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IN MANY WAYS this has been the year

when alternative investments have

finally had to grow up. Increasingly,

alternatives are becoming part of the

mainstream asset management

industry, and this means they’ve had

to smarten up their act. Like Italian

policemen, they may still look cool,

but they realise they have a job to do,

and that some boring filling-in of

forms may be required.

This growing up has taken many

forms. In some cases the impetus has

come from within the industry, and in

some from outside. 

We’ve seen hedge fund firms and

private equity firms joining the

traditional corporate ranks of the

asset management industry. Some

have taken offers from mainstream

managers and been incorporated into

larger entities. Others have simply

reached sufficient size through

organic growth that they now count

as major industry players.

Meanwhile, outside pressure has

come from regulators and investors

alike. Here in Europe, there’s MiFID to

think about, while in the US the SEC’s

decision to require hedge fund

managers to be registered investment

advisers has had a dramatic impact. 

Pressure has also come from

investors. The increased allocation by

institutions in Europe to hedge funds,

private equity, real estate, emerging

markets and other alternative

investments is well documented. It

has taken alternative investments into

a new sphere where transparency

and customer service are key

considerations.

This special annual supplement on

alternative investments charts latest

developments in the dynamic and

fast-changing alternative segment of

the asset management business. A

key focus this year is emerging

markets,, which are discussed at

length in the Raiffeisen Roundtable.

Yesterday’s emerging market is, of

course, tomorrow’s developed

market.  A similar dynamic is at play

in the alternative investment industry

at the  moment. Alternatives are

becoming so grown-up, and such a

key part of both institutional and

private-client investment strategies, it

seems that pretty soon they will be

indistinguishable from the rest of the

industry.  fe

Fiona Rintoul

ALTERNATIVES
GET GROWN-UP
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CHOPPYWATERSAHEAD?
Fiona Rintoul predicts some birth pangs as the alternative
investment sphere is integrated into the mainstream

THE MARKET FOR alternative

investments in Europe is expanding

rapidly against a backdrop of

anticipated sustained lower returns

from traditional asset classes such

as equities and bonds. In the search

for return, the range of investments

that investors are willing to

contemplate is expanding. At the

same time the kinds of investors

willing to consider investing in

alternatives is also growing.

In Germany, for example, Ulrich

Hax, director at the Cologne-based

private bank Sal. Oppenheim, has

observed a clear shift towards

smaller investors becoming more

interested in hedge funds in the two

years since the new German hedge

fund regulations came into force.

“Sophisticated investors have

been invested in hedge funds for

years,” says Hax. “Big institutions

invest through their international

arms. The majority of demand now

is from smaller institutions and

private clients.”

In a bid to meet this demand, Sal.

Oppenheim recently concluded a

deal with its long-term business

partner on the hedge fund side,

Attica Alternative Investments (AAI),

whereby the German bank became

the largest shareholder in AAI’s new

owner International Asset

Management (IAM). 

Sal. Oppenheim undoubtedly saw

the deal as a way of putting itself in

pole position to offer hedge fund

solutions to its German clients. “It

ensures us an excellent position in

the European hedge fund market,”

says Detlaf Bierbaum, partner

responsible for asset management

when the deal went through in May

this year.

The IAM-Attica-Oppenheim deal

is typical of the trend in the market.

Clients want alternative

investments and asset

management companies have to

find a way to supply that need.

They can either develop in-house

expertise or buy expertise in. In

many cases, a cooperation such as

that that existed between Attica and

Oppenheim before the May deal

no longer seem to be enough.

Asset managers want some

ownership of the alternative

investment management that

forms an increasingly important

part of their business. 

The alternative investments

sought by clients do not stop at

hedge funds, of course. Private

equity, real estate, commodities,

emerging markets – all are

attracting increased investment

from institutional and retail investors

alike. Real estate in particular is

seeing increased allocations from

institutions in Europe.

“There’s an increasing consensus

that real estate has been

repositioned as an asset class,”

notes PricewaterhouseCoopers in

its report, Emerging Trends in Real

Estate Europe 2006. “This

contention is supported by the

increase in strategic institutional

target weightings in real estate.”

The report also notes both

increased investment in real estate-

related assets from alternative

investment funds and increased

investment in those funds from

institutions. “Private equity, venture

capital, and hedge funds that invest

in real estate-related assets, are all

now the recipients of increasing

percentages of institutional

allocations, in addition to core

investments,” it says.

The report also notes that, “a

shortage of conventional real estate

is forcing investors to look at a

much broader range of assets than

ever before”. These include nursing

homes, self-storage units, pubs and

airport, to name but a few.

At the same time, investors in real

estate are looking to new markets,

particularly in the Central and

Eastern Europe, where growth in all

areas has outstripped developed

Europe in recent years. Istanbul and

Moscow are cited as retaining the

top rankings for development

prospects.

This increasing complexity in the

real estate investment market means

that institutions and individuals are

increasingly using managed

investment solutions to access

property investments. To meet this

need, large numbers of real estate

funds are being established in fund

centres such as Luxembourg and the

Channel Islands.

“Over the course of the last few

years, there has been a

considerable increase in the

number of property funds

established in Guernsey,” says Ben

Morgan, partner Carey Olsen

Corporate Group in Guernsey. “The

increase has principally been

investor-driven. Demand for

property funds has increased as

money has moved away from

equities and other investments. This

demand has come from institutional

and retail investors.”

The increased demand for private

equity in Europe is well

documented, with demand recently

outstripping supply. The latest

statistics from the European Private

Equity and Venture Capital

Association (EVCA) suggest,

however, that this crisis may have

now passed.

“After three years of fundraising

lagging investment, fundraising in

2005 reached €71.8bn, a record

for the industry in Europe and over

two and a half times the €27.5bn

raised in 2004,” the EVCA said

when announcing its final figures

for 2005. “At current investment

levels, the funds raised in 2005 will

meet the investment needs of the

next 18 months.”

The EVCA also notes recent

greatly increased levels of

investment in private equity from

institutions in Europe. “Together,

INCREASED
LEVELS OF
FUNDRAISING
MEAN IT MAY
BE POSSIBLE
TO MAINTAIN
CURRENT
LEVELS OF
INVESTMENT IN
PRIVATE EQUITY 
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pension funds and banks provided

42.4% of funds in 2005,

representing a trebling in size of

their allocation to private equity in

absolute terms,” it says.

There are still wide variations

across Europe in terms of level of

investment. “The UK was the

largest single source of capital for

the industry in Europe last year,

contributing 28.9%, with most of

the capital coming from pension

funds (27.8% of the total UK

fundraising),” says the EVCA. “The

US was the second-largest

contributor at 23.7%, followed by

France with 9.1%, Germany with

6.2% and 6% from Asia.”

The way the private equity funds

themselves invest also varies across

Europe. “In the UK and Sweden,

93% went to buyouts; in Germany

43% went to buyouts and 26% to

high-tech ventures; in Spain and

Italy, 37% went to buyouts and

55% and 50% respectively into

non-tech early stage and

expansion,” says the EVCA.

“Switzerland led the field in high-

tech investment, at 87%.”

The increased levels of

fundraising mean it may be

possible to maintain current levels

of investment in private equity

going forward. 

This is good news for institutional

investors for whom private equity

has been an important portfolio

diversifier, and for private equity

funds that rely increasing on

institutional investment.

“Pension funds took the lead as

the main source of capital in 2005,

representing 24.8% of the total

funds raised, overtaking banks by

€5bn for the first time since 2001,”

says the EVCA.

There are challenges, of course, in

all areas of the alternative

investment business. “The

expansion and maturing of the

alternative investment sector brings

heightened challenges, including

mounting risk, competition and

regulatory focus,” says

PricewaterhouseCoopers in its

documentation. 

“In particular, an increasingly

institutional investor base is likely to

demand more systematic and

transparent frameworks of control,

governance and financial reporting. 

“The increasing breadth and

complexity of the investments may

also require ever-more

sophisticated information systems

and their integration into sound and

cost-competitive business

operations,” the firm adds.

But these birth pangs can perhaps

be seen as part of the integration of

alternative investments into the

mainstream. As lines blur between

different parts of the asset

management industry, it is

inevitable that managers of

alternative investments will face

new challenges.

Certainly, the Alternative

Investment Management

Association (AIMA) has recognised

this, even if not all its members

have. It is already warning its

members not to leave work on

MiFID compliance until the last

minute or to face the

consequences.

“There are finite industry

resources to carry out all the likely

legal and structural work involved

and these will become progressively

more scarce as the industry

approaches the November 2007

deadline,” says Matthew Jones,

regulatory and legal manager at

AIMA. “In the worst case scenario, a

hedge fund manager that does not

have its arrangements in place by

then may have to cease trading until

they are MiFID-compliant.”  fe
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OPPORTUNITY KNOCKS 
Investing in Special Situations and private equity in emerging
markets is a very different from doing the same in developed
markets,  says Jerome Booth of Ashmore

Many distressed companies still

exist in emerging markets, access to

which is often best through a debt

structure.  However, there are also

distressed sellers not just distressed

companies, and you can invest in

these via equity - i.e. private equity.

Combine the two approaches, add

some strategic purchases which can

be recombined and sold on later,

and you have what we at Ashmore

call Special Situations funds.  

Up until 1997 many US, EU and

Japanese firms made strategic

acquisitions in emerging markets as

part of global growth strategies.

Because of the uniformity of this

objective across competing firms,

asset prices were driven up and the

buyers obtained insufficient scale or

simply overpaid for assets, or

overbuilt greenfield projects,

especially since the Asian crisis in

1997/8.  These assets, which have

since fallen in value, have been

taking up space on balance sheets

and are ripe for disposal.  In general

these firms have been penalised by

shareholders for investing outside

core competencies.  Lower p/e

ratios afflict companies that have

deemed non-core holdings.  The

result is retrenchment.  

The bulk of the opportunities can

be split into capital intensive

enterprises and service

businesses/general manufacturing.

We see significant opportunity in

capital intensive businesses. These

include energy (mostly mid- and

up-stream), telecommunications,

other infrastructure (urban rail

systems, toll roads, energy logistics,

sub-sea telecom cables) and

commodities (hydro-carbon

extraction, palm oil,

petrochemicals).  In these cases the

seller is unwilling to provide

necessary capital and the investor's

role is to provide that capital to

restructure the balance sheet, clean

up shareholder structures and to

build the business.  

In the service businesses/general

manufacturing area participation

may be where the current

ownership has insufficient capital for

needed investment, or where

capital is not forthcoming from other

sources for a variety of reasons.

Supermarkets, media and airlines

are common examples.  Lastly, real

estate is increasingly a feature in

special situation transactions, either

as a non-core asset of a family

business which has required

restructuring, or unfinished

developments due to project or

capital problems.  

The Ashmore team has been

active in Special Situations investing

in emerging markets since our first

financial restructuring in 1983, and

has invested in over 100

transactions since our first dedicated

Special Situations fund in 1998,

with an average IRR (internal rate of

return) on exited deals in all funds

of over 35% .  In contrast to

developed market private equity, we

are facing a wider choice of

investments than our own funds

can finance.  Our new Global

Special Situations Fund 3 will

probably draw down 50%

immediately and the bulk of the

remainder could all be invested

within a year.  This is in stark

contrast to the level of drawdown in

developed markets.  The reason for

this contrast reflects that investing in

Special Situations and private equity

in emerging markets is a very

different proposition from doing

private equity in developed markets.  

The high drawdown, a reflection of

strong deal flow, is a consequence

of the enormous set of restructuring

and other special opportunities

available.  But these opportunities

are not equally visible to all

investors - there are large barriers to

entry.  Successful investors typically

have long experience in dealing with

the specifics and complexities of

emerging markets.  The key

however, in our view, is building a

reputation for being constructive, as

this not only helps create

transaction results but also leads to

follow-on business.  Hiring 40

people in a country locally may be

an inferior strategy to making sure

one has aligned incentives with the

best participants in an industry.

Likewise, going in with a lot of sector

specific management and technical

aspirations may be seen as

threatening and may waste time.

The costs and benefits of resorting

to legal challenges is very different

to the US and even firms successful

in this strategy may find that

aggressive legal action effectively

excludes them from future deal flow

and local co-operation.        

� Dr. Jerome Booth is head of

research at Ashmore Investment

Management Limited
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EYESONTHEPRIZE
funds europe solicits the views of four industry experts on the future
of emerging market investing and how they intend to play the game

Q: Emerging markets have
generally exhibited good
performance over the past few
years – until recently at least.
What strategies and products did
you use to give your clients
exposure to that performance?

CG: We have two core products that

provide emerging markets exposure

– the Eastern European product that

we’ve had since 1994, and the

newer Eurasian strategy that we

implemented in 2002. The Eurasian

strategy has a more regional concept

behind it. It resembles the BRIC

concept (Brazil, Russia, India, China),

but is substantially different.

Through its two largest components,

Russian and Brazil, BRIC has a much

higher exposure to commodities than

is in the case with our Eurasian

concept. Although commodities have

been responsible for a large part of the

performance that we’ve had in recent

years, our setup allows us not to have

such a huge exposure to that sector.

In our view, sector overlap warrants

a different strategy. That’s why we

have opted for Turkey as the fourth

market – though, of course, Turkey is

a junior partner within the markets in

the Eurasian product. 

DK: Good stock selection is the main

driver of alpha, along with tactical top-

slicing/adding on weakness within a

basic buy-and-hold strategy. Our

investment process, or strategy, is to

assess companies from the

perspective of downside risks, making

sure of what we are buying and being

careful not to overpay. Quality earnings

and liquidity provide the upside.

We distinguish ourselves by the

thoroughness of our research, by

visiting companies before investing

and through genuine active

management. Moreover, we believe

managing through a team is likely to

be more effective than leaving funds

to ‘star’ managers.

While this method means we may

be less ‘instinctive’, in the long run a

team’s collective wisdom is likely to

ensure we avoid excessive risks. In

many ways, we focus on the

downside, because – provided we’ve

done our homework properly –

markets will look after the upside.  

In terms of our product range, we

offer clients global emerging market

equity funds, single-country funds

(such as the Aberdeen Global China

Opportunities fund and the

Aberdeen Global India Opportunities

fund) and regional equity funds

(such as the Aberdeen Global Asia

Pacific fund). Furthermore, clients are

able to gain exposure to emerging

market debt via the Aberdeen Global

Sovereign High Yield Bond fund.
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PM: A few products. We have

dedicated emerging markets funds

that invest across a broad spectrum

of emerging markets in Latin

Amercia, Asia and Central Europe,

and we also have regional funds. 

In terms of strategies – that word

has become quite fashionable due

to hedge funds – we do the old-

fashioned thing, which is to invest in

companies that are severely

undervalued versus our long-term

growth projections, ones that

operate in economies where we see

strong growth potential and stability

in the political, institutional and

economic process.

The result of that is that that we’ve

been in quite boring industries and

we haven’t altered our asset

allocation much. We’ve mainly been

in Latin America, especially Brazil,

and Russia. And India has been a big

part of our portfolio, as well as select

countries in Central Europe. 

We’ve stayed with that asset

allocation for quite some time, Brazil

being the outlyer.

AA: First of all, we only invest in

Eastern Europe. But for us, Eastern

Europe is much broader than for

many investors. We invest in as

many as 21 different countries in

Eastern Europe, compared with the

main MSCI Emerging Europe index,

which consists of just four countries

– Russia, the Czech Republic, Poland

and Turkey.

One of the reasons we’ve been

successful and performance has

been good is that we looked at many

more markets. In some of the smaller

markets which have been neglected

by other funds, economic growth is

even higher than in some of the

mainstream markets such as Russia

and the three biggest markets in

Central and Eastern Europe: Poland;

the Czech Republic; and Hungary. 

We’ve been early in quite a number

of new markets such as Ukraine,

Kazhakstan and southeastern

European countries, such as Romania

and the Balkans, so we’ve added quite

a bit of performance to our investors.

When it comes to sectors, we’re

very much focused on sectors

related to the domestic economy,

with the exception of Russia, which 

is still very much dominated 

by commodities. We particularly

benefited from good exposure to the

banking sector, but also other sectors

such as consumer goods. 

Q: What are the key features of
your emerging markets products?

CG: The key feature of our Eurasian

strategy is that it has a slightly

different concept to BRIC and also

responds to fact that geography does

matter. If you look at the map, you’ll

have a hard time finding Brazil

somewhere in the context of the

other countries. 

We think the level of interaction

will grow, especially between China

and India. In contrast to others, we

have a very concentrated strategy,

because we think it’s clear there will

be some regional leaders in

emerging markets. There’s no doubt

that China is a pacemaker for the

entire Asian region, for example, and

if China should falter, you will feel

the affect quite significantly in the

other Asian markets. 

I think we’ve packaged together the

most interesting markets for the very

long term.

Our Central and Eastern European

(CEE) strategy is definitely for those

who bank on the fact that although

convergence in the political sense

may already be completed, in an

economic context there are still many

years of further improvement ahead. 

Our CEE strategy may appeal to

those investors who have a lower risk

appetite. The nature of doing business

in these countries has changed

significantly, simply because they are

members of the EU. Legislation has

changed and the nature of the risks

has changed.

DK: Competitive advantage is

something all investment managers

want to assert, but the sources of

advantage may be subjective. We

believe we have advantages of

process, which we keep simple but

disciplined, and team, where we

benefit from exceptional longevity. 

Clearly, neither factor would be of

any consequence without consistent

performance.

PM: Our long-term track record in

the emerging markets product hasn’t

been very good and we started

restructuring it two years ago. 

We put together a strategy group

comprised of regional heads. We’ve

had immensely successful regional

products, but this has not been

reflected well in the emerging

markets team, which is why we

formed the strategy group. The fruits

of that collaboration have now

shown through.

The regional funds are best-of-

breed and also quite large. What now

differentiates our emerging markets

product is that it really draws from

our regional expertise. The emerging

markets portfolio is a true reflection

of our best ideas, and everyone in

the regional teams is hugely

incentivised to make the emerging

markets product a success. 

The other thing is that we’ve got

very experienced teams. The

combined experience of the regional

heads is about 60 years, so we’ve

seen all possible market cycles.

Finally, we have a huge interest in

unresearched companies. We believe

PARTICIPANTS
CG: Cyrus Golpayegani, 
senior fund manager,
Emerging Europe and Asia,
Raiffesien Capital
Management

DK: Devan Kaloo,
head of emerging market
equities, Aberdeen Asset
Management

PM: Plamen Monovski,
co-fund manager, MLIM
emerging markets fund,
Merrill Lynch Investment
Managers

AA: Aivaras
Abromavicius,
partner, fund manager, 
East Capital

‘IN SOME OF
THE SMALLER,
NEGLECTED
MARKETS,
ECONOMIC
GROWTH IS
EVEN HIGHER
THAN IN SOME
OF THE
MAINSTREAM
MARKETS SUCH
AS RUSSIA’
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that emerging markets are very

inefficient and there is a huge margin

to be taken by looking at companies

that no one else is looking at.

AA: A key feature of our products is

that they are very accessible to

anyone. They are distributed in many

countries and they are very client-

friendly: the minimum investment is

$30 (€23.5). They are daily traded

funds and they are very transparent. 

When it comes to the portfolio, we

have country-specific funds and

region-specific funds, but we also

have a very broad fund with 21

countries and 204 holdings, so

investors have a wide choice.

Q: Do you favour the highly
popular ‘BRIC’ concept or rather
the ‘TRIC’ concept?

CG: We favour TRIC (Turkey, Russia,

India, China). Turkey is very

interesting because there is money

coming in from Europe, but also

from the Middle East. Many

companies from the Middle East

have huge profits from oil revenues.

They are looking for markets where

they can invest the excess money,

and increasingly Turkey is a target for

this money. It’s a secular Islamic

country that caters to their

investment style.

We also favour TRIC because of the

interaction between Turkey and

Russia. Many Turkish companies are

successfully operating subsidiaries in

the Russian market. The interaction

between these markets will provide

these companies with additional top-

line and bottom-line growth.

DK: We have the capability and

expertise to run either strategy.

However, we have yet to enter this

part of the market. While there are

advantages in offering BRIC or TRIC

products, the advantages in running

traditional global emerging market

mandates have not disappeared. The

obvious one is that you are not

constrained to invest in the stock

markets of only four countries.

PM: I think TRIC is a tricky concept. It

doesn’t make much sense. We love

Turkey to death, but Turkey’s got 70

million people. I don’t see how

Turkey can replace Brazil in what is

otherwise a coherent theme.

The BRIC thing is ingenious

marketing, but it also captures the fact

that these are the economies with

the largest populations and the

largest resource endowments among

the emerging markets. They are also

those economies that happen to

have the highest growth, the most

developed macroeconomics, and

where, over the long term (and when

I say long term, we can confidently

speak of the next 20 years), we can

see very high, sustained growth rates

– to the extent that it’s possible to

believe that these economies will

become the major economies, or at

least some of the major economies,

in the world.

AA: We really believe the centre of the

universe has moved closer to

emerging markets recently. If it hadn’t

been for growth in emerging markets

nobody knows where the global

economy would have ended up, and

these markets are certainly responsible

for high commodity prices.

When it comes to BRIC versus

TRIC, I guess BRIC is very convenient

from the point of view that it also

includes Latin America. 

To us, specifically, of course TRIC

makes more sense, because we see

a lot of potential for economic

growth in Turkey. It’s a big country,

and if it’s included in the European

Union by 2016, it could overtake

Germany as the largest country in

the EU in terms of population, as it

has high population growth.

Q: What are the key risks
attached to the markets in which
you invest?

CG: There are always risks of a

political nature in emerging markets.

There may be some risk in Russia, for

example, concerning the succession

after Putin.

In China, the political risk concerns

the relationship with Taiwan, although

I see some significant improvement

there, especially right now, with direct

flights between Taiwan and mainland

China. This improvement in political

relations is just a manifestation of

economic reality, because we all

know Taiwanese investors are one of

the major forces in many fields on 

the mainland.

But, of course, there can always

be an upset. And in China there are

the additional risks of the economy

overheating and of social unrest

due to unemployment.

In India, the major risks lie in its

relations with Pakistan and in internal

religious tensions. We are seeing

relations between Pakistan and India

improve and the rhetoric has been

toned down, but you can’t rule out a

spiking of tensions between the two

countries in the future.

In Turkey, political risks centre

round negotiations with the EU.

Turkey is also in a sensitive

geopolitical place. It is a link point

between Europe and the Orient and

so is put under the spotlight when

there are tensions in the Middle East.

But in all of these countries, rather

than focusing on political risks, I would

concentrate on macroeconomic risks,

such as the possibility of a

deteriorating fiscal situation in Turkey

and India. 

DK: The potential pitfalls of investing

in developing countries, while

masked by the recent strong

performance, have not disappeared.

These equity markets are still

susceptible to political instability,

particularly during elections and

domestic unrest. 

Political risks aside, these

economies are also vulnerable to

external shocks brought on by the

changing global environment. This

can lead to hefty losses, as was the

case in Argentina and Turkey, where

economic crises led to sharp falls in

share prices.

PM: The first risk is commodity

prices. A lot of the return on equity,

which is now at an all-time high,

came through commodities. 

Emerging markets have always

been correlated with commodities,

and it’s no different in this cycle. The

difficulty with commodities is that we

might have a view about the direction

of the price of commodities, but we

don’t know what the right price is.

That is something I can’t really

quantify, so I’m nervous by default.

The second risk is the bond

markets and the currency markets.

Emerging markets spreads are very

‘IF IT HADN’T
BEEN FOR THE
GROWTH IN
EMERGING
MARKETS,
NOBODY
KNOWS WHERE
THE GLOBAL
ECONOMY
WOULD HAVE
ENDED UP’
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tight. In many cases now, they’re

tighter than similarly ranked US

corporates. But you have to make a

very strong secular jump to say

maybe there is a circumstance under

which the markets are less risky than

developed markets.

On the surface it looks plausible,

because there aren’t the same

problems with current accounts and

debts in the emerging markets. Most

emerging markets are running a

current account surplus. They hold

the majority of the world’s reserves,

excluding Japan, and the consumer

is completely unleveraged, which is

very different from what we see in

the US or the UK. Does that justify

debt spreads becoming even tighter?

It might, but it’s a big call to make, so

it’s a risk. 

There are also a lot of regional

problems, which is why emerging

markets remain very risky and should

be perceived as such. 

But the final global problem that

really worries me is the influx of non-

dedicated investors. These are

people who came late to the party

just because they see that these

markets are going up. They’re piling in

with expectations they’ll make

money, not having done a lot of work,

and they tend to get scared at the first

bout of volatility, which is as inherent

to this asset class as breathing is to a

human being. The mindset of these

people is very flaky and they can

create volatility, exacerbating existing

volatility and creating ripples.

AA: The key risks are still largely

external ones, such as commodity

prices. If you believe oil prices are

going to fall 40%, you better get out of

Russia. At the same time, if the oil

price dropped 40% it would be very

good for global growth and for most of

the other countries where we invest. 

Interest rates are also important. US

interest rates will jump and that will

probably mean lower demand for

imported products and commodities.

If US interest rates go up, Western

investors will be less keen on taking

more risks in emerging markets.

When it comes to direct impact

from interest rates, the ECB

[European Central Bank] has a big

effect, particularly in the Central

European countries and the Baltics.

All the Baltic currencies are pegged

to the euro, for example. The higher

the ECB rates rise, the higher the

Central European and Baltic rates

go up. This would have a direct

impact on real estate prices –

partially a good one – and that in

turn would affect the banking sector,

because there would be a

slowdown in lending, and the

construction sector, which has been

one of the drivers in these countries

because the infrastructure and

housing were quite old [and

needed replacing].

Q: Different regional emerging
markets have performed
differently over the past few
years. For you, which markets
were the outperformers? And
where do you see the key
opportunities going forward?

CG: The outperformers were

markets such as India, which didn’t

offer very interesting valuations but

had much higher profitability. Indian

companies are not operating in an

environment where cash is

abundant, such as China, so Indian

companies have the highest returns

on equity across the region; they are

forced to because they are not in

very capital-abundant environment. 

On the macroeconomic side, China

has performed much better. But, for

investors, India has been quite a

bonanza.

Going forward, we have to be very

selective about what companies we

invest in. The companies that will

benefit from the next major rally are

those that depend on domestic

consumption and are not dependent

on external factors.

DK: As bottom-up stockpickers, our

country and regional allocations are

driven by where we can find quality

companies with attractive valuations.

This style may lead to significant

deviations from the index. 

Over the past few years, our global

emerging market funds have

benefited from being overweight

Indian companies and underweight

locally listed Chinese companies

that until very recently have

performed poorly. We also

benefited from the market re-ratings

in Brazil and Mexico and the

countries of Southeast Asia. 

However, we did miss out on the

triple-digit returns that the Gulf state

stock markets have generated over

the past 18 months. The quality of

company management, and

valuations relative to other emerging

markets around the world, were the

main reasons why we did not invest

in the region.

We believe the key opportunities

going forward lie with those

companies with exposure to their

domestic economy. A large

‘THE KEY
OPPORTUNITIES
GOING
FORWARD LIE
WITH THOSE
COMPANIES
WITH
EXPOSURE TO
THEIR
DOMESTIC
ECONOMY’
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proportion of young people will enter

the workforce over the next few

years. This supply of labour will not

only enable employers to expand

their businesses but will drive

domestic consumption, and

ultimately fuel economic growth.

PM: Over the last four years, for us,

it’s been BRIC. That’s where our

success has been, as well as in some

good allocations to Central Europe

and domestic South Africa. 

The reasons for the market

performance were manifold. The

first one is very straightforward.

We’ve picked the markets that have

been cheap and where we’ve seen

earnings growth. In most periods,

these markets have traded below

the realm of nine to 11 times

earnings, which is undemanding,

with earnings growth in the 20s. 

We’ve also anticipated rapidly

falling bond yields, which have

brought the cost of capital down.

The only exception to that is India,

which has become quite expensive,

and we have subsequently reduced

our allocation there.

Going forward, the issue is: do we

see more of the same or do we see

the laggards picking up? Do we

anticipate rotations? There are certain

countries, especially the vast bulk of

Asia, which have underperformed.

Latin America and Eastern Europe

have led the rally. The issue is: do

countries like Taiwan or Malaysia pick

up or do they remain laggards? 

Our inclination is that it’s still too

early to have rotation, so we are

staying with more of the same.

In some cases, the markets have

run too fast, too quickly, and we

expect them to consolidate, but does

that change the long-term picture?

The answer is no. So, we stay with

the BRICs.

AA: The markets certainly performed

differently. This year, our Baltic fund

is down 12% in Swedish krona after

seven years of straight gains. Going

three to five years ahead, I would still

see Russia and perhaps Turkey as the

best performers.

Q: What will be the key drivers
of emerging markets going
forward, and what industries
will make the most important
contribution?

CG: In India, infrastructure spending

is very interesting. India is finally

facing the fact that it can’t skip

industrialisation and IT alone won’t

save it. They need to promote job

growth and they can only do that by

investing in the real economy. This

will involve infrastructure spending.

The companies that will benefit are

those that are things like bricks and

mortar, and heavy machinery. 

In China it’s a domestic consumption

story. Consumers are going to increase

their spending significantly. Consumer

staples and discretionaries are two

sectors I think will provide investors

with quite a lot of return.

In Russia, it’s still the energy space.

Some might say there’s going to be a

significant downturn in oil, but Exxon

has twice the market cap of Lukoil

and Gasprom together – the only

small difference being that Lukoil

and Gasprom have five times the

reserves of Exxon. There’s a lot of

upside in those names. Many people

don’t realise their asset value.

DK: Global emerging markets (GEM)

have done exceptionally well over

the past couple of years.

Fundamentals have vastly improved,

and structural changes abound –

both at the country and at the

company level. 

In addition, economic growth is

increasingly being led by domestic

demand, a result of favourable

demographics and rising disposable

incomes. 

At the same time, the greater

commitment by governments and

central banks towards more orthodox

fiscal and monetary policies has

improved the environment for both

growth and investment. It is,

therefore, easy to see why there has

been large liquidity inflows into these

markets, boosting both share prices

and market benchmarks.

PM: We have predicated sustained

commodity prices, not necessarily at

the current level, but not a collapse.

As a house, that’s something we’ve

been saying for a long time. Merrill

Lynch has been predicting higher oil

prices since 2001, and we still hold

that view.

We expect the underpinning of

commodities to be good, which will

continue to create inflows of liquidity

into the economies. That will continue

to merge with the consumer cycle

and will also help the banking cycle,

and it will also help real estate. 

So, more of the same: strong

underpinning from commodity prices

and a benign environment for the

local consumer.

AA: I see domestic-oriented sectors

as being the most interesting

because of all the new wealth

created in these emerging markets.

There’s not only a lot of extremely

wealthy individuals, but also a

growing middle class which did not

exist in large numbers five years ago.

When Putin took over in Russia,

mobile phone penetration was 1%,

now it’s 90%. But there are still lots

of sectors, such as the banking

sector, which have very low

penetration. 

As this middle class grows, they’re

going to need more banking services

and so on. The banking sector has

been the driver of growth in many

countries that have recently become

EU members.

The banking sector will be extremely

interesting in all the emerging markets

for many years to come. That’s my

number-one bet. Then anything else

that has to do with consumption,

perhaps construction and retail.

Q: How do you deal with
corruption issues and corporate
governance in your investments?

CG: It’s quite apparent that these

issues hinder economic growth in

many fields, but I would say it’s

much more of an issue in Latin

America. With a very similar setup,

Brazil and Russia have quite a

diverse growth rate. 

Russian GDP is growing at twice

the rate of Brazil’s and this is

because corruption is even worse in

Brazil and is eating deep down into

GDP growth.

We are seeing some improvement,

but there are still substantial

improvements ahead of us. It all

boils down to whether corruption is

hampering growth. Russia is a good

‘OUR STRATEGY
IS TO STICK
WITH BLUE-CHIP
COMPANIES
THAT HAVE
MANAGEMENT
WITH A PROVEN
INTERNATIONAL
TRACK RECORD’
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example: many companies have

found out that being more aware of

minority rights helps them to make

more money. 

But these are risks you have to be

aware of, and our strategy is to stick

to blue-chip companies that have

management with a proven

international track record, and to

invest in companies that provide us

with international accounting.

DK: Corruption and corporate

governance issues are, of course, a

problem in emerging markets.

However, it’s important to note that

they are not exclusive to the 

asset class. 

Scandals, such as Enron, Parmalat

and Worldcom all occurred in what

are described as ‘developed’

markets. As these cases highlight,

corruption is very hard to spot until it

is too late. 

We meet regularly with the

management of the companies we

invest in, and write detailed notes

and analysis following these

meetings. One key advantage of

this approach is that we can refer

back to previous meeting notes to

ensure that management are doing

what they said they would and that

there is a level of consistency in

their strategy. 

In terms of corporate governance, it

is improving. An increasing number of

companies are producing their reports

and accounts in English, and ensuring

they conform to international

accounting standards.

PM: Corruption is an issue, but it’s

increasingly less so. As the

economies grow and that growth

trickles down, and we see the

creation of a middle class, corruption

becomes less of a problem. 

However, do emerging markets top

corruption indices worldwide? Of

course. It that going to be the case

for some time? Yes. These are the

imperfections we need to deal with.

We don’t quantify corruption. What

we need to appreciate is whether

management is agile enough to create

value. We look at the track record of

management. We like management

that’s been around for some time,

seen different market cycles and

worked in different circumstances –

and clearly corruption will be involved

in that. 

The main point is that we should

have faith in the management that

they can navigate the company

through difficulties. 

Corruption is just one of the

challenges of emerging markets

alongside things like poor

infrastructure and disease. If the

evidence shows that the

management can increase profitability

and at the same time grow the

company, then obviously they are

dealing with the corruption.

Corporate governance is improving.

The companies in which we invest

now publish IFRS accounts, although

they’re often not published in time.

They communicate very actively with

us. It can be hit and miss, but even in

Russia, the situation has improved

greatly. Companies have also started

to understand better what

shareholder value is. 

AA: Corruption and corporate

governance standards have

improved greatly over the years.

There’s less corruption, and there are

many countries that are less corrupt

than others. For example, corruption

is at a very low level now in the

countries that have joined the EU. 

It’s still high in places like Russia

and Ukraine, although it’s getting

much better. There’s less and less

corruption at the highest levels of

government, though there is still a lot

at regional levels.

When it comes to corporate

governance, there’s an enormous

change. There are now many

Eastern European companies that

now have much higher corporate

governance than Western European

companies. They tried to adopt the

best practices from the West. The

shift has been enormous.

The way we deal with [corruption]

is by trying to put more and more of

our representatives on the boards of

companies. We also organise our

own summits where companies

present to investors, which helps to

promote transparency.

Companies are seeking listing in

London or New York, where

requirements are higher than in their

home markets. Many have understood

that the better your corporate

governance, the more you get

rewarded with increased market cap.

Q: In your view, which will be the
most promising regions in the
emerging markets over the next
10-15 years?

CG: Emerging Asia. It comes down to

the savings rate. Asia has the highest

level of domestic savings as a

percentage of GDP. The infrastructure,

in many cases, is world-class, and the

workforce is highly motivated. 

In order to secure long-lasting

economic outperformance you need

significant capital accumulation –

which you have in Asia due to the

savings rate, high levels of foreign

direct investment and a highly

educated workforce.

DK: Offering an outlook for the next

10-15 years leaves you open to being

a hostage to fortune. Many companies

in Asia, emerging Europe and Latin

America exhibit strong growth

characteristics and are well managed,

so should perform well – political and

economic factors permitting. 

Perhaps one of the most interesting

areas to monitor long term will be the

currently underdeveloped or non-

existent stock markets of Africa and

Central Asia. 

PM: I’m afraid it’s the BRICs again. It’s

the only place where population

structure is right. Population is growing

and it’s also very young. 

We also see that these are the

countries with the greatest natural

endowments – not just resources

but also climate. These countries

have some of the largest water

reserves, and water will become a

precious resource over time.

Some of these countries, like China

and India, are also becoming the

world’s outsourcing destination. The

tipping point of the balance of

industrial power will increasingly move

there. My guess is that, over the next

five to 10 years, they will have enough

financial firepower to start investing in

technology – and I wouldn’t rule out

these countries challenging the

technological and military dominance

of the US at some stage.

AA: If the oil price doesn’t drop

dramatically and Russia doesn’t do

something completely irrational, then

it should become one of the

wealthiest countries in the world.

During that transition we would like

to be invested in the capital markets.

We also very strongly believe in

Turkey, because it has a very dynamic

economy and it is becoming more

open and more integrated with

Western Europe. It also has a very

young population and very nice

population growth.  fe

‘THERE ARE
MANY EASTERN
EUROPEAN
COMPANIES
THAT NOW
HAVE MUCH
HIGHER
CORPORATE
GOVERNANCE
THAN WESTERN
EUROPEAN
COMPANIES’
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THE VOTE at the US Securities and

Exchange Commission (SEC) on 26

October 2004, which required

hedge fund managers to become

registered investment advisors by 1

February 2006, has left the industry

scratching its head as it ponders the

possible implications. 

As investors, hedge fund managers

and the financial media sort through

pages of legal documents and

commission reports in an attempt to

determine once and for all the

expected impact of adviser

registration, numerous questions

remain regarding what must be done

and in what timeframe. 

Understanding the Commission’s

overall rationale for regulatory

change may help us to best

understand these recent SEC

actions. 

How and why the SEC should pass

such drastic regulatory changes in

the light of the worldwide trend

toward the deregulation and

liberalisation of the nearly $1 trillion

(€0.8 trillion) hedge fund industry is

the question playing on most

industry professionals’ minds. So as a

preface to assessing the SEC’s

regulatory priorities, it may be helpful

to understand the Commission’s line

of thinking. 

At the core of the SEC’s concern

is its feeling that hedge funds have

more power than ever before –

they serve a burgeoning number of

individual investors who invest

either through their pension funds

or through funds with new, lower

minimum investment thresholds. 

Collecting information
For the first time, the Commission

will be able to collect information

from hedge funds, which will

enable it to identify compliance

issues that could be potentially

harmful to investors, and will aid its

attempt to identify frauds and

scams before they make their way

into the industry. 

In addition, the new requirement

that hedge funds have set policies

regarding compliance violations

and an in-house compliance officer

will protect investors. 

Finally, investors will need to

meet heightened accreditation

standards as part of the new

regulatory regime. 

A clear voice
As hedge fund professionals

involved in marketing, investor

relations and public relations, our

premise is that the hedge fund

industry needs to do a better job of

educating the investment industry,

regulators included, to try to ensure

that its voice is heard accurately

and clearly through effective

thought-leadership. 

When more people understand

the benefits hedge funds bring to

an investment portfolio, the cloud

of mystery will start to lift and

investors will appreciate their value.  

With marketing, however, comes

a need to pay close heed to

regulatory requirements. Those

who fail to do so may find

themselves in a perilous position.

Recently, for example, the

National Association of Securities

Dealers (NASD) fined Citigroup

Global Markets $250,000 for

sending out sales literature that

improperly presented hypothetical

performance and returns in its

charts, failed to include adequate

risk disclosure, and cited a targeted

rate of return without adequate

citation of the basis for evaluation

of the target. 

Sound basis
This action represented the largest

enforcement action to date.

The NASD was quoted as saying:

“This enforcement action underscores

our commitment to making certain

that firms provide the investing

public with a sound basis for

evaluating hedge fund investments

and adequately disclose all of 

the risks.” 

The NASD’s concern is that some

funds may not be fulfilling their

obligations regarding sales and

marketing. 

LESSONSFROMAMERICA
Charlotte Luer of LJH and Samuel Lang of Capco bring some US 
savvy to the issues of marketing hedge funds and investor education
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Additionally, NASD vice chairman

Mary L. Schapiro said: “As hedge

funds and funds of hedge funds are

marketed more and more

aggressively to individual investors,

ensuring that those investors receive

full and accurate information 

is critical.”

Canadian freeze
In a related Canadian example

earlier this year, Portus Alternative

Asset Management was forced to

freeze its investment accounts and

suspend withdrawals while fending

off allegations that its principal

protected funds were not

guaranteed by a bank. 

Provincial regulators in Ontario,

Nova Scotia and New Brunswick

added insult to injury by imposing

temporary bans on Portus while

they investigated a series of

concerns about the firm’s handling

of compliance issues, marketing

practices and record-keeping. 

Mutual funds also mirror the

trend towards increased disclosure,

and the Securities Industry

Association’s president Marc

Lackritz recently said that a uniform

disclosure template needs to be

used to summarise projected

returns and expenses, thus

providing investors with clear

information to use as the basis for

their investment decisions. 

Despite this, on 20 April 2005, a

Wall Street Journal column by

Jonathan Clements warned that

“performance-touting fund advertising

is back... [which] is bad news for

gullible investors...”  

Advertising performance
Clements counted the number of

advertisements in a leading personal

finance magazine each April from

2000 to 2005 and found that, as

the markets rebounds, so does

performance-based advertising. 

While certainly a legal form of

marketing, Clements contends that

fund investors suffer from

performance-based advertisements,

since fund companies “know that

past performance is no guarantee of

future results”.

Consider also the SEC’s ongoing

enforcement of the ‘quiet period’ –

beginning when a company files its

intention to go public and ending

25 days after its stock begins trading

– as further evidence of regulatory

crackdowns. 

Salesforce.com and Google both

experienced a delay in their initial

public offerings (IPOs) this autumn

as regulators were miffed about

media interviews.

Increasing access
Internationally, however, regulatory

considerations appear to be

relaxing, primarily to increase the

accessibility and direct marketing of

hedge funds to retail investors. 

German, French and Austrian

regulators have already eased

regulatory restrictions on hedge

fund marketing. Other European

regulators, particularly in Spain,

Sweden and Holland, are now

considering easing their marketing

restrictions as well. 

Current UK regulations do not

permit direct marketing of hedge

funds to retail investors (although

financial advisors can recommend

hedge funds to customers).

However, while typically more

conservative in its approach

(particularly in contrast to its French

neighbours), the UK’s Financial

Services Authority (FSA) is currently

reviewing its ban, on the basis that

retail investors need access to

information on hedge funds in

order to better understand them. 

Broader pan-European investment

directives could be implemented in

2006, undoubtedly in part to

address two potentially contentious

hedge fund issues within Europe –

how to harmonise regulations to

ease cross-border selling of

products, and perhaps even more

daunting, how to manage the reality

that web-based products will be

sold across European retail borders

regardless of local market

regulations. 

Word of mouth
With regulation looming and a

greater number of funds than ever

trying to attract private and

institutional investors, the question

on many fund managers’ minds is

how to generate assets under

management in an industry that

has traditionally been word-of-

mouth-oriented. 

While some hedge funds are

taking the mainstream route to

attract investors, others are now

offering Wall Street services

traditionally offered by banks, private

equity firms and broker/dealers,

such as loans, borrowing and

lending, market-making and self-

clearing services. 

Capacity constraints clearly do

exist, with many good managers

closed to new investment. However,

there remain a number of funds

that are struggling to raise their

investor profile. 

Lifting restrictions
Following the May 2003 hearings

on the hedge fund industry, the

SEC’s staff proposed that

restrictions be lifted on 3c(7)

hedge funds – the larger funds that

accept investment from up to 499

qualified purchasers (institutional

investors with $25m or individuals

with $5m in assets). 

TRADITIONAL
MARKETING
DISCIPLINES OF
BRANDING,
MESSAGE
DEVELOPMENT
AND PRODUCT
MARKETING
ARE STILL IN
THEIR INFANCY
IN THE HEDGE
FUND INDUSTRY

�
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Subsequently, the September

2003 SEC report, The Implications

of the Growth of Hedge Funds,

included a recommendation

stating that, “permitting funds that

limit their investors to a higher

standard (for example, qualified

purchasers) to engage in general

solicitation could facilitate capital

formation without raising significant

investor protection concerns”.  

Continuing debate
These issues continue to generate

debate, and how hedge fund

regulations on marketing will shake

out in the end remains unclear. 

The traditional marketing

disciplines of branding, message

development and product

marketing are still in their infancy in

the hedge fund industry. For

example, it is still unclear how

hedge funds and funds of funds

would prefer to ‘go to market’

should direct marketing increase to

US retail investors. 

Building brand
So, how would a hedge fund define its

unique selling proposition or develop a

positioning message that cuts through

the message clutter of 10,000 other

hedge funds and their product

offerings? Would it be based on

performance, which as we have

identified, is controversial and

inconsistently valued at best? 

Or would brand be built on the

reputation and image of the fund

manager(s)? While this would

certainly be a positive association if

they are renowned market players, it

could also be risky, given that even

lofty industry names (Warren Buffet,

for example) are no longer immune

to public scrutiny of their dealings. 

Or would brand stem from what truly

makes hedge funds distinguishable

from each other: their financial and

algorithmic modelling? 

The difficulty here is that the typical

retail investor probably will not

comprehend this level of messaging,

given its technicalities and

sophistication, thereby diluting its

potential as a marketing message.

Few financial providers successfully

brand themselves in retail businesses

as being more “proprietary model-

driven” than the rest. 

So, for now, we have more

questions than answers about how

to best conduct hedge fund

marketing in a new retail and

regulatory world. 

What we do know is that hedge

fund managers who want to grow

assets and visibility must realise the

importance of fine-tuning their

marketing programme, based on

regulatory actions and with the

retail investors’ interests in mind. 

To this end, marketing initiatives

such as the following are among

the areas to watch in the months

and years ahead.

News releases 
News releases are often distributed

to the media via news services such

as Business Wire or PR Newswire,

which offer the ability to select

whether the news announcement

will be sent regionally, nationally or

internationally. 

Further specificity within each

geographic region is also possible,

and the news services will translate

the news into any language in order

to maximise editorial pick-up. 

In addition, many companies and

marketing firms maintain proprietary

in-house media lists with personal

contacts in the hedge fund industry. 

A vital first step in obtaining

influential and targeted news

coverage, and generating credibility

and positive visibility, is getting it

into the hands of targeted editors in

the first place. 

Important content
In addition to focused distribution,

the content of the news is also

important. For compliance reasons,

hedge fund industry news is often

educational in nature and might

include commentary on timely

issues, the availability of white

papers, future business operating

models, and news regarding the

activities of firms. 

While it’s fine to discuss market and

economic trends, it’s not acceptable

to talk about performance, make

investment recommendations or

provide predictions about the future

of a particular investment. 

News stories should always be

reviewed and cleared by a

compliance officer and legal

counsel, and should include an

appropriate disclaimer. 

Indeed, the SEC is clearly focused

on the hedge fund industry and

special care must be taken to avoid

potential questions.

Media relations
Global business and trade media

often seek to arrange interviews with

hedge fund managers and other

industry professionals for educational

purposes. Meeting and liaising with

top national and international editors

and participating in important,

relevant stories leads to enquiries

and can position a firm in a 

positive light. 

Obviously, these situations must

be tightly controlled to ensure legal

compliance.

At the start of the interview, it is

essential to establish whether the

interview is on or off the record. If

the latter is the case – and the

journalist has agreed that the

interview is for background only – it

is still wise to be careful and to

assume that what is ‘off the record’

is not really and that a “no

comment” to a reporter indicates

that you have something to hide. 

If the reporter is someone you know

well and whom you trust, based on

years of interaction, this may not

necessarily be the case; however, it is

best to proceed with caution. 

In addition, during the interview it

is best to avoid jargon and speak in

personal terms that the audience

can understand. Assume that the

reporter knows very little about

your area of expertise, unless you

MEETING AND
LIAISING WITH
TOP EDITORS
AND
PARTICIPATING
IN IMPORTANT
STORIES CAN
POSITION A
FIRM IN A
POSITIVE LIGHT
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have evidence to the contrary.  

Deal in facts, and provide specific

data, proof points or specific

examples where possible. 

Don’t promote rumours, and

don’t repeat negative questions or

phrases. If you don’t know the

answer, it’s OK to say so, and

always make sure you understand

the question before answering. Ask

the reporter to repeat the question

if need be. 

Although it’s often tempting, never

argue with or put the reporter down,

and maintain your composure at all

times. Remember that you control

the agenda. 

Interview guidelines
General interview guidelines

include:

• Present yourself as an expert in

your subject area. Don’t pretend to

be an expert in an area in which

you do not feel comfortable.

• Know your subject and your

purpose. Focus on the three most

important messages. 

• Be honest and sincere, and

always maintain respect for the

press.

• Be concise with your answers. Talk

in headlines: state your conclusions

first.

• Acknowledge good questions and

rephrase bad ones.

• Make every statement a positive

one.

• Don’t expect the ‘right’ questions.

Take the initiative and lead the

interview.

• Use anecdotes when possible.

• Don’t get flustered or go onto the

defensive. 

• Learn to make transitions and turn

questions around to respond with

your three most important messages.

Written communications
All written communications and

marketing materials – including

investor letters, monthly and

quarterly reports, commentary

articles, white papers and byline

articles – need to be reviewed by

your in-house compliance officer or

legal counsel, who should be

familiar with all the current and

impending regulations on hedge

fund marketing. 

This officer should be able to

ensure that performance information

is presented correctly and that any

other requirements are met. 

Special care must be taken to

ensure company-wide consistency of

written communication. This is

especially important when there are

several individuals (for example,

portfolio managers) writing

commentares for investors. So, a

consistent ‘elevator speech’ is

important for every organisation.

Special activities
Special events, conferences, industry

research surveys and roundtables

are among the marketing activities

that may be used to achieve the

desired results in terms of 

business growth. 

There are several top-tier

organisations that host events for

institutional investors, family offices

and other specific audiences, which

may be ideal venues for hedge funds

to meet prospective investors.

Investor conferences are an ideal

way to establish the brand of an

organisation with prospective clients,

as they allow a company to focus on

its core messages and position itself

in the best possible light. 

Capital introduction
Cash solicitation fees are often paid

to third-party marketing firms that

refer accounts to a hedge fund

manager. These firms typically have

an extensive network of industry

contacts that may prove beneficial

to the fund. 

Solicitation activities often consist

of alerting prospective clients to

investment opportunities, furnishing

them with background materials

such as presentation books and

other information, and assisting to

the extent requested with the goal

of facilitating new relationships.  

Hedge funds compensate these

marketing firms based on a

percentage (often 20%) of

collected investment advisory fees

pursuant to the agreement.

The marketing firm then acts as

an independent contractor and not

as the hedge fund’s agent. This

means that the firm does not have

the authority to act on behalf of the

hedge fund and is not able to bind

the fund to any specific actions. 

Some third-party marketers

demand exclusivity, and many have

particular expertise in a certain

geographic region or hedge fund

strategy.

Industry belief
In conclusion, therefore, the hedge

fund industry seems to be leaning

towards the belief that since hedge

funds are sold to sophisticated,

professional investors, SEC regulation

is not likely to add significant investor

protection. 

Additionally, many feel it will be a

huge cost to hedge fund managers

– and they believe that in the end

this cost is likely to be shouldered

by the investors. 

But should the SEC ultimately

decide to relax its marketing and

advertising regulations, it is likely

that investors will benefit from the

increased knowledge that allows

them to make intelligent, educated

investment decisions. fe

SHOULD THE
SEC DECIDE TO
RELAX ITS
REGULATIONS,
INVESTORS
WILL BENEFIT
FROM THE
INCREASED
KNOWLEDGE  

• Charlotte Luer is president of

LJH Financial Marketing

Strategies and Samuel Wang is

global head of marketing and

PR at Capco

Note:

This article is not intended to

be, nor should it be construed

as, legal advice or as a legal

opinion.  

For such advice or opinion,

please contact a legal,

accounting or tax professional.
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SETTINGUPHOME
As alternatives grow in popularity, mainstream managers increasingly look to
enter the market. Lorcan Tiernan of Dillon Eustace charts the best routes in

HEDGE FUNDS HAVE traditionally

been domiciled in offshore

jurisdictions, such as the Cayman

Islands, Bermuda, Mauritius and the

British Virgin Islands, and are

commonly seen as less regulated

products. In recent years, however,

interest in alternative investment

products has been increasing and

there is an unquestionable need for

a regulated product to meet

investor demand.

Ireland has stepped into the

breach and is offering huge

potential in terms of hedge fund

penetration via the Dublin funds

industry and the Irish Financial

Services Regulatory Authority (the

‘financial regulator’). 

The financial regulator has opened

the door to a regulated hedge fund

product, which offers a real

alternative to the traditional offshore

hedge fund established in the

Cayman Islands and elsewhere, and

Ireland has established itself as a key

domicile for such a product.  

When contemplating establishing

a hedge fund, there are now two

routes available to any promoter: a

‘regulated’ or an ‘unregulated’

hedge fund.  

For the purposes of this article,

we will focus on just two

jurisdictions – Ireland, as a

regulated domicile for hedge funds,

and the Cayman Islands as an

unregulated domicile – and set out

the initial issues to be considered

when proposing to establish a

hedge fund in either jurisdiction.

Ireland
The advantages of establishing a

hedge fund in Ireland are based

mainly on the country’s position as a

highly regulated jurisdiction. A distinct

benefit of this is the strict approval

and supervision process, relative to

those in less regulated jurisdictions.  

As an international fund domicile,

Ireland presents itself amongst the

most flexible and advantageous in

the world, due in no small part to

the wide variety of fund vehicles

which may be established under

the Irish regulatory system.  

Ireland has already pioneered the

most radical changes in the

European alternative investment

market, and at present it is possible

to establish a variety of hedge fund

schemes, to use prime brokers, to

use derivative products and other

alternative investment strategies,

and to establish funds of funds and

feeder structures. 

The marketplace has also been

opened to retail investors, who may

gain exposure to hedge funds

through funds of hedge funds.  

Hedge funds in Ireland are usually

established as either unit trusts or

as investment companies with

variable capital. These schemes

A DISTINCT
BENEFIT IS THE
STRICT
APPROVAL AND
SUPERVISION
PROCESS,
RELATIVE TO
THOSE IN LESS
REGULATED
JURISDICTIONS
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may in turn be established as single

or umbrella funds. 

The choice of structure will,

however, largely depend on

taxation and marketing issues in the

country where it is proposed to

market the fund.  

Establishment issues
Where a promoter has not

previously launched an Irish fund,

the financial regulator will require it

to submit a formal application

seeking approval to promote a

Dublin fund before a new fund

product will be considered. 

The financial regulator has to be

satisfied that the promoter is of

good repute, has a significant level

of financial resources and a

demonstrable track record1 in the

promotion of funds. 

The financial regulator will require

specific information to be submitted

to it, will contact the promoter's

regulator2 in its home jurisdiction,

and ask the proposed service

providers to the hedge fund to

confirm their due-diligence checks

and so on. 

In most cases, where the

promoter is a regulated entity and

adequately capitalised, the financial

regulator will either fast-track the

approval process or allow the

promoter and fund applications to

run side by side.  

Essentially, the financial regulator’s

concern is to ensure that only

quality promoters are allowed into

the Irish market. The approval of

the promoter by the financial

regulator generally takes two weeks

from submission.  

Launch time-frame 
On average, it takes from six to

eight weeks – following promoter

approval – to have a hedge fund

authorised by the financial

regulator. 

Fund documentation is reviewed

by the financial regulator during the

launch process and typically would

include the prospectus, constitutional

document, material contracts, and

other financial regulator application

forms and ancillary letters. 

Investment restrictions
Under the Irish regime, investment

and borrowing restrictions largely

depend upon the type of investor

targeted by a fund. 

Very few restrictions (if any) are

placed upon funds targeting

sophisticated investors, while

increasing restrictions are imposed

where unsophisticated or retail

investors are chosen.

As a result, the financial regulator

has created specific investor

categories – hedge funds may be

established in Ireland as professional

investor funds (PIFs) and qualifying

investor funds (QIFs). 

PIFs and QIFs afford a

considerable deal of flexibility with

regard to investment strategies,

leveraging and transactions involving

derivative instruments.

A QIF, the most flexible regulated

fund structure that may be

established in Ireland, has a minimum

subscription requirement of

€250,000 per investor and can be

marketed solely to qualifying investors

who meet the following criteria:

• any institution which owns or

invests on a discretionary basis at

least €25m; or

• any individual with a minimum net

worth in excess of €1.25m. 

Limited exceptions
Institutions may group amounts of

less than €250,000 for individual

investors, but only pursuant to a

fully discretionary investment

mandate. 

Further, there are some limited

exceptions to these criteria, where

the investor is the management

company, general partner, provides

investment management/advice or

is a qualifying director or employee

of one of those entities.

The normal conditions and

restrictions applied by the financial

regulator in relation to investment

objective, investment policies and

leverage are fully disapplied for QIFs.  

A PIF has a minimum subscription

requirement of €125,000 per

investor. In the case of a PIF,

derogations from the financial

regulator's standard investment and

borrowing restrictions are obtained

on a case-by-case basis. 

However, many derogations have

now become standard and are

automatically granted on application. 

Cayman Islands
The Cayman Islands has long been

established as the domicile of

choice for hedge funds. Cayman

laws ensure that funds can be

structured as internationally

accepted vehicles and may be

formed as companies, partnerships

or unit trusts, according to investor

requirements, which, as in Ireland,

are often tax-related in their 

home jurisdictions. 

The Cayman Islands have no

capital gains, income, profit,

corporation or withholding tax. 

Similar to segregated liability

companies in Ireland, the Cayman

Islands permit investment funds to

take the form of segregated portfolio

companies. This means that, while

retaining its corporate existence as a

single legal entity, a corporate fund

vehicle may be registered as having

segregated portfolios of assets. 

These assets may be traded

independently, and, during the life of

the company and on liquidation, are

protected from any creditor claims

arising with respect to liabilities with

other segregated portfolios or the

company generally.  

FOOTNOTES
1 A demonstrable track record
does not preclude start ups or
relatively young companies
from applying, provided that
their principals have the
appropriate track record.
2 Generally speaking, the
promoter will be regulated, but
exceptions are considered by
the financial regulator on a
case-by-case basis.  
3 See below.
4 In Cayman, registered funds
must have a minimum
subscription of $50,000
(€39,328) per investor or the
equity interests of the fund
must be listed on an approved
stock exchange.

UNDER THE
IRISH REGIME,
INVESTMENT
AND
BORROWING
RESTRICTIONS
LARGELY
DEPEND UPON
THE TYPE OF
INVESTOR
TARGETED BY
THE FUND
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Establishment issues
The Cayman Islands do not impose a

promoter approval regime similar to

that in Ireland, and once it has been

determined what type of fund is to

be established, then setting this up

will be done in accordance with

instructions relevant to either a

company, partnership or unit trust.  

Registered and licensed3 Cayman

hedge funds must appoint Cayman

Island auditors, and the registered

office of the fund must be in the

Cayman Islands. 

Launch time-frame 
The incorporation of a Cayman

Islands ‘exempted company’ usually

takes five business days once all

documents have been filed with the

Registrar of Companies, and may be

shortened to 24 hours if an express

registration fee is paid.

For the most part, hedge funds are

required to file a copy of their

offering document with the 

Cayman Islands Monetary Authority

(CIMA) before commencing

business. 

This offering document must

describe the units on offer in all

material respects and contain

sufficient information to enable

prospective investors to make an

informed decision as to whether or

not to subscribe to the fund. 

CIMA does not review this offering

document.

Investment restrictions
There are no investment restrictions

imposed on hedge funds in the

Cayman Islands. However, as many

hedge funds domiciled in the

Cayman Islands will seek a 

listing4, they will be subject to the

investment restrictions imposed by

the stock exchange on which they

are listed. 

The majority of Cayman funds are

registered funds. A registered fund

may qualify to conduct business by

simply registering as such with CIMA

on the basis that:

• the minimum initial investment per

investor in the fund is at least

$50,000 (€39,328) or any

equivalent; or

• the shares, units or other interests

in the fund are listed on a recognised

stock exchange.

Mutual funds law
If the fund has fewer than 16

investors and the majority of the

investors (not the majority of shares

outstanding) have the right to

remove or appoint the directors 

of the fund (such provision will be

set out in the articles), then the fund

will qualify as an ‘exempt fund’ under

the mutual funds law and be

exempted from regulation. 

However, if it is contemplated that

the fund may in future have more

than 16 investors, it is recommended

that the $50,000 minimum

subscription be incorporated in the

fund documents.  

An exempted fund must 

maintain a register of shares in the

Cayman Islands, although

shareholders and directors meetings

do not have to be held in the

domicile.  

It is worth bearing in mind,

however, that hedge funds 

may require that meetings are 

held in the Cayman Islands in 

order to ensure that these 

funds are not brought 

onshore by local tax laws 

in the country in which any meetings

may take place.

Key factor
When considering the establishment

of a hedge fund, a great deal 

of consideration must be given 

to the domicile of the fund. 

As shown above, the fund’s

domicile will affect almost 

every aspect of the its initial 

life, including timing, investment

restrictions, target investors 

and costs.

However, when deciding whether

to go the regulated or the

unregulated route, it seems 

that the target investor (present 

and future) should be the key 

factor in any promoter’s mind. fe

• Lorcan Tiernan is a partner at

Dillon Eustace

THE FUND’S
DOMICILE WILL
AFFECT ALMOST
EVERY ASPECT
OF ITS INITIAL
LIFE, INCLUDING
TIMING,
INVESTMENT
RESTRICTIONS,
TARGET
INVESTOR AND
COSTS
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REPORTINGFORDUTY
Noël Amenc of EDHEC looks at the issues involved in the collation
and presentation of hedge fund performance information 

OVER THE LAST five years, EDHEC

has been developing an extensive

research programme in risk and

asset management with the

permanent objective of responding

to the interests of industry actors. 

Our report on fund of hedge fund

reporting1 last year was written in that

spirit. It was the first study conducted

worldwide comparing and contrasting

suggestions from the industry (buy-

side and sell-side) with academic

recommendations on the sensitive

issue of investor information. 

We highlighted the fact that even

though the specific features of the

risk profile of hedge funds have

been widely discussed in the

academic literature, market

participants tend to understate their

importance and remain strongly

impregnated by traditional world

investment practices. 

Performance measures traditionally

used by market participants

(investors and fund managers alike),

such as the Sharpe ratio, are facing

their limits when it comes to

assessing alternative investment

performance. 

In this respect, we argue that, due

to the exposure to multiple sources

of risk and to the dynamic and non-

linear nature of the relationships with

risk factors, traditional risk-adjusted

performance measures fail to

account properly for the risk profile of

hedge funds and, as a result, fail to

assess their performance accurately. 

Yet, as illustrated in EDHEC

(2003)2, a large majority of

investors still favour indicators such

as the Sharpe ratio (82%), the

Sortino ratio (58%), or even the

information ratio (49%) to monitor

hedge fund performance.

Monthly publication
As far as the content of the activity

report is concerned, we first suggest

opting for a monthly publication

frequency and including a number of

indicators covering the whole

spectrum of the risk-and-return

dimension definitions.

We thus suggest measures

accounting for normal risks (for

example, volatility), as well as

extreme risks (for example, Modified

Value-at-Risk), and loss risks (for

example, Maximum Drawdown),

with the corresponding risk-adjusted

performance indicators, so that

investors, no matter what their

preferences, can be provided with

relevant information.

In this respect, it is worth noting

that all this information can be

obtained through a return-based

analysis – that is, simply by

analysing historical returns. As a

result, managers can provide

investors with valuable information

on their fund performance and risk

profile without disclosing detailed

positions. We thus argue that it is

possible to satisfy investors’ need

for information without challenging

managers’ need for secrecy. 

Original indicators
We also propose to include original

risk-adjusted indicators, such as the

Omega ratio, which are specifically

designed to account for the non-

normal return distributions of

hedge funds.

We finally suggest that the activity

report should include detailed

information on the fund’s key return

drivers in the form of style and factor

analysis, so that investors can

optimally mix alternative investments

with their traditional portfolio. We

argue that such a piece of

information is essential since an

increasing proportion of investors are

using hedge funds to improve the

diversification of their portfolio. 

Agreed definition
Despite slight differences, investors

and fund managers tend to agree

on the definition of relevant

information in the activity report.

This finding contrasts with what is

usually said about investors’ and

fund managers’ conflict of interests. 

Nevertheless, as might be

expected, investors tend to ask for

more detail than fund managers. In

MANAGERS
CAN PROVIDE
INVESTORS
WITH
INFORMATION
ON THEIR FUND
PERFORMANCE
AND RISK
PROFILE
WITHOUT
DISCLOSING
DETAILED
POSITIONS
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this respect, we suggest suiting the

degree of detail to the level of

granularity (detailed information at

fund-of-hedge-fund level and

succinct information at fund level) in

order to find the right balance. 

Traditional measures
We found that traditional

performance measures have their

place in tomorrow’s hedge fund

activity report, according to both

investors and fund managers. The

Sharpe ratio is considered to be

‘important to very important’ by

77% of fund managers and 79%

of investors. 

However, it is worth noting that

new performance measures, better

suited for alternative investments, are

gaining acceptance, demonstrating

market participants’ interest in

rationalising the performance

evaluation and attribution process.

The Omega ratio is already

considered to be ‘important to very

important’ by 57% of fund managers

and 48% of investors.

In the same vein, it seems that

market participants are progressively

accepting the idea that hedge fund

returns are driven by beta and

alpha drivers, since many of them

are looking for relative returns. 

We believe that this shift from an

absolute-return paradigm to a

relative-return paradigm is a great

step forward for the future

development of the alternative

investment industry. However, this

brings new challenges in terms of

reporting to investors. 

Style analysis
Investors will be increasingly

demanding as regards information

on underlying risk factors. For this

reason, we suggest including static

and dynamic style/factor analysis in

the monthly activity report so that

investors can either study the

diversification properties or measure

the relative returns.

Hedge funds have historically

been associated with the absolute-

return paradigm, but this is not

consistent with the very nature of

hedge funds. Hedge fund returns,

like traditional investment vehicle

returns, are influenced by beta and

alpha drivers. Beta drivers

correspond to the fair reward for

exposures to risk factors, and alpha

drivers to the talent of the manager. 

Beta drivers
There is, however, a significant

difference between traditional and

alternative investment vehicles. While

the former generally follow buy-and-

hold strategies, the latter implement

dynamic strategies. As a result, hedge

fund beta drivers are made up of two

distinct components: static and

dynamic beta drivers. 

It thus makes sense to calculate

the relative returns of hedge fund

strategies, provided that particular

attention has been paid to the

choice of benchmark. 

Pseudo risk factors
It has been widely argued in the

literature that the risk-free rate, or

equity or bond indices, are not well

suited for hedge fund strategies

(Amenc et al (2003)3). Investors and

fund managers must use benchmarks

that include the specific characteristics

of hedge funds. Hedge fund indices

are thus natural candidates to serve as

pseudo risk factors. 

Due to the varying quality of the

indices available on the market, we

suggest using the series of index of

indices published by EDHEC (see

the box on page 24 for further details

on the EDHEC hedge fund indices).

Conclusion
There is still a long way to go before

investors in the alternative arena

can be provided with relevant

information on a monthly basis.

Nevertheless, we can say that the

results we have obtained are

encouraging. On the one hand,

investors and fund managers are

heading in the same direction. On

the other, they have chosen the

right direction in that they tend to

adapt their investment practices to

the specific features of alternative

investments. 

While only 20% of fund managers

include VaR measures in their

reporting to account for extreme

risks (EDHEC (2003)2), 40% of

fund managers consider that robust

indicators such as Beyond VaR

should be included in their reporting

in the future. 

The same observation holds for

risk-adjusted performance indicators.

While only 4% of fund managers

(EDHEC (2003)2) currently use the

Omega ratio, 57% of them consider

that information of that sort should

be part of their monthly activity

reports in the future. fe

• Noël Amenc is director of

research at EDHEC Business

School and director of the EDHEC

Risk and Asset Management

Research Centre

Footnotes:
1 EDHEC, 2005, EDHEC Funds of

Hedge Funds Reporting Survey.

2 EDHEC, 2003, EDHEC European

Alternative Multimanagement

Practices Survey.

3 Amenc, N., Martellini, L. and M.

Vaissié, 2003, ‘Benefits and Risks of

Alternative Investment Strategies’,

Journal of Asset Management, Vol.

4, No. 2, pp96-118.

THE RESULTS
ARE
ENCOURAGING:
INVESTORS
AND FUND
MANAGERS
ARE HEADING
IN THE SAME
DIRECTION

Noël Amenc
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RISK MEASURES RATIOS COMMENTS
Standard deviation Standard deviation The non-normal distribution of hedge fund returns is not taken into

account, leading to an overestimation of risk-adjusted performance 

measures such as the Sharpe ratio.

Semi-standard deviation Sortino Ratio Downside risk measures such as the semi-deviation do not  

properly account for extreme risks.

Instead of specifying the level of MAR arbitrarily, we suggest 

calculating the Sortino Ratio for all levels of MAR and plotting the 

Sortino Ratio. 

Maximum drawdown Calmar Ratio Hedge funds are entitled to incentive fees provided they have 

(with time ‘under water’) reached high-watermark provisions. As a result, the higher the

maximum drawdown, the higher the risk of seeing the best

Uninterrupted loss (with number of managers leave the fund to start a new hedge fund, and in turn, 

consecutive negative returns and n.a. the higher the probability of performing poorly in the future. The 

time to recovery) Calmar Ratio thus provides investors with valuable information. 

VaR Return/VaR Historical VaR is subject to a significant sample bias and generally

assumes that the return distribution is normal. It does not therefore

take the negative skewness and positive kurtosis of hedge fund 

strategies into account properly.

Modified VaR Return/Modified VaR The Modified VaR accounts for third and fourth order moments of the 

return distribution. It is thus well suited for hedge funds. However,

, it is subject to sample bias and does not converge rapidly when

sample size increases.

Style VaR Return/Style VaR The appeal of the Style VaR is to use pseudo factors embedding 

the specific risk features of hedge funds. However, the estimation

of the Style VaR relies strongly on the quality of the hedge fund 

indices used in the style analysis. We suggest using the index of 

indices series published by EDHEC for their high level of 

representativeness.

Beyond VaR Return/Beyond VaR Beyond VaR is a robust measure of extreme risk but ‘Block 

Maxima’ and ‘Peaks-over-Threshold’ approaches, which are

generally used to calculate this measure, are very data-consuming

. Given the lack of historical data, it is technically difficult to apply this 

measure to hedge funds.

Omega Ratio The Omega Ratio takes all moments of the return distribution into

account. It is thus well suited for hedge funds. Estimations of the 

Omega Ratio converge with 40-50 observations
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EDHEC HEDGE FUND INDICES: the index-of-indices approach

Given that it is impossible to come

up with an objective judgment on

what the best existing index is, a

natural idea consists of using some

combination of competing indices

to reach a better understanding of

what the common information

about a given investment style

would be. 

One straightforward method

would involve computing an

equally weighted portfolio of all

competing indices. 

Since competing hedge fund

indices are based on different sets of

hedge funds, the resulting portfolio

of indices would be more exhaustive

than any of the competing indices it

is extracted from. 

One step further
We push the logic one step further

and suggest using factor analysis

techniques to generate a set of

alternative indices that can be

thought of as the best possible

one-dimensional summaries of

information conveyed by

competing indices for a given style

– in the sense of the largest

fraction of the variance explained. 

Technically speaking, this amounts

to using the first component of a

principal component analysis of

competing indices.

To test the representative

qualities of the EDHEC Alternative

Indices, we constituted an equally

weighted portfolio for each of the

strategies from a proprietary

database made up of 7,422 funds. 

The portfolios for the different

strategies therefore each contain

more than 600 funds on average,

and, as a result, are considered to

be relatively representative of their

management universe. 

We then calculated the

correlation coefficient of

representative portfolios for the

different strategies with the major

indices publicly disclosing their

data over the period from January

1998 through December 2000.

The higher the coefficient, the

more representative the index. 

We classified the indices into

three tiers: 

• indices with the highest

coefficient are ranked as first-tier

indices and given three points; 

• indices ranked in the second tier

get one point; 

• indices in the third tier receive no

points.

Finally, we computed the

average number of points

obtained by each index provider. 

More representative
With 2.33 points on average, the

EDHEC Alternative Indices turn out

to be more representative than

any other index.

As a final note, since competing

indices are affected differently by

measurement biases, searching for

the linear combination of

competing indices that implies a

maximisation of the variance

explained leads implicitly to a

minimisation of the bias – one of

the appealing side-effects of the

construction methodology.
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COLLECTIVEPOWER
As more and more investors succumb to the attractions of hedge funds, they
are faced with a decision over whether to invest in a single-strategy fund 
or a fund of funds. But, asks Iain Morse, can they really be compared?

SINGLE STRATEGY or fund of funds?

This is the primary choice facing both

those institutional and retail investors

moving their money into hedge funds

– which, according to a recent survey

by Watson Wyatt Investment

Consulting, is what 13% of mainland

European pension funds and 7% of

UK pension funds are currently doing. 

This statistic is important because

trustees and pension boards are

under a regulatory obligation to

demonstrate that due diligence has

been completed before they

implement an investment decision. 

“Hedge funds are now in the

mainstream,” notes Jamie Piper of

HSBC Republic. “Industry standards are

being reset higher than ever before.”

This makes the choice between

single-strategy hedge funds and funds

of hedge funds a crucial one. But

comparing the two is difficult. “They

are not quite chalk and cheese,” warns

Chris Mansi, a senior investment

consultant at Watson Wyatt, “but they

can display very different risk-and-

return characteristics.” 

A single-strategy fund, as its name

implies, uses just one of a set of

possible strategies which can vary

enormously in terms of their risk-

and-return characteristics. From

distressed debt arbitrage to global

macro, there are over 20 main

strategies, and the same number of

secondary ones. Some demonstrate

high relative correlation and high

correlation to asset classes like

equities or bonds. Some show little

or no correlation. Investing on a

single-strategy basis entails accepting

strategy risk and often also very

concentrated manager risk. 
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One of the most widely used

single strategies is long/short equity.

This does not seek a permanently

neutral position in terms of market

or beta risk. Neutrality happens only

when the manager has no ‘feel’ for

market direction. Instead, long/short

equity managers try to second-guess

the market, switching between long-

net positions and short-net

positions. They also carry out

arbitrage between cyclical and

growth stocks, large cap against

small cap and so on.

Some long/short managers take

only very broad bets on future index

behaviour; others are narrowly

focused in one industry or one

geographic sector. 

Permitted tolerances
The problem with comparing

long/short equity is that different

funds have different permitted

tolerances on leverage and on the

ratio of short to long positions.

Indeed, many ‘long-only’ funds are

now permitted some short hedging,

perhaps only 10% or 20%. Unless

funds share the same performance

benchmarks and internal tolerances

on leverage and hedging, comparing

them can only be inexact. 

The situation with funds of hedge

funds ought to be very different. In

theory at least, these are risk-

adjusted portfolios of carefully

selected single-strategy funds. They

therefore diversify both strategy

and manager risk. All hedging

strategies are best seen as

synthetic and designed to fit one or

another set of investors preferences

on risk and return.

In practice, this means that funds of

funds are always intended to fit into

a model investor’s risk budget. 

This is most evident in the retail

market, where listed funds like Dexion

Absolute Return (DAR) or Alternative

Investment Strategies (AIS) predict

returns of 8-12%, with volatility about

half that of equity markets. 

“The attraction is obvious,” says

Ronnie Bowie, managing director of

Dexion. “We are aiming between

the equity and bond spaces.” 

But the same problems besetting

the comparison of single-strategy

funds are evident with funds of

funds. For instance, the DAR portfolio

covers seven strategies, of which

long/short equity accounts for 39%

of all fund assets. No fewer than 54

separate managers are used – a

hugely diversified portfolio. 

Meanwhile, AIS invests in a similar

number of strategies but allocates

63% of its assets to long/short

equity. The total AUS portfolio is split

among only 19 underlying managers. 

In terms of portfolio design, these

are huge differences. 

Charging structures
The charging structures for single

strategy and funds of funds is also

quite different and can have a

major impact on their respective

performances. 

Successful hedge fund managers

are famously well paid. Typically, their

charges start with an annual

management fee expressed as

percentage of funds under

management. But after achieving a

minimum return – the ‘hurdle rate’ –

they will take a share of all excess

returns. For example, the annual

management fee might be 0.5% of

AUM and the hurdle rate 3% over

LIBOR, with the manager taking 20%

of any excess return. 

Doubling the cost
Funds of funds introduce a second tier

of charges over and above this one.

The FoF manager will typically charge

a higher annual management fee, and

perhaps a further performance-related

charge, based on a given hurdle rate.

“This can easily double the cost of

investing via a fund of funds,”

cautions Robert Howie, principal of

hedge fund research at Mercer

Investment Consulting. 

From an investor’s point of view,

charges, though important, are

probably not decisive when choosing

between single strategy and funds of

funds. Instead, they are likely to be

focused on the risk-and-return

characteristics of a fund and how this

fits into their existing risk budget. 

“The key issue for many investors

is what they do if a strategy fails to

generate the required level of

return due to market conditions,”

says Howie. 

The only means of reducing

strategy risk is to leave the fund. But

in many cases this requires 90 days

notice, and a further 90 days until

monies are received from the

manager. In theory, a fund of funds

should be able to adjust its strategy

weighting at less cost, but the same

timescales often apply. 

Perhaps this is why funds of funds

tend to give lower returns; their

designers assemble a strategy

portfolio which displays low internal

correlations, anticipating that some

will under or overperform at any given

time. This entails having to be far less

active in managing strategy risk than is

the case in portfolios heavily skewed

to a particular strategy.

Multi-strategy funds
There is an alternative. “We are

seeing growth in a new area –

multi-strategy funds that can turn on

a dime as market conditions

change,” says Justin Dew, senior

hedge fund spokesperson at S&P

Portfolio Services.

In theory, these should offer low

costs and enhanced returns. A multi-

strategy may run a suite of strategies

with one or more managers, each

remunerated from aggregate fund

returns. At one easy stroke, individual

managers are domesticated into a

single stable. Prime brokerage and

custody for different strategies can

also be routed through a single bank,

with consequent savings. 

This, at least, is the theory. How

widely it works in practice remains to

be seen. “But at present, the concept

is an attractive one,” adds Dew. 

One reason commonly adduced

for investing in funds of funds or

multi-strategy funds is that they offer

IN PRACTICE,
THIS MEANS
THAT FUNDS OF
FUNDS ARE
ALWAYS
INTENDED TO
FIT INTO A
MODEL
INVESTOR’S
RISK BUDGET

�
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access to more than one strategy 

for relatively low entry capital. 

“This is still quite important in

determining how pension funds or

other institutions take exposure to

hedge funds,” adds Howie. 

Easier access
Access to hedge funds has eased

over the last two to three years, but

prior to this it was limited. Successful

managers reported investor waiting

lists, and cash minima were set

accordingly high at £5m (€7.3m),

£10m, or more. 

But everyone agrees that this has

now changed. 

“There are still waiting lists, but

most hedge fund managers are keen

to attract credible investors like

pension funds for quite low initial

amounts of capital,” Howie says. 

These days, the right institutional

investor with £10m to allocate to

hedging strategies can readily spread

this between five to 10 single strategy

funds. What matters is how such a

portfolio might be constructed and

maintained. Hedge fund portfolio

construction can be more or less

sophisticated but is currently

undergoing some significant changes. 

Traditionally, this has focused on

summarising risk-and-reward trade-

offs in one number – usually the

Sharpe ratio. This is a function of

subtracting a fund or strategy’s

average return from T-bill returns,

dividing both over the standard

deviation of returns: the higher the

Sharpe ratio, the greater the reward

per unit of risk for investing in a fund

or strategy. But critics have argued

that this ratio is too restrictive. 

Alternative proposals
A variety of alternatives has been

proposed, including one that

measures risk and return relative to a

benchmark. “Some hedge fund

portfolio managers are using Omega

models to steer portfolio construction,”

says Howie. The implication of this is

clear. Investors run the risk of

accepting uncompensated risk in

their hedge fund portfolios unless

they either select a fund of fund

manager which can add value

through efficient portfolio

construction or build their own

efficient portfolios. 

The last three to four years have

seen low market volatility and

compressed hedge fund returns.

“These conditions have put an added

emphasis on portfolio construction,

as well as issues such as cost

control,” says Watson Wyatt’s Mansi. 

The reality is that very few

institutional investors can afford the

in-house expertise to build and

maintain hedge fund portfolios.

Those that can, will, in order to save

money. The rest have to either

accept uncompensated risk or invest

into combinations of funds of funds,

multi-strategy funds, and perhaps

into one or two single-strategy funds.

“The latter are likely to be vanilla

products, equity long/short or

market-neutral,” says S&P’s Dew.  fe

VERY FEW
INSTITUTIONAL
INVESTORS
CAN AFFORD
THE IN-HOUSE
EXPERTISE TO
BUILD AND
MAINTAIN
HEDGE FUND
PORTFOLIOS
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REALESTATE

FUNDSOFTHEFUTURE
Luxembourg has become the primary centre for the increasingly
popular real estate investment funds, says John Wantz of RBC Dexia 

ALREADY WELL-KNOWN for its

unregulated real estate fund schemes,

Luxembourg is now leading the way

in real estate investment funds.

Specialised fonds commun de

placement (FCPs) (regulated

investment funds for the real estate

sector) have risen to prominence in

recent months as tax-efficient

structures that allow multinational

pension funds to reduce costs and

enhance operational efficiency

through the ‘pooling’ of their assets. 

Although less well-known, real estate

investment funds (REIFs) are

becoming increasingly attractive for

investors across Europe, due to the

growing interest in real estate assets as

an alternative to equities and bonds. 

Typically less volatile than equities,

they also generate investment returns

that offer better long-term protection

against inflation than bond or money

market assets. However, some

pension funds are now prohibited by

regulation from investing in

unregulated or unlisted schemes. The

legal foundation of REIFs is common

Luxembourg fund law, but the

implementing regulations are

established through a directive that

allows a fair degree of flexibility.

Taxation benefits
Many property fund promoters profit

from the built-in tax efficiency of

Luxembourg-domiciled participation

and finance companies. Such

companies (Soparfis) benefit not only

from double-taxation treaties, but also

from ‘participation exemptions’ from

the taxation of dividends and sales

proceeds of underlying subsidiaries. 

A stable and highly regulated

jurisdiction that also takes a pragmatic

and flexible approach to regulation,

Luxembourg not only offers tax

benefits but also possesses a deep

pool of real estate expertise, be it tax

advisers, lawyers, auditors, custodians,

administrators or transfer agents.

The Grand Duchy has become the

primary centre for regulated REIFs.

According to ALFI, the Luxembourg

investment funds association, the

domestic regulated REIF market now

comprises in excess of $10bn (€8bn)

in gross assets. That figure is expected

to grow significantly over the next few

years as new fund promoters enter the

market and the structure of the funds

becomes increasingly sophisticated. 

Many REIFs were set up in the past

couple of years as closed-end

institutional funds with a lifetime of six

to 12 years, so are still within their

three/four-year investment period.

But open-ended REIFs are also

becoming common, now there is no

longer any cap on their potential to

add new clients and assets.

When the FCP was first mooted as a

vehicle for multinational pension asset

pooling, Dublin was quick to establish

a similar tax-efficient structure in the

form of the common contractual fund

(CCF). However, Dublin has a problem

with REIFs: under Irish law a trustee

must be owner of the property in

question. In general, the directors of

the fund will not satisfy that criteria, nor

would they want to, because when a

fund owns the property directly, the tax

advantages are lost. So, Luxembourg’s

main competition for real estate fund

business for the time being comes

from Jersey’s limited partnerships.

When setting up REIFs, promoters

can not only choose tax-transparent

FCPs but also corporate structures in

the shape of SICAFs and SICAVs. As is

the case with unregulated schemes,

the property investment process itself

will usually be handled through

Soparfis and local special purpose

vehicles (SPVs). 

Tailor-made
Fund promoters in Luxembourg are

offering REIFs as tailor-made packages.

Typically, a small group of institutional

investors will sit down with the

promoter prior to launch to hammer

out the investment policy. Whatever

the policy, be it capital appreciation or

regular income distribution, there will

be no payout ratio of earnings (in line

with Luxembourg law). 

There are typically two flavours of

REIF – the fund of property fund and

the directly holding fund, where the

direct investments in buildings are

done via a myriad of underlying

Soparfis and SPVs. Both are financed

via capital calls or ‘draw-downs’ of the

investors’ commitments. The advent

of open-ended REIFs, with monthly

NAVs, is likely to attract more high net

worth retail investors into this

segment, but at the moment 80-90%

of REIFs are purely institutional funds.

Servicing REIFs presents a challenge.

The nominated administrator is at all

times responsible for the safekeeping

of REIF gross assets, regardless of their

financing through equity or third-party

loans, and for the control of the

transactions undertaken by the REIF. 

The physical safekeeping of deeds

and contracts, and the specific

characteristics of the funds, require

dedicated systems and processes and

a higher degree of due diligence than

other regulated funds. Existing

administration systems will need to be

built out to deal with multiple service

providers in multiple countries with

diverse market practices.

Consolidating diverse accounting

data together into one aggregated NAV

calculation is a key challenge for the

administrator. In addition, investors will

typically have commitments in excess

of €5m and will want to adhere to

certain reporting standards to ensure

they can avoid double taxation in their

home market.

Legal priorities
A well-staffed legal department is also

a priority. The administrator needs to

confirm transactions, determine that

all the legal documentation is binding

in the relevant countries, and in some

cases provide translation services. If it

comes down to an audit, the process

is not the same as for a mainstream

fund. There are no securities

portfolios, NAVs or automated pricing

feeds – the assets are the underlying

bricks and mortar, and the valuator

must be able to carry out an

evaluation on that basis. 

As many of the closed-end

Luxembourg REIFs will come to

maturity within the next few years,

current institutional investors will

increasingly consider listing on a stock

exchange as an exit solution. This will

give retail investors the opportunity to

participate in an investment universe

that until now has been closed to

them. Furthermore, it can only be a

question of time until newly created

open-ended REIFs will be promoted

and distributed to retail investors on a

multi-country level. 

• John Wantz is head of business

development for real estate

investment funds at RBC Dexia

Investor Services
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A HIGH-WIRE ACT?
Hedge funds are not usually thought of as the biggest buyers
of operational risk services, be it software, consultancy or
insurance, but this is beginning to change, says Nicholas Pratt

THE DEMISE OF Long Term

Capital Management (LTCM) in

1998 has been seen as a defining

moment in the history of the hedge

fund market. It was a reminder to

the hedge fund managers that an

innovative trading strategy, lots of

investors and two Nobel Prize

winning economists on the board

of directors (Robert Merton and

Myron Scholes) were not enough

to guarantee success. 

The Russian government’s bond

defaults heralded the end of the

LTCM run on fixed income arbitrage

and, even though the market came

round to prove LTCM’s theory in the

long run, LTCM and its investors

(mainly banks) had sustained

$4.6bn (€3.7bn) of losses in the

meantime, proving the adage of

John Maynard Keynes that “the

market can stay irrational longer

than you can stay solvent”. 

Planting seeds
While the LTCM case did not herald

an immediate stampede from

hedge funds to the doors of

operational risk management service

providers, it did plant a very large

seed in their thinking – a seed that

has germinated, thanks to several

market developments since 1998.

It also, of course, planted a seed

in the mind of the banking

regulators who had to step in to

avoid systemic risk threatening the

stability of the international banking

market. 

Add in the likes of Nick Leeson

and his capers at Barings and the

end result is the inclusion of a

capital requirement for operational

risk with the Basel II Accord of

2001, and a consequent market

for operational risk management

(ORM) systems and services

covering software and applications,

data providers and consortia,

consultants and insurers. 

The software market for

operational risk has been slow,

particularly in the hedge fund

sector. While vendors have seen

prolific sales in credit and market

risk systems for many years, the

operational risk industry only really

started after the 2001 Basel II

Accord in anticipation of banks

‘MANY
INVESTORS
NOW REQUIRE
FUND
MANAGERS TO
DEMONSTRATE
PROCESSES FOR
MEASURING
AND
MONITORING
RISK’
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developing comprehensive ORM

teams and policies

Vendors started to develop

products around the demand for

databases and warehouses that

would arise as banks and financial

institutions sought to collate their

operational loss data. 

According to US-based research

group Chartis, the worldwide ORM

market will be worth over $1.27bn

by 2009. The market for this

software will continue to grow at a

steady compound rate of 7.7%,

rising from $163m in 2006 to

$219m by 2010, says Chartis. 

Increased interest
The research group has upped its

forecast on the strength of demand

it has seen in the fourth quarter of

2005 and the first quarter of 2006,

a demand that Chartis puts down in

part to increased interest from the

fund and alternative investment

management market. 

Whereas the motivation of many

banks and traditional fund

managers for ORM was sparked by

regulation, hedge funds have not

really fallen under the same

supervisory jurisdictions, meaning

the reasons for adoption must be

something different. 

Helen Townsley, director of

research at Chartis, puts it down to

three factors – the first being the

general business environment,

post-Enron, WorldCom, LTCM and

the rest. “In the wake of some high-

profile scandals over the last few

years, there has been a general

business trend toward better

governance and transparent risk

management,” she says.

Institutional base
The second factor is the

competition for investment funds

that hedge funds now find coming

from an increasingly institutionalised

investor base. 

“The transparency point is also

closely tied to the process of raising

funds,” says Townsley. “Many

investors now require fund

managers to demonstrate best-

practice systems and processes for

measuring and monitoring risks.

This is often a fundamental part of

their due-diligence process before

they make investment decisions.”

Man Investments, the alternative

investment arm of the Man Group,

has invested in its ORM by

purchasing an external loss

database system, mostly because

of the potential loss of reputation

should something go wrong rather

than any inherent weakness or

regulatory demands. 

“Our reputation is at the heart of

the business model, not just for

performance but also for integrity,”

says Jonathan Howitt, operational

risk manager at Man Group. “A crisis

or big operational event at a hedge

fund manager can affect us, so we

are very sensitive to what is

happening in the outside market.”

Niche providers
In terms of system selection, hedge

funds have been buying from the

niche ORM system providers, but

this is unlikely to continue for two

reasons, according to Chartis. 

“As the market becomes more

sophisticated, and possibly more

quantitative, with regards to ORM

management, firms in this sector

are likely to change their purchasing

habits and buy from some of the

bigger and more sophisticated

vendors,” says Townsley.

Secondly, acquisition activity in

the systems market means there

are unlikely to be many niche

providers left. In the last 12

months, database firm Oracle has

bought i-flex, which had itself

acquired the intellectual property

rights to Capco’s Operational Risk

Tool Suite – a product originally

developed by Dresdner Bank. 

FRS, a unit of S1, acquired

Providus to add its ORM applications

to its own product suite. JPMorgan

pulled the plug on its own ORM

solution, Horizon. And UK banking

systems vendor Financial Objects

agreed a takeover deal for ORM

vendor Raft International.

Chartis has ranked, in alphabetical

order, what it regards as the top five

ORM vendors in the European

market: Algorithmics; Ci3 Sword;

Methodware; Open Pages; and SAS.

But the truth is that the market

remains full of component

solutions, best-of-breed packages

and add-on modules to general

trading systems, even if the trend is

for the components to be married

into one overall system supplied by

a recognised name.

Critical component
Operational risk management

continues to involve so many

different facets that the systems

market will necessarily reflect that.

Data is the critical component and

fund managers have to develop

both internal and external loss

databases – consequently data

mining, data cleansing and data

storage vendors are all included

within the ORM sector.  

Secondly, there are the tools to

identify, measure, monitor and report

any operational exposures, such as

Key Risk Indicators and risk scorecards,

the use of which have been driven

mostly by Sarbanes-Oxley and anti-

money laundering rules.

Then, of course, there are the

various overlaps that operational risk

has with credit and market risk

systems – for example, in the case of

LTCM and a major default, is it a

credit risk or do the effects make it

an operational risk? 

There is also an overlap with the

fraud detection and accounting

software, anti-virus and firewall

software, and the more mundane

document management products. 

New investor class
A more specialised market has

developed for hedge funds within

the insurance sector. In the last two

months, two underwriters have

unveiled amendments and

enhancements to their traditional

investment management liability

policies. As with the software

market, the drivers have been the

exposure to a new class of investor

rather than specific regulation. 

On the one hand, there are the

institutional investors that demand

certain organisational safeguards in
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their hedge fund managers; on the

other, there are a growing number

of retail investors wanting to invest

in hedge funds. These investors are

more likely to look to litigation

should their returns not live up to

their expectations.  

Avoiding litigation
Chubb has launched its first hedge

fund liability policy based on what it

sees as a growing potential for

litigation. Michael Thyssen,

European product manager at

Chubb, cites this potential for

litigation as a reason why the

company is likely to seek to avoid

any hedge fund with a sizeable

retail investor base. 

“We prefer institutional investors

to retail investors because the retail

market is not as experienced when

it comes to investing,” Thyssen

says. “If they do not generate

returns automatically, many will

look to litigation, whereas

institutional investors have a longer-

term outlook.”

Internal controls
Despite the availability of policies,

insurers still insist on certain

conditions and evidence of internal

ORM controls at any hedge fund

applying for cover in the two

available fields: directors and

officers, which aims to insure senior

management against wrong-doing

or negligence; and professional

indemnity, which is aimed more at

the hedge fund managers

themselves who may stand

accused of mis-selling or simply

getting their strategies wrong.

The hedge funds’ investor base is

one of many aspects that

underwriters are now applying to

hedge funds when providing cover. 

The experience and track record of

the hedge funds are also

considered. Many outstanding

trading records but what experience

do they have of running a company?

Who are their counterparties? Do

they have independent valuations?

Do they use prime brokers and

administrators with a reputable

name, such as a Morgan Stanley or

a Goldman Sachs? And, of course,

there are the trading strategies.

What is the maximum leverage they

employ? What potential for liquidity

disruption is there? 

“Heavily debt-laden funds that are

highly leveraged, or those that are

investing in debt, could be a lot

more risky and we would 

probably be avoiding those type of

funds,” says Richard Coello,

underwriter for Ace’s financial

institutions division, which has

introduced enhancements to its

investment management liability

coverage. 

“There have been very few fund

managers buying liability insurance,

so we reasoned that there must be

something missing from the

policies,” adds Coello. “The two real

catches have been ‘cost of

corrections’ and ‘loss mitigation’. If

you make an error as a fund

manager, the insurer will cover the

cost to a third party but not the cost

to the fund manager.”

Trading errors
The second area concerns granting

fund managers the permission to

mitigate their own losses following a

major trading error, as opposed to

waiting for permission from the

insurer so as not to prejudice a claim. 

“The reason we are comfortable

with granting them that permission

is that there are already regulations

in place that set out the rules for

fund managers in those situations,

– and who are we to second-guess

those rules?” says Coello.

And while insurers have been

keen on the rebranding side of their

investment management liability

enhancements, they are still

unlikely to suddenly drop their

underwriting guard just to

accommodate hedge funds and will

doubtless continue to carefully

monitor their exposures. 

“It’s quite a competitive market,

but our approach is prudent,” says

Chubb’s Thyssen. fe

‘IF YOU MAKE AN ERROR AS A
FUND MANAGER, THE INSURER
WILL COVER THE COST TO A
THIRD PARTY BUT NOT THE COST
TO THE FUND MANAGER’
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global funds centres supplement out August 2006

– fund centre checklist

– key centres and what they offer

– alternative investment centres

– cross-border mergers

– back office support

the market is more complex than ever before …
choosing the right base for your global fund
operations is critical…

… the new Global Fund Centres supplement from
Funds Europe provides a step-by-step guide to help
ensure you make the right choice
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By combining the best of both the OTC and exchange markets,
Bclear offers you a better, more efficient way to handle equity
derivatives as part of your portfolio.

Bclear provides a simple and secure way to register and clear
either standard or customised equity derivatives trades.

Be secure – by automating the processes common to the
OTC market, Bclear reduces the need for paperwork and
therefore helps you reduce operational risk.

Be discreet – no requirement to publish trade details to the
market so you can retain your privacy.

Be comprehensive – with futures and options on over 350
European blue-chips, Bclear offers you broad market coverage
in one place.

To find out how Bclear can benefit your business
contact us today.

Tel: +44(0)20 7379 2200
Email: equities@liffe.com
Web: www.euronext.com/bclear

Be secure

Euronext.liffe refers to the combined derivatives operations of Euronext and LIFFE, comprising the Euronext derivatives markets in Amsterdam, Brussels, Paris, Lisbon and the LIFFE market in London. Bclear is
operated as a clearing service by LIFFE Administration and Management, which is regulated by the Financial Services Authority ("FSA") as a Recognised Investment Exchange.Those wishing to use the new
wholesale services should consider their regulatory position in the relevant jurisdiction before doing so. 4468

What can Bclear do for your business?
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