comparable to HF, and in some cases PEF are prohibited to 
employ leverage.76  (Leverage is used to purchase the companies within the investment 
portfolio – indeed, MBOs are often referred to as Leveraged Buy-ou
this leverage remains exogenous to the PEF itself.)  PE funds also tend to have a much 
greater domestic focus than HF, and only benefit through improvements in underlying 
companies, with gains hard to come by in falling markets.  

Apart from PEF and HF, other non-UCITS funds covere
funds, commodity funds and special/institutional funds.  The Association of Real Estate 
Funds (AREF) note that real estate funds take a variety of legal forms; Unit trusts, Open 
Ended Investment Companies (OEICs) and Limited Partnerships.77  Some are classed as 
UCITS, and are therefore not allowed to invest solely in property.  Commodity funds, as the 
name suggests, invest in commodities such as oil, metals and bullion.  Together with real 
estate funds, commodity funds are invested in by multiple investors, although commodity 
funds are far more liquid than real estate funds, given the timescales involved when buying 
and selling property.  Both are substantially different in na
funds, can be either open-ended (mutual funds, unit trusts), or closed-ended (investment 
trusts).  Investment funds adopt a similar model to real estate and commodity funds, 
raising capital from

“Special funds” (spezialfunds), which exist in Germany, are an investment vehicle 
dedicate

management company, but must be kept separate and managed for investors.  The BVI, 
the German fund management institution, whose members manage €1,226bn (November 
2008), with around half in “spezialfunds”, note that German fund management companies, 
“Kapitalanlagegesellschaften”, which manage UCITS, real estate funds, special funds and 
other AIF are already licensed, and subject to strict domestic regulation.79 

                                                 
75 IOSCO (2009b) “Private Equity Conflicts of Interest” International Organization of Securities Commissions 
consultation report, 2009. 
76 EVCA response to IOSCO (2008) 
77 Association of Real Estate Funds Website 
78 Commerzbank web
79 BVI (2009) “Draft

site “Special Funds”. 
 EU Directive on AIFM, comments by BVI”, BVI, August, Frankfurt. 
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ANNEX III – NATIONAL REGULATORY FRAMEWORKS 
Authorisation and regulation of fund managers 

In order to protect investors from “bad” fund managers there are some requirements on 
fund managers to demonstrate their ability to the authorities in certain Member States  

 regulatory regime for PEF, and the adviser to a hedge fund is not 

 in Poland does not specifically support non-harmonised 

-ended funds are not allowed in France and 

nt types.  Again, Germany, Ireland and Italy 

Sweden.   

hedge funds and funds of hedge funds is reserved to asset 

The UK does not regulate the fund itself and the fund is not required to register (unless it is 
to be offered to the general public).  The UK does, however, regulate the investment 
manager and advisers of PEF. 

Germany does not have a
regulated.  In Portugal, the regulations differ for advisers of privately placed vs. public 
fund.   

In France, contractual funds file with the Autorité des Marchés Financiers (“AMF”), but do 
not request registration or authorization from the AMF.  Hedge funds are not subject to the 
investment limitations of ordinary CIS. 

The legal and regulatory framework
funds, although it provides a framework in which they could be established for distributed 
in Poland.  Belgium also lacks a specific regulatory regime for HF.  Germany, Italy and 
Ireland have detailed provisions regarding non-harmonised funds.   

Ireland, Netherlands and the UK do not distinguish between hedge funds which are single 
strategy funds versus fund of hedge fund operations. Not all legal systems allow open-
ended and closed-ended hedge funds.  Closed
Spain, and there are certain restrictions in Sweden.   

All jurisdictions require foreign funds to submit certain information to the supervisory 
authority for approval before public distribution.  The regulatory approaches are similar to 
the regulations for domestic funds of equivale
provide detailed provisions governing the distribution of foreign funds in their countries.   

The directors of management companies setting up or managing HFs are on the whole 
required to prove they have the appropriate experience and expertise necessary.  No 
special requirements are in place in Spain and 

In the UK, where the funds are not registered, only hedge funds managers/advisers are 
authorized and regulated (but note that these funds are not allowed to be distributed to 
retail investors).   

In Luxembourg hedge fund advisers are not separately registered or authorized.  The 
manager is accepted within the framework of the hedge fund (or CIS) for which they intend 
to act. 

In Italy, the management of 
management companies whose sole activity consists of managing hedge funds.  Criteria for 
licensing such companies in Italy include competence to carry out the functions and duties. 
In Luxembourg, during the process of CIS registration, investment advisers to CIS adopting 
alternative investment strategies (or hedge funds) must prove that they have the 
appropriate level of expertise in the investment policy of the CIS. 

The managers of PEF are required to put down a minimum of their own capital to set up a 
company, depending on the legal form of the vehicle.  For PEF in France, Italy, Spain and 
the UK, management companies are required to maintain a certain level of regulatory 
capital to cover operational risk that is proportionate to the value of the portfolio under 
management.   
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No direct risk based capital requirements are imposed on the management company or the 
fund and there is no legislation specifying a cap as to how much leverage a PEF can use in 
the acquisition of a portfolio company.  However, the Capital Requirements Directive 
2006/48/EC and Capital Adequacy Directive 2006/49/EC legislate for risk based capital for 
investment firms and credit institutions, which in turn affects PE via restrictions on the 

both disclosures to investors and to 

on of all positions that confer the 

 and Portugal have a threshold of 2%.  

restricted to funds of hedge funds and 

ies. 

 other CIS, hedge funds are not required to disclose daily 

xtent of these restriction 

ed to be publicly 

o HF in Spain.  In France,  whenever an initial 

Very high minimum initial subscription levels in some Member States are a significant 
arrier to retail distribution of products.  This is considered to be investor protection since 

harmonised funds are considered too high risk or complex for retail investors.   

lending institutions for the purposes of private equity leveraged acquisitions. 

The initial capital requirements on the management company setting up or managing HFs 
are no different to those required for “harmonised management companies” in France, 
Germany, Ireland, Italy, Luxembourg, Spain and Sweden.   

Disclosure requirements 

In many MS, disclosure requirements exist to help address information asymmetries.  
These are generally covered in company law (covering 
supervisors) and corporate law governs issues such as the fiduciary duties of directors and 
provision dealing with the misuse of power.  In general, the documentation of HF and FoHF 
provided or made available to investors is the same as that required for UCTIS, with some 
additional information required.   

The EU-wide Transparency Directive requires notificati
entitlement to vote.  The basic threshold is 5% which becomes effective a few days after 
the acquisition.  This Directive will apply to PEFs.  A stricter threshold of 3% is implemented 
in Germany, Spain, Ireland and the UK, whilst Italy
The UK has additional disclosure requirements, namely a requirement to disclose positions 
obtained through contracts of difference.   

Advertising of hedge funds is generally regulated, or, in some cases, entirely prohibited 
(such as in the United Kingdom).  In the Netherlands, licensed hedge funds, are allowed to 
advertise.  In Germany, public marketing is 
prohibited in the case of single hedge funds. 

Germany requires specific warnings for the sales prospectus of single hedge funds and 
funds of hedge funds. France also has specific disclosure requirements, including warnings 
to be inserted in the prospectus of certain types of collective investment schemes that 
engage in hedge fund-like strateg

In Germany, in contrast to
positions (but are still subject to regular annual and semi-annual financial reporting). 

Investor restrictions 

Because of the particularly acute information asymmetries in the AIF industry and the need 
for a deeper understanding of the financial services sector and financial markets, public 
distribution of AIF tends to be restricted, though once again the e
vary across Member States. 

The restrictions on public distribution vary across MS.  PEFs are not allow
distributed in Spain and the UK, and are not allowed to be distributed to retail investors in 
Germany, Spain and the UK.  Public distribution of HF and FoHF is prohibited in Belgium, HF 
in Germany, HF and FoHF in Italy, and als
subscription is made, the promoter/manager doing (in)direct solicitation is required to 
obtain a letter from the investor certifying that the latter has been informed on investment 
restrictions applicable to the fund (e.g. authorised categories of investors).   

b
some non-
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In some jurisdictions, public distribution of HF and FoHF are treated separately, where the 
untries 

sible for units in HF to be offered to the public, this is generally balanced by 
the investment.  This is the case in Germany, Luxembourg, 

 to be 200.  French law imposes a minimum 

t must comply with specific 

stribution of single HF is not permitted but public 

Germany and the UK.  Pension funds are not allowed to 

es vary in terms of who is eligible to 

trictions regarding 

 in 

 

view is taken that FoHF are more acceptable investments for retail investors.  In co
where it is pos
restrictions on the content of 
Ireland and France.   

In Italy, there is a minimum subscription of EUR 500,000 for HF and FoHF, and it also sets 
the maximum number of investors in the fund
subscription depending on the type of hedge fund (varying from EUR 10,000 to EUR 
250,000) and on whether or not the fund is intended for qualified investors.    

In Spain, there is a minimum subscription requirement of EUR 50,000 for HF, though FoHF 
have no minimum subscription requirements imposed bu
investments restrictions and operating requirements.   

Similarly, in Germany, public di
distribution of FoHF is permitted provided it has received authorisation from the regulatory 
authority.  German law does not specify any quantitative or qualitative limitation for 
investing in a hedge fund.  Luxembourg also does not specify any quantitative or 
qualitative limitation for investing in a hedge fund.   

In Ireland, only funds of hedge funds may be offered to retail investors.  Irish law only 
imposes quantitative and qualitative limits on hedge funds that cannot be offered to the 
retail public (PIF EUR 125,000; QIF EUR 250,000).  

Some restrictions even exist on the ability of professional investors to invest in AIF.  
Insurance companies are not allowed to invest in hedge funds in Italy and Spain, with 
restrictions in place in France, 
invest in hedge funds in France and Spain (except if based in Basque country), whilst there 
are restrictions in place in Germany and Italy.   

Funds can be accessed indirectly (e.g. through life-insurance wrappers).  Some Member 
States have set up a national regime for private placement that may be used by the 
distributors of hedge funds.  Private placement regim
invest and the products that can be promoted.  France does not provide for the private 
placement of HF or FoHF shares. 

Restrictions on investments 

In many MS there are no restrictions on the types of assets HF can invest.  In France, 
certain types of fund are only allowed to invest in transferable securities and/or other liquid 
financial assets, as per the UCTIS Directive.  There are certain res
leverage, short selling or the use of derivatives will apply where a fund is authorized as an 
Aria Fund. A contractual fund is not subject to such restrictions.   

In the Netherlands and Germany, for single hedge funds, there are no restrictions as to 
leverage.  In Germany leverage may not be used in fund of hedge funds.  

In Sweden, hedge funds must apply for exemption from all deviations from the UCTIS 
rules.  In Luxembourg approval is needed for HF to invest in precious metals and
Germany HF cannot invest in real estate.   

In Ireland, there are certain restrictions regarding to leverage, short selling or the use of 
derivatives will apply where a fund is authorized as a Professional Investor Fund (PIF). A 
Qualifying Investor Fund (QIF) is not subject to such restrictions. 
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ANN
THEO
Modern
many authors over the past 50 years.  However, there are a few really key elements, 

 

ly varying) risks and returns. 

 

atility in cash 

enerates signals 

 then all efficient portfolios can 

ent gilt) and an asset representing a share in the market as a whole 

 the tracker 
fund) times the “beta”, which is a variable reflecting the correlation between 
changes in returns in the asset and changes in returns in the market as a whole. 

• The Rational Expectations hypothesis.  According to the Rational Expectations 
hypothesis, market participants do not form their expectations of the future (their 
notional views about what will happen that determine their behaviour – e.g. the 
prices they will be prepared to trade at) merely based on the state of the world at 
present or by assuming that the future will resemble the past.   

                                                

EX IV – KEY COMPONENTS OF MODERN FINANCE 
RY 

 finance theory80 is a highly complex and integrated web of theories developed by 

including in particular: 

• The concept of a company as a bundle of projects.  According to this idea, the value 
of a company can be represented as the sum of the value of the assets it holds, 
which in turn can be regarded as investment projects in their own right, with their 
own (potentially slight

• The concept of valuing projects through net present value analysis, via a cost of 
capital as discount factor. 

• The Modigliani-Miller Capital Structure Irrelevance Theorems, which set constraints 
on the determinants of capital structure.  The key insight of the Modigliani-Miller 
theorems is that the riskiness of a financial asset is given by the vol
flows of the underlying real assets.  The consequence is that, unless the capital 
structure itself affects the cash-flows of the underlying assets (e.g. by changing the 
way in which they are managed, say because equity might monitor management 
activity more closely) then all that changing the capital structure does is to 
reallocate the (unchanged) returns of those underlying assets between bondholders 
and shareholders.  A particularly relevant implication is that increasing leverage 
does not increase risk, per se.  It merely places more risk upon bondholders and 
less upon shareholders. 

• The Modigliani-Miller Dividend Irrelevance Theorem.  This states that, unless the 
payment of dividends affects the management of the company or g
to the market about unpublished information concerning the financial health and 
management of the company, whether dividends are paid or profits recycled into the 
company (the dividend strategy) is irrelevant. 

• The Markowitz Modern Portfolio Theory.  This demonstrates that, if agents care only 
about their expected returns and the variance of those returns, and if markets are 
efficient (and have certain other technical properties)
be constructed as a weighted combination of a risk-free asset (approximately, a 
governm
(approximately, something like an all- share index tracker fund). 

• The Capital Asset Pricing Model (CAPM) as determinant of the cost of capital.  This is 
an application of Modern Portfolio Theory, whereby the implication is proven that the 
market’s required rate of return on any asset is given by the sum of the risk-free 
rate and the product of the difference between the risk-free rate and the expected 
return on the market as a whole (approximately, the expected return on

 
80 See, for example, Brealey, RA & Myers, SC, Principles of Corporate Finance, seventh edition, McGraw-Hill/Irwin 
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Instead, they form their expectations about future events on the basis of all 
information available to them at the time (so their expectations evolve).  
Furthermore, according to the Rational Expectations hypothesis, agents act within 
their respective markets as if they understood perfectly how those markets worked 
(though of course subject to the uncertainties implicit in the information they 
possess at any one time). 

• The Efficient Markets hypothesis.  This is divided into three parts: 

o Weak efficiency.  This means that future market prices cannot be predicted 
from past prices.  (Markets have no “memory”.  There are no patterns to 
asset prices.) 

nthly pricing data) but many markets are not weakly efficient over 

weak efficiency is 

omain data because 

, by 

ied by the theories above.   

ecific modelling assumptions concerning the nature of 

o Semi-strong efficiency.  As well as being weakly efficient, market prices also 
already reflect any published data (they respond instantly to the publication 
of new data). 

o Strong efficiency.  As well as being semi-strong efficient, markets also 
already reflect any unpublished data (any insider information). 

Extensive empirical studies widely validate weak efficiency, in the limited sense that 
all markets become weakly efficient over a sufficiently long timescale (e.g. if one 
considers mo
sufficiently short timescales (e.g. if one has a data series of pricing by the second).  
The orthodox academic view has for some time been that 
empirically proven.  In contrast, economic theory has long stated that markets 
cannot be semi-strong efficient, because analysis of data is costly, yet the semi-
strong theory says that there is no return to analysing public d
the effects of such analysis are priced in; so no such analysis would be done; and 
therefore the effects of doing such analysis would not be priced in. 

• Black-Scholes option pricing theory.  The Black-Scholes formula is a way of 
estimating the correct price for a complex financial instrument called an “option”
assuming that prices follow a “geometric Brownian motion” with constant drift and 
volatility (an implication being that basic returns on securities are normally 
distributed), along with rather stronger assumptions about the perfect functioning of 
markets than those impl

It is useful to distinguish, amongst these key elements of theory, between theories of 
different types 

1. Theories that depend upon sp
risk and uncertainty.  Option pricing theory, for example, models asset prices as 
following what is called a “geometric Brownian motion”.  Elegant as such theories 
are, if real world asset prices do not have the same nature of risk and uncertainty as 
that modelled (if, for example, the distribution of risks is not the same) then there 
will be at least some circumstances in which the model will break down. 
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2. Similar to the above are theories that involve specific modelling assumptions about 
how people go about evaluating risk.  For example, in Modern Portfolio Theory (and 
thence in the Capital Asset Pricing Model) it is assumed that investors care only 
about the expected value of returns and the variance about that expected value.  
But if investors care about other features, such as the skew of returns (e.g. if 
returns are almost certain to be slightly above the expected value and cannot be 
more than slightly above but could, if matters turn out badly, give returns far below 
the expected value, then returns are skewed) — if investors care about skew and 
indeed returns can be fundamentally skewed (even after diversification) then 
Modern Portfolio Theory and the Capital Asset Pricing Model will sometimes break 
down. 

3. The next category is theories that simply represent insights following from more 
fundamental ideas.  Into this category we might place the Modigliani-Miller Capital 
Structure Irrelevance Theorems and the Efficient Markets Hypothesis. 

rrent theoretical structure.  

heme altogether, we might simply propose that modern economic 

ity, which 
rejects the entire architecture spelt out above.  We shall explain this concept, and what 

w of recent events.  By this we 
mean that the bailing out of bondholders both in the recent financial crisis and in past cases 
means that AIFM are likely to have very powerful incentives to over-lever. 

4. The final category is fundamental concepts such as rationality.  The idea that agents 
are rational is not a theory of economics.  It is the fundamental start point of 
economics — namely the idea that no behaviour is brute, and one has not explained 
someone’s behaviour until one has explained why it made sense to them to behave 
in that way. 

Categorising these theories in this way provides a fairly clear method by which one might 
attempt to explain events such as the Credit Crunch: 

• First, aim to account for these events in terms of the cu
We shall produce a stylised variant of such an account below. 

• If it appears that these events cannot be well-explained through that structure, 
move next to considering whether they can be explained if one employs variant 
theories to those in category (i) — that is to say, one considers whether the 
distribution of risk and nature of uncertainty might be different in those models. 

• If merely varying the risk and uncertainty assumptions is inadequate, the next 
natural consideration would be whether the assumptions about how investors 
evaluate risk were correct.  Perhaps risks are sometimes skewed and perhaps 
agents care about this. 

• If even varying these risk evaluation assumptions is inadequate, then we might 
revisit our fundamental insights such as the Modigliani-Miller Theorems or the 
Efficient Markets Hypothesis. 

As an alternative sc
theory is not the most fruitful way to consider these problems and, instead, employ a new 
fundamentally different discipline that denies that agents are Rational.  This was the 
approach taken in the Turner Review from the UK Financial Services Author

flows from it, in more detail below. 

The Relationship between Leverage and Risk 
Leverage is unlikely, intrinsically, to create risk.  However, the relationship between 
leverage and risk is not straight-forward, not least in vie
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Modern finance theory tells us that the riskiness of a financial asset is given by the real 
volatility in costs and revenues of the underlying real asset.  Unless it affects the 
management of the underlying real assets (and hence the real returns and volatility in 
those returns), all that the capital structure does is to distribute the returns from the real 

81

llary is that, when the 
nature of equity is different (e.g., when the form that equity takes intrinsically involves a 
more intimate relationship between shareholders and management, as is the case, for 
example, with private equity as opposed to, say, listed shares) that may have an effect on 
the efficient degree of leverage (e.g., theory would predict that when there is private 
equity, the economically efficient level of leverage will be higher than when there are listed 
shares). 
 
The example of private equity suggests that efficient leverage levels vary with different 
kinds of business model.  While the pivotal role played by the real volatility in costs and 
revenues of the underlying real asset shows that it is not leverage per se that determines 
risk.  One company may be more highly geared than another, but have less volatility in 
costs and revenues of the underlying real assets.  This relatively low volatility means that, 
in spite of its higher gearing, it is less exposed to risk than the company which is less 
highly geared but with more volatile underlying cash flows.  This basic comparison 
illustrates one of the key failings in seeking, either for regulatory purposes or otherwise, to 
claim too tight a relationship between leverage and risk.      

The implication of this insight is that, from the point of view of the individual company, risk 
is merely re-allocated (not increased or decreased) through increased leverage.  However, 
such re-allocation could potentially come with its own implications.  For, of course, 
increased leverage does increase the risk on debt (i.e. increases the risk of default on 
debts).  And an argument could be offered that when there is more debt overall, the risk of 
discontinuities in returns (non-smooth adjustments, potentially involving transitional costs 
and unemployment) might be greater, because debt is intrinsically subject to less 
smoothness in its returns – either returns are constant, or there is default.  If debt is 
bearing more risk, equity (which has a smoother returns profile, albeit with greater 
volatility and greater risk) is bearing less risk than it would otherwise.  (This must be so, 
since the total risk is unchanged.)  It might be argued, therefore, that if debt bears more 
risk then, even if overall risk is unchanged, the likelihood is increased that downside events 
will not be able to be absorbed smoothly, but will instead result in crises, transitional costs, 
and unemployment. 

It is, of course, important to not simply consider the relationship between leverage and the 
risks facing a particular firm.  When thinking about leverage and risk, we also need to think 
about the relationship between leverage and macro-prudential or systemic risk.  

The European Commission are amongst those who see AIFM leverage as potentially 
generating a macro-prudential or systemic risk.  This is a topic on which there are a range 
of views.  For example, although leverage is undoubtedly a key component of classic hedge 
fund strategies and leveraged buy-outs by private equity funds have also been common, 
AIF have in recent years (including prior to and during the financial crisis) tended to have 
levels of leverage that are moderate compared to banks.  

                                                

assets between different financial claimants.   One standard thought is that equity 
provides a more direct form of monitoring of management than does debt, and that this 
may be a determinant of the degree of leverage (ceteris paribus, when the value of 
monitoring is higher, the leverage will be lower).  An interesting coro

 
81 To paraphrase one of the favourite illustrations of Merton Miller, who co-authored the Modigliani-Miller theorem, 
no matter how many pieces you carve the pizza into and to whom you give those pieces, the total amount of pizza 
there is the same. 
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Moreover, research suggests that it is important to consider the adequacy of equity capital 
.  relative to the risk of underlying investments when assessing the leverage position of AIFM

On this basis, it was concluded in 2003 that only 2.9 percent of hedge funds were 
undercapitalised.82 

What may be more relevant in this context is not necessarily the leverage ratio for 
individual companies but rather the size of the total exposure of their counterparties and 
the extent to which individual companies employ the same models. 

                                                 
82 Gupta, A. and Liang, B. (2005) "Do hedge funds have enough capital? A value-at-risk approach," Journal of 
Financial Economics, Vol 77, No 1 (July), p219-253. 
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ANNEX V – ECONOMIC CONTRIBUTION OF AIF AND AIFM 
According to modern economic theory, we can identify various socially useful functions that 
firms operating in the AIFM sector perform.  

First, as with other financial intermediaries, AIFM perform a key function in a market 
economy, namely the general provision of investment finance.  In each economy, in a given 
point in time, there are agents that have a surplus of financial resources (savings) and 
other agents (in general firms, but also households) that have instead a deficit of financial 
resources (that need to borrow):  financial markets and the intermediaries that populate 
them carry out the key function of transferring financial resources from economic agents 
that have a surplus from those that have a deficit:  this allows some households to smooth 
their consumption patterns over time (e.g. borrowing when young, then saving and then 
use the savings when retired), which in turn increases their welfare, and firms to realise 
investments projects that might have otherwise been dismissed if internal resources were 
the only available.  

In particular, AIFM provide financial resources to niche or otherwise specialised activities 
that are generally neglected by other financial intermediaries, such as banks.  For example, 
banks generally lend financial resources but require collateral; as a result, most start up 
firms often find it difficult to receive enough financial support: in turn, some AIFM firms (in 
primis private equity firms focused on venture capital) have specialised in providing finance 
exactly to firms that cannot offer adequate collateral, or that operate in rapidly growing 
markets and which therefore are inherently more risky but also more difficult to evaluate.  
This has socially important implications, because the economic literature has made it clear 
that a non-negligible portion of productivity growth in a given sector originates from the 
entry of those new and more efficient firms that often find it difficult to receive financial 
support from “conventional” financial intermediaries.  

In general, young firms and firms operating in “new markets” tend to generate a sizeable 
fraction of break-through innovations:  therefore the existence of financial intermediaries 
that establish specialised relationships with those firms - and perform the tasks of 
evaluating their projects, helping them to grow and finally to go public - serves a key role, 
namely that of incentivising socially valuable innovations. 

AIFM firms perform another important function, namely that of providing mechanisms of 
restructuring after financial distress, transforming socially detrimental companies (i.e. firms 
which destroy rather than create value) into socially valuable companies.  It is in fact 
important to recall that firms going bust is an essential component of how capitalist 
economies work; however, we should also note that there are real costs from a bankruptcy, 
and one often neglected is the fact that some potentially valuable knowledge which is inside 
the firm, incorporated into its routines, etc. may get lost if there were not mechanisms to 
facilitate the restructuring process.  

Furthermore, during recessions some firms go bust because of a lack of financial resources 
(i.e. because they face a liquidity problem) rather than because of inherent inefficiencies 
and problems in financing their activity on an ongoing basis (a solvency problem):  more 
sophisticated financial markets help in avoiding exactly that (for instance, private equity 
firms tend to keep on providing finance to illiquid but otherwise efficient companies), with 
important and significant effects on the long-run rate of growth of GDP. 

Other AIFM, in particular HF, enhance efficiency by spotting arbitrage opportunities in the 
prices of financial securities.  This contributes to pricing efficiency in financial markets and 
therefore helps to increase the degree of allocative efficiency of modern economies.   
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For example, as mentioned above, a number of hedge funds engage in specialised analysis 
s not yet 

nds then take advantage of their superior 
short on those weak companies’ shares.  

Later, when the market as a whole becomes aware of these weaknesses (e.g. because of 
ts) prices fall and the hedge fund unwinds its short position, making a 

in doing so these hedge funds perform an 
important and socially valuable function.  Excessive restrictions on short selling would 

revealing potential weaknesses in companies that the market in general ha
become aware of and priced in.  These hedge fu
understanding of these weaknesses by going 

poor profit statemen
profit.  Companies are often naturally unhappy if it becomes known that hedge funds have 
taken short positions against them, but 

undermine incentives to identify over-priced securities.  Given the view that the recent 
financial crisis may have been partly the result of a failure to identify over-pricing early 
enough, it would surely be a perverse response for regulators to reduce the incentives to 
identify over-pricing in the future. 
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ANNEX VI – POTENTIAL MARKET AND REGULATORY 
FAILURE IN THE AIFM SECTOR 

Market Failure 
In principle, across all sectors (not merely AIFM), there are four main types of market 

 the ability of others to consume the good, and non-

will face challenges in providing an appropriate 

e the information asymmetry is serious, it can give rise to the following 
adverse outcomes: 

ng the market.  In some 
se of the market 

other party and this gives rise to an 
incentive for the “wrong” action to be taken. 

failure that may justify policy intervention: 

1. Public goods — these are goods which are non-rival i.e. consumption of the good 
by one person does not diminish
excludable i.e. it is not easy to prevent anyone from consuming the good.  The 
consequence is that free markets 
level of the public good. 

2. Externalities — these occur when consumption of a good gives rise to impacts on 
other people which are not reflected in the market price.  Externalities can be either 
positive or negative: 

• Negative externalities impose costs on other people which are not reflected in 
market prices. 

• Positive externalities provide benefits to others which are not reflected in 
market prices. 

3. Market power — markets may be distorted if they are dominated by a monopoly 
supplier or a small number of large firms.  Such firms may face incentives to 
increase prices and reduce output in order to earn higher profits.   

4. Imperfect information — an example of this is asymmetry of information, which 
occurs when one party to a market transaction has more information than the other 
party.  Wher

• Adverse selection — this occurs when the less well informed party in a 
transaction ends up trading with the people that it would least want to if it 
had access to all the information.  For example, if buyers have no way of 
discerning the quality of a product, then dishonest sellers who cut costs by 
selling poor-quality products without revealing this information could make 
the highest profits and thus end up dominati
circumstances, adverse selection could lead to a collap
altogether. 

• Moral hazard — this occurs when the actions taken by one party in a 
transaction are not observable by the 

When considering alternative investment funds there are two particular dimensions of 
market failure to consider: 

• “narrow” issues — issues that affect particular agent-to-agent transactions 
• “broad” issues — issues that affect the market as a whole. 

102 



Short Impact Assessment on a Directive concerning Alternative Investment Fund Managers and Amending 
Directives 2004/39/EC and 2009/…/EC 

____________________________________________________________________________________________ 

Narrow issues 

One of the classical market function problems is imperfect information.  Information 
asymmetries occur on two levels under the narrow view of the market: at the investor 
level, between the investor and fund manager; and at the investment level, between the 

ts of the investor 

 by New York University’s 

for reputable firms.  Indeed the cheapest and easiest way of raising funds is 

sts of investors and the fund 
erformance-related compensation schemes.  Compensation schemes which 

expected value of the profit earned by the manager (known sometimes as 
“carried interest”).  To offset this, it is necessary for the providers of capital to the firms, 
such as shareholders and bondholders, to provide some monitoring.   

fund manager and the investee. 

Two types of problem typically occur: 

• adverse selection – may arise at the point at which the investor selects a fund 
manager, as managers typically know more about the condition of their business 
than outsiders (i.e. investors); 

• moral hazard – may arise in the course of operations if the interes
and fund manager are not aligned. 

These information problems can be addressed by markets themselves, at least in part, 
through reputational constraints and the use of performance-related compensation 
schemes — as a first iteration, bonuses are a solution to market failure, rather than a cause 
(but that is not the end of the story, as we shall see below).   

Fund managers have an incentive to exaggerate or even misrepresent the nature and 
success of their business to both potential and existing investors, in order to raise new 
funds and retain their existing capital base.  In a recent study
Stern School of Business, 21 per cent of hedge funds in their sample had misrepresented 
past legal and regulatory problems and 28 per cent had made either incorrect or 
unverifiable representations about other topics.83  However, the fact that fund managers 
have to regularly raise new funds (for example every three to five years in the case of 
private equity funds) creates a form of reputational constraint.  The repeated nature of the 
game creates a process of discovery and allows investors to monitor a fund manager’s 
ability, and thus fund managers to signal their ability and/or the quality of the services they 
provide.  This ability to signal to investors, even if imperfect, helps to lessen the adverse 
selection problem. 

Reputational constraints can also help to address the moral hazard problem.  Fund raising 
is less costly 
to approach investors who have invested previously.  The need to regularly seek new funds 
and the value attached to reputation in terms of minimising the fund manager’s search 
costs, therefore, creates an incentive for fund managers to behave in their clients’ 
interests.  Effectively, the benefits associated with developing a good reputation align the 
interest of the investors and private equity fund managers. 

Another mechanism which is useful in aligning the intere
managers is p
allocate a certain percentage of the profits to the fund manager can create the incentive for 
fund managers to maximise the return for investors. 

By allowing managers to take a share of profit but providing no mechanism for them to 
share losses, such compensation schemes can also, however, create incentives for fund 
managers to take on excessive risk; instead of maximising the investors’ risk adjusted 
expected rate of return, the fund manager has an incentive to maximise the investors’ risk 
and thus the 

                                                 
83 Brown, S., Goetzmann, W., Liang, B. and Schwarz, C. (2009) “Trust and delegation”, First Draft: June 16, 2009. 
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Roughly put, bonus schemes better (though still imperfectly) align the interests of 
managers and shareholders, but at the expense of creating greater mis-alignment between 
the interests of managers and bondholders (risk-taking is in the interests of managers and 
shareholders but against the interests of bondholders). 

In particular, in the context of bondholder bailouts and the associated reduction in risks 
faced by bondholders, the incentives for fund managers to take on excessive risk could be 
increased, as bondholders have less incentive to monitor.   Such compensation schemes 

wider market conditions (the more potential investors or fewer funds 

 established in 1994.  The fund was made up of an impressive and highly 

fee of 25 per cent 

 a hedge fund at that point) and draw in 
some of the top financial organisations in the world.  This demonstrates the importance of 

d their reputation, and the power it confers on them with respect 

ng 

are unable to distinguish them from the “bad” fund 
managers.  

                                                

may also enhance the incentive for managers to hide poor performance or otherwise mis-
represent their performance to investors.  One natural partner of bondholder bailouts might 
be restrictions on compensation — restrictions that bondholders would have imposed 
themselves had they truly faced risk of loss instead of a state bailout net. 

Private equity and hedge fund markets may also suffer from problems of market power.  
The relationship between the investor and fund manager is set based on a privately 
negotiated agreement.  Given the private nature of these agreements, the market power 
issue may appear in this process of negotiation.  Smaller investors, for example, may be in 
a weaker position to negotiate fee rates and the performance fee, as well as other 
conditions.  The negotiating position of investors may also be affected by the reputation of 
the fund manager and 
there are, the greater the market power of the fund managers). 

This potential market power issue is highlighted by the former Long Term Capital 
Management fund,
credible group of partners with established reputations in the field, including two Nobel 
Prize-winning economists, Myron Scholes and Robert C. Merton.  Despite charging 
exceptionally high fees (two per cent management fee and a professional 
– as opposed to the more standard 1.5 per cent of assets and 20 per cent of profits) and 
requiring investors to commit their funds for at least three years, the fund managed to 
raise $1.25 billion (the largest amount raised by

the management team an
to investors. 

In the case of private equity, the interests of the fund manager and the investee – the 
company in which the private equity fund has invested – can also be aligned through 
incentive structures.  These create incentives for fund managers to focus on long term 
profitability and growth rather than short term share price.  Fund managers (and hence 
their investors) earn the return on their investments through the increase in value of the 
investee on exit (i.e. when they sell or float the company). 

Broad issues 

On a broader level, imperfect information, and more specifically problems of adverse 
selection and moral hazard, may limit trade or even cause markets to disappear 
completely.  Where reputational factors do not provide sufficient or effective signalli
devices and the cost of overcoming adverse selection and moral hazard are too high, the 
result may in fact be missing markets.  The inability of the “good” fund managers to signal 
their ability means that investors 

84

 
84 See Akerlof, George (1970) “The market for “lemons”: quality uncertainty and the market mechanism” The 
Quarterly Journal of Economics, Vol 84, No 3 (August), p488-500 and Greenwald, B. C. and Stiglitz (1986), J.E. 

264. 
“Externalities in economies with imperfect information and incomplete markets” The Quarterly Journal of 
Economics, Vol 101, No 2 (May), p229-

104 



Short Impact Assessment on a Directive concerning Alternative Investment Fund Managers and Amending 
Directives 2004/39/EC and 2009/…/EC 

____________________________________________________________________________________________ 

Another key form of imperfect information exists between fund managers and their 
counterparties, such as prime brokers and banks that provide hedge funds with leverage.  
This information asymmetry is important in the broader sense as it creates counterparty 
risk.  Counterparty risk implies that failure by one firm might harm not only its depositors, 
but also other firms that had extended credit to that firm, ultimately creating systemic risk 

g the asset, the information can be deduced by 

 may also generate uninformative volatility in prices, as the agents upon which 
others free-ride may have the opportunity occasionally to move prices without doing any 

e fund manager creates uncertainty in other investors, this can create 

t also 

 on the monitoring of other depositors.  Hence markets may 
under-monitor banks to the detriment of some depositors.  This is the basis for the 

in the financial system.  In the case of hedge funds in particular, the common use of 
leverage makes counterparty risk more significant. 

Another broad issue is “free riding”.  Analysis of financial markets can reveal to investors 
which assets are over- or under-priced, allowing them to profit from the imbalance.  This 
analysis tends to be costly to undertake.  However, as soon as an agent acts on their 
information, for example by buying or sellin
others, effectively becoming a public good.  Others (who have not invested in the 
research) can then free-ride on this information.  This will tend to limit the number of 
agents that actually undertake such analysis, and can undermine the value of such analysis 
even to those that undertake it.  The net result tends to be that less analysis occurs than is 
efficient.  It

fundamental analysis. 

If the behaviour of th
a systemic crisis, as investors turn to more liquid assets, such as cash, and liquidity 
becomes scarcer: 

“...the failure of a single firm can, by influencing expectations, have an influence not only 
on its immediate counterparties, or even just on firms dealing in similar products, but also, 
through its impact on expectations, on financial markets as a whole...” 85 

Fund managers, however, will base their decisions on their private costs and benefits, and 
will not take these externalities into account. 

Regulatory Failure 
There is a fundamental asymmetry in the risk profile for managers of depositing 
institutions.  They effectively face limited liability (even bankruptcy is a limited form of 
punishment) as they do not face equal downside risk as they do upside risk.  Therefore 
they have incentives to engage in risky activities which may return high rewards bu
may lead to large losses.  This means that such managers need monitoring by those whose 
money they invest.  However, many depositors are small (in fact a major function of banks 
is to collect relatively small deposits to use for relatively larger loans) so each depositor 
faces incentives to free-ride

representation hypothesis developed by Dewatripont and Tirole (1994) which makes a case 
for regulation as performing the monitoring functions (screening, auditing, covenant 
writing, and intervention) which dispersed depositors are unable or unwilling to perform. 

This raises the issue of “regulatory get-arounds”.  Regulation may fail if it allows the 
activities being regulated against to migrate elsewhere and raise the same problems that 
the regulation sought to address.   

                                                 
85 Policy Department Economic and Scientific Policy (2007), “Financial Supervision and Crisis Management in the 
EU”, (IP/A/ECON/IC/2007-069). 
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This is even more acute in the case of AIFM, since bondholders face only downside risk if 
fund managers take on excessive risk (unlike investors who, even though inconsistent with 
their risk profile, would benefit from higher returns if the risk paid off).  In this case 
regulation of those institutions that the depositors conduct business with may also be 
required. 

This argument is even stronger if there is some form of government insurance of the 
depositing institution.  Government guarantees or an implicit assumption of bailouts in the 
future would create price inefficiencies in the pricing of credit.  By effectively reducing the 
price of credit, such regulation could increase the extent to which fund managers over-
leverage themselves.86  This in turn creates an argument for regulation of AIFM when other 

 are a number of ways in which markets and regulation have evolved in order to 
address the potential market and regulatory failures discussed above.   

tings agencies (CRAs) – these have risen to 

ve to reveal to the lender any 

thiness of a borrower to the lender.  

quity, the nature and scope 

ers, and funds, to help 

parts of the banking system are regulated. 

This issue is also affected by the fact that even though counterparties (like investors) have 
an incentive to monitor the fund manager and withhold funds or increase the cost of credit 
if sufficient information is not made available, market-based constraints can break down in 
good times.87   

To what extent have Markets and Regulation Evolved to address 
these Failures? 
There

A key example is the establishment of credit ra
prominence in financial markets in order to address free-riding issues through the private 
production and sale of information.  A lender needs to ascertain that a borrower will invest 
their money in ways that are consistent with generating returns, without excessive risk 
taking.  In practice however, a borrower has no incenti
negative information about their creditworthiness as this would increase the cost of 
borrowing.  CRAs therefore are a market solution to addressing the informational 
asymmetry that is inherent in the relationship between a lender and a borrower. CRAs 
provide signals with regards to changes in the creditwor
The effect of this is to increase transparency and to enhance the accountability of the 
borrower.   As a result, CRAs play a major role in the pricing of assets and stocks etc. and 
in creating confidence in the market through the provision of their regulatory badge. 

In terms of specific regulation of hedge funds and private e
varies across Member States (MS).  An important point to note is that in most MS, the 
definition of “hedge fund” does not differ from the country definition of “collective 
investment scheme” (CIS). 

For a breakdown by MS of current regulatory frameworks governing AIFM, see Annex III.  
In certain MS, certain requirements have been placed on fund manag
protect investors from the significant information asymmetries in the industry.  The level of 
these requirements varies significantly by MS, as does the range of fund structures 
authorised, and the expertise required by fund managers.  For example all jurisdictions 
require foreign funds to submit information to supervisory authorities before approval can 
be granted for public distribution, while only some MS require funds to be registered.   

                                                 
86 The limited liability status of fund managers may also play a role.  A limited liability company does not bear the 
full burden of a loss in the event of bankruptcy.  As such limited liability status effectively removes the tail risk on 
the downside creating an asymmetric distribution which could lead to greater leverage too. 
87 The President’s Working Group on Financial Markets (1999) “Hedge Funds, Leverage, and the Lessons of Long-
Term Capital Management”, Report, April 1999. 
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PEF managers are required to put down a minimum of their own capital to set up a 
company, depending on the legal form, while some MS have minimum regulatory capital 
requirements; e.g. the low £5,000 per fund required in the UK.  No direct risk-based capital 
requirements are imposed on management companies or funds, nor is there a legislated 

documentation made available to investors by HF can be 

00,000 for HF and FoHF in Italy).  Some MS even have 

ets employ to address problems of adverse 

cash.  A clear example would 
be a start-up company with limited initial resources that promises to pay its 

 and a bonus paid 
at the end of the year, the Chairman is in a position, when considering bonuses, to 
decide on total remuneration with less risk to the company.  

• To reward staff more precisely according to their individual output.  Two staff 
members that on the surface appear similar may, in any one year, differ 
considerably in their contribution to the company.  It is economically efficient for 
staff to be paid according to their individual productivity.  Bonuses allow this to be 
done more accurately.  This allows companies to pay enough to keep their highest 
quality staff whilst not over-paying for lower quality staff.  

• To direct the efforts of the company to specific objectives.  If the shareholders 
desire that the company should achieve certain strategic goals - e.g. establish a new 
branch in some country, or establish a certain market share in a new sector. 

cap to PEF leverage.  In many MS, disclosure requirements exist to help address 
information asymmetries:  PEFs’ positions which confer the right to vote are sometimes 
subject to more stringent regulation than the 5 per cent level required under the 
Transparency Directive, while 
more than is required for UCITS.  Advertising by hedge funds is generally regulated, and is 
prohibited in some MS. 

Investor protection can take the form of restricted access to products.  These range from 
the prohibition of the marketing of PEFs to retail investors, to high minimum initial 
subscription levels (e.g. €5
restrictions on types of funds that professional investors can invest in (e.g. in Spain and 
Italy, insurance companies cannot invest in HF), although wrappers (life insurance) can 
enable investors to access funds indirectly.  In some cases, there are no restrictions on the 
types of assets HF can invest in, with some MS employing leverage restrictions and others 
controlling the use of derivatives.  Regulations go some way to addressing market failures, 
but still fall short, particularly in the significant differences in terms of who can invest in 
AIF. 

Bonuses and incentive schemes  

A key device (perhaps the key device) that mark
selection and moral hazard is bonus schemes.  Many companies offer annual bonuses, 
bonuses attached to particular projects or milestones, commissions, and other incentive 
schemes.  Let us consider a few reasons why this is done: 

• To create loyalty.  In many companies a non-trivial component of total salary is paid 
in the form of a six-monthly or annual lump-sum for which staff are only eligible if 
they continue to work for the company past a specified date.  This gives staff an 
incentive not to change jobs prior to that date.  

• To manage cash-flow.  By paying staff only at the end of the year, companies 
ensure that they have earned profits before paying out 

Managing Director a lump sum at the end of the year.  

• To transfer risk.  If you have a start-up company or a company undergoing rapid 
growth there may be uncertainty about how much you could pay staff and yet still 
be profitable.  By having a pay structure with a limited base salary
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• To direct the efforts of individual employee or teams towards certain strategic 
 on 

ofitability of the company as a 
whole.  Others are related to individual performance.  Others are simply a reflection of 

ility 
target, even if the company as a whole makes very large losses.  Why should the individual 

bligation to forego her bonus just because the company as a 

hat it really needs is more short-term cash (we note that in the recent 

tely central to the 
es in the AIFM sector.  Though 

rtain such schemes is a 
 outset that we by no 

me

objectives.  For example, a sales team might be instructed primarily to focus
selling to older consumers, and be given a bonus calculated on the basis of how 
many sales are made to older consumers. 

• To create incentives to put in effort.  In many jobs it is much more efficient to 
provide people with bonuses based on their output than to monitor them with 
personal managers.  

• To create incentives to deliver quality.  For example, someone selling pensions 
might be paid a commission based not on the number of sales or on the value of 
those sales but, rather, on the amount actually paid in to the pension each year.  

• To build esprit de corps by having employees participate in the profitability of the 
company as a whole. 

Some of these functions of bonuses are related to the pr

working at the company past a certain date.  It would, for example, be perfectly possible to 
be legally entitled to a pre-committed bonus if one has worked past the qualifying date, or 
if one has met one's sales target, or if the section one manages has met its profitab

employee feel under any o
whole has made a loss if her bonus is in no way related to the company's overall 
profitability?  She would not have received any more money if the company had done well - 
so why should she receive less if it does badly? 

Now, of course, incentive schemes can produce perverse incentives as well as useful ones.  
For example, bonus schemes might produce incentives to deliver high long-term returns to 
the company when w
financial crisis, which forms a key motivation for the proposed Directive and to which we 
shall turn in a moment, a number of firms became distressed because they were 
insufficiently short-termist — they had inadequate liquidity, despite having solid book 
profitability).  Similarly, they might produce incentives to deliver short-term cash when 
what the company really needs is more long-term profits (other firms in the financial crisis 
suffered from fundamental solvency problems, despite generating large amounts of cash in 
the short-term).  Either kind of perverse incentive is possible. 

Bonus schemes and other forms of incentive remuneration are absolu
Market’s means of addressing potential market failure issu
we shall below suggest that the lack of discussion of regulation of ce
lacuna in the proposed Directive, it should be understood from the

ans suggest that the existence of such schemes, per se, is a problem. 
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ANN
Many 
written, a
because the
proposed Directive and to the Commission’s view of the potentially beneficial impacts of the 
Di

There has  divergence in the fundamental basis for accounting for these 
between official reports within the same country.  

Fo
ration
1.4) to  In contrast, the UK 
Treasury’s White Paper, Reforming financial markets , insists that the behaviour 
generati

Since int, we therefore, in what follows, offer two stylised 
characterisations:  a rationality-based account, building on the modern theory of finance; 

) in the 

 hedge funds.  We shall discuss the recent crisis 

nd update 
their views, and also to innovate under conditions of brute uncertainty. 

sis (as part of the process of delivering semi-strong efficiency); 

EX VII – UNDERSTANDING THE FINANCIAL CRISIS 
excellent in-depth analyses of the factors leading up to the credit crunch have been 

nd we have no intention of attempting to duplicate these here.88  However, 
 credit crunch is so central to the rationale produced by the Commission for this 

rective, it is necessary for us to consider at least stylised alternative characterisations. 

been considerable
events, even in official reports, and even 

r example, in the UK the Financial Services Authority’s Turner Review considers flaws in 
ality central to its analysis, devoting a major and pivotal section of its report (section 

 rejecting the entire structure of modern finance theory. 
89

ng financial market booms and crashes is rational. 

there is no consensus on this po

and an account that rejects rationality and all the key tenets of modern finance theory. 

Drivers of Volatility 
AIF, and in particular hedge funds as the most highly leveraged institutions, have often 
been alleged to have been central to much of the financial market volatility in the past 
decade.  For example, the near-collapse of Long Term Capital Management (LTCM
US in 1998 raised concerns over the systemic risks posed by highly leveraged institutions, 
and hedge funds were implicated by many for the financial instability in Hong Kong during 
the East Asia crisis. 

The European Commission uses this argument of the systemic risk created by AIFM as one 
of the core reasons underpinning the proposals to regulate the industry.  In the recent 
financial crisis the Commission attributes the instability at least in part to the high degree 
of leverage held by many AIF, particularly
in more detail below, but we first note that - even outside periods of crisis - one would 
expect financial markets to exhibit a certain degree of volatility.  Indeed, having some 
volatility is efficient, as it reflects the ability of agents to experiment, analyse, a

Specific drivers of natural volatility in asset prices include: 

• Effects of information or interpretation updating, such as: 

• new general information releases (e.g. by national statistical authorities); 

• new policy changes (e.g. interest rates, fiscal policy, regulation, direct 
interventions such as bailouts or quantitative easing); 

• new analy

                                                 
88 An excellent example from early in the crisis (before the collapse of Fannie Mae and Freddie Mac, the 
consequent failure of Lehman Brothers, and the events that flowed from this) is Alexander, K., Eatwell, J.,  
Persaud, A. and Reoch, R.(2007) “Financial supervision and crisis management in the EU”, IP/A/ECON/IC/2007-
069, European Parliament Policy Department Economic and Scientific Policy, December 2007. 
89 http://www.hm-treasury.gov.uk/d/reforming_financial_markets080709.pdf — see paragraph 3.46: “markets 
can be prone to collective action problems, which can result for example in asset prices deviating from their 
fundamental values because it is not in the rational self-interest of individual market participants to bet against 
the market for a long period”. 
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• new information revealed in market actions - this can take the form of things 
changing (e.g. a new company entering the market); or of things staying the 
same (e.g. when people keep trading rather than stop trading [as one might 

ts without other agents ready 

ly trade 

oney does not itself 

n that there were not also market and regulatory failings. 

risis: Rationality-Based Account 

ipants 
could in principle have in generating volatility — a contribution far in excess of their size.  

turns from them and the risks associated with them can be difficult to assess.  
Often this leads to their being under-valued initially (the personal computer may well be an 
instance of this).  Subsequent up-grading of expectations results in increased growth and 
asset valuations.  Occasionally new innovations are significantly over-valued initially.  

have expected], that can cause us to update our opinions about what they 
know [as per the example in the second half of The Role and Regulation of 
Short Selling]). 

In all cases above, do note that there can be updating of interpretations, as well 
as of information. 

• Effects of speculation, such as: 

• signalling effects, wherein agents known often to be well-informed can move 
markets by their observed trades even on occasions when they are not, in 
fact, any better informed than the Market as a whole; 

• volume effects, where in thin, specialised marke
and willing to enter to take up arbitrage opportunities, large trades can move 
prices by sheer volume. 

A straightforward consequence would be, for example, that if market participants had 
under-estimated the risks associated with some product (e.g. a collateralised debt 
obligation [CDO]) and then either some new data (e.g. showing house prices falling), some 
new market event (e.g. a firm known to have lots of CDOs going bust) or even simp
continuing as it had when one might have expected prices to rise (say) all might cause 
those market participants to update their view of the risks of their CDOs (e.g. by raising 
their risk assessments) and hence pay less, causing the price of such CDOs to fall. 

There is therefore nothing intrinsically malfunctional about market volatility.  Markets can 
swing wildly because market processes are working well, not only because they are failing 
to work well.  Moreover, companies going bust is an integral part of capitalism, and is not 
in and of itself an indication of capitalism failing.  Investment companies that take risks are 
intrinsically likely to face occasional period of loss — that follows logically from their being 
risk-taking endeavours.  That risk-taking investors sometimes lose m
indicate that markets are malfunctioning. 

However, just because volatility can (and should) arise without market or regulatory failure 
does not mea

Stylised Characterisation of the C
A consequence of modern finance theory is that market fluctuations fundamentally reflect 
changed market views about expected returns and expected risks.  Shortly, it will become 
important to understand that central role which hedge funds and related niche partic

But first let us focus on the story at a higher level.  Thus, our Fundamental Factor is:  initial 
over-estimation of returns and/or underestimation of risks, followed by a subsequent 
downgrading in view.   

Since modern finance theory attributes all market booms and busts to this fundamental 
source, all of our other factors should be understood as contributors to this first factor. 

Our first contributory factor is financial innovation.  When new innovations arise, the 
expected re
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Classic examples of this may include the railways, electricity, radio, and dotcom companies.  
When expectations are down-graded, there are asset price crashes and collapses of a 
number of the companies that over-participated on the basis of over-optimism. 

The 2000s saw very considerable growth in the participation in various financial market 
innovations, particularly those associated with securitisation and natural partners thereof 
such as growth in wholesale money markets.  (Others included the growth in private equity 

e (and consistent with modern finance theory, albeit implying the 
 contributory factor 

is, on particular statistical 

the idea that ordinary retail 

hey are so competent, that they 

 small number of ratings agencies. 

, as well as the 
internationalised financial linkages which these international regulations and agencies had 
facilitated. 

and uses of structured debt related to this.)  It is natural that in periods of transition with 
growing use of new innovations, there will be increased leverage.  If expected returns and 
risks have been assessed accurately, some increase in leverage is an appropriate and 
efficient symptom of transition. 

However, it seems very likely, now, that, as with certain other new innovations, there was 
over-participation in these financial market innovations.  With a downgrading in 
expectations and an upgrading in risk assessments, asset prices fell and some of those 
companies that had over-participated came close to collapse. 

It is certainly plausibl
need to develop certain models further) that a an element within this
might have been over-reliance, in financial market analys
modelling assumptions (e.g. the risk models in option theory) and specific assumptions 
about how the market evaluates risk (e.g. the assumption that skew is irrelevant) which 
may break down under extreme circumstances exposed by these new innovations. 

Our second contributory factor is:  increased dependence of regulatory badging, combined 
with the international coordination of regulation, and with mistakes in that regulation.  Over 
the past 25 years, a core concept in regulation has been 
capital-providers (purchasers of retail financial products such as mortgages; ordinary 
depositors; ordinary small shareholders) are not competent to conduct their own 
monitoring of the robustness of financial institutions; or, if t
lack incentives to provide adequate monitoring, preferring instead to rely on the monitoring 
done by others.  Instead of diversified individual assessments, financial robustness 
checking came to be seen as the responsibility of financial regulators. 

At the same time, financial regulation came to be enormously coordinated, internationally, 
through devices such as the Basel Accords and the European Union Single Market 
Programme. 

Regulators conducted their own supervisory analysis and risk assessment, but also made 
use of a

The net result was that the number and methods of financial robustness analysis were very 
small and very similar, and the corresponding requirements imposed on financial 
companies (such as capital requirements) were again done in broadly the same way. 

A consequence was that when an event occurred which defeated the risk analysis of this 
narrow set of actors and methods — a set of new innovations that models based on past 
data could not properly risk-model, engaged in by the market on a scale that defeated 
analysis of spillover effects — when this narrow set of actors got it wrong, they got it wrong 
for everybody.  Risk was systemically coordinated nationally by financial regulators and 
coordinated internationally by international regulation and ratings agencies
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Two issues that arise are: (a) whether the trade-off in the replacement of caveat emptor by 
regulatory badging (the addressing of asymmetric information and free-riding problems at 
the expense of increased systemic coordination of errors) is really attractive; and (b) 

  But these were not monitored under the 

when financial 

 it had been left alone in the first place. 

ciency (if they do achieve it).  Since agents differ in their analytical skills, 

ational advantage (e.g. buying if their analysis suggests matters are better 
 selling if they are worse) until the new information is fully reflected in 

ket.  (They can create 
g — we are not here 

                                                

whether the reduction in opportunities for regulatory arbitrage through international 
coordination of financial regulation is really worth the increase in international coordination 
of financial crises which it entails. 

A corollary of our second factor is our third contributory factor:  weak internal risk 
management and poorly-constructed remuneration incentives.  Once the key final providers 
of capital — the purchasers of retail financial products, depositors, shareholders, etc. — did 
not take responsibility for assessment of the risk-taking of institutions (regulatory 
authorities) it became necessary for regulatory agencies to take a closer interest in these.  
Otherwise, there was moral hazard — workers gained on the upside from bonuses if their 
risks turned out well, but had only limited downside losses if their risks turned out badly.  
The key discipliners of downside risk in a market setting would be the providers of fixed 
charge loans — depositors and bondholders.
system as it evolved. 

This issue appears not to have been understood by regulators. 

Our fourth factor is regulatory get-arounds.  Regulation needs to specify activities that are 
forbidden or controlled.  But there is the incentive for firms to devise ways to restructure 
their activities — either by adapting what is done or adapting who does it — so as to get 
around restrictive regulations.  This appears to have happened in the 2000s, 
innovations allowed extensive use of off-balance sheet activities and the use of relatively 
high-risk AAA-rated investment instruments in liquidity silos. 

Regulatory hubris is a constant danger.  A classic error is to attempt to regulate away an 
activity, and instead merely chase it outside the regulatory net to somewhere it does even 
more harm than if

Our fifth factor is speculation driving uninformative volatility in prices.  As explained 
previously, under the standard theory, markets cannot be continuously semi-strong 
efficient if analysis is costly.  There must therefore be processes whereby prices achieve 
semi-strong effi
an obvious process is for the most skilled agents to do analysis, then to trade on the basis 
of their inform
than expected,
prices. 

But if agents have a reputation for being well-informed — as is certainly the case in 
practice for some hedge funds and other speculators — they have clear incentives to exploit 
their reputation to create market movements even in cases when they do not have any 
informational or interpretational advantage over the rest of the mar
movements in prices just by it being known that they are tradin
referring to market manipulation by spreading false rumours or the like.)  There is nothing 
per se improper about moving prices by disclosing trading.  But a consequence is that price 
movements will not always reflect changes in the true, fully-interpreted data available.  
Sometimes it will just be that speculators have become confused by following the trades of 
those with strong reputations even those who do not know anything new.90 

 
90 In Lilico, A. (2002), “The Role and Regulation of Short Selling”, Europe Economics working paper no 2002.3., 
the author demonstrates this feature (uninformative volatility) more formally, but goes on to argue that the gains 

ing efficiency, despite inevitably 
www.eer.co.uk/download/eeshort.pdf 

from permitting more informed agents to go short or long increases pric
generating this volatility property.  See http://
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This concept is a variant of “rational herding” behaviour, whereby many agents will find it 
advantageous to copy the behaviour of others rather than engage in their own independent 
analysis. 

Our sixth factor is weaknesses in the monetary policy regime leading to excessively-low 
interest rates.  We shall not pursue this question further here, which raises many technical 
issues which go beyond the scope of this study. 

Our seventh factor is the belief that governments would intervene in various ways to limit 
downside risk.  The most obvious is the view that governments would not allow house 
prices to fall in an environment in which political popularity was intimately connected to the 
rise and fall of house prices — governments taking the credit when prices rose and the 
blame when they fell.  An implication of this is that lenders would be willing to provide 
excessive credit for mortgages, and products constructed from mortgages, such as 
collateralised mortgage obligations, and would be perceived as having reduced downside 
risk. 

d bondholders.  In a recent paper, Banking on the 
identify five ways in which state safety 

 risk at the expense of downside bonds and 
depositor risk – but these latter risks are insured by the state); 

s argue that in the US, where there were leverage 
restrictions, banks instead pursued higher-default-risk loans to increase upside risk 

s to over-merge in order 
decades away 

on significant market 
seen side-effect of removing or reducing consideration of 

is is of particular interest in the finance sector 

mark upon what they see as the lack of role of the hedge fund 
l it “the dog that has not barked”).  They suggest that 

ates (high rates of entry and exit of firms); 
ort.92  They also note that, “despite 

institutions”, most hedge funds today operate with 
leverage less than a tenth that of the largest global banks”. 

                                                

Related to this is the idea that governments were expected to bail out financial institutions, 
in particular by sparing depositors an
State91, Piergiorgio Alessandri and Andrew Haldane 
nets for financial institutions grant opportunities to banks in particular to game the system: 

• higher leverage (increasing upside equity

• higher trading assets (again, increasing exposure to asset price fluctuations, with 
upside risks taken by equity but downside risk by the state); 

• business line diversification (making banks collectively more similar, increasing 
systemic risk and thereby increasing the opportunity to take advantage of state 
bailouts); 

• high default assets (the author

– this is an important point to note concerning the limitations of formulaic leverage 
rules); 

• out of the money options (a more subtle variant of high-risk lending, pursued by 
AIG). 

We might ourselves add to this list that banks will have incentive
to attempt to become “too big to fail”.  Shifts in merger rules over recent 
from broad and vague “public interest” tests towards stricter focus up
power may have had the unfore
systemic risk created by mergers.  Th
(though obviously in principle of relevance across all merger rules).  

Allesandri & Haldane re
sector in the financial crisis (they cal
this is because of the industrial structure of the sector, with a large number of relatively 
small players; low concentration; high attrition r
and the “absence” of implicit promises of state supp
their moniker of “highly-leveraged 

 
91 http://www.bankofengland.co.uk/publications/speeches/2009/speech409.pdf 

ntention below. 92 We shall dispute this last co
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We do not contend that the above seven factors represent a comprehensive or detailed 
explanation of the financial crisis.  But we do believe that it is useful to understand 
something of how such a crisis might be accounted for within the broad framework of 
modern finance theory.  For if it could not be so accounted for, then many of the standard 
assumptions of regulatory practice — such as that in the absence of market or regulatory 

oms) 

vestors are 
rational.  In their opinion economic agents in general and financial operators in particular, 

ake “irrational” decisions.  

or whose choice most nearly corresponds to the 

alysis and some 

 tangibility; and 

                                                

failure markets allocate goods, services and capital efficiently and hence regulatory 
interventions cannot improve market function — would not be robust, and the whole 
framework of regulation across Member States (encompassing all sectors — not merely the 
finance sector, let alone subsets such as AIFM) would need to be reconsidered.  The 
financial crisis represents, inter alia, a fundamental intellectual challenge to the approach 
regulation has taken across the economy.  And those that contend that the financial crisis 
exposes that the underlying tenets of economic theory (in particular the Rationality axi
are inadequate, argue that this crisis exposes what Lord Turner terms an “intellectual error” 
in the whole approach taken to regulation over recent decades. 

Alternative Stylised Characterisation of the Financial Crisis: 
Irrationality-Based Account 
There have always been economists and practitioners who do not believe that in

can (and often do) m

Proponents of such theory, who have particularly flourished in recent years in the fields of 
behavioural economics and behavioural finance (including Nobel laureates), often quote J.M 
Keynes who in the 1930s compared financial markets to “those newspaper competitions in 
which the competitors have to pick out the six prettiest faces from a hundred photographs, 
the prize being awarded to the competit
average preferences of the competitors as a whole; so that each competitor has to pick, 
not those faces which he himself finds prettiest, but those that he thinks likeliest to catch 
the fancy of the other competitors.”93 

Therefore, rather than basing their decisions on where to invest on the expected stream of 
payments associated with a particular share or bond (i.e. rather than acting as set out in 
our characterisation of modern finance theory, using net present value an
variant of option theory [albeit perhaps based on more precise understandings of risk and 
risk evaluation than embodied in those theories]), investors would systematically make 
“mistakes” in making decisions for a number of reasons, such as: 

• limited foresight (inability or failure to form views far into the future); 
• over-use of rules of thumb (so-called “procedural rationality”); 
• default/status-quo bias; 
• loss-aversion/narrow bracketing; 
• present-biased preferences (i.e. overweighting of immediate costs and benefits); 
• overconfidence; 
• self-serving fairness bias; 
• nonlinear probability weighting (i.e. overweighting of small probabilities and 

insensitivity to variations in probability); 
• “peanuts” effect/importance of

• irrational herding behaviour. 

 
93 Keynes (1936), page 156. 
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One example of herding behaviour has been highlighted by Paul Krugman.  “Finance 
economists”, claimed Krugman, “rarely asked the seemingly obvious (though not easily 
answered) question of whether asset prices made sense given real-world fundamentals like 
earnings.  Instead, they asked only whether asset prices made sense given other asset 

. 

uld therefore not rely on the market itself to “self-regulate” (even in the absence of 
bring asset prices in line with 

nancial products on the 
ing” when 

s should be put in 
lt in “bubbles” that 

soo

The

Following the banking crisis, the Chancellor of the Exchequer in the UK asked Lord Turner, 

d international approaches to the way banks are regulated.  The resulting 
Tur
mo

es’ attack on the view that equity prices are determined by rational 
assessmen
ass
fina
arg

efficiency does not imply market rationality – the Turner Review cites 
 

[i.e. that 
forcing herd 

y AIF, particularly 

position of owner managers.  

te towards “herd 

prices”.  Any failure in pricing to reflect fundamentals threatens sub-optimal outcomes

The price of financial instruments would therefore reflect the actions of such irrational 
agents rather than reflecting all the available information at any given moment in time.  At 
the same time, consumers would not be in a position to judge objectively whether one 
financial product (e.g. a mortgage) is more suitable for them than another and investors 
would not be making an accurate assessment of the likely future income streams 
associated with a company in order to choose whether or not to invest in it.  

One sho
any of the forms of market failure discussed above) and 
economic “fundamentals”, nor should one let consumers choose fi
basis of their own judgement or assume that investors “know what they are do
investing.  A considerably more extensive set of rules and regulation
place so that the irrational behaviour of economic agents does not resu

ner or later are destined to burst with detrimental effects on overall welfare. 

 Turner Report  

in his capacity as Chairman of the UK FSA, to review and make recommendations for 
reforming UK an

ner Review contains a pivotal section, 1.4, which dismisses the entire architecture of 
dern finance theory as set out above. 

Section 1.4(i), in particular, is entitled “efficient markets can be irrational”.  That 
subsection cites Keyn

t of the available information.  Keynes’ argument runs contrary to the 
umptions about financial markets that have tended to inform regulatory policy in 
ncial markets in the developed world over the past 30 years or so.  The Turner Review 
ues that these assumptions can be critiqued on the following grounds: 

(a) Market 
Shiller’s Irrational Exuberance on this point and contends: “The fact that prices
move as random walks and cannot be predicted from prior movements 
markets are weakly efficient] in no way denies the possibility of self-rein
effects and of prices overshooting rational equilibrium levels”.  

(b) Individual rationality does not ensure collective rationality – it is argued that this 
conclusion holds “in conditions of imperfect information and/or” when “particular 
relationships between end investors and their asset manager agents result in 
market price movements characterised by self-reinforcing momentum”.  This is a 
form of principal-agent argument but it is noticeable that man
private equity, are perhaps less susceptible to these problems due to the activist 

(c) Individual behaviour is not entirely rational – this is said to contribu
effects and thus irrational momentum swings”. 
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(d) Allocative efficiency benefits have limits – “it is for instance arguable that the 
allocative efficiency benefits of the creation of markets for many complex structured 
credit securities (e.g. CDO-squareds) would have been at most trivial even if they 
had not played a role in creating financial instability”.  

(e) Empirical evidence illustrates large scale herd effects and market overshoots.  

On the basis of this theory and evidence, the Turner Review concludes: “A reasonable 

 1.4 to justify the regulatory judgements 

The Turner Review presents its analysis of the financial crisis over four sections: 

(a) The global story:  macro-imbalances meet financial innovation 

 “At the core of the crisis lay an interplay between macro-imbalances which had grown 
rapidly in the last ten years, and financial market developments and innovations which 
have been underway for about 30 years but which accelerated over the last ten to 15, 
partly under the stimulus of the macro-imbalances”.  

(b) The UK specific story:  rapid credit growth, significant wholesale and overseas 
funding 

 “The UK was significantly influenced both by the growth of the securitized credit model 
and shadow banking activities and therefore highly vulnerable to their collapse”.  

(c) Global finance without global government:  fault lines in the regulation of cross-
border banks 

 “The crisis revealed fault lines in the global regulation and supervision of some of these 
cross border firms, which raise fundamental issues about the appropriate future 
approach.  The essence of the problem – as the Governor of the Bank of England, 
Mervyn King has put it – is that global banking institutions are global in life, but national 
in death”. 

(d) Fundamental theoretical issues:  market efficiency and market rationality  

 “Five propositions with implications for regulatory approach have followed: 

• Market prices are good indicators of rationally evaluated economic value. 

• The development of securitised credit, since based on the creation of new and more 
liquid markets, has improved both allocative efficiency and financial stability. 

• The risk characteristics of financial markets can be inferred from mathematical 
analysis, delivering robust quantitative measures of trading risk. 

• Market discipline can be used as an effective tool in constraining harmful risk taking. 

• Financial innovation can be assumed to be beneficial since market competition would 
winnow out any innovations which did not deliver value added.  

 “Each of these assumptions is now subject to extensive challenge on both theoretical 
and empirical grounds, with potential implications for the appropriate design of 
regulation and for the role of regulatory authorities” 

judgment is that policymakers have to recognise that all liquid traded markets are capable 
of acting irrationally, and can be susceptible to self-reinforcing herd and momentum 
effects”.  This view feeds into the Turner Review’s understanding of the financial crisis; an 
understanding that informs the likely evolution of financial regulation.  And later sections of 
the Turner Review repeatedly appeal to Section
made. 

The Turner Review’s characterisation of the financial crisis  
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We should thus understand the Turner Review as suggesting that the credit crunch arose as 
ipants, 

was assumed that such a flow of events could not intrinsically involve 
o error.  (By error we mean that agents believe information that is 

on Turner’s account, much of the activity of the financial sector — including 

a result of a flow of events which was not offset by regulation or by market partic
because it 
malfunction as opposed t
mistaken, but if their information were correct then the market outcome would be efficient.  
In contrast, if there is malfunction then even if all of the information agents have is correct, 
then the outcome could still be inefficient.) 

Turner’s account does not require the same sort of “why” explanations we set out in our 
factors above for the rational account.  Since agent behaviour is intrinsically irrational and 
such irrationality intrinsically generates malfunction, there is no particular mystery as to 
why overall outcomes should appear inefficient. 

In addition, 
specifically much financial innovation — is not socially useful. 
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ANNEX VIII – MARKET RESPONSE TO THE FINANCIAL 
CRISIS 
According to the European Commission in its consideration of the “do nothing” scenario, 
“some behavioural change is to be expected in the coming months as a result of continued 
adverse market conditions”.  The European Commission goes on to conclude that “the 
underlying risks associated with the AIFM industry will remain”.94  The view presented by 
the European Commission therefore, is that the markets for AIFM will not evolve in such a 
way as to correct (at least to some extent) the problems they identify in the absence of 

onomic theory.  Consequently, we shall proceed 

 without 

r behaviour to 
correct for their recent errors which will also have a knock-on effect on the financial 
services sector and the economy as a whole.  We now discuss each of these in turn. 

further policy/regulatory intervention.  However, the financial crisis constitutes a major 
shock to these markets and, as such, the reaction by industry participants could be 
significant. 

Having set out above the irrationalist account of the Turner Review, we note that the 
approved methodology of impact assessment at EU level continues to be based on the need 
to identify market and regulatory failure, and thus continues (for now at least) to be based 
on the fundamental tenets of modern ec
mainly on the assumption that modern economic theory continues to be a useful framework 
for analysis of regulatory judgements, whilst mentioning irrationalist alternatives where 
particularly relevant. 

Hence we shall now discuss the extent to which economic theory might provide insights 
into the nature of the adjustments made in response to the recent recessionary shocks – in 
the absence of further policy/regulatory intervention – by the following: 

• investors; 

• the AIFM industry; 

• the financial services sector; and  

• the overall economy. 

The recent financial crisis was, on the rationalist account, closely involved with the over-
payment for innovative financial products (namely as a result of people underestimating 
the risk of these products), many of which were valued and used by AIFM.  According to 
the Efficient Market Hypothesis (EMH), financial markets are "informationally efficient", 
such that the prices of traded assets (e.g. stocks, bonds, or property) already reflect all 
known information and change when new information becomes available.  Whether that 
information turns out to have been correct, however, is not something required by EMH.  
Put simply, EMH does not require a stock's price to reflect a company's future performance 
(or in this case, an assets’ price to reflect the risk inherent in that product), rather it 
requires that the best possible estimate or forecast of future performance be made with 
publicly available information.  Thus, the estimate may still be grossly wrong
violating EMH.     

This theory would imply however, that the market participants involved in the recent crisis 
could not have done any better.  However, to the extent that market participants relied 
heavily, for example, on rating agencies or regulators or central banks to assess risk, who 
did not in fact have a robust way of assessing the risk of many of the new and poorly-
understood products (and therefore how much should be paid for them), suggests there 
may be a number of ways in which market participants may adapt thei

                                                 
94 European Commission (2009) 
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Impacts on the Behaviour of Investors 
Investors are concerned primarily by the level of risk and uncertainty in the investments 
they make.  In response to a major crisis such as the recent one, investors are likely to 
update both: (i) their views on risks, including counterparty risk, market risk, and 
systematic risk; and (ii) the ways in which they go about assessing such risk in the future.  
At the most obvious level, it seems natural to suppose that investors will (at least for some 
time) consider risks to be greater than they previously thought.  As a result of higher risk 

n money and 

ot just those who have invested and lost money during 

 case investors might be 
ex  the 
crisis, g to 
prev

ork” is likely to increase investors’ transactions 

more specialised AIFM, focusing on valuable analysis in 

Another sing 
thei o assume that credit 
wo y of this has changed 

idise at short 

                                                

perception, the discount rate that investors apply to net present value (NPV) valuations will 
be higher and therefore asset/stock prices will be lower.   

Further, to the extent that investors believe the system is unstable (i.e. where the systemic 
risks are thought to be relatively high), they may place a higher time-value o
therefore, until systemic stability is restored, place greater focus on achieving short-term 
returns.  Even if investors are unable to assess risks accurately, they will still build in a 
premium to the returns they expect to earn from assets/stocks purchased (thereby 
lowering their price) to reflect the uncertainty surrounding the level of risk (be it 
counterparty, market or systemic risks).  

The impacts of recent events may also be expected to alter the ways in which investors 
approach the concept of risk and uncertainty in the market.  The crisis has highlighted, for 
example, a number of inadequacies of rating agencies in providing reliable assessments of 
the expected risk of certain products and therefore providing over-valuations of these same 
products.  As a result everyone, n
the crisis, may be expected to rely less on regulatory badging in the future.  The effect of 
this may be to renew the concept of caveat emptor in which

pected to place more emphasis and devote more resources than they did prior to
pe for mis-pricin to “doing their homework” which in turn may reduce the sco

ail in the market in the future (i.e. by promoting more accurate risk assessments and 
therefore resulting in prices which better reflect fundamentals).   

In particular, investors may become more concerned about counterparty risks that they 
previously regarded as nugatory and may therefore take greater measures in the future to 
assess and account for these risks than relying simply on ratings agencies to do this for 
them.  There may however be costs associated with these behavioural adjustments.  A 
greater emphasis on “doing their homew
costs (compared with the pre-crisis era where many relied on ratings agencies etc. to 
assess these risks on their behalf), thereby lowering the margins of certain existing players, 
whilst other players that are able to deliver high-quality analysis at low cost may be able to 
demand higher margins from investors.  The greater premiums available on high quality 
analysis may also promote use of 
specific sectors.  As Allesandri & Haldane argue95, this greater specialisation could reduce 
the systemic co-ordination of error and thereby limit systemic crises in the future. 

way in which investors might be expected to adjust their behaviour is by increa
r focus on liquidity.  Prior to the recent crisis, people tended t

uld always be available if required.  To the extent that the realit
drastically as a result of the recent “credit crunch”, investors may choose to invest less (i.e. 
to prevent funds from being tied up in assts that may be difficult to liqu
notice) and/or may change the focus of their investment strategies, i.e. by choosing to 
invest in more liquid assets such as government bonds, currency, gold etc.. 

 
95 Allesandri, P. & Haldane, A. (2009) “ Banking on the State”, 
http://www.bankofengland.co.uk/publications/speeches/2009/speech409.pdf 
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It is important to note at this point, that the likelihood of the expected adjustments 
discussed above actually materialising in practice may be muted as a result of the recent 
bailout of investors by governments.  This is because the type of bailout which occurred 
has the potential to create an issue of moral hazard.  If investors are confident that they 

ks of their investments but also of the risks associated 

 

 competitive markets”.  
Behavioral economists have attempted to incorporate a number of cognitive biases into 

h both individuals and markets as a 
 them.  Examples of these cognitive 

biases – which represent examples of predictable human error in reasoning and information 

nd therefore make too 

) and then make adjustments to it.  
In some cases, people may over-anchor to their initial estimate and therefore make too 
small an adjustment away from it. 

will be bailed out by the lender of last resort (i.e. the Central Banks), their self-reliance 
may be weakened if they do not reasonably expect to face a down-side risk to their 
investments.  

Under these circumstances therefore, it may not be plausible to expect investors to adapt 
their behaviour in a way that makes them take greater consideration (in the ways 
described above) not only of the ris
with the investment vehicles through which much of their capital is invested. 

As a contrasting approach, behavioural finance takes it that all investors are not rational
and thus some features of an asset price are most plausibly interpreted as deviations from 
fundamental value brought induced by the very presence of irrational traders (also 
sometimes referred to as ‘noise traders’).  As noted by Shleifer (2000) ‘at the most general 
level, behavioural finance is the study of human fallibility in

finance in order to better understand the ways in whic
whole respond to various circumstances and changes in

processing – include for example: 

• Overconfidence –  this refers to the idea that people tend to be overconfident in their 
judgments and this can manifest itself in the following ways: 

o by assigning confidence intervals to estimates that are too narrow; and  
o by poorly calibrated estimations of event probabilities.  

• Representative bias – this refers to the idea that people place too much weight on 
recent experience and too little weight therefore on long-term averages.  

• Anchoring – this refers to the idea that when people form estimates they tend to base 
them on some initial value (which may be arbitrary) and then make adjustments to it.  
In some cases, people may over anchor to their initial estimate a
small an adjustment away from it. 

Behavioral economists have attempted to incorporate a number of cognitive biases into 
finance in order to better understand the ways in which both individuals and markets as a 
whole respond to various circumstances and changes in them.  Examples of these cognitive 
biases – which represent examples of predictable human error in reasoning and information 
processing – include for example: 

• Overconfidence –  this refers to the idea that people tend to be overconfident in their 
judgments and this can manifest itself in the following ways: 

o by assigning confidence intervals to estimates that are too narrow; and  
o by poorly calibrated estimations of event probabilities.  

• Representative bias – this refers to the idea that people place too much weight on 
recent experience and therefore too little weight on long-term averages.  

• Anchoring – this refers to the idea that when people form estimates they tend to base 
them on some initial value (which may be arbitrary
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Behavioural finance theory suggests that mis-pricing may not be corrected completely to 
the extent that there are limits to arbitrage.  This can arise where it is costly to implement 
strategies to correct for mis-pricing in the market. The following types of risks and costs 
which have been identified in the literature include:96 

• fundamental risk – the substitutability of assets/stocks is rarely perfect (and in many 

ling to tolerate performance losses of these 

 employ.  Greater transparency of their investment strategies 

                                                

cases in highly imperfect) which makes it relatively impossible to arbitrage away all 
fundamental risk; 

• noise trader risk - the exploitation of mis-pricing by arbitrageurs may actually make the 
problem worse in the short-term (e.g. by the possibility of diverging prices further away 
from their fundamental value); 

• implementation costs – the presence of transactions (e.g. commissions and bid 
spreads) can reduce the attractiveness of exploiting the mis-pricing through arbitrage.  

Behavioural finance theory would suggest therefore that the recent crisis will not 
necessarily result in self-correcting behaviour on the part of the AIFM, and that self-
enforcing fluctuations (e.g. through herding behaviour) and increasing cyclicality may still 
be a feature of the AIFM industry both in the short- and long-run. 

Impacts on the Financial Services Sector 

Impacts on the behaviour of AIFM  

There may be reasons to expect that AIFM will adapt their behaviour in a way which 
increases the transparency of their actions (at least to some extent).  In times of market 
distress, investors generally tend to take a “flight to quality”.  When investment vehicles 
with limited levels of transparency perform poorly, investors are unable to distinguish 
between random shocks (i.e. systematic risk) and systemic shock.  In this case one would 
expect that investors may be less than wil
investment vehicles.  This may therefore provide incentives to AIFM and other key market 
players (e.g. financial intermediaries that provide leverage to these AIFM) to identify the 
appropriate level of disclosure, thereby increasing the level of transparency about their 
investment strategies etc. to investors in order to stem their flight.   

However, whether such incentives will be strong enough to induce AIFM to provide greater 
disclosure of their activities voluntarily is uncertain.  Such disclosure may, for example, 
increase administrative costs for AIFM which may act as a countervailing incentive.  Thus, 
while it could be argued that the “flight to quality” by investors will make a move towards 
more transparency in everybody’s interest, it could equally be expected that the costs and 
organisational changes implied by increasing transparency may limit this effect.  

The AIFM business model might also be expected to evolve in a way which reduces the 
average level of leverage they
(as discussed above) might be one reason although, as noted above, it may be unlikely 
that the degree of transparency in this respect can be expected to increase on a voluntary 
basis.  As fund managers, investors and counterparties re-evaluate the risk of highly-
leveraged investment strategies, having realised that these risks may have been 
underestimated prior to the crisis, it may be expected that the levels employed by AIFM 
reduce.  This may reduce the volatility of the AIFM industry which may in turn reduce the 
risk of boom and bust capital formation in the future.  

 
96 Barberris N, Thaler R (2003) ‘A survey of behavioural finance’, Chapter 18 in Constantinides GM, Harris M, Stulz 
R (eds) Handbook of the Economics of Finance, Elsevier, pp. 1051–1121. 
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Another area that is likely to evolve is the design of remuneration schemes.  Many firms 
made very considerable losses.  It is perfectly plausible that one reason is that staff were 
overpaid and that future remuneration levels will be lower.  It is also perfectly plausible 
that remuneration schemes over-rewarded certain activities whilst under-rewarding others 
— that the design of schemes will change in the future. 

The impacts of the crisis are also likely to have an impact on competition in the AIFM 
industry.  Market efficiency theories would suggest that following this crisis a period of 
restructuring should occur with the most inefficient firms exiting the market and the most 
efficient remaining.  Indeed, the crisis could be viewed in this sense as a Schumpeterian 
event – i.e. a process of creative destruction.  In addition to the culling of market players in 
this way, the number of remaining players in the market might be expected to reduce 

 in increasing the level of 

nce of 

he investors 

arket returns 
achieved by firms who, overall, are more efficient than they were prior to the crisis.  

o the extent that these 

egies 

further (i.e. through mergers and acquisitions) which may result
market concentration in the AIFM industry.  (If Allesandri & Haldane are right in believing 
that the low level of concentration in the AIFM sector is key to the limited systemic risk it 
creates, this increased concentration might potentially increase the systemic significa
some such institutions.  On the other hand, it might simply be a symptom of a period of 
high exit by firms — another feature of the industry that Allesandri & Haldane contend 
reduces systemic risk — and hence a prelude to a renewed phase of high new entry.) 

Reduced competition may potentially lead to higher management fees which t
will ultimately shoulder.  It may be plausible to expect, however, that if the market exit 
process is efficient (i.e. no inefficient firms are artificially propped up) then the adverse 
impacts on higher management fees may be counteracted by higher m

Further, not only may firms generate higher returns for investors, t
firms interact with investors who are more cautious (e.g. in the ways described above) 
asset/stock prices may also be less prone to bubbles that subsequently burst (i.e. through 
the reduced scope for mis-pricing to occur).  

According to behavioural finance theory, however, the scope for mis-pricing in the market 
may remain.  Behavioural finance operates under the assumption that all investors are not 
rational, and thus some features of an asset price are most plausibly interpreted as 
deviations from fundamental value induced by the very presence of irrational traders (also 
sometimes referred to as “noise traders”).  As noted by Shleifer (2000) “at the most 
general level, behavioural finance is the study of human fallibility in competitive markets”.  
Behavioural economists have attempted to incorporate a number of cognitive biases into 
finance, in order to better understand the ways in which both individuals and markets as a 
whole respond to various circumstances and changes in them.  As discussed above, 
examples of these cognitive biases include overconfidence, overreaction, representative 
bias, information bias, and various other types of predictable human errors in reasoning 
and information processing.   

Behavioural finance theory suggests that mis-pricing may not be corrected completely to 
the extent that there are limits to arbitrage (i.e. where it is costly to implement strat
to correct mis-pricing such as fundamental risk, noise trader risk, or implementation costs).  
Further, behavioural finance theory would therefore suggest that the recent crisis will not 
necessarily result in self-correcting behaviour on the part of the AIFM, and that self-
enforcing fluctuations (e.g. through herding behaviour) and increasing cyclicality may still 
be a feature of the AIFM industry both in the short- and long-run.    
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Similar to the case of investor behaviour adjustments, many of the expected adjustments 
of AIFM behaviour (discussed above) may be less plausible in the context of the recent 
government bailouts.   Implicit bailouts might be expected to change the possible scenarios 
discussed above in a number of ways.  For example, to the extent that recent bailouts 
mean that there was only a limited culling of AIFM in the industry and those that remain 
are provided with limited incentives to restructure, then perverse incentives might be 
expected to remain in the future.   To illustrate, if AIFM are insured against downside risk 
on debt (i.e. through implicit bailout promises) then they may have incentives to engage in 
highly-leveraged investment strategies which impose additional risk on debt (and thence 
make it more likely that bailout guarantees are called upon).   

Impacts on the behaviour of the overall financial services sector  

To the extent that risk and uncertainty in the market remains high, so too will the cost of 
capital.  Funds may therefore be harder and more expensive to raise by market 
participants.  This would be most pertinent for private equity and venture capital.     

Lessons learned by market participants through the corrections they make to their 
behaviour following the recent market turmoil may also reduce the scope for this to occur 
in the future (e.g. through the development of more sophisticated risk assessment tools) 
thereby reducing the propensity for asset price bubbles to arise in the future.  

With respect to employment changes in the sector, restructuring and market consolidation 
would imply that employment in the sector will fall further in the near term. 

Impact on the Functioning of the Overall Economy 
Market volatility matters for the performance of the economy to the extent that it impacts 
upon the smoothness and efficiency with which resources are allocated, on macroeconomic 
stability and on the investment climate.  Behavioural finance theory suggests that there are 
features that are inherent to market investors which may not promote lower volatility in the 
AIFM industry in the future.  On the other hand, if investors rely more upon caveat emptor 
in the future then the propensity for mis-pricing may be reduced, thereby counteracting 
this effect.  Overall, our view is that it is unlikely the degree of market volatility would 
naturally be reduced significantly in the future, particularly given the problem of implicit 
bailouts.  Furthermore, there is likely to be excessive innovation which, though it will have 
positive implications for growth in the long-run, will come at the expense of greater-than-
optimal levels of volatility (extra booms and busts, with periods of recession and high 
unemployment).  Without the discipline of firms which over-participate in new innovations 
having the possibility of collapse, and without debt losing out in the event that lending is 
misguided, there will be more innovation than socially optimal, more debt than efficient, 
more recessions than necessary or useful, and more calls upon taxpayer bailout promises 
than politicians might expect.  We regard the status quo of implicit bailout promises for 
debt, but without any restrictions on the accumulation of that debt, to be dangerous. 

Capital costs matter to the level of investment in an economy (i.e. the level of capital 
formation).  Further, the level of investment per worker matters for the growth of 
productivity and therefore living standards in general.  High cost of capital levels 
(compared with those that prevailed prior to the crisis) may therefore have an adverse 
impact on the economy as a whole to the extent that it affects the investment decision of 
firms.  Higher cost of capital levels may result in reduced levels of investment by firms etc., 
lowering the level of the capital stock per worker and lowering living standards.   
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Higher cost of capital may lead to a reduction in the allocation of capital to start-ups, who 
 may 

verse effects for the equilibrium level of unemployment in the economy as a 
are a key source of innovation in an economy and therefore economic growth.  This
also have ad
whole. 
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ANNEX IX – EXPERIENCE FROM PREVIOUS FINANCIAL 
CRISES 
A recent paper by Reinhart and Rogoff (2008) identifies five major post-war banking 
related crises, the so-called “Big Five”.  All of these crises were protracted large scale 
financial crises that resulted in major declines in economic performance in the short to 
medium term.  The “Big Five” are: 

• Spain (1977) — the crisis was a product of a combination of a change in the political 
environment, as the country transitioned from a dictatorship to a democracy post 
1975, and a sharp rise in global oil prices. 

• Norway (1987) — the crisis was caused in part by the deregulation of the financial 
sector in the mid to late 1980s and in part by a collapse in oil prices. 

• Finland (1991) — the crisis was caused in part by the deregulation of the financial 
sector in the mid to late 1980s and in part by the bursting of the real estate bubble. 

l 
sector in the mid to late 1980s and in part by the bursting of the real estate bubble. 

• Japan (1992) — in Japan the banks were overstretched and problems were caused 
when the real estate bubble of the late 1980s burst and the stock market collapsed 
in 1989-1990. 

Norway’s crisis was probably less deep than the Swedish one which followed, and though 
similar in nature to the Swedish crisis, the Finnish crisis was on a much on a smaller scale. 

Other key episodes are the East Asian banking crisis of 1997/1998 and the near-collapse of 
the US hedge fund, Long Term Capital Management (LTCM), in 1998.   

Consideration of the short term and long term impacts of the Swedish, Japanese and East 
Asian crises and the experience of LTCM on the behaviour of investors, the market and the 
economy more broadly, can provide useful insights into the impact of the recent crisis and 
how the market may respond. 

Sweden 

Financial liberalisation in the 1980s lead to a real estate bubble in Sweden97 which has 
been described as “A fully fledged speculative bubble”.98  Large banks began to get into 
trouble, with two of the main banks needing to be helped out.  These were Nordbanken and 
Gota. A separate bank, Securum, was set up to take the bad debts from Nordbanken which 
has been widely viewed as a very positive move by the government as bad debt was 
separated from good. “The bank sector was stabilised quickly once the tools were in place, 
and the assets bought and seized were liquidated much faster than expected.”99  

The slowdown of Sweden’s economy is well demonstrated by the initial stagnation of cross-
and 1992, followed by a sharp decrease in 1993 (Figure 18). The 

economy began to stabilise by the summer of 1993, with problems with the banks 
reducing.100   

                                                

• Sweden (1991) — the crisis was caused in part by the deregulation of the financia

border trade in 1991 

 
97 Espen Eckbo, B. (2009) “Banking System Bailout – Scandinavian Style” DICE, Vol 7, No 3 (October), p9-12. 
98 Cooley, Thomas (2009) “Swedish Banking Lessons” http://www.forbes.com/2009/01/27/banking-crisis-sweden-
opinions-columnists_0128_thomas_cooley.html 
99 Magnusson, P. (2008) “Lessons from Swedish Bank Crisis Management” Danske Bank Research Report. 

 Jackson Hole, Wyoming, USA. 

100 Backstrom, Urban (1997) “What lessons can be learned from recent financial crises? The Swedish experience” 
Speech to the Federal Reserve Symposium,
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g to “normal” rates of growth 
by 1996, though with exports now greater than imports, as a result of the export led 
recovery strategy. 101 

Yields from five-year government bonds began to rise in mid-1992, reaching a peak at 12 
per cent, a two per cent rise from the start of the year.  High yields persisted until 
November, and they returned to below ten per cent by the start of 1993 as shown in Figure 
18.  Bond spreads are indicative of the risk premia placed on corporate bonds, and reflect 
investors’ confidence in those bonds, compared to Government bonds.  Figure 20 shows the 
spread between Swedish corporate bonds and government bonds also increased sharply in 
mid-1992, peaking at 800 basis points (100 basis point, bps, equals 1 per cent), and 
remaining high into 1993.  This trend is demonstrated even more clearly by looking at 
lending rates of banks to non-financial organisations (Figure 21).  Here rates are raised in 
early-1990 and remain raised into mid-1993. This rise is likely to be due to a reduction in 
banks’ risk appetite, as they become concerned about lending to potentially risky 
borrowers.  Spreads are again raised during this period, this time against treasury bills 
(short term government bonds), reflecting lenders’ desire for high-quality deposits. 

Figure 18: Imports/exports of goods and services for Sweden from 1980 to 2000 

Imports and exports began to grow again by 1994, returnin

 

Source: IMF 

                                                 
l crisis: lessons from Sweden” Congressional Research Service 

report for Congress, September 29, 2008. 

101 Jackson, James K. (2008) “The U.S, financia
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Figure 19: Swedish five-year government bond yields 

 

Source: Sveriges Riksbank (Sweden Central Bank) 

Figure 20: Swedish corporate bond spreads (basis points) between 3- and 6-
reasury bills of the same duration, July 1991 to June 1993 month bonds and T

 

Source: Sveriges Riksbank (Sweden Central Bank) 
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th Treasury bills 
(blue), 1987 to 1997 

Figure 21: Quarterly lending rate of banks to non-financial organisations in 
Sweden (red) and spread between these loans and six-mon

 

Source: Statistics Sweden 

sed a consolidation in the number of Swedish banks, with 525 banks in 

creased, which 

                                                

The crisis cau
Sweden in 1988 falling to 124 in 2000.102   As an overall figure, it is estimated that 
averting the crisis cost the country 2% of GDP in total, less than was originally predicted. 

Given Sweden’s relatively small size, there was reduced impact on world markets. Figure 
22 shows UK and US stock-market indices during the Swedish banking crisis.  Market 
volatility does not appear significantly heightened in 1992/1992, though the volatility of the 
FTSE 100 compared to the Dow Jones Industrial Average, is perhaps in
would be consistent with the UK’s increased proximity to Sweden.   

 
/corner.nationalreview.com 102  Stuttaford, Andrew (2008) “Following Sweden’s Lead” http:/
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Figure 22: FTSE 100, Dow Jones Industrial Average and NASDAQ Composite 
indices from January 1988 to January 1993 (weekly data). 

 

Source: Yahoo Finance 

Japan (1992) 

In 1989, the Japanese economy was doing well; the Nikkei was the top stock market and 
“Japanese real estate was the most valuable in the world. In fact, it was estimated that the 
land beneath the Imperial Palace in Tokyo was worth more than the entire state of 
California.”103 The real estate bubble was fuelled by cheap credit which kept driving prices 
up.  When the bubble started to burst in 1990, the Japanese government raised interest 
rates as in an attempt to solve the real estate bubble and to curb inflation.  

What they failed to account for was the deflationary effect of the property bubble bursting.  
People borrowed to finance their real estate debts, and their share losses which caused a 
downward spiral.  Overall this caused a massive 42% drop in the Nikkei.  The government 
supported bad institutions, and failed to separate good debt from bad.  By the time they

rest rates to 0%, it was far too late and the country was caught in a 
decade of stagflation — the so called “lost decade” of the 1990s.   

The largest impacts of the crisis on the banks were that they adopted defensive business 
strategies by downsizing domestic and international commercial activities with large banks 
also cutting down on their overseas business.  Decisive action was eventually taken in 
1997-1998 after the systemic crisis with the defensive trend continuing, and large Japanese 
banks merging to form large financial groups.  This was driven by the need to drive down 
operational costs and to as well as a continued tactical retreat from overseas positions. 

 
eventually reduced inte

                                                 
103 “How to solve a financial crisis” KBSH Capital Management.  

129 



Policy Department A: Economic and Scientific Policy 
____________________________________________________________________________________________ 

130 

give credit due to their bad debts.104  Even though the Japanese central bank cut interest 
rates, reflected in the fall of Japanese city bank lending rates in Figure 23 , banks were still 
reluctant to lend, and hence companies and consumers remained unable to borrow.105  This 
reluctance to lend meant that asset prices kept falling and Japan remained in recession.  
More of an emphasis was placed on borrower’s cash flow rather than on simple collateral 
requirements, and banks did not want their borrowers to default so kept bad loans going 
through refinancing when they should have cut their losses.106  In order for banks to keep 
their profits, they extended the average maturity of their lending, with the proportion of 
loans with maturity longer than a year increasing from 56 to 60 per cent from 1990 to 
1997.  The proportion of short term loans (three months or less) dropped from 12 to 3 per 
cent. This represented a shift in lending from working capital finance to long-term project 
finance.106 These shifts contributed businesses’ struggle to gain (new) financing during the 
crisis, with exports struggling as shown in Figure 24.   

Figure 23: Average contracted interest rates for Japanese city banks. October 
1993 – January 2003 

The lack of credit was not caused by investors “hording” credit, but by banks not wanting to 

 

Source: Bank of Japan 

                                                 
104 Herbener, J. “The rise and fall of the Japanese miracle” http://mises.org/story/298 
105 Clarke, Jody. (2008) “Is America heading for a Japan-style crisis?” http://www.moneyweek.com/news-and-
charts/economics/is-america-heading-for-a-japan-style-crisis.aspx 
106 Kanaya, Akihiro and Woo, David (2000) “The Japanese banking crisis of the 1990s: sources and lessons” 
International Monetary Fund working paper no 00/7. 
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Figure 24: Imports/exports of goods and services for Japan from 1985 to 2007  

 

Source: IMF 

Figure 25 shows the credit spread of Bank of Japan bonds from 1996 to 2002, with a 
significant increase in spread from 0.2 percentage points in October 1996 to 0.8 points in 
late 1998/early 1999.  This indicates the decreasing level of confidence of Japanese lenders 
in borrowers during the period when the crisis came to a head.  The period of stagflation in 
Japan, and the so called “lost decade” is well illustrated in the import and export statistics, 
as shown in Figure 24; the rapid rates of growth in the latter half of the 1980s and from 
2002 to 2007 are in contrast to the slow rates of growth during the 1990s. 
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Figure 25: Credit Spread between five-year Industrial Bank of Japan bonds and 
five-year Japanese government bonds107 

 

Source: ING Barings in Institute for International Economics 

East Asian Crisis 

The 1997-1998 East Asian crisis was mainly caused by East Asian countries, particularly 
Thailand and Malaysia, having currencies fixed to the US dollar.108  Many currencies in the 
region were attacked, and it’s now thought that currencies were in fact eventually 
undervalued, and that prices had fallen below fair values.  The Thai baht collapsed in 
1997109 sparking severe financial meltdown in the region.  Financial over extension was in 
part real estate and debt driven, with the debt burden causing the currency to collapse.  
This had knock-on effects to currencies and asset values, with a significant rise in personal 
debt.  East Asian countries were vulnerable in the sense that “if something goes wrong, 
then it goes a lot wrong”.110  This vulnerability was created in East Asia due to the 
unreformed financial system and by the influx of trade and finance.  

“The full extent of the three countries' external debt was only revealed after the crisis had 
broken out. It was later found that debt levels had climbed rapidly to dizzying heights: 
about US$150bn for South Korea and Indonesia, and about US$100bn for Thailand.   “As

e amount of local currency needed to address the debt increased 
debt built up rapidly.”111 

                                                

 
currencies depreciated, th
rapidly, and consequently 

 
107 Posen, Adam (2002) “The looming Japanese crisis” International Economics Policy Briefs no 02-5, Institute for 

 east Asia: causes, effects, lessons” http://www.ifg.org/khor.html 
mic 

jourdan.ens.fr/~laffargue/teaching/Macroeconomie_du_developpement/CorbettIrwinVines.pdf 

rtinAsia1.htm 

International Economics. 
108 Khor, Martin. “The economic crisis en
109 Moreno, Ramon (1998) “What caused Asia’s financial crisis” Federal Reserve Bank of San Francisco Econo
Letter no 98-24. 
110 Corbett et al “Asian Miracle to Asian Collapse: Why Vulnerability? Why Collapse?” citing Dornbusch, (1997) 
http://
111 Khor, Martin (1998) “Background to the East Asian crisis”.  Available at: 
http://www.sunsonline.org/trade/other/ma
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There were significant contagion effects from the collapse of the Thai baht in July 1998, 
with capital fleeing the region as investors reduced their exposures to emerging markets. 
112  This was symptomatic of a general “decline in risk appetite” which increased the cost of 
borrowing in the affected regions.113

   

A World Bank report published in March 1998 also noted that “Investors have engaged in a 
fight to quality, which has pushed down yields on US Treasury bonds.”114 Further evidence 
of this can be seen in Figure 26, which shows a sharp, 3% rise in business loan rates in 
Thailand in the summer of 1997, caused by lower credit ratings115.  Rates stabilised for 12 

total, 
ability to access credit for nearly 

two years. 

Figure 26: Thailand business loan rates (%), January 1995 to December 2001 

months before finally returning to the long-term trend by the summer of 1999.  In 
the deviation in business loan rates affected businesses’ 

 

Source: Bank of Thailand 

A 1998 report by the IMF outlined how private financing of East Asian infrastructure rapidly 
declined in 1997, with financing dropping from $7.5bn in 1996 to $6bn in 1997, with 
Indonesian energy and transportation sectors particularly affected.115    

                                                 
112 Karunatilleka, Eshan (1999) “The Asian economic crisis” Economic Policy and Statistics Section research paper 
no 99/14, House of Commons Library  
113 Gai, P and Vause, N (2005) “Measuring investor’s risk appetite” Bank of England working paper no 283.  
114 Dadush, Uri et al (1998) “What effect will East Asia’s crisis have on developing countries?” Development 
Economics Vice Presidency and Poverty Reduction and Economic Management Network Paper no 1, The World 
Bank. 
115 Mody, A and Walton, M (1998) “Building on East Asia’s infrastructure foundations” International Monetary Fund 
Finance and Development vol 35, no 2. 
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and output fell sharply”116. This is shown by the decline of exports from both Thailand and 
Malaysia in Figure 27, part of a regional decline in cross-border trade. The most significant 
decline was in Thai imports which dropped by ~40 per cent from 1996 to 1998.  Malaysian 
and Thai imports did not return to 1996 levels until 2003 and 2004 respectively, showing 
that the economy as a whole suffered for up to seven years.  Both countries appear to 
adopt an export led strategy, with imports converging back towards exports by 2005. 

Figure 27: Imports/exports of goods and services for Thailand, Malaysia and 
Australia from 1990 to 2005 in USD billions 

This increase will have put significant strain on businesses’ access to funds, leading t
to note that “many financial institutions and industrial and commercial firms went bankru

 

Source: IMF 

Fiiigure 28 shows a significant rise in the credit spreads for bonds and loans in East Asia 
throughout 1997, from 100 basis points (bps) at the start of the year to a peak of 380 bps 
at the start of 1998.  Spreads returned to around 150 bps in mid-2000.  Investment into 
local currency corporate bonds collapsed in 1997 and 1998 before a sharp increase in 1999, 
as shown in Figure 29.  Similarly showing a flight to quality, investment into government 
bonds dropped off later in 1997, and recovered earlier in 1998 than corporate bonds did.  
In late, investment in corporate bonds rose sharply, peaking in summer 1999; this is likely 
to have been caused by investors taking advantage of high yields, as occurred in the UK in 
early 2009.  This graph also shows the increased volatility of investment in corporate bonds 
as opposed to government bonds. 

                                                 
116 (2007) “The anatomy of financial calamities”. http://www.forbes.com/2007/12/10/argentina-mexico-russia-
ent-fin-cx_kw_1210whartoncrises.html   
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Figure 28: Credit spreads on bonds and loans of East Asian borrowers. Risk 
exchange and credit spread for borrowers investing in East Asian countries.117 

 

Source: BIS at http://www.bis.org/publ/qtrpdf/r_qt0306e.pdf 

Figure 29: Quarterly investment into local currency government and corporate 
(right scale) bonds in Thailand from 1995 to 2002 

 

Source: Asia Bonds Online  

                                                 
117 McCauley, Robert (2003) “Capital flows in East Asia since the 1997 crisis” BIS Quarterly Review (June). 
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A report by the IMF shows that cross-border M&A activity in East Asia's crisis countries 

  

 Asian 

ttacks in the autumn of 1997. 

se 

(Indonesia, Korea, Malaysia, and Thailand) rose sharply in value from $3bn in 1996 to 
$22bn in 1999 with international firms acquiring domestic ones, before falling slightly to 
$18bn in 2000.118  The report also mentions how cross-border M&A is in theory good for 
the host country in that it allows potentially profitable companies to survive in a situation 
where they might otherwise get caught up in the regional downturn.  However in the case 
of East Asia, it was perhaps more of a case of fire sales, with sectors subject to the 
greatest number of M&A deals being those which had the lowest recovery rates. 

A Bank for International Settlements (BIS) report119 says that up to US$2 trillion a day was 
rapidly shifted across borders in search of quick returns.  They suggest that the 
combination of: global financial deregulation; information technology increases allowing 
greater interconnectivity of global markets; and “the development of large institutional 
financial players”, allowed this destructive and opportunistic activity to take place.  These 
large financial players were hedge funds, mutual funds and pension funds.  The East
crisis was not caused by alternative investment funds but they certainly did play their part 
in exacerbating the situation through their speculative a

A Korean article in autumn 1999 outlines how the domestic currency market and currency 
futures market declined by 46.3% from 1997 to 1998 due to the slowdown of international 
trade. 120  The report goes on to say how transaction volumes have increased post-1998 
amid increasing liquidity.  Figure 27 indicates that Australia was affected by the downturn in 
the region, but to a lesser extent than Malaysia or Thailand with recovery taking place 
earlier.  Although lending interest rates did rise in late-1999, when spreads against 
government bonds are analysed (Figure 30), there appears to be no coherent increa
associated with a “flight to quality”. 

Figure 30: Australian government 3-year bond yields and small business loan 
interest rates, and the spread between the two. 1996-2004 

 

Source: Reserve Bank of Australia 

                                                 
118 Mody, A. and Negishi, S. (2001) “Cross-border mergers and acquisitions in East Asia: trends and implications” 
International Monetary Fund Finance and Development, Vol 38, No 1. 

l.com/InvestKoreaWar/work/journal/content/content_main.jsp?code=4050303 

119 Nakaso, Hiroshi (2001) “The financial crisis in Japan during the 1990s: how the Bank of Japan responded and 
the lessons learnt” Bank for International Settlements (BIS) papers no 6. 
120 Invest Korea Journal (1999) “Future Shock!”. Available at: 
http://www.ikjourna
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Long Term Capital Asset Management 

Long Term Capital Management (LTCM) was a hedge fund founded in 1994.  The fund had 
an impressive group of partners, including top traders as well as academic brilliance in the 
form of two Nobel Prize winning economists.  The fund was based in the Cayman Islands 
under the title of Long-Term Capital Portfolio and the management team in the USA.  The 
initial investment was provided by investors including some of the top financial 

derpriced and short on those that were overpriced.121  One of the 
he strategy as “LTCM would 

nce the fund’s leverage ratio (the ratio of 

ze of 

eading 

                                                

organisations.  The fund was launched with $1.25 billion funding. 

One of the fund’s main investment strategies was to make convergence trades (otherwise 
known as “relative value arbitrage”).  The fund would take offsetting positions in two 
related securities in order to profit when the price gap converged; they went long on 
securities that were un
economists involved in the fund, Myron Scholes, summed up t
make money by being a vacuum sucking up nickels that no one else could see.” 

Two events underpinned the near-collapse of the fund; the decision in 1997 to reduce the 
capital base and the devaluation of the rouble in 1998. 

In 1997 LTCM reduced the capital base of the fund by 36 per cent, but with no comparable 
reduction in their asset base.  As a conseque
assets to capital) increased.  Then on 17 August 1998 Russia devalued the rouble and 
declared a moratorium on 281bn roubles ($13.5bn) of its Treasury debt.  As a result, there 
was a massive rise in demand for more secure government bonds and more liquid assets, a 
so-called "flight to quality”, creating liquidity problems.122  By the end of August LTCM’s 
leverage ratio had increased to 55 to one, compared to 28 to one at the end of 2007.123 

In mid-September, LTCM found it very hard to close out positions, partly due to the si
positions, but also because previously flexible credit arrangements became much tighter.  

The report published by the President's Working Group on Financial Markets (1999) 
suggested that not only were the risk models used by LTCM flawed, but so were those 
employed by their counterparties and creditors.  Had they used improved risk models, 
incorporating concentration and liquidity risks, then they would not have been so exposed 
to LTCM.  LTCM was diversified across global markets, but not in terms of its strategy, and 
they underestimated the way in which liquidity, volatility and credit could move across 
markets at the same time.  

On 23rd September 1998, Federal Reserve Bank of New York, acting to prevent a potential 
systemic meltdown, organised a rescue package under which a consortium of l
investment and commercial banks, including LTCM's major creditors, injected $3.5-billion 
into the fund and took over its management, in exchange for 90% of LTCM's equity.  That 
fund along with the equity still held by LTCM enabled it to withstand the turmoil in the 
markets.  LTCM was reorganized and continued to operate, and by the following year had 
paid off its loans and was effectively liquidated by early 2000. 

 
121 The President’s Working Group on Financial Markets (1999) “Hedge Funds, Leverage, and the Lessons of Long-
Term Capital Management”, Report, April 1999. 
122 The President’s Working Group on Financial Markets (1999) “Hedge Funds, Leverage, and the Lessons of Long-
Term Capital Management”, Report, April 1999. 
123 Dungey, M., Fry, R., Gonzalez-Hermosillo, B. and Martin, V. (2002) “International contagion effects from the 

verage, and the Lessons of Long-Term Capital Management”, 
Russian crisis and the LTCM near-collapse” IMF Working Paper no 02/74, April and The President’s Working Group 
on Financial Markets (1999) “Hedge Funds, Le
Report, April 1999. 

137 



Policy Department A: Economic and Scientific Policy 
____________________________________________________________________________________________ 

The LTCM story raised a particular issue about information asymmetries between funds and 
d 
-

nd investors had similar positions.  As others began 

ds, creating significant problems for other hedge funds – the so-
called “domino effect”. 

CM experience were: 

high risks to this when significantly leveraged. 

due to lack of 

mbined with judgement.  There were inherent 
flaws, and over-simplifications to the models utilised by LTCM. 

on 31st December 1997 to 6-32 to one by September 30th 1998.124  
Patterns of leverage since 1998 are unclear (see the discussion on trends in leverage in 
section 4.1).  However, according to an industry database referenced in Shadab (2007), 
data from June 2005 suggests that one-third of hedge funds use no leverage at all, and 
more than 50 per cent of the hedge funds had a leverage ratio of only two to one.  Shadab 
concludes that since the LTCM episode, hedge funds have decreased their use of leverage 
considerably and do not show signs of significant trends in the opposite direction.125 

On the regulatory side, in response to the near-collapse of the LTCM in 1999 the President’s 
Working Group on Financial Markets conducted a study entitled “Hedge Funds, Leverage, 
and the Lessons of Long-Term Capital Management”.  As part of this they made a number 

their counterparties.  As stated in the President’s Working Group report investors an
counterparties appear to have “...exercised minimal scrutiny of the Fund’s risk
management practices and risk profile” and as such were largely unaware of the fund’s 
exposure to liquidity risks.  If LTCM had defaulted its counterparties could have lost up to 
$500m each and $5bn in aggregate.   

The reason that the near-failure of LTCM severely affected global markets was that virtually 
all of the leveraged Treasury bo
liquidating their positions these trades became cheaper and cheaper, which piled pressure 
on the other leveraged fun

Key lessons that were drawn from the LT

• Market value matters for leveraged positions.  LTCM was concerned with differences 
between market value and fair value in the long term, but failed to appreciate the 

• Liquidity itself is a risk factor.  LTCM suffered significant problems 
liquidity. 

• Models must be stress tested and co

• Financial institutions must aggregate exposures to common risk factors – for 
example many banks exposed to the Russian crisis through many different 
businesses only became aware of this after the near failure of LTCM. 

The industry reacted to the near-collapse of LTCM in a number of ways.  In particular, the 
leverage ratios employed by hedge funds fell substantially.  According to the President’s 
Working Group, the range of leverage ratios employed by the top-ten highest leveraged 
hedge fund families with assets under management of more than $500 million dropped 
from 12-71 to one 

of recommendations focusing on policies to constrain excessive leverage more effectively.  
They concluded that “by increasing the chance that problems at one financial institution 
could be transmitted to other institutions, leverage can increase the likelihood of a general 
breakdown in the functioning of financial markets”.   

                                                 
124 The President’s Working Group on Financial Markets (1999) “Hedge Funds, Leverage, and the Lessons of Long-
Term Capital Management”, Report, April 1999. 
125 Houman B. Shadab (2007) “The Challenge of Hedge Fund Regulation”, Mercatus Center. 
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As such the Working Group recommended: 

ade public; 

itional 
ation about their material financial exposures to significantly leveraged 

institutions, including hedge funds; 

ld enhance their practices for counterparty risk 

• regulators should promote the development of more risk-sensitive but prudent 

t’s Working 

or
Co ment Policy Group).  The “Hedge Fund Disclosure Act” was 

str 99”, otherwise known as the Markey Bill, also 
sought to improve disclosure and was introduced shortly after the milder disclosure act, but 

up regime 

• more frequent and meaningful information on hedge funds should be m

• public companies, including financial institutions, should publicly disclose add
inform

• financial institutions shou
management; 

• regulators should encourage improvements in the risk management systems of 
regulated entities; 

approaches to capital adequacy; 

• regulators need expanded risk assessment authority for the unregulated affiliates of 
broker-dealers and futures commission merchants; 

• the Congress should enact the provisions proposed by the Presiden
Group to support financial contract netting in the United States; and 

• regulators should consider stronger incentives to encourage off-shore centres to 
comply with international standards. 

However, no clear coordinated actions or policies appear to have resulted from this review 
 any of the other studies conducted in this area (such as the 1999 report by the 
unterparty Risk Manage

introduced by Congressman Richard Baker, but it did not make it through Congress.  The 
icter “Derivatives Market Reform Act of 19

was not enacted either.126  On the international level the Financial Stability Forum was set 
 in 1999, though this did not result in any substantial changes to the regulatory 

for hedge funds.127 

                                                 
126 Since the Bill was not enacted, i.e. did not become law, it is not technically an Act, however this is the common 
term for the Bill.  Even if the Bill had been enacted the terms were suc lieve its impact would have 

rawals: the US regulatory 
regime on hedge funds”, p 16). 

Barc
Stabi
exac d the near collapse of LTCM in 1998, 

2000)
super mic stability than to the problem of 
ma explained by the fact that systemic 
stability is the main preoccupation for advanced markets, which are the main constituency of the Financial 

ives.” 

h that many be
been limited (see for example Paola Robotti, “Private governance and public withd

127 Paola Robotti , “Private governance and public withdrawals: the US regulatory regime on hedge funds”, Institut 
elona d’Estudis Internationals (IBEI).  According to Robotti “in 1999 an international forum – the Financial 
lity Forum (FSF) – was created in Basel to deal with [concerns with the impact of hedge funds in initiating or 
erbating currency crises (i.e. issues of market dynamic and integrity), an

which triggered concerns with the sudden liquidation of a highly leveraged fund and the domino effect that this 
can have on the financial system (i.e. issues of systemic stability)]. Its conclusions were published in a report (FSF 

 that contained a series of recommendations especially targeted at hedge funds’ counterparties and their 
visors. The report gave substantially more weight to the problem of syste

rket integrity, which gradually disappeared from regulators’ agenda. This is 

Stability Forum, and that the likelihood of hedge funds precipitating a currency or equity crisis in their markets is 
very low (Robotti 2003; Robotti 2006). On the whole, none of the FSF recommendations implied major changes to 
the regulatory regime of hedge funds, apart from a call for private-driven regulatory initiat
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A AND NON-REGULATORY 
THER PARTS OF THE FINANCIAL 

Largel  the global financial crises and as a natural (and in our view 

u ulation in the 
finance sector is likely to increase considerably.  This will be particularly the case for banks. 

h t has been the establishment of special 
administration regimes for banks.  But the wider regulatory approach is also changing.  

hift has been that of the FSA, from an approach 
er Review, the FSA has labelled its 

new “intensive supervision” approach, stating that it would involve (inter alia): 

• a significant increase in the resources devoted to the supervision of high impact 

 outcomes and risks and on the sustainability of business models 

 as probity; 

etailed information requirements relating to liquidity; 

olicies into overall assessments of risk. 

 being discussed or are 

ve on Deposit Guarantee Schemes; 

ents to the Capital Requirements Directive; and 

 

 compensation limit of €50,000;   

                                                

NNEX X – REGULATORY 
INTERVENTIONS IN O
SECTOR 

Regulatory Interventions 
y as a consequence of

inevitable) consequence of the enormous and unprecedented level of taxpayer financial 
s pport to the sector, in coming years the amount and invasiveness of reg

T e most straightforward developmen

Perhaps the most well-known and major s
often characterised as “light touch” to what, in the Turn

 
firms and in particular to high impact and complex banks, with an increase in the 
frequency of comprehensive risk reviews; 

• a shift in supervisory style from focusing on systems and processes, to focusing 
on key business
and strategies; 

• a shift in the approach to the assessment of approved persons, with a focus on 
technical skills as well

• a much more intensive analysis of information relating to key risks with, for 
instance, far more d

• a focus on remuneration policies, and the integration of oversight of 
remuneration p

At the EU level, a number of significant proposals are currently
already underway, including: 

• amendments to the Directi

• amendm

• the regulation of Credit Agencies. 

Directive on Deposit Guarantee Schemes

Key amendments to the Directive on Deposit Guarantee Schemes are: 

• an increased minimum 128

• payment of compensation for duly verified claims required within 20 working 
days of the determination of default, with the possibility in exceptional 
circumstances of an extension of 10 working days; 

• competent authorities must determine that a credit institution is in default no 
later than five working days after becoming satisfied that the institution has 
failed to repay deposits which are due and payable; 

 
128 This limit is likely to be increased to a harmonised maximum compensation limit of €100,000 by 31 December 
010 unless a report by the European Commission concludes that this is not appropriate. 2
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• a new requirement for Member States to ensure that deposit guarantee schemes 
co-operate with each other. 

 Requirements Directive  Capital

pervisors must take a view on whether additional 

ement level); and  

of risk  

 of Credit Rating Agencies (CRAs).  The 

e 

stitutions to trade in instruments rated by an EU 

obal level the G20 has agreed a number of key changes 

, systemically important 

                                                                                                                                                           

The Capital Requirements Directive (CRD) was originally adopted in 2006 and transposes 
the rules of the Basel II Accord into EU law. The Basel II accord consists of three pillars: 

• Pillar one — sets minimum capital requirements for credit, market and 
operational risk;  

• Pillar two — firms and su
capital should be held against risks not covered in Pillar one; and  

• Pillar three — firms required to publish details of capital, risks and risk 
management. 

The key changes proposed by the EC are: 

• to limit a bank’s exposure to any one party;  

• the establishment of colleges of supervisors for all cross-border banking groups;  

• a clear definition of quality of capital (and whether certain capital can count 
towards a bank’s minimum requir

• rules on securitised debt, including transparency and retention 
requirements. 

Regulation of Credit Rating Agencies 

Before the EC’s proposal there was no regulation
key factors of the proposal are: 

• CRAs must disclose key models, methodologies and assumptions on which their 
ratings are based; 

• the removal of conflicts of interest from the ratings system through disclosur
requirements; 

• the introduction of a registration regime for CRAs; and 

• an obligation for EU financial in
registered rating agency. 

G20 agreements 

In addition to the above, at the gl
to financial sector regulation, including: 

• to establish a new Financial Stability Board (FSB) which should collaborate with the 
IMF to provide early warning of macroeconomic and financial risks and the actions 
needed to address them; 

• to extend regulation and oversight to all systemically important financial institutions, 
instruments and markets. This will include, for the first time
hedge funds.  Hedge funds or their managers will be registered and will be required 
to disclose appropriate information on an ongoing basis to supervisors or regulators, 
including on their leverage, necessary for assessment of the systemic risks that they 
pose individually or collectively, and will be subject to oversight to ensure that they 
have adequate risk management.   
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In addition, it was decided that supervisors should require that institutions which 
have hedge funds as their counterparties have effective risk management, including 
mechanisms to monitor the funds’ leverage and set limits for single counterparty 
exposures. 

• to endorse and implement the FSF’s new principles on pay and compensation.  The 

ld be 

• to call on the accounting standard setters to work with supervisors and regulators to 
improve standards on valuation and provisioning and achieve a single set of high-
quality global accounting standards. 

• to extend regulatory oversight and registration to Credit Rating Agencies to ensure 
they meet the international code of good practice, particularly to prevent 
unacceptable conflicts of interest. 

Non-Regulatory Interventions and Self-Regulation by the Industry 
An important feature of the recent financial crisis has been the non-regulatory interventions 
that have been implemented by the authorities:  namely the bailout of bondholders and 
liquidity support to banking institutions.  

By mid-2009 approximately 70 banking state aid decisions were made across Europe, with 
approximately 27 receiving rescue or recapitalisation aid which has saved many of these 
banks from collapse.129 

National Governments used a variety of non-regulatory measures to intervene during the 
financial crisis.  The aim of these was to increase attempts to restore confidence in various 
markets, and prevent further deterioration.  Voluntary corporate restructuring is often 
difficult given the global nature of the financial crisis, as the myriad of differing legal 
structures make cross-border deals incredibly complex; hence the need for government 
intervention.  Overall, the range and magnitude of the “lender of last-resort” function of 
central banks was significantly above average during this period.   

Liquidity support was provided by central banks (Federal Reserve, Bank of England) by 
lending liquid government securities in exchange for more illiquid, commercial ones while 
currency swap agreements were also set up between central banks and commercial banks, 
to allow the flow of foreign currency to the banking sector.   

G20 stated that compensation arrangements, including bonuses, should properly 
reflect risk and the timing and composition of payments to be sensitive to the time 
horizon of risks.  Payments should not be finalised over short periods where risks 
are realised over long periods. 

• to take action, once recovery is assured, to improve the quality, quantity, and 
international consistency of capital in the banking system.  In future, regulation 
must prevent excessive leverage and require buffers of resources to be built up in 
good times.  Buffers above regulatory minima should be increased and the quality of 
capital should be enhanced.  Risk-based capital requirements shou
supplemented with a simple, transparent, non-risk based measure.  It was decided 
that, until recovery is assured, the international standard for the minimum level of 
capital should remained unchanged, and where appropriate, capital buffers above 
the required minima should be allowed to decline to facilitate lending in 
deteriorating economic conditions.   

• to take action against non-cooperative jurisdictions, including tax havens.  

                                                 
129 European Commission, June 2009, Neelie Kroes, Commissioner for Competition  
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Liquidity support measures resulted in a reduction in overnight borrowing costs, as well as 
 indices and 

From 14 September to 5 October 2008, the Bank of England and the US Treasury issued 

bled Asset Relief Program to purchase distressed assets from 

lity of credit to businesses 

e in the US, UK and Ireland, 
 132

helping to ease conditions in a number of markets, such as major equity
emerging market assets.  Remaining counterparty risks reduced the effectiveness of some 
measures, with concerns about transparency and accurate risk analysis keeping spreads 
and prices high.  

 

£375bn and $558bn worth of repurchase agreements (repos) respectively, with Eurozone 
countries, Japan and Australia adopting similar measures, although not to the same 
extent.130  Authorities also injected significant funds directly to financial institutions.131  For 
example, the US treasury bailed out the insurance company, AIG, with a two-year, $85bn 
loan,132 and set up the Trou
financial institutions, worth up to $700bn.  In a move widely viewed as being successful, 
the Swiss National Bank (SNB) purchased assets at book value and provided long-term 
liquidity support to UBS,132 with a $5.3bn bailout from the SNB stabilisation fund.133 

Credit easing was achieved through the outright purchase of private sector securities and 
credit instruments (e.g. corporate bonds) to facilitate the availabi
and homeowners131.  In the UK, even well-rated bonds were accepted into the scheme.  
The problems with sub-prime mortgages, particularly thos
spread to global markets through structured products.   The securitisation structure of 
these bonds severely affected the extent to which they were able to be restructured 
without government aid. 

                                                 
130 IMF (2008), “Global Financial Stability Report”, International Monetary Fund, October 2008. 
131 IMF (2009b) “Global Financial Stability Report”, International Monetary Fund, October 2009. 
132 IMF (2009a) “Global Financial Stability Report”, International Monetary Fund, April 2009. 
133 BBC Online (2008) “Switzerland unveils UBS bail-out” BBC Business, 16 October 2008. 
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ANNEX XI – “DO NOTHING” BASELINE SCENARIO 

reason to believe that the risks highlighted 
by the crisis will dissipate.  

They propose that some behavioural change is to be expected in the coming months as a 

Moreover the Commission states that the reforms announced in the recent Commission 
pond 

ating to the lack of transparency of the AIFM sector. 

o this shock will be sufficient to correct for the problems identified.  The 
Commission’s IA gives little consideration to the possibility that such self-correction might 

 section we shall proceed on the basis of the limited data we 
do have to attempt, as far as we consider feasible and subject to the very considerable 

anagers.  In particular, the data available on hedge funds 
is largely reliant on what information funds are willing to provide.  This obviously introduces 

ry intervention.  In particular, we 
examine: 

evelopments in competition in the sector; 

The Commission defines the do nothing scenario as the status quo.  They state that without 
targeted action in relation to AIFM, there is no 

result of continued adverse market conditions, the vulnerability of many financial 
institutions and a generalised loss of investor confidence.  However, the underlying risks 
associated with the AIFM industry will remain, as will the cross-border channels for the 
transmission of those risks. 

Communication are not targeted specifically at the risks posed by AIFM and do not res
directly to the particular problems of the AIFM sector.  For instance, an overhaul of the 
European architecture for the monitoring of macro-prudential risks would not address 
concerns rel

In addition, the Commission argues that in the absence of any intervention the EU would 
forego the benefits of Single Market integration in the area. 

This definition of the counterfactual is inadequate because it offers no serious consideration 
of how the behaviour of and use of AIFM might evolve in the future.  The financial crisis 
constitutes a major shock to these markets and it remains to be seen to what extent 
market responses t

occur or whether this may be achieved via the many other regulatory and policy responses 
that the financial crisis has motivated. 

We have argued above that, although significant behavioural change is to be expected, 
there is no robust way, at this stage, to estimate precisely what that change will be.  
Indeed, this is a key reason we offer in support of our view that the current Directive is 
premature.  However, in this

caveats above,  to construct a quantitative “do nothing” baseline for our later analysis.   

It is worth noting that data on AIF and AIFM is generally very patchy and heavily reliant on 
the voluntary provision of fund m

bias into any data that must be borne in mind when conducting any analysis of the 
industry.134  As such, as a general rule, data in this area should be viewed more as an 
indication of trends rather than accurate estimates of activity. 

Given the available data and the theory set out in the previous chapter on the potential 
effects of the recent crisis on behaviour, we focus below on both recent and expected 
developments, in the absence of further regulato

• expected developments in the cost for firms and national authorities;  

• expected d

                                                 
134 Patrick McGuire, Eli Remolona, Kostas Tsatsaronis (2005), “Time-varying exposures and leverage in hedge 
funds”, published in BIS Quarterly Review, March 2005, “International banking and financial market 
developments”. They raise the possibility of there being not only sample selection bias, but also survivorship bias, 
due to the reporting patterns, and instant history bias, created by fund managers’ desire to build a positive 
reputation. 
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• expected developments in innovation; 

nts in risk going forward; 

y to be subject to a substantial margin of error.  They represent only a 

There are a number of trade bodies across the EU each with codes of conduct and best 

ider structure for the organisation varies.  Some have robust complaints procedures 
in place.  For example, the EVCA has a Professional Standards Committee designated by 

As with other trade bodies, such as the CFA Institute, the HFSB requires its members to 
submit certain documentation.  Managers who apply to the HFSB must commit to adopt the 
"comply or explain" approach described in the Standards within six months.  This involves 
providing an annual statement of conformity, an Explanatory Statement giving detailed 
reasons why the manager does not comply with certain of the Standards, and to providing 
investors with a Disclosure Statement upon request which this provides details of any 
Standards with which the manager does not comply. 

However, by July 2009, only 56 hedge fund managers had committed themselves to these 
Standards, suggesting that the incremental costs to the industry as a whole are likely to be 
relatively small. 

Given the absence of any commitments by national authorities to alter the existing 
regulatory framework on a unilateral basis, in the absence of the Directive the 
administrative costs for national authorities would similarly be expected to remain largely 
unchanged. 

• expected developme

• the implications of these factors for transaction prices and the cost of capital in the 
absence of regulation of the sector; and 

• expected developments in the volatility and growth. 

It is important to note at this stage, however, that the large degree of uncertainty in the 
financial sector and the wider economic environment means that any conclusions drawn at 
this stage are likel
“best guess” given current information. 

Future “Compliance” Costs for Firms and Administrative Costs for National Authorities 

Clearly in the absence of any regulation the costs of compliance for firms would remain 
unchanged.  However, there may well be additional costs created by increased self-
regulation. 

practice in place.  The European Private Equity & Venture Capital Association (EVCA) has 
over 1,300 members in Europe, who agree to abide by the EVCA Charter and Code of 
Conduct upon application for membership.  The main objective of EVCA Code of Conduct is 
to set a number ethical 'commandments' for EVCA members.  The CFA Institute enforces 
the “Code of Ethics and Standards of Professional Conduct” which its members must 
comply with.   

The w

the EVCA board of directors which enforces the code, whose rulings and regulations 
members must abide by.  The CFA Institute monitors compliance through professional 
conduct statements, which members must annually complete and sign disclosing any 
allegations of professional misconduct, as well as through public complaints and public 
information/media reports.   

The only recent change in the realm of self-regulation has been the Hedge Fund Standards 
Board (HFSB), which was specifically established in response to the recent financial crisis.  
The HFSB monitors compliance with a set of Hedge Fund Standards issued by the Hedge 
Fund Working Group (HFWG).   
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Investor demand for AIFM 

As discussed in Chapter 2, risk and uncertainty are the main factors that investors take into 
account when making investment decisions.  We also noted above that increases in the 
perception of systemic risks in the market (i.e. those risks which investors cannot be offset 
by diversifying their investment portfolios) are likely to be reflected in higher premiums 
attached to stock/asset returns.  Empirical evidence on changes in the equity risk premium 
suggests that some of these expected impacts of the financial crisis appear to be playing 
out in practice.   

The equity risk premium is a measure of the difference between the expected return on 
risky stocks/assets in the market (i.e. to compensate for greater short-term volatility and 
risks of losses) and “safe” assets such as government bonds.  While there are number of 
ways in which the equity premium can be calculated, a number of measures of the equity 
risk premium have increased recently on the back of the recent financial crisis.135  In the 
US for example, the increase in the equity risk premium since the collapse of Lehman 
Brothers has been estimated to be in the region of 8 per cent.136   

While many investors will demand a higher premium on the expected returns from 
investing in stocks/assets to reflect greater risk and uncertainty, others will switch towards 
more “safe” and more liquid assets such as government bonds and gold etc. (of course 
some investors will engage in a mixture of the two strategies) as investors take a “flight to 
quality”.  Indeed, a defining feature of a “flight to quality” is a decrease in the relativ  

ction of their relative price, a fall in quantity supplied or a mixture of the 

verage of 18 per cent which represents a cumulative growth of approximately 

                                                

Future Competition in AIFM Sector 

e
demand for risky assets and depending on the elasticity of supply of these assets, this may 
result in the redu
two.  

Not only has the value of non-UCITS funds changed dramatically (see Figure 31 below), so 
too has the composition of these funds in terms of with whom they are held.  According to 
these data from EFAMA, between 2002 and 2007, the net value of assets increased year on 
year by an a
85 per cent over the period.   The reduction in this value of non-UCITS investment funds 
between 2007 and 2008 (of approximately 10 per cent) coincided with the onset of the 
financial crisis.  The rate of growth has, however, varied across AIF.  Between 2007 and 
2008 for example, British investment trusts suffered most in terms of assets, while 
special/institutional funds and real-estate funds experience an increase in their market 
share of assets held by non-UCITS.   

 
135 Goldman Sachs (November 2008), “ Is Credit the new Equity?” 
136 Brookings Institute (2009) “The potential impact of the global financial crisis on world trade”, August. 
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Figure 31: Breakdown of European Non-UCITS Assets by Category, € Billions 
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e equity and hedge funds indicate that AUM have declined substantially between 2007 

 attractive (e.g. 
given the reduced appetite for purchasing risky investments by market participants). 

 
Source: EFAMA, Quarterly statistical releases 16, 20, 24, 28, 32 and 36 (data collected from national trade 
associations) 

Under the EFAMA definitions, private equity and hedge fund markets fall into the “other” 
category in the non-UCITS data.  On the whole this category of non-UCITS has experienced 
a relative degree of stability in terms of assets between 2007 and 2008, however, data on 
privat
and 2008.  

As illustrated in Figure 32 below, as in 2001 and 2002, the amount of money invested by 
private equity funds fell between 2007 and 2008.  The decline was, however, a more 
pronounced and accompanied by a larger drop off in divestments than experienced in 2002.  
This is perhaps indicative of the relatively greater severity of this crisis in particular, in 
terms of access to credit (mainly as a result of increases in the cost of capital).  Not only 
would increased credit constraints be expected to decrease the level of leveraged 
investments, such constraints may also make the holding of assets more

147 



Policy Department A: Economic and Scientific Policy 
____________________________________________________________________________________________ 

Figure 32: Funds Raised by European Private Equity, € billions 
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Note: The statistics for 2008 cover 74 per cent of European Private Equity firms and 91 per cent of the AUM in 
Europe, the coverage rate for 2007 is also 74 per cent. The data was collected from the following 32 countries

d, Ukraine and United Kingdom.  

risis, coincided with a 30 per cent 

ial crises that 
took place in Sweden in the early 1990s and in Thailand in the late 1990s. 

: 
Austria, Belgium, Bosnia-Herzegovina, Bulgaria, Croatia, the Czech Republic, Denmark, Estonia, Finland, France, 
Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Montenegro, the Netherlands, Norway, 
Poland, Portugal, Romania, Serbia, Slovakia, Slovenia, Spain, Sweden, Switzerlan
Prior to 2007, the survey compilation was outsourced to Thomson Reuters and PricewaterhouseCoopers, response 
rates for these years are as follows: 2006 (79%), 2005 (77%), 2004 (72.5%), 2003 (65%), 2002 (73%), 2001 
(68%), 2000 (70%), 1999 (73%), 1998 (72%).  This note applies to all data quoted from the EVCA Yearbook 
2009. 
Source: European Private Equity and Venture Capital Association (EVCA) Yearbook 2009, industry statistics 
compiled by PEREP_Analytics based on both survey evidence and publicly available data. 

Further, the increases in the yields on government bonds in the largest financial markets 
that have taken place following the onset of the financial c
reduction in the level of AUM between 2007 and 2008 (see Figure 33 below).  This 
therefore, provides further evidence that the general increase in government bond yields 
from mid-2008 onwards has in part been driven by substitutions away from risky 
stocks/assets.  As noted earlier, this trend was also a feature of the financ
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Figure 33: Estimated Global Hedge Fund Assets Under Management (AUM) 
between 1999 and 2008 
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Source: International Financial Services London (IFSL).  Based on data gathered from various databases, 
primarily Eurohedge, Hennessee Group LLC, Hedge Fund Intelligence and Eureka. 

While the evidence above indicates a fall in demand for AIF, and more specifically hedge 
funds and private equity, recent market data on changes in yields on “safe” assets such as 
government bonds suggests that the relative demand for government bonds has increased 
following the financial crisis.   Bond yields can be regarded as a proxy for the demand for 
bonds.  An increase in the demand for bonds (assuming supply remains constant) drives up 

ds would result if 

ncreases in the demand for bonds.  The 

5-year bonds, falling from approximately 4.2 per cent in 

tive size of the UK’s financial services 
sector.  In this case, it would be plausible to expect a higher volume of funds to substitute 
away from risky financial stocks/assets towards “safer” assets such as government bonds, 
and thus yields to fall by proportionately more. 

                                                

the price of bonds, thereby lowering the yield.  The opposite effect on yiel
demand for bonds falls (again, assuming a fixed supply). 

Inflation adjusted yields on government bonds (5, 10 and 15 year bonds) in the Eurozone 
fell dramatically from mid-July 2008, driven by i
most dramatic reduction in yields was concentrated in the 5-year bonds which fell from 
approximately 4.5 per cent in July 2008 to 205 per cent by October 2009.137  

Like bonds in the Eurozone, real yields in UK government bonds fell dramatically (i.e. 
demand increased) after the onset of the financial crises.  Also similar to the previous case, 
these declines were greatest for 
October 2009 to approximately 0.2 per cent by October 2009.138  Unlike Eurozone bonds 
however, these reductions occurred later on in 2008 and the yields fell by a lot more.  This 
may reflect the fact that the impacts of the crisis have been relatively more pronounced in 
the UK than in the Eurozone as a whole given the rela

 
137 Source: European Central Bank 

nd 138 Source: Bank of Engla

149 



Policy Department A: Economic and Scientific Policy 
____________________________________________________________________________________________ 

150 

n the in the US financial 
market with real yields on US treasury bonds falling dramatically (i.e. demand for bonds 
increasing) following the onset of the financial crisis. Yields on 5-years bonds for example, 
fell from approximately 4.2 per at the end of 2008 to less that 0.3 per cent by October 
2009.139  This story is highlighted by the rise in the spread between ten-year AAA and BBB 
rated bonds in all three regions (see Figure 34 below).  

Figure 34: Corporate Bond Spreads in the UK, EU and US. Spread is in basis points 
between ten-year AAA and BBB rated bonds.  

A similar “flight to quality” also appears to have taken place i
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Source: Bloomberg, EU and US data downloaded 11/11/09, UK data downloaded 19/11/09. 

                                                

The overall trends in government bond yields (and by implication demand) in these three 
largest financial markets provide solid evidence of the “flight to quality” that has taken 
place as a result of the recent financial crisis.      

In addition to government bonds, the recent financial crisis has been accompanied by a 
significant increase in the global investment in gold, which like government bonds is 
considered a “safe asset” in which to invest capital.  Figure 35 below illustrates the changes 
that have occurred in both the global supply and the global demand of gold between 2006 
and the second quarter in 2009.  

As can be seen in Figure 36 below, the demand for gold increased quarter on quarter 
between the third quarter in 2007 to the first quarter of 2009.  Further, these increases in 
the demand for gold in most quarters outstripped supply.  Thus this period has coincided 
with increases in the price of gold on global markets. 

 
139 Source: US Treasury 
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Figure 35: Gold Supply and Demand (Tonnes per Quarter) 
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Source: World Gold Council   

towards investments of a much more safe and liquid in nature, at the time of the financial 

to be played out in practice.   

ficient compared with their market counterparts who have 
managed to remain in the market.  

This trend provides a further indication of the increase in the appetitive of investors 

crisis – in particular we see a significant increase in the demand in the third quarter of 
2003 with continued high levels of demand in the fourth quarter and the first quarter of 
2009. 

Impacts on Market Concentration 

As noted above, in times of financial distress investors tend to “take a flight to quality”.  In 
addition to increases in the relative demand for “safer” assets such as government bonds 
and gold etc., investing higher shares of capital through AIFM with the most reputable 
status (which can be taken as a proxy for relatively lower investments risks) is another 
important way in which the effects of the “flight to quality” may be manifested.  The data 
presented in Figure 36 below which illustrates the change in the share of assets under 
management (AUM) between September 2004 and June 2009 suggests that this 
development has already begun 

Between 1999 and 2007 the number of hedge funds grew at an average rate of 27 per cent 
per annum.  More recently however (i.e. between 2007 and 2008), after 10 consecutive 
years of growth, the number of hedge funds fell by 9 per cent.   This is consistent with 
what theory would predict, i.e. that the shocks to the market would lead to the most 
inefficient funds exiting the market.  Although this data does not in itself however, provide 
sufficient evidence to support the prediction that only the most inefficient firms have exited 
the industry, it would be reasonable to expect that those that have exited the market were 
those who made unsustainable loses.  We may infer from this that a high proportion of 
these funds were relatively inef
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Figure 36: Estimated Global Number of Hedge Funds and value of AUM between 
1999 and 2008 

00
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Source: International Financial Services London (IFSL).  Based on data gathered from various databases, 
primarily Eurohedge, Hennessee Group LLC, Hedge Fund Intelligence and Eureka. 
As market confidence and stability have yet to fully recover, we think it is likely that a 
further reduction in the number of hedge funds will exit the market in the near term.  As 
noted earlier however, the impacts on competition in the industry as a result of this 
expected culling is ambiguous.  On the one hand, one might expect competition in the 
industry to decline as the remaining firms in the industry consolidate (i.e. though mergers 
and acquisitions), which may reduce the intensity of competition between hedge funds 
(although this is not certain) having knock on effects on higher management fees (which 
we expect would be mostly shouldered by investors).  On the other hand, one might expect 
competition in the industry to increase as new and more efficient hedge funds enter the 
market.   Furthermore, if furt
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her consolidation brings about significant cost efficiency gains, 

re of AUM held by the top five hedge funds 
increased dramatically between during 2008, rising from 27.4 per cent at the end of 2007 

t a shift in investors’ preferences for “safer” fund managers (with 

one may expect that at least of fraction of these gains would be passed on to investors, 
potentially counteracting, in part, the increase in management fees due to an increase in 
concentration.140 

Recent data available on changes in the share of AUM held by the top five hedge funds (see 
below) for example, suggests that concentration in the market has increased quite 
significantly following the crisis.  The sha

to 34.5 per cent at the start of 2009 (see Figure 37 below).  Similarly the top 5 hedge 
fund’s share of all AUM rose by more in 2008 than in previous years.  This shift may in part 
be the result of a number of hedge funds exiting the market as a result of the financial 
crisis, but may also reflec
more successful track records.  

                                                 
140 Also the exit of inefficient operators may lead to benefits for investors, ceteris paribus. 
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Figure 37: Share of Capital Held by the Top Five European Hedge Funds 
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Source: Data on the AUM of the top 5 hedge funds and top 50 hedge funds, were collected from the Institutional 
Investor, Hedge Fund News and PR Web Direct, originally compiled by Alpha.  Data on the total value of AUM was 
taken from IFSL, as above.  

To the extent that further reductions in hedge fund numbers transpire in the near term, we 
might expect that concentration in the industry increases further.  As noted above, it is not 
necessarily the case that a higher level of concentration results in reduced competition.  
While this is possible, it does not preclude a scenario arising in which a smaller number of 
firms actually compete more vigorously which each other.  This can happen because the 
flight to quality discussed above may have caused an increase in the elasticity of market 
demand. In other words, AIFM may find that an increase in management fees would lead to 
a higher loss in funds than before: in general, mark up ratios are negatively related to t e 

icity of demand, therefore we might expect that, even under a scenario 
se in concentration, the actual level of competition, may not fall 

substantially.  However, given the opacity of these firms in general (e.g. in terms of 

recent government bailouts.  Not only are these bailouts likely to limit the degree of market 
exit in response to the financial crisis, they may also be expected to reduce the further 

ne might not expect that an efficient level of culling 

Overall, there seems to be reasons suggesting that it seems unlikely that the degree of 

rope has been steadily increasing over 
the past ten years.  Even during the downturn in financial markets in the early 2000s the 

Top 5 Firms' Share of AUM Top 5 Firms' Share of AUM 
held by Top 50 (Bar)

25%

h
market elast
characterised by an increa

returns, compensation structures and management fees etc.), there may be significant 
limits to the dimensions in which hedge funds might be expected to compete more 
vigorously with each other. 

A feature that may have an important bearing upon the above developments, are the 

exits from the market.  In this case, o
transpires in the market which may lead to a scenario where a number of hedge funds with 
perverse incentives remain in the industry. 

competition in the sector would change substantially in the near future, although the 
factors leading to slightly more competition might be thought to prevail, especially if the 
flight to quality persists. 

In terms of private equity, the number of firms in Eu

number of private equity firms in Europe remained relatively stable, even though the 
amount of funds raised declined (see Figure 38 below).   

153 



Policy Department A: Economic and Scientific Policy 
____________________________________________________________________________________________ 

This could be because of the longer term nature of the investment strategies employed by 
this type of AIFM, and may suggest that a similar stability during and following his financial 
crisis, in the short term at least. 

This is supported by a study by Kaplan and Strömberg (2009), which indicates that the 
private equity industry goes through periods of boom and bust.  They predict, based on 
trends in the industry over the past thirty years, that there will be a decline in private 
equity fund raising and investment over the next several years.  They conclude, however, 
that the recent growth in private equity firms and their activities will be permanent.141 

Figure 38: Private equity firms headquartered in Europe and the value of funds 
raised 
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Net effect on competition 

In the absence of further regulation, one could envisage that, all in all, the net effect on 
competition might be positive, especially if the flight to quality r
data would continue; nevertheless, given the possibly conflicting forces on the future 
intensity of the competitive process in the sector, it is likely that the net effect would be 
relatively minor. 

Future Innovation in the AIFM Sector 

The recent crises may in the short-term however create a reduction in innovation as 
companies endeavour to increase their transparency and reassure investors.  However, the 
main driver of innovation is likely to come through the effects on competition. 

The link between product market competition and innovation has long been investigated in 
the economic literature.  First Generation Neo-Schumpeterian Growth models, for instance, 
predict a negative correlation, because reducing available rents, which are washed away by 
more competition, tends to discourage innovation.   

 
141 Kaplan, S. and Stromberg, P. (2009) “Leveraged Buyouts and Private equity” Journal of Economic Perspectives, 
Vol 23, No 1 (Winter), p121-146. 

154 



Short Impact Assessment on a Directive concerning Alternative Investment Fund Managers and Amending 
Directives 2004/39/EC and 2009/…/EC 

____________________________________________________________________________________________ 

However, more recent Neo-Schumpeterian Growth models have found an inverted U 
relationship between innovation and competition: in particular, too much competition would 
reduce innovation, but also nearly monopolistic market configurations may not be 
conducive to innovation because firms would not be sufficiently pushed to innovate to 
escape the competition threat that would be created by competitors in more competitive 
market configurations.   

In general, these models find that in sectors that are efficient (meaning that they are near 

d lead to more innovation) or very small (when more 
oncentration that 

which appears to be relatively more concentrated), it seems prima facie reasonable to 
assume that the effect of increased in competition on innovation is likely to be negligible..  

Moreover, as highlighted earlier, in a world where implicit bailout promises exist, there 
would be more innovation than socially optimal. 

Expectations on Future Market Uncertainty and Counterparty Risk 

Based on data from the TASS database, a study by Aragon and Strahan (2009) indicates 
that only a very small proportion of hedge funds employ more than one prime broker and 
this has been declining since 2002 (falling from 3.46 per cent in 2002 to 0.06 per cent in 
2008 – though it is worth noting that information on prime brokers is only available for 40 
per cent of companies in 2008 compared to 70 per cent availability in 2002).  This would 
suggest that hedge funds are not concerned with such counterparty risk, as normally we 
would expect them to diversify their prime brokerage facilities in the face of the potential 
for counterparty risk. 

However, data on the share of the three largest prime brokers indicate that hedge funds 
whilst only using one prime broker are moving away from the main providers of prime 
brokerage services - the share of the top three falling from 50 per cent in 2007 to 41 per 
cent in 2009 - reducing the concentration in prime brokerage.   

The implications of such change in behaviour by hedge funds would suggest going forward 
that the counterparty risk to which hedge funds are exposed would reduce slightly (though 
according to the Institutional Investor the 10 largest prime brokers still service 84 per cent

on the amount of credit they 
extend to their clients.  Since switching costs are thought to be relatively low in the prime 
brokerage industry, in the absence of regulation of prime brokers, the potential for hedge 
funds to switch between prime brokers and the competition this creates might cause prime 

the technology frontier) an increase in competition is more likely to be beneficial, while in 
sectors that are far away from the technology frontier the effect is likely to be negative, as 
the chance of fighting back is small.  In general, the “new generation” Schumpeterian 
Growth models predict that small increases in competition, like those that may be 
envisaged for the AIFM sector, are unlikely to provide large effects on innovation unless the 
level of concentration (as a proxy for the intensity of the competitive process) is big (and in 
this case more competition woul
competition might lead to less innovation). For the intermediate levels of c
seem to prevail in most AIFM sectors (with a possible exception for the hedge funds sector, 

 
of hedge fund assets, so any reduction would be small142). 

There would not, however, necessarily be an analogous reduction in counterparty risk 
associated with the exposure of the prime brokers to hedge funds to whom they have 
extended lines of credit – this would depend to an extent 

brokers to offer more favourable terms to clients and higher amounts of credit, reducing 
the cost of capital and increasing their exposure to counterparty risk. 

                                                 
142 As quoted in the Financial Time (2009), “Regulating prime brokers”, published April 16 2009 at 09:24.  
Available at: http://www.ft.com/cms/s/2/f5adf2fa-2a5f-11de-8415-00144feabdc0.html 
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However, proposed changes to the Capital Requirement Directives (2006/48/EC and 
2006/49/EC) announced in July 2009 may offset this.143  Current proposals would impose 
higher capital requirements for re-securitisation and the trading book and oblige credit 

 As 
 

ding for example, securitisation exposures in the trading book and sponsorship 
of off-balance sheet vehicles. 

Recent trends in the amount of leverage taken on by hedge funds can provide a useful 
insight into the exposure to counterparty risk.  As noted earlier the amount of leverage 
typically varies depending on the type of hedge fund with equity long/short and merger 
arbitrage strategies and tactical/macro funds typically employing lower leverage ratios than 
convertible arbitrage funds and relative value/fixed income arbitrage funds.144.  What 
complicates the story is that the  distribution of fund strategies has changed dramatically 
over time (see diagram below).   

Figure 39: Distribution of Strategies of EU Hedge Funds over Time 
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Source: Hedge Fund Intelligence, June 2009, provided to Europe Economics by AIMA. 

A study by McGuire et al (2005) on hedge fund leverage developed an indicator for leverage.  
Using this indicator and data from the HFR database145, they estimated leverage of hedge 
funds from the HFR database over the period 1997 to 2004.   

                                                 
143 Proposal for a Directive of the European Parliament and of the Council amending Directives 2006/48/EC and

equirements for the trading book and for re-securitisations, and the supervisory 
review of remuneration policies, SEC(2009) 974 final, SEC(2009) 975 final.  Available at: 
http://ec.europa.eu/internal_market/bank/docs/regcapital/com2009/Leg_Proposal_Adopted_1307.pdf 
144 IMF (2008), “Global Financial Stability Report”, International Monetary Fund, October 2008, Box 1.5, “Impact of 
Credit Market Turmoil on Hedge Funds”, p 41.  
145 To note the authors estimate that this database covers at best 25 to 30 per cent of the hedge fund market, so 
should only be taken as an illustration. 

 
2006/49/EC as regards capital r
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As illustrated in Figure 40 below, this suggests not only a downward trend in the leverage 
ratio of hedge funds particularly since 1998, but also a reduction in the volatility of leverage 
ratio. 

Figure 40: Estimated Leverage of Different types of Hedge Fund between 1997 
and 2004 

 

Note:  The authors identify two forms of leverage: balance sheet leverage, raised through borrowing, and

 leverage, as such any decline may reflect a 
 

Source: McGuire et al (2005) 

 
instrument leverage, raised through derivatives and structured notes.  The method they have adopted to estimate 
the leverage here is likely to be a better reflection of balance sheet
shift in preferences from balance sheet leverage in favour of derivatives rather than a reduction in leverage
altogether. 

Figure 41: Estimated Leverage of Different types of Hedge Fund between 2002 
and 2008 

 

Source: HFR, BIS calculations. 
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Data cited in the International Monetary Fund’s Global Stability Report (October 2008) 
suggests that leverage has remained relatively low and once again a decline in leverage is 
apparent following the reduction in liquidity in the recent financial turmoil (see Figure 42 
below). 

Figure 42: Leverage of Global Hedge Funds as a Multiple of Capital Held 
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e impacts have been borne out in 
practice thus far, there are a number of future developments that we expect will be likely.  
Firstly, with respect to the future developments of the equity risk premium (and therefore 
stock/asset prices in the market) these are likely to fall over time as balance sheets of 

fidence in the market.    

Note: Leverage defined as assets divided by equity capital.  The mid July line is based on Spread data for A and 
BBB rated corporate bonds which rose substantially from mid-2007. 
Source: Morgan Stanley Prime Brokerage, as cited in International Monetary Fund (IMF), Global Stability Report, 
October 2008 

With respect to future developments in leverage ratios, new regulation of counterparties 
may limit the amount of leverage to some extent; however, we do not expect that they will 
continue to decline.  Indeed leverage ratios may even rise slightly in the short to mediu
term, as the expectation of future bailouts driven by the recent government bailouts may 
lead to a problem of moral hazard in which hedge funds that are large enough to be 
systemically significant will have greater incentives to over-lever and over merge (i.e. 
through perceptions of lower downside risks) and prime brokers compete for business.  In 
the absence of any further regulatory intervention, it is unlikely that systemic risks driven 
by excessive leveraging will tend to reduce in the medium term, systemic risks may 
increase. 

Implications for Transaction Prices and the Cost of Capital in the absence of AIFMD  

Given the theory underpinning the expected impacts on the behaviour of investors as a 
result of the financial crisis and the empirical data on th

financial institutions are gradually restored through existing and new programs to address 
distressed assets which in turn will help to restore investor con
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To the extent that investors focus more resources on assessing the risk and uncertainty 
inherent in the investments they make (which is likely to be assisted by the forthcoming 
rules on CRAs), it might be reasonable to expect that asset/stock prices in the future 
remain more closely aligned with market fundamentals.   

As noted earlier however, the intensity of such behavioural changes and thus the extent to 
which the scope for mis-pricing in the future is in practice likely to be muted to some 
extent given the recent bailout of investors.  We believe that is it likely that future 
developments in the behaviour of investors are likely to be skewed somewhat by the 
implicit future government bailouts suggested by recent interventions.  This is because the 
benefits relative to the costs (e.g. transactions costs) of adapting behaviour in ways that 
enables them to assess and price risk more accurately are likely to be smaller where 
investors expect they will be sheltered (at least to some extent) from many of the 
downside risks to their investments.    

Further, given both the size and the drop in economic activity, in the absence of any further 

Volatility and Economic Growth in the absence of AIFMD 

If the cost of capital remains high in the economy, which we expect it will in the absence of 
further regulatory intervention, further reductions in venture capital investment are 
expected (although the rate of decline may be smaller than those which occurred during 
the peak of the financial crisis).  Further, to the extent that this holds in practice, there are 
likely to be a number of knock-on effects to the wider macroeconomic environment.  In 
particular, lower levels of investments in this area in particular will have a negative effect 
on economic growth (e.g. through lower rates of innovation etc.) and on unemployment. 

This is because, as noted elsewhere in this Report, there is some empirical evidence 
suggesting that venture capital investments may be quite effective in stimulating 
innovations in the recipient firms: as a result, we may expect fewer products and process 
innovations and, in general, lower growth in productivity and, as a result, a slowdown in 
the sustainable rate of growth of GDP and real wages. It may be important also to consider 
that, as long as private equity investments helps firms to undertaking innovation by 
financing R&D activity, one may think that a fall in private equity and venture capital 
investment could have, in the short run, a more important effect on low productivity 
countries, because in that case not only does R&D stimulate the rate of innovation, but has 
also important “absorptive capacity” effects by helping firms in low productivity countries to 
catch up with firms located in highly productive ones.146 

                                                

regulatory intervention in the market, it is likely that these correctional developments 
happen only over a protracted period as the effects of the financial crisis have been a 
salutary lesson for investors who are unlikely to forget them quickly.  Further, the longer it 
takes for investor confidence in the market to return the equity risk premium is likely to 
remain relatively high (with respect to the levels that prevailed before the crisis) which 
implies the cost of capital in the economy will remain high.  As noted earlier, this will have 
important impacts on macroeconomic indicators such as capital investment levels, growth 
and unemployment.   

It is important to note however, that many of these expected developments will also 
depend on how the behaviour of AIFM can be expected to evolve as a result of the recent 
crisis, a factor subject to a high degree of uncertainty at this point.    

 
146 See Griffith R., Redding S. and Van Reenen, J. (2004), “Mapping the Two Faces of R&D: Productivity Growth in 
a Panel of OECD Countries”, Review of Economics and Statistics, 86, 4, 2004. 
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Furthermore, a reduction in venture capital investments may force some firms to slowdown 
ecause 

labour ratio (with respect to trend), and, 

tput volatility), which may be thought of to significantly 
pital investment. Under the baseline scenario, 

latility in the AIFM sector may fall (say, as the result 

mated), thereby increasing output per worker 

entions), which in turn would 

their investment programmes because they will face a higher cost of capital or b
they may face serious credit rationing problems. In fact, it seems reasonable to assume 
that in the following years the banking sector will still be in involved in a process of 
recapitalization; as a consequence, it is possible that banks will be quite wary to lend 
money to firms that do not have significant collaterals or that operate in high-risk markets: 
those firms may therefore face in practice serious credit problems or may be even credit 
constrained altogether. A fall in private equity investment may further exacerbate these 
problems, leading to a fall in the rate of investment and in the accumulation of capital. 
This, in turn, will lead to a fall in the capital to 
ultimately, to a lower GDP per worker. In general, to get an order of magnitude on the 
relationship between cost of capital and output, it may be useful to use the estimates 
reported in Barrel et al. (2008) who, using EU data, found that an increase in the user cost 
of capital of 10% (say, from 5 per cent to 5.5 per cent) may lead to a fall in output per 
worker in the long run of about 0.5 per cent.  

Barrel et al. (2008) also show that an important driver of long run output per worker levels 
is higher volatility (measured by ou
reduce long run output because it lowers ca
there may be reasons to expect that vo
of a fall in the degree of leverage given that the recent financial crisis may have made clear 
that some risks had been previously underesti
relative to trend. However, there may also be other reasons suggesting that volatility will 
remain relatively stable (because. behavioural finance considerations or the moral hazard 
problems induced by recent bailouts may suggest that it is unlikely to expect major 
reductions in volatility in the absence of regulatory interv
suggest that we should not expect large impacts from changes in volatility on economic 
growth, relative to trend. 
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the total
example A e costs include any 
expendi
ne s, restructuring, capital costs 
(arising from changes to solvency margins or financial guarantees levels), and any 
addi

It is i ompliance.  
These include the costs associated with diverting the resources of senior management to 

re areas of the business, and the costs associated with any 
stif
offi e ction is taken). 

To quan
qu

• 

• What do these companies already have to do in terms of compliance with existing 
regulations? 

 

Th

Th
follow

• 

gulatory body, 
cles 4 to 8).   

e authorities with information on trading, their risk profile and 

requirement is not imposed on other private buyers) (see Articles 26-30). 

NNEX XII – ESTIMATING THE COST OF COMPLIANCE 
liance costs refer to the incremental costs of complying with the Directive, rather than 

 cost of activities that happen to contribute to regulatory compliance (see for 
lfon and Andrews, 1999).  Examples of such complianc

ture on additional training, additional administrative burdens (e.g. created by the 
ed to store additional data), the need for additional system

tional consultancy and legal advice required. 

mportant to note, that these costs do not include intangible costs of c

implementation from other co
ling of entrepreneurial activity (i.e. the regulation creates a situation where compliance 
c rs are consulted before any a

tify the cost of complying with the proposed Directive there are a number of 
estions that must be answered: 

What does the AIFMD propose? 

• Are there any existing regulations that offer a useful comparator, such as the 
Financial Services Action Plan (FSAP) - which of the FSAP regulations are most 
relevant and what do they require companies to do? 

• How many companies would be affected, how big are these companies, and what 
proportion of the market do they represent? 

• Which of these costs would be one-off costs incurred at the time of implementation 
and which would be continuous costs? 

e main cost-relevant provisions of the AIFMD 

e main elements of the AIFMD which would have compliance cost implications are as 
s: 

Information provision: 

o The AIFM must apply for authorisation to its domestic re
providing information on each of the funds it manages (see Arti

o AIFM must provide investors with information on the AIF, including an 
audited annual report, investment strategy, the identity of the depositary, 
their valuation procedure and on liquidity risk management.  AIFM must also 
provide th
asset profile, liquidity, and short selling (see Articles 19 to 21). 

o According to Article 30 of the AIFMD, following an acquisition of 30 per cent 
of a company (excluding SMEs) by an AIF, if the company is delisted from a 
regulated market, periodic and ongoing disclosure requirements under the 
Transparency Directive will continue to apply two years from delisting (such a 
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• Internal processes: 

o Registered AIFM must improve their risk management processes - largely 
through separating the functions and reviews of risk management and 
portfolio management, and introducing procedures to ensure that short 
sellers can deliver the securities (see Articles 10 to 12). 

o AIFM must appoint an independent valuator for each of the funds it manages 
to be valued at least once a year (Article 16). 

o AIFM must appoint a depositary for each fund they manage to receive 
payments from investors, safe-keep any financial instruments and verify that 
the AIF has obtained ownership of assets invested in (Article 17). 

Capital requirements: • 

Curren

The ex e 
 dedicated compliance departments) will have an important 

bearin

As hi
and a
In ter ssed by the AIFMD set 
ou

e likely to be much lighter touch 

vestment companies are subject to the 

out in the AIFMD are therefore much more substantial for 
these companies. 

o AIFM must have sufficient liquidity to meet their redemption policy (see 
Articles 10 to 12).  

o AIFM must hold as capital either €125,000 plus 0.02 per cent of the AUM that 
exceeds €250 million, or 25 per cent of the preceding year’s fixed overheads 
(as required by the Capital Requirements Directive) – whichever of the two is 
greater (see Article 14). 

t regulatory environment for EU domiciled AIFM 

tent to which AIFM are currently regulated and have a culture of complianc
(including whether they have

g on the cost implications of the proposed Directive. 

ghlighted earlier, Hedge Funds and PE funds are currently regulated at the MS level 
s such the regulatory frameworks vary across the EU (see Annex II for more detail).  
ms of the level and form of regulation in the main areas addre

t above the current situation is as follows: 

• Information provision: 

o As set out earlier, in a number of MS fund managers are required to register 
and demonstrate that they have the necessary ability and expertise.  Where 
such systems do exist, however, they ar
than the authorisation process envisaged by the proposed Directive and 
would be likely to create additional work for the fund managers, particularly 
as the authorisation will be required in relation to each fund. 

o AIFM offering their products at the retail level are subject to regulation under 
the Prospectus Directive and listed in
requirements on the disclosure of information under the Transparency 
Directive. 

o Those AIFM not subject to the Prospectus Directive or the Transparency 
Directive will face disclosure requirements under their national company law.  
The information required under company law tends to be limited to items 
such as the company name, its registered address etc.  The disclosure 
requirements set 
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• Internal processes: 

o Under existing national regulatory frameworks there do not appear to be any 
mandatory requirements on AIFM to employ an external valuator, nor to 
have in place any specific risk management processes that treat risk 
management and portfolio management separately.   

o The use of independent valuators appears to vary by fund type; while real 
estate funds do currently use external valuators (typically a chartered 
surveyor) to value their assets, investment trusts, private equity and hedge 
funds, however, tend not to use external valuators (since investment trusts 

aluation is effectively conducted by the market, similarly 

against the 

• Capital requirements: 

el. 

y firms in France, Italy, Spain and the UK are required to 

 proposed Directive are, however, likely to represent 
more stringent capital requirements. 

 The initial capital requirements on the management company setting up or 

ulation in 
a number of MS. 

                                                

are listed the v
hedge funds trade largely in listed securities, while private equity firms 
conduct their own valuations of their assets in house).147 

o As such we can assume that, in general, this would be a new feature for all 
AIFM, except real estate funds.  It would be important, however, to offset 
any increase in cost for private equity to outsource valuations 
reduced cost in terms of no longer running their own internal valuation team. 

o Similarly there do not seem to be any specific regulations regarding the use 
of depositaries in most MS.  Again usage varies according to the business 
model, hedge funds making much greater use of such facilities than private 
equity firms, though even where such services are required they may be 
provided by prime brokers rather than specifically designated depositaries. 

 

o Some AIFM are part of financial conglomerates, e.g. Lloyds Banking Group 
hedge fund.  Presumably the FCD would already apply to the group as a 
whole, in terms of risk management, and the hedge fund arm of the 
conglomerate would then already be covered by this. 

o For those not covered by the Financial Conglomerates Directive there is no 
specific legislation on the amount of capital that AIFM are required to hold 
and the Capital Requirements Directive 2006/48/EC and Capital Adequacy 
Directive 2006/49/EC do not apply to the AIFM industry.  However, there are 
some restrictions in place at the MS lev

o Private equit
maintain a certain level of regulatory capital to cover operational risk which is 
proportionate to the value of the portfolio under management.  The new 
provisions set out in the

o
managing HFs are no different to those required for “traditional” fund 
management in France, Germany, Ireland, Italy, Luxembourg, Spain or 
Sweden.148  Though the impact is likely to be slightly more muted for hedge 
funds, the provisions in capital requirements set out in the proposed 
Directive are nonetheless likely to be higher than under existing reg

 
147 Feedback from the industry reported in Charles River Associates (2009) “Impact of the proposed AIFM Directive 
across Europe”, Commissioned by the Financial Services Authority, October 2009. 
148 EFAMA (2005) “Hedge funds regulation in Europe: a comparative survey” November, published by EFAMA in 
association with Assogestioni. 
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Lessons from the Implementation of the Financial Services Action Plan 

ial Services Action Plan (FSAP) can offer some useful 

er which elements of the FSAP are most relevant in terms of those 
provisions set out in AIFMD.  In particular the Markets in Financial Instruments Directive 

e Capital 
Re ents Directive omparisons: 

• Information provision: 

o MiFID — the general principle of the Directive is to harmonise the regulation 
of a ange of financ struments across all Member Stat d allow 
the marketing of them under home country supervision.  This could provide 
some useful insights in terms of the potenti und man s would 
face in eking authorisa om their nation regulatory body

ain information about the issuer.  Any prospectus 
must comply with specified disclosure standards and all prospectuses must 

 are similar 

 had to report in the past and now will have to 

• Capital requirements: 

o Capital Requirements Directive — given the nature of the capital 
requirements set out in the Directive this is likely to offer a useful insight into 
the costs associated with the provisions laid out in Article 14, particularly for 
private equity and venture capital funds that are generally subject to less 
binding constraints under existing national regulations and EU law. 

The recent introduction of the Financ
insights into the potential impact of the Directive.  A study for the European Commission 
conducted by Europe Economics (2008) into the costs of complying with FSAP Directives 
can provide useful indications of the scale of costs implied by the proposed AIFM Directive.  
First we must consid

(MiFID), the Prospectus Directive, the Transparency Directive, and th
quirem s provide useful c

wide r ial in es, an

al costs f ager
 se tion fr al . 

o Prospectus Directive — this requires issuers of securities in the EU to provide 
a prospectus containing cert

be approved by a competent authority.  Approval in one MS gives the issuers 
a passport, and allows capital to be gained across the EU without the need 
for further approval.  This is similar in terms of the passporting scheme set 
out in the proposed Directive on AIFM. 

o Transparency Directive — Article 5 of the Transparency Directive is very 
similar to Chapter IV of the AIFMD regarding annual reporting.  Articles 9 and 
10, relating to disclosure around major holdings and voting rights
to Articles 26-30 in the AIFMD regarding disclosure and controlling influences 
(the rules aimed at PE firms).  Previously listed companies should already 
have the processes in place to report having been subject to the 
Transparency Directive until they were delisted, so should be scarcely 
affected apart from the cost of two extra years of reporting – more important 
are those that would not have
set up the appropriate processes etc. 

• Internal processes: 

o None of the Directives offers a useful insight into the costs associated with 
taking on an external valuator and depositary, and reforming the internal risk 
management systems. 
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Estimates of the Cost of Compl

Data on the proportion of funds and fund managers that woul rective 
based on the proposed limits of d €500 million indicate that it would be a 
relativel l grou e lar d man s that be a  by n 
(see Table 8 below). 

are and N er o d PE cted by opose ective 

iance 

d come under the Di
€100 million an

y smal p of th ger fun ager  would ffected  the regulatio

Table 8: Sh umb f HF an  affe  Pr d Dir

AIFM Share o  f AIFM N er o s affecumb f firm ted 

 > €100 million > €500 million > €100 million > €500 n  millio

HF 30% 6% 510 102 

re K - - 25 Ventu 3% 

PEF - 30% - 314 

Source: Europe E
EVCA Yearbook 20

conomics calculations based on data from the EC IA, CRA (2009), IFSL, “Hedge Fund 2009”, 
09, and Hedge Fund Intelligence. 

Th anagers are, o be relatively small i he asset 
managers interviewed in a study by Europe Economics (2009)on the costs of complying 
with th  Financial Ser ction Plan  The report divides Asset Ma AM) 
into “large” (operating costs > €150million) and “small”.  In the absence of any hard data 
on the operating of we ssu at  a wo  in  

gory gh wor ting  thi ld esti the  
especia large na es).  

It is important to note that the sample size for the individual groupings used in the Europe 
ort /sm orth  e  re  s Wi e “  

Asset Ma gers operating cos ran om €1 o €  wi M fr
o €66 bill s a  it e im nt t side  the mean a  

med void o  distorting pi
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nd the result

ian to a utliers cture. 

The results of the FSAP study
the proposed Directive could represent on average €131,000 in one off costs and €78,000 
per annum in ongoing costs (see 
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Table 9 below).  This is potentially equivalent to between 0.7 per cent of operating costs in 
ter er cent of operating costs for “small” firms 
(see 

                                                

ms of one-off costs and ongoing costs 0.4 p
Table 10 below).149 

 
149 There is a caveat for these results, however.  The ability to extrapolate from the results collected as part of the 
interview process may be limited as, naturally, there are restrictions upon how representative a (relatively) small 
sample can be.  Moreover the study noted a distinction between Northern and Southern Member States, which we 
have not acknowledged here because of the uncertainty surrounding the data. 
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Table 9: Arithmetic Average of Impact of Directives by Size (€000s) 

Directive 
One-Off costs Ongoing costs 

(€ 000s) (€ 000s) 

 Small Large 
EU 

Average 
Small Large EU Average 

Prospectus 5 196 87 2 699 301 

CRD 29 3,935 1,832 3 521 242 

Transparency 6 800 353 1 288 127 

MiFID 92 4,012 1,834 72 1,794 830 

Total 131 8,944 4,106 78 3,302 1,499 

Source: Europe Economics (2009) 

Table 10: Mean and Median Impact of Directives as Percentage of Operating costs 
by Size (%) 

Directive 
One-Off costs 

(%) 
One-Off costs 

(%) 

 Mean Median Mean Median 

 Small Large Small Large Small Large Small Large 

Prospectus 0.03 0.05 0.00 0.00 0.01 0.17 0.00 0.00 

CRD 0.14 0.47 0.00 0.33 0.02 0.06 0.00 0.02 

Transparency 0.02 0.24 0.00 0.23 0.01 0.09 0.00 0.02 

MiFID 0.48 0.72 0.63 0.64 0.36 0.29 0.08 0.05 

Total 0.66 1.47 0.63 1.20 0.39 0.61 0.08 0.10 

Source: Europe Economics (2009) 

• the cost of employing a depositary for large firms trading in listed securities would 
equate to approximately 1-2 basis points 

• a small scale paper-based service to a venture capital fund was estimated as costing 
around 10 basis points 

• Private equity funds reported depositary costs of between 4 and 6 basis points. 

                                                

Since the FSAP Directives do not provide any indication of the potential cost implied by the 
requirements to change internal processes and employ external valuators and depositaries, 
we supplement the data from the Europe Economics study with estimates from a recent 
study conducted by Charles River Associates (CRA) for the UK Financial Services Authority 
on the potential costs of instructing an external valuator and a depositary.  Their study 
indicates that:150 

 
150 See page 102 (depositaries) and page 99 (valuators) 
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• an independent valuator would increase costs by: 

o 0.9 basis  funds 

o 4.3 basis p te equity 

o 9  for venture capital 

verting these ates into ac ounts we ca e them to es te the 
aggregate ongoing compliance costs of the provisions on valuators and depositaries for 

s and priv e equity. 

e 11: Estima sts Associated with Valuators a epositaries 

points for hedge

oints for priva

.2 basis points

Con estim tual am n us tima

hedge fund at

Tabl ted Co nd D

AIFM 
Co luators st of va Cost of depositaries Total 

(€ millions) (€ millions) (€ millions) 

HF 24 41 65 

Venture K 12 13 25 

PEF 76 89 165 

Total 112 143 255 

Note: The cost associated with depositaries does not include any additional costs arising through competition 
effects; these are dealt with separately in the discussion of the impacts on competition. 
Source: Europe Economics calculations based on data provided in CRA (2009). 

On the basis of the numbers of AIFM likely to be affected, we can aggregate these figures 
up to estimate the impact on all HF and PE managers in Europe.  We use the numbers of 
companies with AUM greater than €500 million for PE and Venture capital, and, given their 
greater tendency to employ higher levels of leverage, the figure for AUM greater than €100 
million for hedge funds.  For simplicity, we assume that no non-EU domiciled companies 
move to the EU or that any EU domiciled companies leave the EU (see below for a 
discussion on the likely impacts on market exit and entry). 

The table below illustrates both the one-off and ongoing costs for the different types of 
AIFM. 

Table 12: Estimates of Cost of Compliance 

Ongoing 
Total Ongoing 

One off costs 
Number (excl. V costs of Total 

costs (excl. V 
AIFM of firms and D) valuators (€ 

(€ and D) 
affected (€ and millions) 

millions) (€ 
millions) depositaries 

millions) 

HF 510 66.8 39.8 106.6 65 171.6 

Venture K 25 3.3 1.9 5.2 25 30.2 

PEF 314 41.1 25.5 65.5 165 230.5 

Total 849 111.2 67.2 177.3 255 432.3 

Source: Europe Economics calculations 
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It is likely that these estimates represent a lower bound for the costs the Directive would 
imply, as there are a number of reasons to believe that this approach may underestimate 
the costs, in particular: 

• The estimates in the Europe Economics (2009) study of the costs of complying with 
FSAP relate to companies with a history of regulation and compliance, which AIFM 
on the whole do not have, implying much higher one-off initial set-up costs.  

• Since we do not know the exact size distribution of the companies likely to be 
affected, we have assumed that all companies affected would be classified as 
“small”. 

In addition to these factors, hedge funds and PE could be significantly affected by profits 
forgone on products never launched and markets never entered; for example, profits that 
would have been made from unregulated short selling.  These are not included in the 
estimates above, but are likely to have a significant impact on PE funds/Hedge funds. 

That said, the estimates calculated in the FSAP report may also over-estimate the costs 
that HF and PE would face.  Most respondents felt that cost synergies could have been 
achieved between the different FSAP Directives, but in practice this did not occur due to the 
variation in implementation dates.  The implementation of the AIFMD would not create such 
synergy issues, though these could arise if other regulations were implemented alongside 
the AIFMD.  Moreover, MiFID introduced a number of very specific requirements on 
companies that may not be required under the proposed Directive on AIFM, and as such 
including the full cost attributed to this may over exaggerate the potential costs of 
complying with AIFMD. 

Two recent studies that have attempted to estimate the costs of complying with the AIFMD 
have been produced by Open Europe (2009) and (as mentioned) CRA (2009).  Both of 
these studies relied on interviews and surveys of industry to determine the scale of any 
effects on compliance costs.   

Both reports agree that Hedge funds would be more affected by one-off costs associated 
with restructuring, while PE funds would suffer from the burden of annual disclosures.  
Open Europe estimate that, overall, fund managers would face a 31.5 per cent increase in 
compliance cost as a result of the Directive.  Overall, Open Europe estimates one-off costs 
of €1,609 million. 

CRA find that hedge funds would have very low ongoing costs compared to venture capital 
and private equity fund managers.  They attribute this difference largely to the higher cost 
of meeting valuation requirements on non-listed securities that PE fund managers would 
face, as well as disclosure and capital requirements.  It is of note that their estimates are 
based on the assumption that sufficient funds re-domicile to the EU to maintain current 
levels of AUM.  In the event that this does not hold, costs would fall to €1,100m (one-off) 
and €207m (ongoing), with hedge funds’ costs reducing the most. 



Policy Department A: Economic and Scientific Policy 
____________________________________________________________________________________________ 

170 

Table 13: Other Estimates of Cost of Compliance 

AIFM 
One off costs 
(€ millions) 

Ongoing costs 
(€ millions) 

 Open Europe CRA Open Europe CRA 

HF 586 1,404 212 27 

Venture K - 45 - 33 

PEF 1,023 756 625 248 

Total 1,609 2,205 837 308 

Note: Open Europe only estimate costs for fund management companies, with costs to custodians, valuators, 
administrators, portfolio companies, and regulators are all excluded.  CRA do not include authorisation, conflict of 
interest, risk management, liquidity management, depository liability and notification of marketing costs, while 
supervisory and regulatory costs are also excluded. 
Source: Open Europe (2009), page 19, and CRA (2009), pages 112-113. 

Aside from the CRA estimate of ongoing costs for hedge funds, the Open Europe and CRA 
estimates substantially exceed the estimates based on implementing FSAP.  This again 
reinforces the idea that the latter represent a lower bound. 
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