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The paper provides an overview of the hedge
fund industry, mainly from a financial stability
and European angle. It is primarily based on an
extensive analysis of information from the
TASS database. On the positive side of the
financial stability assessment, hedge funds
have a role as providers of diversification and
liquidity, and they contribute to the integration
and completeness of financial markets.
Possible negative effects occur through their
impact on financial markets (e.g. via crowded
trades) and financial institutions (e.g. via
prime brokerage). Several initiatives have been
launched to address these concerns and most of
them follow indirect regulation via banks. If
any direct regulation were to be considered, it
would probably have to be implemented in a
coordinated manner at the international level.
At the EU level there is currently no common
regulatory regime, although some Member
States have adopted national legislation.

Key words: asset management, crowded trades,
financial regulation, financial stability, hedge

funds, prime brokerage, risk management.

JEL classification: G15, G18, G21, G23, G24
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This paper provides an overview of the hedge
fund industry, mainly from a financial stability
angle and with an emphasis on its European
Union (EU) dimension. Hedge funds still
represent a relatively small share of the asset
management industry. Nevertheless they have
been growing impressively, with total capital
under management now estimated to be over
USD 1 trillion globally. Their active role in
financial markets means that they are much
more important than suggested by their size
alone. These developments have ensured that
hedge funds have the continued attention of
public authorities and the financial community,
the more so since there remains a large degree
of uncertainty regarding the implications for
financial stability.

Although there is no common definition of what
constitutes a hedge fund, it can be described as
an unregulated or loosely regulated fund which
can freely wuse various active investment
strategies to achieve positive absolute returns.
Typically, the fees of fund managers are related
to the performance of the fund in question and
managers often commit their own money.
Although the investment strategy, by definition,
varies widely, hedge funds can be broadly
classified as directional, market neutral or event
driven funds. Although they typically target
high net worth individuals and institutional
investors, their products have recently become
increasingly available to retail investors due to
the development of funds investing in hedge
funds and structured financial instruments with
hedge fund-linked performance. A multitude of
parties are involved in the operation of such
funds: managers, administrators, custodian
banks, prime brokers, investors, etc. Some of
these roles are also being assumed by banks, and
more banks are seen to be setting up their own
hedge funds.

Hedge funds are primarily domiciled in
offshore centres because of the ensuing light
regulatory treatment and favourable tax
regimes. Most hedge funds are relatively small,

with capital under management of less than
USD 100 million, although this varies
according to the investment strategy applied.
EU hedge funds, i.e. funds domiciled in the EU
and/or with managers residing in the EU, are
mainly established in Luxembourg and Ireland
and their managers are generally based in
London. The market share of EU hedge funds
have continued to expand, mainly at the
expense of funds managed from the United
States.

It is challenging to make an unambiguous
assessment of the impact of hedge funds on
financial stability, not least because of the lack
of complete information on their activity,
financial structure and interaction with banks.
As active market participants they often take
contrarian positions, thus contributing to market
liquidity, dampening market volatility and
acting as a counterbalance to market herding. In
addition, they offer diversification possibilities
and allow new risk-return combinations to be
achieved, leading to more complete financial
markets. It can also be argued that by
eliminating market inefficiencies hedge funds
have probably contributed to the integration of
financial markets.

The near-collapse of LTCM in 1998 highlights
how hedge fund activities can also seriously
harm financial stability. Such negative effects
basically occur through their impact on
financial markets and financial institutions, in
particular via banks that act as prime brokers or
that take similar market positions as hedge
funds. The management of banks’ exposures
to hedge funds is complex and requires
continuous improvements and vigilance to
keep up with developments. As the number of
hedge funds attempting to exploit the same
market opportunities increases, there are also
concerns that this same positioning may
seriously affect certain markets in the event
of simultaneous selling. It is particularly
challenging to assess how hedge funds affect
and are being affected by the interaction of
market risk, liquidity risk, credit risk and
leverage.
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Since the near-default of LTCM, several public
and private initiatives have been launched to
address some of the concerns related to hedge
funds. Most of these initiatives recognise that it
is very difficult to regulate hedge funds directly
given the ease with which they can change their
domicile and avoid regulation. These initiatives
therefore focus on indirect regulation which
targets the counterparties of hedge funds, in
particular banks. Such indirect regulation aims
at enhancing risk management practices in
banks and improving disclosure by hedge funds.
If any direct regulation were to be considered, it
would probably have to be implemented in a
strongly coordinated manner at the international
(transatlantic) level. Finally, as hedge funds
become increasingly available to retail
investors, though generally in an indirect way,
there might also be a need to address investor
protection concerns. At present there is no
common regulatory regime for hedge funds in
the EU, although a number of Member States
have adopted national legislation.

Hedge funds first came to prominence with
the near-collapse of Long-Term Capital
Management (LTCM) in September 1998.
Recently, they have again started to attract the
attention of the global financial community —
this time for their impressive growth and
increasing proliferation as a mainstream
alternative investment vehicle. Although the
hedge fund industry is still relatively modest in
size, the pace of growth indicates that hedge
funds are heading towards becoming important
non-bank financial intermediaries. However,
while the role of other major institutional
investors is well established, analysed and
understood, the same is not true with regard to
hedge funds, their activities, their impact on
financial markets, and their implications for
financial stability, all of which remain
relatively less explored.

The purpose of this paper is to provide an
overview of the hedge fund industry from a

Occasional Paper No. 34

financial stability perspective, with some
emphasis on the European Union (EU)
dimension. The paper starts in Section 2 by
providing a working definition of a hedge fund
and by examining some of the key features of
hedge funds. Hedge funds differ from each
other in many respects, but their most notable
distinguishing feature is the investment
strategy they pursue. Section 3 accordingly
provides a classification of such strategies.
Section 4 reviews the basic characteristics of
the hedge fund industry, and includes a
synopsis of the different institutional
relationships involved in hedge fund
operations. Quantitative estimates of the recent
expansion in hedge funds are provided in
Section 5, along with a number of factors that
could explain this evolution. Section 6 assesses
the impact of hedge funds on financial
stability. Section 7 addresses the supervisory
concerns related to hedge fund activity and
the various initiatives taken so far to address
these concerns. Finally, Section 8 concludes by
summarising the main issues and provides an
outlook for the future.

Strictly speaking, the term “hedge fund” is not
a correct definition of the institutions under
consideration. The term has historical
significance, as in the beginning of the second
half of the last century the first institutions of
this kind were engaged in buying and short-
selling equities with the aim of eliminating
(hedging) the risk of market-wide fluctuations.
However, the possibility of using short-selling
and other types of hedging is not unique to
hedge funds. Moreover, over time hedge funds
have started to use a wide variety of other
investment strategies that do not necessarily
involve hedging.

There is no legal or even generally accepted
definition of a hedge fund, although the
US President’s Working Group on Financial
Markets (1999) characterised such entities
as “amy pooled investment vehicle that



Positive absolute returns under all market conditions, without regard to a particular benchmark.
Usually managers also commit their own money; therefore, the preservation of capital is very

important.

Position-taking in a wide range of markets.Free to choose various investment techniques,
including short-selling, leverage and derivatives.

Typically 1-2% management fee and 15-25% performance fee.
Quite often high watermarks apply (i.e. performance fees are paid only if cumulative performance
recovers any past shortfalls) and/or a certain hurdle rate must be exceeded before managers may

receive any incentive allocation.

Predefined schedule with quarterly or monthly subscription and redemption.
Lock-up periods for up to one year until first redemption. Some hedge funds retain the right to
suspend redemptions under exceptional circumstances.

Offshore financial centres with low tax and regulatory regimes, and some other onshore financial

centres.

Private investment partnership that provides pass-through tax treatment or offshore investment
corporation. Master-feeder structure may be used for investors with different tax status, where
investors choose appropriate onshore or offshore feeder funds pooled into a master fund.

May or may not be registered or regulated by financial supervisors. Managers serve as general
partners in private partnership agreements.

High net worth individuals and institutional investors. High minimum investment levels.
Not widely available to the public. Securities issued take the form of private placements.

Generally minimal or no regulatory oversight due to their offshore residence or “light touch”
approach by onshore regulators; exempt from many investor protection and disclosure

requirements.

Voluntary or very limited disclosure requirements in comparison with registered investment funds.

is privately organised, administered by
professional investment managers, and not
widely available to the public”.! While this
definition distinguishes hedge funds from
public investment companies, it does not
capture many of the distinctive features of
hedge funds and is so broad that it includes
many other alternative investment vehicles,
such as venture capital firms, private equity
funds, real estate funds and commodity pools.
In contrast to other pooled investment vehicles,
hedge funds make extensive use of short-
selling, leverage’ and derivatives.
Nevertheless, it would be inaccurate to assign
these attributes exclusively to hedge funds, as
other financial companies, including banks and
other registered and unregistered investment
companies, also engage in such operations. The
key difference is that hedge funds do not have
any restrictions on the type of instruments or
strategies they can use owing to their
unregulated or lightly regulated nature. A
summary of some key hedge fund
characteristics is presented in Table 1, which

demonstrates that hedge funds represent a
flexible business model and investment
process rather than an alternative asset class.

In addition to single hedge funds, there are
funds of hedge funds (FOHFs), i.e. funds that
invest in a number of other hedge funds. In this
way diversification and selection services are
provided to investors that are not able to
perform adequate due diligence, lack the
required expertise or do not meet high
minimum investment requirements. FOHFs
usually charge less than single hedge funds® and
often offer monthly or quarterly redemption to

1 For more definitions, see Vaughan (2003) (www.sec.gov/
spotlight/hedgefunds/hedge-vaughn.htm).

2 In this paper, the term “leverage” refers to both economic
(debt) and financial (instrument) leverage. The former is
associated with increased assets under management, whereas
the latter refers to making investments on margin, where the
cost of investment is less than the exposure it generates (e.g.
through financial derivatives).

3 Performance and management fees range between 5-15% and
0.5-1.5% respectively. However, because of their structure,
they do involve different levels of costs, so that the final cost
for the investor can end up being high.
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suit institutional and retail investors.
Moreover, for the even more risk-averse
investor, there are also so-called F3 hedge
funds or funds of FOHFs, which represent the
third layer on top of single hedge funds (F1) and
FOHFs (F2). To be commercially viable, F3
funds have to negotiate substantial fee rebates
from underlying FOHFs.

Noting the inaccurate nature of the expression
“hedge fund”, the European Parliament instead
decided to wuse the term “Sophisticated
Alternative Investment Vehicles” (SAIVs),
which would also encompass other alternative
investment funds that differ from conventional
UCITS  (Undertakings  for  Collective
Investments in Transferable Securities).* A
variety of similar terms have elsewhere been
used by other institutions. The Basel
Committee on Banking Supervision (BCBS)
opted to employ the term “highly leveraged
institutions” (HLIs), a label covering hedge
funds as well as other institutions that are
subject to very little or no direct regulatory
oversight, have very limited disclosure
requirements, and often take on significant
leverage.” The Multidisciplinary Working
Group on Enhanced Disclosure (MWGED)
preferred to use the term “leveraged investment
funds”.® Interestingly, the United Kingdom’s
Financial Services Authority (FSA) declined to
define the term because of the absence of
identifiable commonality; more recently it has
indicated for supervisory monitoring purposes
its preference to focus on the investment
techniques of hedge funds rather than on issues
of legal structure.’

For the purpose of this paper, the market
practice of using the term “hedge fund” will be
followed. This term denotes a fund whose
managers receive performance-related fees and
can freely use various active investment
strategies to achieve positive absolute returns,
involving any combination of leverage,
derivatives, long and short positions in
securities or any other assets in a wide range of
markets. This working definition stresses the
most important features of hedge funds that are
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likely to endure, given that all other second-tier
characteristics, including regulation,
registration, investor base and disclosure, will
probably evolve. However, this definition does
not completely separate hedge funds from
private equity or venture capital funds. As a
rule, the latter vehicles do not pursue active
strategies that extensively employ leverage,
short-selling or derivatives, and usually have
much longer lock-up periods.

As noted earlier, the first hedge funds were
predominantly engaged in market neutral or
“hedged” trading, trying to insulate their
positions against market-wide gyrations. This
is no longer the case as hedge funds now also
pursue directional strategies. Since hedge
funds do not have any restrictions on the type of
instruments they can use or on how to conduct
operations, they are usually classified by their
investment style. This criterion is more
important for a hedge fund’s risk-return profile
than its asset class selection or sector/
geographic orientation.

To simplify the analysis, it is useful to group
strategies into four major sets: directional,
market neutral, event-driven and FOHFs.
Directional hedge funds generally try to
anticipate market movements and offer high
returns commensurate with the high risks and
leverage involved. Macro hedge funds are the
most prominent example of this investment
style. Such funds follow a “top-down”
approach, and try to profit from major
economic trends or events. Emerging markets
and other directional hedge funds with a
regional focus, by contrast, favour a “bottom-
up” approach, i.e. they tend to be asset pickers
in certain markets and look for inefficiencies in
developing markets.

4 European Parliament (2003 and 2004).

5 Basel Committee on Banking Supervision (1999a).
Multidisciplinary Working Group on Enhanced Disclosure
(2001).

7 UK’s Financial Supervisory Authority (2002 and 2005b).



In contrast to directional funds, market neutral
hedge funds (also referred to as arbitrage or
relative value funds) search for arbitrage or
relative value opportunities to exploit various
price discrepancies, and try to avoid exposure
to market-wide movements. Here, the meaning
of arbitrage is somewhat looser and includes
trades that entail some risk of loss or
uncertainty about total profits. Such strategies
are attractive due to their lower volatility, but
they require medium to high leverage in order
to benefit from small pricing distortions,
particularly in fixed income markets.

Event driven strategies lie somewhere in the
middle of the wvolatility spectrum, with
corresponding medium volatility and low to
medium leverage. Profit opportunities arise
from special occasions in a company’s life,
such as mergers and  acquisitions,
reorganisations or bankruptcies. Merger
arbitrage typically involves buying the shares
ofatarget company and selling the shares of the
acquiring company. Hedge funds investing in
distressed securities try to exploit the fact that

it is difficult to value such securities, and that
many institutional investors are prohibited
from investing in them.

Finally, FOHF's should have lower volatility
and attractive risk-adjusted returns due to
diversification benefits.

The detailed version of the classification used
in the TASS database, on which the analysis
in this paper is to a large extent based, is
provided in Table 2. Other private vendors
might use slightly different categories, but
such differences are unlikely to be very
substantial, as the major strategies are grouped
in a broadly similar way.

Investors can access hedge funds in a number of
ways, and this diversity can serve as an
additional classification criterion. Private
placements of limited participation interests in
private partnerships or offshore investment
fund shares are the most common ways to make
direct capital injections. In some cases (for
example, in Ireland or Luxembourg), shares of

This directional strategy involves equity-oriented investing on both the long and short
sides of the market. The objective is not to be market neutral. Managers have the
ability to shift from value to growth, from small to medium to large capitalisation
stocks, and from a net long position to a net short position. Managers may use futures
and options to hedge. The focus may be regional, such as long/short US or European
equity, or sector-specific, such as long and short technology or healthcare stocks.
Long/short equity funds tend to build and hold portfolios that are substantially more
concentrated than those of traditional stock funds.

Dedicated short-sellers were once a robust category of hedge funds before the long
bull market of the late 1990s rendered the strategy difficult to implement. A new
category, “short biased”, has since emerged. The strategy is to maintain net short as
opposed to pure short exposure. Short-biased managers take short positions in mostly
equities and derivatives. The short bias of a manager’s portfolio must be constantly
greater than zero to be classified in this category.

Global macro managers carry long and short positions in any of the world’s major
capital or derivative markets. These positions reflect their views on overall market
direction as influenced by major economic trends and/or events. The portfolios of
these funds can include stocks, bonds, currencies and commodities in the form of cash
or derivatives instruments. Most funds invest globally in both developed and
emerging markets.

This strategy involves equity or fixed income investing in emerging markets around
the world. Because many emerging markets do not allow short-selling, nor offer
viable futures or other derivative products with which to hedge, emerging market
investing often employs a long-only strategy.
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This strategy invests in listed financial and commodity futures markets and currency
markets around the world. The managers are usually referred to as Commodity
Trading Advisors, or CTAs. Trading disciplines are generally systematic or
discretionary. Systematic traders tend to use price and market-specific information
(often technical) to make trading decisions, while discretionary managers use a
judgemental approach.

These strategies are defined as special situations investing, designed to capture price
movements generated by a significant pending corporate event such as a merger,
corporate restructuring, liquidation, bankruptcy or reorganisation.

Specialists invest simultaneously long and short in the companies involved in a
merger or acquisition. Risk arbitrageurs are typically long in the stock of the company
being acquired and short in the stock of the acquirer. By shorting the stock of the
acquirer, the manager hedges out market risk, and isolates his/her exposure to the
outcome of the announced deal. The principal risk is deal risk, should the deal fail to
close. Risk arbitrageurs also often invest in equity restructurings such as spin-offs or
“stub trades” that involve the securities of a parent and its subsidiary companies.

Fund managers invest in the debt, equity or trade claims of companies in financial
distress or already in default. The securities of companies in distressed or defaulted
situations typically trade at substantial discounts to par value due to difficulties in
analysing a proper value for such securities, lack of street coverage, or simply an
inability on behalf of traditional investors to value accurately such claims or direct
their legal interests during restructuring proceedings. Various strategies have been
developed by which investors may take hedged or outright short positions in such
claims, although this asset class is in general a long-only strategy. Managers may also
take arbitrage positions within a company’s capital structure, typically by purchasing
a senior debt tier and short-selling common stock, in the hope of realising returns from
shifts in the spread between the two tiers.

This sub-set refers to investments in micro and small capitalisation public companies
that are raising money in private capital markets. Investments usually take the form of
a convertible security with an exercise price that floats or is subject to a look-back
provision that insulates the investor from a decline in the price of the underlying
stock.

The fixed income arbitrageur aims to profit from price anomalies between related
interest rate securities. Most managers trade globally with a goal of generating steady
returns with low volatility. This category includes interest rate swap arbitrage, US and
non-US government bond arbitrage, forward yield curve arbitrage, and mortgage-
backed securities arbitrage. The mortgage-backed market is primarily US-based,
over-the-counter (OTC) and is particularly complex.

This strategy is identified by hedged investing in the convertible securities of a
company. A typical investment is long in the convertible bond and short in the
common stock of the same company. Positions are designed to generate profits from
the fixed income security as well as the short sale of stock, while protecting principal
from market moves.

This investment strategy is designed to exploit equity market inefficiencies and
usually involves having simultaneously long and short matched equity portfolios of
the same size within a country. Market neutral portfolios are designed to be either beta
or currency neutral, or both. Well-designed portfolios typically control for industry,
sector, market capitalisation, and other exposures. Leverage is often applied to
enhance returns.

Multi-Strategy funds are characterised by their ability to allocate capital dynamically
among strategies that fall within several traditional hedge fund disciplines. The use of
many strategies, and the ability to reallocate capital between them in response to
market opportunities, means that such funds are not easily assigned to any traditional
category. The Multi-Strategy category also includes funds that employ unique
strategies which do not fall under any of the other descriptions.

A fund will employ the services of two or more trading advisors or hedge funds who/
which will be allocated cash to trade on behalf of the fund.

Source: CSFB/Tremont Index (see www.hedgeindex.com).
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hedge funds are listed on the stock exchange.
Rising demand from retail investors and
remaining regulatory obstacles for direct
investments have led to the emergence of
indirect investment channels, such as FOHFs
or various performance-linked instruments,
including unit-linked insurance policies and
structured notes (so-called wrappers).

Any information on the activities of hedge
funds is subject to shortcomings, as many
hedge funds are domiciled offshore, face
relatively few information and disclosure
requirements, and provide information only
on a voluntary basis. Nearly every private
database is imperfect, with different and
usually overlapping samples and biases in the
data (see Box 1).

In the following, the term “EU hedge funds”
refers to funds based (domiciled) in the EU and/
or with managers residing in the EU, which
may not necessarily invest exclusively in the
EU markets.® Sometimes the term “European
hedge funds” may be used by data providers to
identify hedge funds that target exclusively
European markets. This difference in meaning
should be kept in mind when analysing the
various data provided in the text.

From a financial stability perspective, both
views are important, because one relates to
financial  institutions, i.e. the asset
management industry operating in Europe, and
the second one to market impact. The first
approach is more common in the case of banks
and other financial institutions, and is
moreover probably more stable compared to
the second one, since hedge funds may change
their geographic orientation swiftly, which is
less the case for the managers’ or fund’s
location. Managers may also exhibit a domestic
bias to some extent.

Innovative hedge fund investment strategies
require complete freedom and discretion over
their implementation. Managers therefore look
for minimum regulatory intervention and
favourable tax treatment. Offshore tax havens
are ideal domiciles’ for this purpose, because
they offer a low level of regulation and external
control, and it is relatively easy to set up
and operate a hedge fund there. The Cayman

8 This definition excludes only hedge funds that are managed
from outside the EU and not domiciled in the EU. In this way,
the definition also captures funds that are domiciled in the
EU but managed from outside the EU, and which might
therefore be labelled as non-European funds. For more
details, see Table 5.

9 The domicile is the place where the legal entity of the fund is
located.

There are three major providers of hedge fund databases commonly used by public bodies: the
Trading Advisors Selection System (TASS), the Centre for International Securities and
Derivatives Markets (CISDM) (former MAR/Hedge) and Hedge Fund Research (HFR). The
different databases cover only part of the global hedge fund industry and to some extent
overlap, as some hedge funds report to more than one data provider. Certain databases may
have strong regional biases. For example, Eurckahedge focuses primarily on Asian hedge
funds. Based on the latest study of hedge fund databases by Strategic Financial Solutions, the
largest and the five largest databases would respectively account for 44% and 84% of around
8,100 hedge funds identified in 12 of the best-known databases.! Moreover, given the fact that

1 Strategic Financial Solutions (2004).
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some of the largest hedge fund families do not report to any database, any individual database
would, at best, cover only 25-30% of funds. It would probably be possible to combine
information from several databases, but this would most likely prove very laborious for the
purpose of a deeper analysis owing to the substantial differences between databases.

Typically, data vendors collect monthly performance data and rely either upon entries by the
hedge fund manager or analyst. The submission of data can lag by several months, and accuracy
is another concern. Time series data include capital under management and returns, while
qualitative information mostly relates to the hedge fund’s strategy, geographic focus, types of
instruments used, leverage, fees, lock-ups, etc.

The data in such databases typically suffer from a number of biases:?

Survivorship bias — this is the statistical bias in performance aggregates due to the inclusion of
only live funds and the exclusion of liquidated, no longer operating, or non-reporting funds.
Reporting can stop not only when a fund falters because of poor returns or excess volatility, but
also because it reaches capacity limits or enjoys good returns and becomes closed to new
investors. According to some estimates, this bias can increase aggregate hedge fund returns by
an additional 2-3%. In this paper, the analysis is based on the combined version of the TASS
database, including both the “Live” and “Graveyard” modules in order to minimise
survivorship effects and to produce historical aggregate data covering both active and inactive
hedge funds.

(Self) selection bias —each database represents only a sample of the whole hedge fund universe.
Funds that do not report due to superior returns offset to some extent the returns of those that do
not report due to poor performance, which can render the bias less important. Hedge funds join
public databases largely for marketing purposes in order to attract additional funds for
investment; only 9% of active hedge funds in the TASS database indicate that they are closed to
new investment. This share has been gradually declining since 1994, when it was 19%.

Instant history ot backfill bias occurs when a hedge fund is attached to the database and when a
part or the entire historical performance, which is usually quite positive, is added to the
database. This may contribute an additional 1-3% to the recalculated aggregate returns.

Liquidation bias arises because disappearing funds may not report final periods leading up to
and including their liquidation.

Many vendors publicly provide only a subset of hedge funds tracked internally. As a result, for
example, the public version of the TASS database represents only around four-fifths of funds
and more than half of capital under management of all hedge funds available internally to
Tremont Capital Management Ltd. (TCM), the manager of the database. The larger internal
version is used for proprietary asset management business, consulting and the calculation of
CSFB/Tremont hedge fund indices. Certain aggregate information based on the internal
database is regularly published by TASS Research, the suite of hedge fund research products
owned by TCM. The fact that hedge fund managers not only stop reporting, but also instruct to
remove all their historical information from the public version of the database renders

2 See, for example, Hedges (2004b), Malkiel et al. (2004).
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aggregate information obtained from the public database unstable.> For this reason, it is
important to indicate the version of the public database from which aggregate information was
extracted. In this paper, the information was extracted from the TASS database as of 30 June
2005, except for the analysis in the last part of sub-section 6.2.3, which was based on the
24 March 2005 version of the database.

TASS provides fund managers with online access to the fund information, and they can review
and update the data on a daily basis. However, there is no guarantee that the qualitative
information represents the latest changes and some information may even refer to the date
when the fund was included in the database. For example, it is unclear to which date the
information on average and maximum leverage exactly refers. The user should bear this in
mind as only performance and capital under management data are reported as time series. In
addition, there are no details on how hedge funds calculate leverage, as the guidance provided
by the database manager is rather broad (i.e. portfolio to equity).* Due to high demand for the
leverage data, TCM plans to introduce more informative time series data on this particular
variable.

In the TASS database there is no explicit information on master-feeder structures. Moreover,
without a comparison of individual data or additional information it is difficult to distinguish
different classes of hedge fund shares from separate hedge fund legal entities. This paper, as
most academic studies, therefore treats all entries as individual hedge funds when calculating
aggregate numbers of (funds of) hedge funds.

Furthermore, for some dates hedge funds provide only performance figures, and capital under
management needs to be estimated using previous capital data and the latest returns. However,
even after this estimation, approximately 1-5% of funds (or sometimes even up to 10% of funds
in the case of latest data) have no capital figures on a particular date. All the information in this
paper refers to the narrower data set that includes only funds with reported (estimated) capital
under management. In this way, consistency between aggregate data on the number of hedge
funds and their total capital under management is ensured.

3 When a new hedge fund joins the database, the addition of backfilled data also changes historical aggregate information.
4 Some hedge funds indicate that they use leverage, but state that their average or maximum leverage is zero. To accommodate for
this, in the further analysis a special data group has been created and labelled “leverage 0”.

Islands, the British Virgin Islands, Bermuda
and the Bahamas are the most popular offshore
financial centres. Compared to the global
hedge fund industry (see Chart 1 and Chart 3),
EU hedge funds tend to be more concentrated
offshore and relatively more in the Cayman
Islands, Bermuda and the Channel Islands (see
Chart 2, Chart 4 and Table 3).

Owing to investor demand and the “light
touch” approach adopted by some onshore
regulators, new hedge funds have started to
consider onshore jurisdictions to govern their

operations, including in Luxembourg, Ireland,
France, Italy, Germany and some other
countries. Based on the TASS sample, the share
of hedge funds domiciled in the United States
has been declining for the last ten years.

About 70% of EU hedge funds domiciled in the
EU are established in Luxembourg and Ireland,
with roughly 40% and 30% shares respectively.
These two centres are particularly popular
among hedge funds managed from the United
Kingdom, as hedge funds can be listed on the
Irish or Luxembourg stock exchanges and are
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Chart | Number of hedge funds globally by

domicile

Chart 2 Number of EU hedge funds by
domicile
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Note: Only funds with reported (estimated) capital under
management.

Chart 3 Capital under management of hedge

funds globally by domicile
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Note: Only funds with reported (estimated) capital under
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thus attractive to investors that are prohibited
from investing outside the EU or in unlisted
securities.

In contrast to hedge funds, their managers
generally reside in major financial centres and
may or may not be registered with local
supervisory authorities. Sometimes they are
required to register because they also manage
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Chart 4 Capital under management of EU

hedge funds by domicile
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regulated funds, or they do so to enhance their
credibility in the eyes of investors. Many of
them are former investment bankers or “long-
only” investment managers who aim to run
their own investment business.

Based on TASS data, the global shares of hedge
fund managers located in the EU and offshore
centres have been steadily increasing at the



Chart 5 Number of hedge funds globally by

the location of managers

Chart 6 Number of EU hedge funds by the
location of managers
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Chart 7 Capital of hedge funds globally by
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Chart 8 Capital of EU hedge funds by the
location of managers
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expense of the US managers’ share, both in
terms of number of funds and capital under
management (see Chart 5 to Chart 8). EU hedge
funds are almost entirely managed
from within the EU. More than 60% of the EU
hedge fund managers are located in London
because of its leading role as a financial
centre and the presence of a skilled local
labour force, as well as competitive
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Source: TASS database (30 June 2005 version).
Note: Only funds with reported (estimated) capital under
management.

infrastructure and support services (see also
Table 4 for data from another source). The
second most popular location is Paris with a
share of roughly 15%.

Putting together the information on the
location of hedge funds and their managers
reveals that the EU segment constitutes
roughly 25-35% of the industry, and its market
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OF THE
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INDUSTRY




Table 3 Offshore hedge funds

1997Y 2002% 2004 2004
All EU hedge
% share of offshore hedge funds funds funds
Number of funds 47 40 43 55 64
Capital under management 69 49 49 64 62

% share of offshore hedge fund capital by domicile

Cayman Islands 23 54 - 58 60
British Virgin Islands 21 25 - 20 15
Bermuda 9 10 - 12 15
Bahamas 4 4 - 4 1
Netherlands Antilles 35 - - 2 2
Other 9 7 - 5 8

Sources: 1) Eichengreen et al. (1998) (obtained from MAR/Hedge). 2) International Financial Services, London (2004 and 2005)
(obtained from Van Hedge Fund Advisors International Inc. and the US Offshore Funds Directory). 3) TASS database (30 June 2005
version) (only funds with reported/estimated capital under management).

Table 4 Location of managers managing Chart 9 Market share of EU hedge funds
European-based single hedge funds
(estimated number of European-based single manager hedge (% of total; end-of-year data)
funds managed from this country at end-2002)
FOHFs: Single hedge funds:
= 9 of capital = = = % of capital
Country Number of % share 00000 T Rl T e
managers of EU15
40 40
United Kingdom 394 78 L
35 |35
France 39 8 N —..
30 T~ ot 30
Sweden 18 4 e o] o m[m
Finland 12 2 25 et e et T —|2s
. -
Ireland 12 2 . edmmpmr]
G ¢ 5 20 | =T 20
erman *
e 15| = o 15
Spain 6 1 r—
Italy 5 1 10 10
Netherlands 5 1 5 5
Austria 3 1 0 0
Denmark ! 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004
Portugal 1
Belgium
Greece
Luxembourg
Total EU15 504 100
Switzerland 36 7
United States 29 6
Norway 4 1
Total 573 114

. . Source: TASS database (30 June 2005 version).
Source: PricewaterhouseCoopers (2004b) (obtained from Note: Only funds with( reported (estimated)) capital under

EuroHedge, February 2003). management.

share has been increasing over the last decade. inthe mid-1990s (see Chart 9). The mapping of
In contrast to the expansion of single hedge the industry by domicile and location of
funds, EU FOHFs have only recently managersispresentedin Table 5.

approached the market share that had prevailed
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EU 7 1 16
Us 1 33 21
Offshore centres 1 13
Other 1 5
Total 9 34 55

Source: TASS database (30 June 2005 version).

23 8 18 27
54 1 23 29 53
14 1 12 13
2 8 1 6 1 7
2 100 11 24 64 1 100

Notes: The shaded areas refer to the shares of EU hedge funds. Only funds with reported (estimated) capital under management.

Incentive schemes used by hedge funds are
an important element of their success.
Performance fees are typically asymmetric, as
they reward positive absolute returns without a
corresponding penalty for negative returns.
However, in instances where managers commit
their own money, the preservation of capital is
very important and the motivation to take
excessive risks is to some extent curtailed.
Unlike hedge fund managers, traditional fund
managers may lose flow income in case of poor

1-year 3.5 3.8 2.0 1.5
2-year 8.5 10.2 2.8 4.6
3-year 11.8 20.4 2.9 19.6
4-year 18.9 34.5 3.6 33.0
5-year 23.7 38.7 3.6 42.3
6-year 27.2 53.0 3.6 -
7-year 32.0 66.0 3.6 -

Sources: 1) Hedges (2004a). 2) US President’s Working Group
on Financial Markets (1999), p. A-5.

Note: For the methodologies applied, please consult the
indicated sources.

fund performance, but they do not suffer an
immediate loss to their existing wealth. It is not
unusual for a hedge fund manager to receive
his/her first performance compensation only
after one or two years due to high watermarks'
and hurdle rates."
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