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that cover a range of subjects within the evolving field of financial law. National,
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Under the general editorship of Rosa Lastra, these Handbooks are edited by leading
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analyze a wide range of current issues in financial law.
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erage and thorough examinations of the significant topics and ideas in financial
law signify the handbooks’ position as authoritative and scholarly information
resources.
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Introduction

This book is published at a time of unprecedented crisis. A few words
on its origins, their link to the activities of alternative investment funds
and the recent surge to regulate them are deemed appropriate, by way of
introduction.

The progressive deregulation of the European and US banking and
financial systems, in conjunction with the galloping pace of financial glo-
balization, have been amongst the salient characteristics of the last two
decades of the history of finance. One of the most enduring legacies of the
deregulation era, which was to see a flurry of promising financial innova-
tion, has been the greater susceptibility of the European and US econo-
mies to asset and market bubbles, corporate scandals and failures and,
more recently, to generalized financial sector and, in some cases, sovereign
crises. As for globalization, one of its most lasting legacies has been the
increasing vulnerability of national economies to financial meltdowns in
the face of large, ‘imported’ shocks.

While globalization is, to some extent at least, something of a natural
phenomenon, with technological innovation greatly facilitating the flow of
capital from one corner of the world to the other, exposing market players
to cross-border risks, deregulation is more a matter of choice. The policy
makers’ conscious decision to substitute the ‘heavy hand of government’
with the wisdom of the markets and the promise of financial innovation
to contribute to the better pricing and spreading of risk have seen the US
Congress repeal the Depression-era Glass-Steagall Act, which prevented
depository (commercial) banks from competing with investment banks,
European lawmakers liberalize the UCITS funds’ investment policies,
hedge funds thrive on both sides of the Atlantic and OTC derivatives
markets grow dramatically in size and importance. The gradual disman-
tling of government regulation and the replacement of ‘black letter’ rules
with reliance on market discipline were to set the scene for an extraordi-
nary crisis that, largely due to the globalization-sponsored interdependen-
cies amongst financial markets and their participants, nearly wiped out
entire segments of the financial services industry, threatened the global
financial system with a meltdown of epic proportions, cost taxpayers
and the future generations dearly and, since late 2009, driven a growing
number of European Union Member States to the brink of default.

The policy of fostering financial innovation through deregulation and
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the dismantling of normative barriers thought to impede free competition
and constrain consumer choice, have both proved incapable of shielding
national economies from the impact of financial crises and exposed as
naive the policy makers’ reliance on market discipline as a substitute for
regulation, against the dictates of common sense and the average man’s
knowledge of human nature and its foibles. It has also exposed the limits
of economic analysis as the definitive tool for financial regulation, and
cast doubts on the assumption that markets behave rationally. Three
recent examples suffice to illustrate some of the deficiencies associated
with reliance on market discipline and economic analysis as substitutes for
external regulation; first, the massive Madoff fraud, facilitated by deficient
due diligence, a lack of transparency and a combination of regulatory and
supervisory inadequacies; second, the implosion of the structured finance
markets, which brought to light the inability of purportedly sophisti-
cated investors and seemingly well-regulated, by contemporary standards,
market intermediaries to perform any manner of due diligence over the
instruments they had created, or in which they had invested and to cor-
rectly price the risks that those carried; finally, the collapse of the housing
market in the US, where what started with the best of intentions (the
noble idea of promoting home ownership for the less wealthy) resulted
in a market crash of unparalleled proportions due to the ‘creative’ but,
ultimately, irresponsible financing techniques used in its context and the
excessive risks that these were accompanied by.

Financial crises often lead to regulatory backlashes. The Wall Street
Crash of 1929 was one example of that and the crisis that began ferment-
ing in 2007 was to be no exception. The recent adoption of the Alternative
Investment Fund Managers (AIFM) Directive, in Europe, and of the
Dodd-Frank Act, in the US, are said to support the claim that financial
crises provide opportunities for reforms with little (or no) link to the root
causes of the crises themselves. While it is probably true that the financial
crisis was not directly caused by hedge funds, nor was it the product of the
market activities of private equity or sovereign wealth funds, these and
other alternative investment vehicles are very much the products or mani-
festations of the deregulation trend that swept through financial markets
in the last two decades. The new regulatory frameworks that alternative
investment funds are now preparing for, on both sides of the Atlantic, are,
thus, not as unwarranted as some would have one believe, however legiti-
mate it may be to disagree on their precise scope and concrete contents.
For, in the run up to the crisis, alternative investment funds have been
beset by a litany of shortcomings, common to their more conventional
competitors, including failures in management, oversight and control,
asset segregation and valuation, as well as transparency, contributing to
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corporate governance distortions, the exacerbation of market risks and
the accentuation of systemically significant imbalances. Similarly, the
pre-crisis liberalization of alternative investment products and the policy
makers’ surge to widen investment choice for retail investors were sympto-
matic of the same financial deregulation trend that helped usher in one of
the most catastrophic sequences of events to hit financial markets in recent
history. In the same vein, alternative investment managers were to prove
no more capable of grasping the full significance of their regulatory and
societal responsibilities (those that the abdication by governments of their
own role allowed room for) than their peers from the more stringently
regulated banking and mutual fund sectors, while their clients, however
experienced and sophisticated, were to fall no less victim to momentous
errors of appreciation and to show no sounder judgement than the clients
of other market intermediaries. That rules in the field of alternative
investment funds have become the focus of particular attention and that
wide-ranging regulatory changes have been proposed or enacted to help
address the weaknesses brought to light by the financial downturn should,
therefore, not come as a surprise, even if it is possible to disagree on the
concrete rules proposed for their regulation.

The policy issues that alternative investment funds raised, their per-
ceived externalities — due to their involvement in speculative trading, their
use of leverage and short-selling, their participation in spurious corporate
governance practices, as well as their inadequate levels of disclosure and
transparency, in conjunction with the opportunities for market manipu-
lation that these are conducive to — combined with their potential for
systemic disruptions, had been identified as concerns well before the
onset of the financial crisis but never seriously addressed, despite the wide
attention that they had attracted. The public scrutiny of the LTCM and
Amaranth failures pointed to specific areas where vigilance was essential
and action was necessary. However, the regulatory fall-out of those high-
profile failures turned out to be very short-lived across the Atlantic, as the
SEC’s modest attempt to indirectly regulate hedge funds by imposing a
registration obligation on their managers was defeated in court. In the EU,
the Commission was to staunchly oppose hedge fund or private equity
fund regulation until 2009. It took the financial crisis for policymakers
and regulators alike, on either side of the Atlantic, to change their tune
and acknowledge the existence of genuine issues at stake that had to be
addressed as matters of urgency. It remains to be seen how successful their
hitherto or future responses will turn out to be. That the opportunity for
the imposition of normative constraints on alternative investment funds
was to be provided by a major financial crisis, not directly attributable to
their operation, inevitably increases the probability that those constraints
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will turn out to have been less the products of mature reflection and rather
more the fruits of haste and urgency, with the regulatory process leading
up to their adoption having, to some extent, fallen victim to the vagaries
of political pressure and to the whims of public opinion. But on the need
for action, as such, there is little room for dispute.

In light of the above, there has hardly ever been a more appropriate time
than now to explore alternative investment funds, their merits and weak-
nesses, their modus operandi and their regulation. The aim of this book is
to do precisely that, devoting to alternative investment funds the attention
they deserve as an important, but often misunderstood or misrepresented,
component of contemporary financial markets. To achieve that aim, this
book is divided in four Parts. Part A (Chapters 1-4) provides the back-
ground information necessary to understand the contemporary alternative
investment fund industry’s profile. Part B (Chapters 5-11) is an account
of some of the main areas of regulatory policy concern arising from the
activities of alternative investment funds. Part C (Chapters 12-14) traces
the history of the involvement of alternative investment funds in finan-
cial crises and outlines past failures, with a view to assessing the role of
alternative investment funds in the former and the lessons drawn from the
latter. Finally, Part D (Chapters 15-18) provides an account of alternative
investment fund regulation in selected jurisdictions, including an overview
of the expected impact of the Dodd-Frank Act and the AIFM Directive on
the sector, on both sides of the Atlantic.

The handbook’s introductory chapter discusses hedge funds, including
the legal and business structures that are typical of this asset class in the
US. Chincarini also compares hedge funds to other types of investment
vehicles, such as private equity funds, mutual funds, and ETFs. The
author then examines briefly the claims regarding the benefits of hedge
funds as well as their relationship to the financial crisis of 2008. Chapter 1
concludes with a discussion of some of the regulatory developments across
the Atlantic and whether hedge fund regulation is necessary or reasonable.

Chapter 2 provides a comprehensive overview of the European hedge
fund industry, its structure, players, and major strategies, as well as its
historical performance. Hankova and Lhabitant argue that, while the
European industry remains heavily centred in London, recent efforts to
tighten the UK tax regime, combined with the regulatory changes recently
introduced at the EU level (such as the adoption of the AIFM Directive
and the liberalisation of the regulatory framework for harmonized col-
lective investment schemes), are likely to reduce London’s appeal as a
management jurisdiction of choice. The authors also find that, compared
to their US counterparts, European hedge funds under-perform; that the
common belief that smaller funds outperform larger ones is unfounded;



