Hedge Funds and their (Non)regulatiofi

Petr MUSILEK

Institutional investors count among significanttma#pants on global
capital markets. These investors are however rianaogeneous group,
since they not only use different investment pgliobyt operate also in
different regulatoryandtaxenvironmentThe objectivef this contribution
is to analyze the impact of institutional investorscapital markets, while
special attention will be paid to the segment algeefunds, both, in the
period before the outbreak of global financial isri@nd in the post-crisis
period, as exemplified by the USA and the Eurogédaion.

Institutional investorsandtheir impact oncapital markets

Hedge funds may be classified as institutional stwes playing
considerable role in financial systems. What douwderstand under the
term “institutional investor"? According to Gitmamnd Joehnk (1990, p.
10), institutional investors are “... professionptd for management of
other people’s money. They are employees of firsdnostitutions such
as banks, life insurance companies, mutual fundagipn funds, large
non-financial corporations, and in some casesiatiividuals ...”. For the
purpose of this contribution, we determine theitngbnal investor as an
institution managing investment assets of greaergxtwhile using
professional investment methods. Following ingitiios are classified as
institutional investors: open and closed funds alfective investment,
banks, pension funds, insurance companies, hedgés,fuand other
managers of private portfolios.

The ever-increasing significance of institutioimalestors on capital
markets is evoked by several factors, and deraguoladf financial
systems in the eighties and nineties of the lasttucg and at the
beginning of the new millennium prior to the outidteof global financial
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crisis ranks among the most important. Not onlycomsequence of
massive competition increase in the area of comaldsanking, but also

as a market response to implementation of the Baselel of banking

regulation that required considerable increase hafreholders” equity,
bank institutions expanded into assets manageminth is analyzed in

details by Revenda (2011). Also liberalization dfe tinvestment

environment contributed to the boom of institutioimyestment, both, in

the area of generating and distribution of investha®ad pension products
and also in possibilities to allocate investmergets Another factor of
institutional investors’ expansion is a demograptevelopment that is
specific by constant aging of population in develbgountries, which

becomes evident in huge demand for investment-amsar products that
provide income to persons in retirement age. Andlfy, technological

revolution in the area of computer and telecommatioa technology

opened wide opportunities to institutional investan the liberalized

investment environment. Technical progress conteidbuo definite drop

of transaction and management costs related toegsiminal asset
management.

Increased importance of institutional investorsuiances significantly
the microstructure of capital markets. Liquidity eécondary capital
markets, adequate standards of information dissdgosmarket oriented
accounting, functional legislative environment, ahdalthy banking
system are extremely important for activities ostitutional investors.
Liquidity requirements of institutional investorsipport probably not
only consolidation of fragmented national stock hexwges into
multinational stock electronic trading systems, lalgo contribute to
creating specialized institutional markets. Insibmal investors influence
significantly also the structure of demand for isiveent instruments. As
compared with individual investors, institutionalvestors in principle
invest in long-term and foreign investment instruise It seems that also
the development of financial engineering is stirntedaby institutional
investors who permanently require new productsdotrol investment
risks, tax positions, and compliance or evasioregtilatory rules, which
is analyzed in details by Dyé@k (2006). Institutional investors also
positively contribute to formation of the globalpial market through
international investment development. With respextthe fact that
national capital markets were not positively catetl perfectly in the
past, it was possible to diversify the systemasik based on international
investments. Precisely the effort to diversify #ystematic risk became
progressively evident by extensive multi-natiorati@n of portfolios of
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institutional investors, which was however the @aas price integration
of individual national capital markets into a glbbaarket at the
beginning of the new millennium. Institutional irsters also positively
contribute to stimulation of the offer of the riglapital. In particular
American institutional investors allocate part loéit portfolios in young
and fast-growing companies, which was one of tieeofa supporting the
dynamic economic growth from the second half ofdlghties of the last
century practically to the outbreak of global fioah crisis in 2008. We
must alsamotignore the fact that institutional investors managmpanies
based on the pressure applied to the managemenmdymizing
performance of stock instruments of publicly trddatompanies. In the
nineties of the last century, some institutionalesstors and their asset
managers switched gradually from passive to aceéxecution of
ownership rights, which contributed positively rastly to the growing
value of stocks, but also to increased efficienicjpimt-stock companies.

Reasonable price volatility of investment instrumseis a common
part of the investment process. Financial econarhswever examine
particularly the impact of excessive or even ex&gmice volatility of
investment instruments on stability of financiab®ms. Are institutional
investors the cause of turbulences on the glolgatatanarket, or do they
on the contrary rather contribute to its higheb#ity by their activities?
Empirical studies carried out tiate (e.g. Sias, 199irkpatrick, 2009, or
Claessens, Ariccia, Igan, and Laeven, 2010) ratbefirm the opinions
that consolidation of investment assets under namagt of large
institutional investors may generate excessive epriolatility of
investment instruments. Portfolio managers are hawiten vulnerable
to “herd” behavior, since their performance is Uisugudged to the
market benchmark set, which then proves in imitgatinvestment
strategies of crucial investment players on capitatkets. Institutional
investors also sometimes respond to unexpectedmiatmn influencing
prices insimilar mannerwhich inaggregatexpression causes particularly
significant fluctuation of net demand for insuf@aily liquid investment
instruments.

It is evident that institutional investors use at¢andardized systems
of risk management. The core of these systems stensi statistical-
mathematical models with very similar and presetpeters, which in
case of both, positive and negative price shockreak, leads to “herd”
responses of institutional investors. In particulgiobally operating
commercial banks started expanding to investmenket&relatively on a
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massive scale. Banking houses at the same timéoghedea new banking
discipline in connection with the development oftnematical financial
economy and computer technology — the so-called emmodrisk
management. In 1994, the Value-at-Risk (VaR) apgroaas used in
banking for risk management for the first time bynérican group
JPMorgan Chase. VaR measures what loss may beegatlue to
modification of monitored risks (interest rate, leange rate, stock, or
commodity) in a certain period with predefined mbtility. The use of
VaR approach started massively prior to the outbdaglobal financial
crisis also in the area of asset management, ngtdue to its simple
application, but mainly because this approach wgdligible and easily
understandable to top managers and members otastatoodies. VaR
approach was not only recommended, but also eviam oéquired by
regulatory and supervisory authorities. This appindaas however several
fundamental (and difficult to remove) deficienci¢ise most serious of
which are:

= VaR does not express what are the highest lossgsniay be
achieved from investment instruments or investnpentfolio, and
significantly underestimate probability of occurcen of an
extreme price-forming shock,

= VaR neglects the systemic risks,

= most VaR methods are based on presumption of normal
distribution of returns from investment instruments

= VaR approach supports pro-cyclic behavior of chpmarkets,
since most VaR users operate with similar inpua detdeed with
historical time series of returns/losses of invesitinstruments or
portfolios) and characteristics of models, whicleassarily bring
out “herd” behavior of banks and managers of inwesi
portfolios and escalates the financial panic ewethér,

= VaR is in principle based on the presumption ofvimes
development repetition (though with certain modifions) in the
future period, which is however rather a coincidetitan reality,
since there are no rational grounds for repeatingnexpected
fundamentally-psychological significant price-fongievents that
change the behavior of return rates of investmestruments or
portfolios,

= in the period prior to the outbreak of global fin&h crisis,
credibility risk and the risk of loss of liquiditwere absolutely
neglected in applying the VaR method.
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Extensive and usually mechanical use of VaR meftioough in some
cases supplemented with stress testing and analfydiferent scenarios)
confirmed mainly managers of banking houses inrthelief that they
may invest on capital markets in volatile instrumsensing substantial
financial leverage, since they are capable to mamks effectively
based on the so-called modern risk management agproand no
considerable threat is imminent. This hazardousignted strategy was
successful in certain banks (e.g. American, BrjtiBhtch, or Icelandic)
for relatively long time, and some managers managedncrease
profitability unprecedentedly and thus transforne tank stocks from
previously conservative titles into titles of theogth type (growth

stocks). We however believe that it was not duapplying the so-called
modern risk management, but mainly due to unusuatlg (practically

from the mid-eighties of the last century to theldhe of 2008) favorable
development on global investment markets. Afteftisigi the investment
mood, many banks did not manage to change thesstment strategy on
time and got into serious problems.

We cannot even rule out that institutional investoray also behave
in irrational manner, since their investment syas are not supported
with adequate fundamental factors. In particulae thmewly formed
investment markets, young companies, and investmanvations often
suffer from information asymmetry. Institutionalvestors and asset
managers then in conceiving and realization ofrtileiestment strategies
proceed rather from assumptions and investmenn@gethan from true
and accurate fundamental information, which resuftsinvestment
mistakes that are usually positively correlateds tonsequence is
economically unfounded demand for certain investmestruments and
subsequent price bubble.

Special type of institutional investors: hedge funsl

Traditional hedge funds do not represent ordinastitutions of
collective investment, but they have the naturepafate and non-
regulatednvestment products intended for selected clidfas.economic,
tax, and regulatory-supervisory reasons, hedgesfoperate in particular
in the USA and off-shore centers, and relativelyabmumber in the
European Union. Clients of hedge funds consistusxegly of rich or
professional investors and their number usuallysdo& exceed several
tens or hundreds, which means that hedge fundisesurave the nature
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of private investment instruments. Managers of keefdgds use flexible
approach to portfolio management, because theyairesubject to any
regulation and assets allocation and diversificatiegulations. They
invest in wide range of investment instruments .(estpcks, bonds,
financial derivatives, or commodities) using actireestment techniques
includingleveragéencumberedhvestmenbperationsManager®f hedge
fundsare remunerated using both, fixed method (managensmission
usually 1-2% p.a. of the value of managed asseppasing however that
the portfolio manager achieves positive retuamg) basedn performance
of the managed portfolio (usually 20% of annualimes achieved). It is
usually required at the same time that the podfalianager becomes a
partner of the investment structure and invests hais/her own funds in
the hedge fund’gortfolio. Investors cannot withdraw invested furficisn
the hedge fund immediately, but they must obsehee rnotice period,
which is between 30 days and 3 years. This notereog is sometimes
also supplemented with considerable sanction wathet charges.

Hedge funds may not be mixed with other types af-regulated
investment structures. Hedge funds are very ofteilas to private equity
funds, not only by the method of capital collectibnt also by the system
of managers’remuneration.Great difference however consistsin the
investment method. Hedge funds invest mainly taitiginvestment
instruments, which enables investors to withdraemfrfund structures.
On the contrary, private equity funds invest lapgetion of assets in non-
liquid investment instruments, which means thatdfunvestors have
practically nachanceo withdrawbeforethe predefined horizon of realized
investment policy. Venture capital funds investe#ssin private non-
tradable companies through important capital pgeten for a relatively
long investmenperiod.Venture capitalundssearch fohighly speculative
investment opportunities. Therefore their instrureemank among
considerably hazardous and practically non-liqoiestment assets.

Hedge funds were originated on the American maakehe end of
forties of the last century. In 1949, Jones HedgedFwas founded that
used hedge transactions with stocks, based on catidn of margin
trading and short selling. Profits were achievemugh the selection of
undervalued stock titles fanargin trading and overvalued instruments for
short sales. In following two decades, more tha@ h&dge funds were
founded on the American market. Some of them howpvegressively
abandoned basic hedge principles and used incgbasiarrowed funds.
Upon the drop of share prices in the second hathefsixties of the last
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century, most of them suffered great losses anehéias part of them also
terminated their business activities. The followremaissance of hedge
funds was experienced in the mid-nineties of tlst &@ntury, not only
due to liberalization of international investmensit also due to wide
supply of new investment opportunities. Newly foadchedge funds in
last two decades startedingvarious investment strategiegiich enables
to differentiate macro funds (they enter into gosis of changing global
economic conditions that show in stock prices,ragerates, or exchange
rates), global funds (they invest on selected dapexl and emerging
stock markets), market—neutral funds (they use ihgdgperations
consisting in combination of margin trading and rstselling), sectorial
funds (they invest in selected sectorial stock prdiort sales funds (they
realize mainly short sales and thus speculate ice gall of investment
instruments), event-driven funds (they search pac#ic events such as
acquisitions or mergers, cause significant flugturet in market prices of
stock instruments), and funds of funds (they inwesither hedge funds,
using borrowed funds). Macro funds, global fundgenrg-driven funds,
and in recent years also short sales funds bedamadst widespread. At
the end of the nineties of the last century, mbent5 000 hedge funds
existed on global investment markets, and they geohalmost USD 300
bil. The volume of assets managed by hedge funds eammstantly
increasing in the new millennium and exceeded U3Dtillion before
the outbreak of global financial crisis. In the s®i0f the global financial
crisis, many hedge funds suffer great losses atittvawal of clients; the
volume of assetsnanaged dropped approximately to one half, and
hundreds of funds had to terminate their operation. With gradual
overcoming of the results of global financial istertain stabilization
was experienced in the segmehbedge funds. Substantial characteristics
of the sector of hedge funds are demonstratedéfotitowing table.

Tab. 1: Characteristics of hedge funds (HF) sector (world1990-2011)

Item 1990 1995 1997 2007 2009 2011

Number of funds 1977 4700 550010000 8000 7000
HF assets in bil. of USD 67 217 295 2500 1542 2040

Inst. investors’ assets In 1 3 546 53 979 28 407 40 300 34 000 38 000
bil. of USD

HF share in % 050 094 104 6.20 453 5.37

Source: Barclay Hedge (2012), TheCityUK (2012), @®E2012)

13



Musilek, P.:Hedge Funds and their (Non)Regulation.

Post-crisis regulation of hedge funds

It results from the review above that hedge funidsribt play very
great role on global investment markets at thervegg of the nineties of
the last century. Their importance however incréasgnificantly in the
new millennium. In addition, hedge funds startethgiextensively also
leverage products and some of them took a fancyigh-frequency
trading, which multiplied their position on globalvestment markets. As
already mentioned, part of hedge funds also operitam off-shore
centres (in particular from Cayman Islands) wheegulatory and
supervisory is almost non-functional. Even befdre first outbreak of
global financial crisis, financial research startwthging clear evidence
that hedge funds may contribute to financial ingitgh mainly thanks to
the aggressive investment strategy used (e.g. FmagHsieh, 2000),
“herd” behaviour (e.g. Brunnermeier and Nagel, 200dxcessive
indebtedness (e.g. Garbaravacius and Dierick, 2006)credit risk
occurrence of the counterparty (e.g. Cifuentesiueer, and Shin, 2005).
In addition, non-transparency of the sector of eefijnds makes almost
impossible to monitor the systemic risks of thieea@fic investment
sector. Not until the outbreak of global financwisis, after several
decades of operation of hedge funds as non-regulateestment
structures, the segment of hedge funds began tocobsidered a non-
transparent market that may deepen financial iilgtabeven by
regulatory authorities. Washington summit of G-2Qimtries in autumn
2008 came to the conclusion that hedge funds malyibate to financial
turbulences, therefore it is appropriate to moniteasonably their
investment activities, including the volume of thieiverage positions. At
the next summit in London (April 2009), G-20 remestives reached an
agreement that hedge funds and their managers cshrail only be
subjected to registration and information duty, 8isb to the obligation
toimplement functionatystenof risk managemengtollowingthe London
summit, the International Organization of Secusiti€ommissions
(I0SCO), issued a document in June 2009, with ggrminciples for
regulation and supervision of funds that investhedge structures.
Toronto summit of G-20 in June 2010 supported proimplementation
of transparent supervision of hedge industry, havimtegrated
international nature of non-discriminatory characte

American mortgage crisis and fall of the leadingestment bank
Lehman Brothers opened necessarily the discussissweeping reform
of theAmericanfinancialsystemMulti-factor natureof Americanfinancial

14



European Financial and Accounting Journal, 2012, &mo. 2, pp. 7-23.

crisis consists not only in deflation of the bubloiereal-estate prices
supported by excessive credit expansion, but alextensive speculation
of insufficiently capitalized financial institutien on non-transparent
markets, inefficient operation of rating assessmmatrket, spread of
dishonest practices, and failure of the regulatargervisory mechanism.
The Ministry of Finance of the USA therefore pregzhia proposal of a
sweeping financial reform that however underwestamy professional
and law-makers' debate. The original proposal ofarfcial reform
underwent significant changes within the legisktiyprocess and
transformed into a compromise version known as Bledehk The Wall
Street Reform and Consumer Protection Act, in sbdA (2010). As
usual in the USA, this act also carries indicatadrkey persons in the
legislative process. The key role was played ime ty Ch. Dodd and B.
Frank. The act became effective in July 2010, aigfio some of its
provisions have delayed legal force. The objectf’/®FA is to reduce
progressively the risk exposure of large banks,amb¢ by increasing the
capital adequacy, implementing liquidity rules aekerage principle, but
also by segregating the business department withicealerivatives from
the main business operation of the bank to subigid@mpanies.

As already mentioned, the importance of hedge fumgbzrticular on
American capital markets increased significantlfhia new millennium.
After the fall of Lehman Brotherdymerican hedge funds were considered
not only a non-transparent segment, but also gatesdurce of systemic
risks that may be the cause of financial crisiseréfore DFA includes an
act in its clause four that regulates registrabbmvestment managers of
private funds (Private fund Investment Advisers iRiegtion Act, 2010).
This act amends the Investment Advisers Act from018nd revokes the
greater part of previous exceptions from registratduty applied for
several decades by managers of hedge funds and mikate funds.
Post-Lehman legislative regulation implements méorgaregistration of
hedge funds managers who are responsible for assmteding USD 150
mil., at the federal Securities and Exchange Comions Managers of
smaller hedge funds and other private funds (with8D 25 to 150 mil.)
are also subject to registration, however not anfdderal but national
level. The new implemented registration systemn@nagers of hedge
funds and other private funds however still enalesuse several
exceptions that relate in particular to foreignvate managers located
outside the USA (with less than 15 private cliemsthe USA with
investment assets not exceeding USD 25 mil.), mamsagf risk funds,
and managesf family funds Newlegislation alsoegulatedhedefinition
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of an accredited investor, who may together withfgssional investors
invest in hedge funds. The accredited investoroissidered a physical
entity with the minimum income USD 200 ths. in |agb years (or USD
300 ths. with a spouse), with the assumption tontaai such income in
the current year, or who owns net assets exceeadig 1 mil., without

major residential estate.

Not only registered but also non-registered marsagéhedge funds
and other private funds will have to also creafermation systems, in
which they are obliged to keep data particularlytlo® volume of assets
managed, amount of indebted positions, risk of tenparties, business
and investment positions, types of investment asagpraisal policy, and
business practices that must be controlled by sigmey authorities on a
regular basis. Supervisory authorities may alsauiaeqother important
and fundamental information from information syssewf managers.
Managers of hedge funds, registered at the fedSeaurities and
Exchange Commission are obliged to create a pasitb a Chief
Compliance Officer. This person is responsible owlly for preparation
of the regulation base in the “Compliance Manuakhf (including most
important policies of managers such as monitormgrketing, claims,
initial offerings, evidence, dishonest practicesrtiplio management,
appraisals, information duty or personal data taie), but also for
observance of legal and internal regulations.

DFA also seeks to reduce connection of banks addentinds, based
on application of Volcker's principle. This prin@preduces banks’
business activities at their own account and baimk&stments in hedge
funds and private funds up to maximum amount of @4he capital
defined as Tier I. It is however modified versidrtlee original Volcker's
principle only, which was to forbid banks fully teal with and invest to
risky investment instruments at their own accouAfter heated
professional debate, significantly lighter versioh this principle was
adopted. If hedge funds execute transactions vetivatives, then post-
crisis approach to the derivate market will applgttem. It is in particular
significant tightening of over-the-counter trangaas with derivatives
(mainly swap contracts). We may at the same tintieipate that not only
the institute of central counterparty for most ethe-counter derivatives
but also the duty to execute derivate transacteier on stock markets
and/or on special swap markets will be implemented financial
institutions (including hedge funds) in the foresgle future. The post-
crisis model of regulation and supervision of maragf hedge funds
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may still be classified as a “light” regulatory apach, based mainly on
almostoverallimplementatiorof registration duty of hedge fund managers
and on the effort to reduce occurrence of infororatasymmetry in
relation to investors and supervisory authoritdanagers of hedge funds
and other private funds had a very short time tapado the new
legislation, i.e. 12 months only. The problem hoereis that DFA and
other new legal regulations are relatively gendeghl standards, and
discretional power to create regulations is mostignsferred to
supervisory authorities, which are in addition getl to process tens of
specialized studies and propose or adopt otheldatgu rules according
to them. It is therefore very difficult to estimatee definite nature not
only of the whole American financial reform but @l®f individual
regulations for managers of hedge funds and otfreaitp funds.

Significant changes in the approach to the segroémiedge funds
were experienced in the post-Lehman period alsberEuropean Union,
where these funds however do not play such grdatimothe financial
system as in the USA, except for Great Britain.alccrisis uncovered
some weak components also in the European finasgséém, and British
hedge funds are just one of them. Although the atfmer of hedge funds
was by no means the primary cause of the global édso European)
financial crisis, their non-transparent and ofteggrassive investment
style complicated considerably not only identifioat of financial
instability, but obstructed also in adopting effeetrecovery programs.
Several years lasting discussion in various bodieshe EU on the
regulation model of hedge-type business operaiiwally eventuated in
accepting an extensive Alternative Investment Fhlahagers Directive
(AIFMD, 2011), that however does not cover hedgedfuonly, but also
private equity funds, venture capital funds, trsistictures, and all other
funds operated in the EU that are not subject ¢gmletion according to
the Directive of the European Parliament and theur€d No.
2009/65/EC, on coordination of legal and administearegulations of
collective investment in transferable securitie<C{US, 2009), as yet.
Adopted Directive will significantly influence nainly the operation of
European funds, but also funds outside the Uniat #re offered to
investors from the European Union.

The Directive implements the permission mechanismmfanagers of
alternative funds who actively collect the capit@m large number of
investors and are not at the same time subjectéitetoegime according
to the Directive UCITS. Lighter permission regim@grgwn up on the

17



Musilek, P.:Hedge Funds and their (Non)Regulation.

national level) will apply to funds with the assefsto EUR 100 mil., or

funds up to EUR 500 mil., if they do not used lexgr products and the
investors’ right of resale is longer than 5 ye&@a.the contrary, the new
Directive will not apply to holding companies, jbigentures, pension
funds, family funds, and securitization specialgmse units. Member
states of the EU may permit offering of all or sébel alternative

investment funds even to non-professional investty@ased on the
appraisal whether the fund is suitable also fas Egperienced investor.

Obtaining licenses for managers of alternative fuiscsubject to quite
strict requirements, and the applicant must presssired information
not only on the manager (top managers, identificatif stockholders and
associates of the manager with qualified partieypat business plan,
remuneration system), but also on individual alkéwe investment funds
(status, investment strategy, depository). The gurdition for obtaining
the license to for alternative funds managemerdcéffe in all member
states of the EU is in particular the sufficienpital adequacy (EUR 125
ths.). If the value of assets of alternative inwesit funds however
exceeds EUR 250 mil., the fund manager must iner¢las capital by
0.02% of the amount that exceeds EUR 250 mil., #edtotal of the
initial and additional capital must not exceed EUB mil. Another
important precondition for obtaining the license thie manager of
alternative funds is the sufficient and qualitygmmel.

Managers of alternative investment funds must atit professional
care, impartially, and prevent potential confliofsinterest. They must in
particular fulfill the information duty against seqvisory authorities and
investors (e.g. provide required information prior execution of the
investment decision, disclose annual reports, gonte amounts of
leverage positions). Managers of alternative inwesitt funds are at the
same time obliged to implement risk and liquiditamagement systems
(identification and measuring of all risks includimegular stress tests)
that must be also functionally and hierarchicallgparated from
operations and management activities. Managers maisi define
maximum leverage effect for each alternative inwestt fund and
observe them. National supervisory authorities @ién gain powers to
define maximum amount of the leverage positionhlite aim to reduce
the systemic risks in the period of financial itslity and thus minimize
the risk of financial crisis occurrence.
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Managers of alternative investment funds will haweimplement
large number of external and internal control medrms. Each
alternative investment fund will be subjected tateol of an independent
depository (bank or investment firm). Lighter regimnill apply in case of
alternative investment funds without resale rightfiist five years, private
equity funds or risk funds, when depository’s dsitieay be transferred to
a notary public, attorney, registrar, and/or otbebject. Managers must
also implement the system of independesgularand impartial appraisal
of asset@ theportfolio of alternativenvestmenfunds, and such appraisal
may be realized by external expert, depository/@nawvn administrator,
if sufficient organizational conditions providing guarantee of fair
appraisal of the assets alternative investmentsane created for this.

Fundamental change in the segment of hedge fundkgeifashion of
banks, will consist in implementation of rules foemuneration of
managers and top employees of alternative invedtriuerd managers.
The remuneration system must correspond with duk edficient risk
management; and the most important principlesrapaiticular:

*= remuneration principles are in compliance with objes of
managers of alternative investment funds and theestors, and
concurrently do not incite conflict of interests,

» independent regular (at least annual) controlfefremuneration
system,

= definition of the balanced fixed/floating remun&satcomponent
ratio,

= evaluation of the results achieved is carried autonger period
and within the context of the whole investment eycl

= considerable share payment, however at least 408tedfoating
component, is made at the time that is reasonaitterespect to
the life cycle and principles of repurchase of ee$pye alternative
fund,

= definite payment of the floating component is omigtde under the
conditionof good financial situation of the manager and eetipe
alternative investment funds.

Although the Directive on managers of alternatimeestment funds
became effective in August 201tk putting into the European investment
practice will be quite a lengthy and complicateduss since the
transposition period for individual member statdsttte EU ends in
August 2013 and market participants have then oore ryear to adapt to
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the requirements set. Considerable complicatidmoisever the fact that
the Directive will be accompanied with a whole ssrof implementing
regulations, the processing of which is currentiyyan progress. Even
more lengthy issue will be to implement the Direetand other Union
regulations in relation to hedge fund managersideitde Union whose
transition period is practically till 2018.

Conclusion

In the long-term point of view, institutional inuess have very positive
impact on capital markets, since they not only gbate by their
extensive and frequent activities to higher liqtyiddf secondary markets
and reduction of transaction cost, but also inciteation of modern
trading systems. On the other hand, we cannotauiehat institutional
investors mape liable under certain conditions to “herd” beloayivhich
may create seeds of future financial instabilitheTquestion however is
whether regulatory-supervisory authorities (in jgatar financial stability
committees) may identify the “herd” behavior of ragars of institutional
investors’ portfolios on time and take adequatesuess. Special type of
institutionalinvestors-hedgdunds—for severatlecadesperatedn almost
unregulated environment. Institutional responsegltdal financial crisis
influenced significantly the position of hedge funthnagers who are
newlysubjectedo regulatory—supervisomypechanism. The main objective
of the new approach to hedge funds industry is oy to create
conditions for financial stability (by central mémiing of the systemic
risksresultingfrom portfoliosof hedge funds and their leverage positions),
but also to reduce information asymmetry by making business and
investment policy of hedge fund managers more pament (keeping
importantrecords and their regular or randoamtrol). Thenew regulatory
approach to hedge funds does by no means seek régtalation of their
investment policies by defining acceptable investiressets or various
rules of risk diversification, which is on the caary usual for regulation
and supervision of collective or pension investmargtitutions. The
American law regulating registration of investmemtnagers of private
funds had a very short implementation period anpregents quite
sensitive approach to the hedge industry. We cahopwotever say the
same of the European Directive for managers ofradteve investment
funds. We believe that this Directive is too exteasit implements non-
understandably standard licensing of alternativel fonanagers (similar to
investment companies operating in collective inwestt area), and its
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putting into investment practice is inadequatelynpbcated and lengthy.
We are afraid that this insensitive European maxfetegulation and
supervision of alternative fund managers may negitiinfluence not
only the competitive environment, but increase alsweasonably the
management cost of hedge funds and other privatisfu
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Hedge Funds and their (Non)regulation

Petr MUSILEK

ABSTRACT

The objective of this contribution is not only tgpéain the position of
institutional investors on global capital marketsit also evaluate their
impact on the operation of financial systems. Tove ©f this contribution
is dedicated to hedge funds that in the period reetbe outbreak of
global financial crisis were not subjected to altrarsy regulation, except
for some dishonest practices. Institutional respdnghe global financial
crisis however changed significantly the regulatsupervisory approach
also to hedge funds. The Dodd-Frank Act introducedte promptly

sensitive registration of important investment nggara of hedge funds in
the USA. At the same time, the new American finahlggislation passed
the duty for managers of hedge funds and otheraf@ivunds to keep
prescribed records. On the other hand, the Europhesctive on

managers of alternative investment funds has a xe&sirictive nature,
because it implements a standard license systestlycmternal and

external control mechanisms, and increases inatledgupowers of

supervisory authorities.

Key words: Institutional investors; Hedge funds; Alternativeveéstment
funds managers; Regulation and supervision; Global
financial crisis.
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