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3.2.4 Distribution Problems for 
Hedge-Fund UCITS

3.2.4.1 Participants Think That 
Institutional Investors Should Access 
Hedge Funds without a UCITS Wrapper
Two-thirds of respondents (AIFs do not 
differ significantly from respondents as a 
whole) report that there are problems with 
the distribution of hedge funds to retail 
investors. Eighty percent (more than 90% 
of AIFs) think that institutional investors 
should have access to alternative strategies 
without the need for the expensive UCITS 
framework. Institutional investors have 
an even clearer view: 97% believe that 
UCITS should not be necessary to access 
HF strategies.

3.2.4.2 Distributing Hedge-Fund 
UCITS to either Retail or Institutional 
Investors Is a Concern
 
Retail investors
Some respondents think that hedge-fund 
UCITS are simply not suitable for retail 
investors. One notes: “The mass distribution 
of financial instruments provides the 
conditions in which more people may lose 
their funds. Approval of hedge funds via 
UCITS communicates a message that risk and 
reward are not related. After all hedge funds 
may take away risk on one level (production 
of return) but with their non-transparency, 
leverage, and higher charging structures 
they overlay considerations which increase 
risk/costs to investors. […] Hedge funds 
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Figure 28a: Views of distribution problems (all respondents)
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Figure 28b: Views of distribution problems (institutional investors)
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should not be used by other than very 
sophisticated investors and perhaps then 
only on a bespoke basis, which will act 
contrary to packaging them via UCITS”.

• Suitability of hedge fund strategies
The suitability of hedge funds, even if 
packaged as UCITS, for retail investors, 
is indeed arguable. In theory, expanding 
the menu of asset classes is desirable, 
but retail investors, usually considered 
unfamiliar with the complexities of the 
financial markets, may not understand 
the complex risks associated with specific 
hedge fund strategies or be aware that 
the benefits of investing in a particular 
fund or strategy are likely to be limited. 
Before choosing specific alternative 
strategies, retail investors must first apply 
broad portfolio management principles. 
So it may be more appropriate for them to 
invest in funds of hedge funds, preferably 
indexed funds of hedge funds, as they 
could then diversify away from traditional 
asset classes, all while maintaining limited 
exposure to specific risks they may not 
understand.

One respondent emphasises that the 
provisions made by the French regulator 
for non-coordinated regulated alternatives, 
the so-called ARIA funds, are particularly 
well suited to the retail market. ARIA funds 
also make it possible to borrow securities 
and build Equity Long/Short strategies in a 
traditional way (and to limit contractually 
the depositary’s liability with respect to the 
assets held or re-used by the prime-broker). 
A respondent also pointed out that the 
provisions in the French ARIA regulations 
could serve as the basic framework for the 
AIFMD.

These specific strategies that involve 
leverage still benefit from UCITS depositary 
protection (although we think this 
protection is excessive in France). And 
minimum investments of €125,000 are 
generally required, so, in practice, access 
to these funds is limited to high net worth 
individuals or sophisticated investors (as 
distributors and advisers are bound to 
propose a diversification of investments, 
a rule of the thumb says that investors in 
such funds must have financial wealth of 
at least €1mn).

• Distributors are responsible for the 
advice provided
The suitability (or lack thereof) of hedge-fund 
UCITS for retail investors may be a concern 
for distributors. Banking distributors are 
bound by the MiFID (EU 2004/39) directive, 
and some countries, such as the UK, have 
specific regulations for distributors.  

Distributors (or promoters and investment 
advisors) are generally responsible for 
providing products that meet investor’s 
needs and clear explanations of the risks 
embedded in these products. They are 
legally responsible for their advice. In most 
instances, of course, asset management firms 
belonging to large financial institutions 
would rather settle any dispute out of court 
than engage in public legal procedures that 
may sully the image of the institution. 

How can distributors explain adequately 
and disclose clearly the risks in hedge-
fund UCITS strategies when they lack the 
necessary information? In particular, asset 
managers and depositaries are not obliged 
to disclose non-financial risks clearly, not 
even in the key information document (KID). 
After all, there is no obligatory mention of 
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non-financial risks, even though the CESR 
has acknowledged that the synthetic risk 
indicator “may not capture all risks”.

The extreme poverty, even in the KID, of 
disclosures of non-financial risk should be 
a concern for distributors, whose moral 
obligation is to inform their clients of 
relevant aspects of the investment funds. 

Institutional Investors
As illustrated in figure 28b, institutional 
investors think that hedge-fund UCITS 
are not suitable for institutional investors. 
Additional comments illustrating this view 
are as follows:

“[The] UCITS framework is useful for retailing 
out HF strategies, but for the most part 
[…] unnecessary for institutional investors. 
Whatever investment restrictions are 
applied will be less than the unrestricted 
investment guidelines of offshore 
jurisdictions—so (gross) returns will be less, 
and costs will likely be higher than offshore 
funds across the universe”.

“Most of the institutional demand in 
continental Europe is for regulated vehicles, 
with maximum transparency, readable 
investment processes, without excessive 
risk taking. The traditional heavily leveraged 
Cayman HF, taking mostly liquidity risk premia 
is not adapted to this market […]. [The] UCITS 
framework as it stands today forces you to 
refocus on the actual risk/reward combination 
and more properly budget your true risk. 
It is arguably better suited for less 
sophisticated, more conservative continental 
European institutions as opposed to 
sophisticated northern European pension 
funds (British, Dutch, Swedish or Danish)”.

In addition, it is very likely that hedge-fund 
UCITS, which are a subset of the current 
hedge fund universe, are not sufficient 
to meet institutional investor demand for 
alternative assets.

Unlike retail investors, institutional investors 
have huge amounts of wealth to invest 
and the resources to analyse strategies. 
Because of the nature of their liabilities, 
they also have more distant investment 
horizons; in addition, by pooling savings 
they diversify away the specific risk of the 
individual’s requiring liquidity in times of 
financial stress (each individual is subject to 
the risk of unemployment after a crisis, but 
in all likelihood only a fraction of investors 
will lose their jobs at any one time, so the 
institutional investor can invest in less liquid 
securities). In short, institutional investors 
are generally inclined to invest some of 
their wealth in strategies that they expect 
to return a liquidity premium; that is, they 
invest in alternative strategies.

Unlike retail investors, institutional 
investors can access the full universe of 
hedge fund managers and do not rely 
on hedge fund managers’ marketing to 
choose their strategies. They also have the 
resources, rarely available to retail investors, 
to analyse strategies and to do due diligence 
themselves or to contract third parties for 
these services.

But institutional investors have also been hit 
by the recent crises and, as our survey shows, 
are highly conscious of the operational risks 
associated with their investments. Most 
are now reluctant to invest in “traditional” 
offshore hedge fund strategies, and they 
are showing a greater appetite for hedge 
fund strategies packaged as UCITS.

3. Structuring HF Strategies as UCITS
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UCITS, after all, are seen as relatively free 
of operational risks, but their relative 
immunity to these risks comes at the direct 
cost of tighter controls and at the indirect 
cost of altered strategies and reduced risk 
premia.

UCITS are thus not sufficient to meet 
institutional investors’ needs for risk—
which can be defined by the risk they should 
take with an understanding of how their 
utility function differs from that of the 
average market investor. In particular, 
since institutional investors have longer 
investment horizons than the average 
investor, they should try to access the 
liquidity risk premium, and for this reason, 
hedge-fund UCITS would not sate their 
hunger for risk. 

• Costs of investing in hedge funds and the 
sharing of due-diligence costs
The costs of due diligence, which makes it 
possible to choose strategies and to assess 
the non-financial risks of hedge funds, are 
redundant, as they are borne by different 
investors at the same time. In a UCITS, the 
depositary and the asset management firm 
will bear some of the due-diligence costs, 
but because these two companies must 
assess risks independently, they will often 
duplicate the due-diligence procedures 
(and costs) for any investments in other 
hedge funds. In addition, all investors in 
a given hedge fund need to perform the 
same due diligence.

Institutional investors could either 
outsource the performance of due diligence 
or, if they have the same due-diligence 
obligations, pool their resources and share 
the costs of a single due diligence for each 
target fund. 

This process should then facilitate direct 
access to hedge fund strategies, either 
through direct investment in hedge 
funds or through performance swaps 
(institutional investors are usually 
permitted to invest in performance 
swaps or related structured products).
These instruments, if collateralised, provide 
access to the full performance of the hedge 
fund strategies chosen by the investor, at 
a cost far less than that of structuring a 
fund into UCITS, but operational losses 
or the disappearance of assets will lead 
to losses for investors just as if they had 
themselves invested directly in hedge funds. 
For this reason, using derivatives to invest 
in hedge funds still requires due diligence, 
a requirement that in no way invalidates 
our argument for sharing the costs of this 
process. 

In general, it seems to us that the use 
of UCITS to distribute hedge funds to 
professional investors is a perverse outcome 
of messy regulation.

3. Structuring HF Strategies as UCITS
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4.1 Insufficient Industry Awareness 
of Problems Posed by the Depositary 
Role 
Managers and distributors of funds 
believe, in the main (70%), that the 
definition and the role of the depositary 
are appropriate, in stark contrast to 
depositaries and custodians themselves, 
an overwhelming majority (80%) of whom 
consider their roles and responsibilities 
inappropriately defined.

This disconnect seems to indicate that 
the role of depositaries and the problems 
they encounter when modifications to 
the UCITS framework are made have 
been neglected by most respondents 
(except depositary professionals). 
As it happens, regulations that apply to 
the depositary may need to undergo total 
reworking rather than mere modification. In 
some European countries, these regulations 
are an outgrowth of bank law: in France, 
for example, the restitution obligation is a 
legacy of the Civil Code, that is, of a period 
in which safekeeping involved deposits 
of deeds of ownership and valuables 
put in the safe-deposit boxes in a bank. 
In addition, the new instruments and 
strategies allowed in UCITS pose numerous 
problems. The back office has likewise been 
neglected.

Figure 29a: Are the definition and the role of the depositary 
appropriate? (managers and distributors of funds)

70% Yes
30% No

Figure 29b: Are the definition and the role of the depositary 
appropriate? (Depositaries and custodians)

18.8% Yes
81.3% No

Does this disconnect show that the fund 
industry is unaware of non-financial 
risks? In this respect, the EU definition of 
a qualified investor (EU 2004/39) is perhaps 
questionable: clients may be treated as 
professional investors, “on request”, if at least 
two of the following requirements are met: 
(i) the client has carried out transactions, 
of significant size, in the relevant market at 
an average frequency of ten each quarter 
over the previous year; (ii) the size of the 
client’s financial instrument portfolio 
exceeds €500,000; (iii) the client works or 
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has worked in the financial sector for at 
least one year in a professional position. 
So-called professional investors may be far 
less aware of the non-financial risks than a 
more modest back-office employee.

Local depositary liabilities and 
obligations are unclear
Depositaries underscore, first, that their 
local liabilities and obligations are unclear. 
For representatives of legal departments, 
AIFs and institutional investors, the unclear 
liabilities of local depositaries are the 
primary stumbling block too.

After all, the liabilities and obligations 
of depositaries differ markedly from one 
European country to another, because 
depositary rules are closely linked to legal 
origins, the history of banking and asset 
management, and whether countries are 
primarily producers or consumers of funds. 
These disparities are very much at odds 
with the spirit of the single market. UCITS, 
of course, are promoted as commoditised 
European funds that can be managed and 
domiciled anywhere in Europe and yet offer 
equal protection to unit-holders. But as 
experience shows, degrees of protection 
rise and fall in tandem with the greater or 

lesser liability of depositaries, so as long 
as these disparities remain UCITS should 
be considered domestic, not European, 
products. 

The depositary has diligence 
obligations that are difficult to apply
Depositaries likewise mention that their 
due-diligence obligations are difficult to 
fulfil.

Many of the tasks depositaries must perform 
are poorly defined. In fact, there is an 
inherent conflict between the depositary’s 
obligation to monitor the decisions made by 
asset managers and the need to allow swift 
implementation of investment decisions. 
This necessity means that, in practice, most 
monitoring takes place after the fact. So 
what is the appropriate time-frame for 
controls? How exhaustive should they be? 
How to split the liability for losses between 
the asset managers and the depositary? Too 
often, these questions have not been posed 
by local regulators.

The eligibility of assets, which can be judged 
only ex post by depositaries, illustrates the 
necessity of clear guidelines for depositary 
obligations. Controls of listed assets are 
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now made relatively easy by computer 
programmes, as the characteristics of 
listed assets are generally accessible 
electronically. A depositary, for instance, 
can detect relatively easily whether the 
asset management firm has invested in 
a futures contract on commodities that 
involves a physical settlement (rather 
than a cash settlement). In that case, the 
depositary should be able to contact the 
asset managers in the next few days and 
ask them to undo the transaction (and 
immediately warn regulatory authorities 
if the managers are reluctant to do so). 
For unlisted assets, the situation is much 
more complex. Many OTC transactions are 
still paper-based, so controls are subject 
to significantly greater delays, errors and 
omissions than for electronic transactions. 
Likewise, UCITS requires that target funds 
comply with UCITS quantitative restrictions. 
But it is very hard for the depositary to 
verify this compliance. In short, then, 
depositary controls are problematic above 
all in the world of alternative assets and 
funds of funds.

Valuation and costs
Legal departments and AIFs point first to the 
lack of clarity of local depositary obligations, 
then to a notion of safekeeping inappropriate 
for alternatives, and the inability of 
depositaries to validate the valuation 
process for complex instruments.

They then point to the cost of depositary 
services as a consequence of their greater 
responsibilities and the necessity of 
more numerous checks of alternative 
strategies. 

Institutional investors also express concern, 
above all, about the lack of clarity of the 

depositaries’ obligations; that depositaries 
are not in a position to validate the valuation 
process, a problem for those which have the 
largest positions in derivatives (NB: this 
valuation problem affects 83% of pension 
funds) is likewise a concern.

Finally, the cost of depositary services is the 
primary concern of offshore funds. After 
all, these funds are not obliged to have a 
depositary/custodian, and when they have 
one, they are free to choose the services 
the depositaries will perform.

Box 8: The AIFMD proposal allows 
depositaries to exempt themselves 
from the obligation of restitution 
on condition that they pursue 
ongoing due diligence
The inharmonious legal responsibilities 
in European countries are unsustainable, 
as they will ultimately undermine 
the notion of a single market for 
investment funds in Europe (UCITS). 
The failure to harmonise responsibility 
rules Europe-wide raises the risk that 
asset management firms will choose to 
register in the countries with the lowest 
depositary costs.

The European Commission, in a 
framework made part of the AIFMD, 
is taking preliminary steps to ensure 
uniform depositary obligations 
throughout Europe. It would have been 
more logical to design depositary rules 
before the AIFMD and to issue separate 
recommendations. Because there is 
as yet no agreement on the AIFMD, 
and because the proposed changes to 
depositary rules have been made part 
of this directive proposal, it may be 
impossible for the European Parliament 
to vote on any of these rules.  

4. Depositary Problems for Hedge-Fund 
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In brief, the AIFMD proposes that the 
depositary be fully liable for a loss 
of financial instruments, unless it 
contractually exonerates itself in the 
event of sub-custodianship, as long 
as it meets its obligations to monitor 
risk. Though these obligations must be 
defined at a later stage by the European 
Commission, it is widely expected that 
they will be more stringent than they 
currently are in most countries. In 
addition, the Commission has proposed 
obligations to disclose sub-custodianship 
(when the depositary is exonerated from 
its liability) and potential conflicts of 
interests. Although this transparency 
is welcome, we still think that the 
British requirement that the usual 
bones of contention be disclosed and 
that unit-holders be notified is a good 
practice.

Conclusion
The first conclusion of this study is that 
hedge-fund UCITS will offer less attractive 
performance than hedge funds themselves. 
Packaging hedge funds as UCITS involves 
altering strategies and lowering their 
performance; the liquidity risk premium, 
for instance, is no longer accessible. In 
addition, the cost of asset management 
servicing also increases, particularly for 
complex strategies and funds of funds, 
costs that will further hit the performance 
of these funds. 

Second, the UCITS framework may be 
appropriate neither for retail nor for 
institutional investors. 

In general, retail investors neither need 
access to very specific alternative strategies 

nor have the knowledge to profit from them; 
they should instead seek exposure to hedge 
fund strategies through indexed funds of 
hedge funds. It is then the responsibility of 
the distributors to ensure that hedge-fund 
UCITS suit their clients. 

The creation of UCITS structures as a means 
for institutional investors to access hedge 
fund strategies is, in our view, a perverse 
outcome of a messy set of regulations: 
these investors, despite their sophistication, 
their need to access alternative strategies to 
diversify, their natural long-term horizons, 
and their ability to invest in illiquidity 
strategies, are generally not allowed to 
invest directly in hedge funds. In addition, 
given the uncertainties on the agenda for 
the AIFMD, fund managers and distributors 
find it easier to structure their funds in 
an existing and stable form, UCITS. But 
because of the costs involved in the UCITS 
form, and because of the need to invest in 
liquid assets, a need that may not suit the 
long-term nature of institutional investors’ 
portfolios, the UCITS framework may be 
particularly penalising for these investors. 
They may instead consider accessing hedge 
fund strategies via performance swaps, 
knowing that they will still need due 
diligence processes when deciding which 
hedge fund to invest in. 

Third, in the UCITS framework, some of 
the non-financial risks are transferred 
to the depositaries, with very diverse 
consequences in European countries. The 
lack of harmonisation and clarification of 
depositary liabilities in Europe makes a 
general conclusion of the consequences 
of the risk transfer towards depositaries 
somewhat arduous. This transfer of risk 
makes it urgent to clarify depositaries’ 
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liabilities and obligations Europe-wide; 
only with harmonisation and a level 
playing field for UCITS depositaries will a 
single market for UCITS become a reality. 
Without swift harmonisation, the now clear 
understanding that liabilities of depositaries 
are inconsistent throughout Europe would 
probably mean significant regulatory 
arbitrage—or regulatory dumping—and, 
on the whole, decreased average protection 
of unit-holders in Europe.
 
Although some transfer of risk to 
depositaries may be appropriate, it is 
essential that regulations create incentives 
not merely to have depositaries insure 
non-financial risks but to ensure that these 
risks are managed. If there are no such 
incentives, no aggregate protection will 
be gained for the end-investor, who will in 
the end bear the ex ante cost of insuring 
non-financial risks rather than the ex post 
cost of realised non-financial risks, but will, 
in the aggregate, not be better off (except 
at a second order, for lower volatility in 
realised non-financial risks).

In sum, the wave of Hedge-Fund UCITS is a 
consequence of changes in the regulation 
of investment funds. What we are currently 
observing may be nothing more than the 
initial impact of regulatory changes. In 
the coming years, further modifications to 
the capital requirements, risk management 
practices and business models of prime 
brokers, depositaries, and asset managers 
are to be expected.

On the whole, our main suggestions for 
the regulation of investment funds are 
the following:
The idea of a single type of regulated 
fund that suits all categories of investors 

is a pipe dream. UCITS regulation should 
focus on the needs of retail investors, 
and regulators should stop expanding 
the menu of alternative asset classes and 
strategies, at least until proper regulation 
and communication of the non-financial 
risks of these novel techniques are properly 
addressed. 

In particular, if investors are eager to 
capture the liquidity premium, hedge-fund 
UCITS may lead to the same liquidity risks 
as found in money-market funds during the 
recent crisis. To resolve the problem of fund 
liquidity, EDHEC has proposed (Amenc 2009) 
that a separate class of regulated funds be 
created for investments in illiquid strategies. 
Regulated closed funds with a liquidation 
horizon equal to that of the assets in the 
fund could allow a clear distinction between 
funds that invest in liquid instruments and 
other funds. These closed funds could be 
exchanged on secondary markets should 
investors wish to redeem early. 

Because alternative funds suit institutional 
investors’ needs better than UCITS do, hedge 
funds would naturally seek to structure as 
regulated AIFs rather than as UCITS if the 
AIFMD authorised not just the marketing 
of funds Europe-wide, as it is doing, but 
also the distribution of these funds to 
institutional investors. So, to give hedge 
funds incentives to submit to the AIFMD, 
the EU should ensure that institutional 
investors are allowed to buy regulated 
alternatives.

Finally, for the optimal management of 
non-financial risks by distributors, asset 
managers, depositaries, and valuators, each 
party should be accountable for the risks it 
is responsible for, and it must hold adequate 
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capital to compensate unit-holders for any 
relative non-financial losses. When capital 
requirements are not made of each party, 
most of these parties have no incentives 
to manage and communicate risks, as it 
is highly likely that end-investors and 
regulators will seek to have the most highly 
capitalised party, usually the depositary, 
bear the ultimate responsibility for all losses. 
By the same token, the liability-sharing 
agreement proposed in the AIFMD should 
imply that distributors, asset managers, 
depositaries, and valuators hold sufficient 
regulatory capital to discharge their 
responsibilities in the event of losses. Yet 
the AIFMD proposal and the consultation 
on the UCITS depositary have failed to raise 
the question of capital requirements.

4. Depositary Problems for Hedge-Fund 
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1. Summary of Quantitative 
Restrictions
Excerpts from the UCITS directive.

These restrictions can be summarised as 
follows:
• The 5%-10%/20%/40% concentration 
risk ratios: “A UCITS may invest no more 
than 5% of its assets in transferable 
securities or money market instruments 
issued by the same body. A UCITS may 
not invest more than 20% of its assets in 
deposits made with the same body […].  
Member States may raise the 5% limit […] 
to a maximum of 10%. However, the total 
value of the transferable securities and 
the money market instruments held by 
the UCITS in the issuing bodies in each of 
which it invests more than 5% of its assets 
must not then exceed 40% of the value of 
its assets. This limitation does not apply to 
deposits and OTC derivative transactions 
made with financial institutions subject 
to prudential supervision”.

• Exceptions:
- 25% for regulated credit institutions: 
“Member States may raise the 5% limit […] 
to a maximum of 25% […] bonds when these 
are issued by a credit institution which has 
its registered office in a Member State and is 
subject by law to special public supervision 
designed to protect bond-holders”.
- 35% for quasi-government bonds: “The 
Member States may raise the 5% limit […] 
to a maximum of 35% if the transferable 
securities or money market instruments are 
issued or guaranteed by a Member State, by 
its local authorities, by a non-member State 
or by public international bodies to which 
one or more Member States belong”.
- 80% total exceedance limit: “When a UCITS 
invests more than 5% of its assets in the 

bonds referred to in the first subparagraph 
and issued by one issuer, the total value of 
these investments may not exceed 80% of 
the value of the assets of the UCITS”.
- 100% for government bonds: “By way 
of derogation […] Member States may 
authorise UCITS to invest in accordance 
with the principle of risk-spreading up to 
100% of their assets in securities and money 
market instruments issued or guaranteed 
by any Member State […]. The competent 
authorities shall grant such a derogation 
only if they consider that unit-holders in 
the UCITS have protection equivalent to 
that of unit-holders in UCITS […]. Such a 
UCITS must hold securities from at least 
six different issues, but securities from any 
one issue may not account for more than 
30% of its total assets”.

• The 5%-10% FDI counterparty ratios: 
“The risk exposure to a counterparty of 
the UCITS in an OTC derivative transaction 
may not exceed: 
- 10% of its assets when the counterpart 
is a credit institution referred to in Article 
19(1)(f), or
- 5% of its assets, in other cases”.
 
• 10-20%/30% investment in other 
funds: 
- “1. A UCITS may acquire the units of […] 
collective investment undertakings [that] 
are subject to supervision considered by 
the UCITS' competent authorities to be 
equivalent to that laid down in Community 
law […] provided that no more than 10% 
of its assets are invested in units of a 
single UCITS or other collective investment 
undertaking. The Member States may raise 
the limit to a maximum of 20%.
- 2. Investments made in units of collective 
investment undertakings other than UCITS 
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may not exceed, in aggregate, 30% of the 
assets of the UCITS”.
 
• Borrowing limited to 10% (Art 36): 
- “1. [A UCITS shall not] borrow. However, 
a UCITS may acquire foreign currency by 
means of a ‘back-to-back’ loan.
- 2. By way of derogation from paragraph 
1, a Member State may authorise a UCITS 
to borrow up to 10% of its assets/value of 
the fund: 
(a) provided that the borrowing is on a 
temporary basis; 
(b) in the case of an investment company, 
provided that the borrowing is to make 
possible the acquisition of immovable 
property essential for the direct pursuit of 
its business”. 
 
• Short-sales to be performed synthetically. 
In addition to limiting borrowing to 10% 
of the value of the UCITS, naked short 
sales are generally forbidden. UCITS can 
short-sell a security only through derivative 
instruments (single stock futures or total 
return swaps on single stocks; in an equity 
long-short fund, one may use futures to 
short the entire market and buy individual 
securities in the traditional way).

• The 10% trash ratio. Article 19.2 states 
simply that: “a UCITS may invest no more than 
10% of its assets in transferable securities and 
money market instruments other than those 
referred to in paragraph 1”.

The vague wording concerning the 
“trash ratio” has sometimes led to the
interpretation that UCITS may invest up 
to 10% of their assets in nearly anything. 
UCITS are nonetheless subject to domestic 
legislation, which generally obliges UCITS 
to invest even these amounts in financial 

securities and limits their ability to use this 
ratio to invest in derivatives and commodities. 
This 10% ratio can, in some circumstances, 
be used to invest in unregulated hedge 
funds or similar alternatives, in what seems 
to be in inexplicable contradiction with 
UCITS requirements.

2. Quantitative VaR Assessment: 
How Many Strategies Would Pass 
the Test?

Statistical Methodology: A Proxy for 
Leverage Measurement
Value-at-Risk at a given point in time should 
be estimated by taking the fund’s position 
into account, and most practitioners and 
theoreticians would think that having 
(internal) daily or weekly fund data would 
significantly enhance the precision of 
historical VaR estimates. Hedge fund 
databases, however, provide only monthly 
fund returns. 

We use a conservative VaR estimate that 
consists of the greater of the (upscaled) 
sample VaR and of the parametric VaR. Both 
estimates are variations on “historical VaR”, 
as they are based on past estimates rather 
than on forward-looking estimates (such as 
market implied volatility). In the absence of 
individual hedge fund positions, historical 
VaR is the most easily used method. In 
addition, VaR models usually rely on (actual) 
fund detailed positions and at the same 
time on historical parameter estimates, 
so they are tantamount to historical VaR. 
In particular, VaR estimates tend to be 
pro-cyclical, and our method makes it 
possible to reproduce this stylised fact.
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Sample VaR returns biased estimates when 
the sample size is less than the desired 
percentile. When there are fewer than 
100 returns to estimate the 99% VaR, the 
worst return but one is a biased element 
of a VaR at a confidence interval of less 
than 99%. To illustrate this bias, suppose 
that we have sixty returns to estimate the 
99% VaR. The worst return but one gives 
us an estimate of the 59/60=98.3% VaR, 
less than the 99% VaR. In that case, taking 
normal assumptions on the tail of returns, 
we upscale the sample VaR so that it reflects 
the adequate confidence interval (when 
there are sixty data, the sample VaR must 
be adjusted by approximately 10%).

Sample VaR is also a volatile estimate of the 
true VaR: when there are few observations 
in the tail of the distribution, the empirical 
VaR estimates are a random selection of 
a small set of values of a very volatile 
sub-sample, so the estimate will itself be 
volatile. And when the sample size is less 
than the desired percentile, our rescaled 
empirical VaR will provide optimistic results 
when the distribution is negatively skewed 
or has positive kurtosis.

For this reason, we supplement our 
calculations with a parametric VaR estimate, 
the Cornish-Fisher VaR expansion (Zangari 
1996). The Cornish-Fisher VaR expansion 
relies on the approximation of a law that is 
“not too different” from the normal law, but 
has non-Gaussian moments of order two or 
more. It is based on a Taylor development 
of the cumulative distribution function.

In our case, we simply use the first four 
moments, which leads to the following 
development for our P distribution:

For a given desired percentile q of the 
distribution, we write
z = N-1(q) where N is the cdf of the 
Gaussian law
With μ as the mean returns, σ as the 
volatility, S as the skewness and K as 
the centred kurtosis
P(q)= μ +[ z + ((z^2-1)*S)/6 + ((z^3-3*z)*K)/24 
- ((2*z^3-5*z)*S^2)/36] * σ

This parametric measure is stable when 
the sample size is sufficient to estimate 
moments in a robust way. In small samples, 
parametric VaR can result in severe 
distortions, as only a few very high returns 
will have a large impact on the estimate 
of both the mean and the skewness of 
the strategies. As it happens, twenty-four 
funds in the CISDM database post returns 
of more than 80%.

The Corner-Fisher expansion, of course, 
yields adequate estimates when the P 
distribution is “not too far” from a normal 
distribution. For a strategy with stop-losses, 
for instance, this parametric VaR would 
yield highly biased estimates of the true 
VaR. 

Other technical problems must be dealt 
with as well. Parametric VaR may yield 
unrealistic VaR estimates above 100% loss 
when the distribution of funds is negatively 
skewed.15  In that case, as well as in the 
more anecdotal one in which upscaling 
sample VaR leads to a loss of more than 
100%, we have limited VaR to the 100% 
maximum possible loss.

An option would be to build more robust 
estimators suited to the database we are 
dealing with (there is no reason that using 
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15 - In reality, losses can 
exceed the funds’ asset 
value, but in that case 
additional losses are for 
asset management firms, 
depositaries, and distributors. 
But we do not tackle 
this issue with statistical 
analyses.
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estimators suited to very generic cases 
would also be optimal in our case). However, 
as our aim is neither to posit new theory 
nor to make perfectly accurate estimates, 
we take very basic statistical approaches. In 
short, for a robust estimate of the smallest 
number of hedge fund strategies that would 
pass the UCITS VaR test, we simply take the 
more conservative of our VaR estimates. 

For the 1988-2009 period, we select at 
each date the funds that have at least sixty 
returns points, that is, five years of complete 
data. For the graphs that show statistics 
weighted by assets under management 
(AUM), only funds that display AUM are 
selected.

Cyclicality of VaR

Do UCITS VaR constraints protect against 
operational risks?
A question not asked in the survey, but 
important both for investors and for 
regulators of investment funds is whether 
UCITS VaR constraints do in fact serve as 
protection from operational risks.

After all, since Value-at-Risk is cyclical and 
poorly predicts financial risk, one may hope 
that having Value-at-Risk as a selection 
criterion will prevent investors from 
selecting hedge fund strategies that are 
the most susceptible to implosion. Figure 32 
shows that before 2008 Value-at-Risk could 
serve as a screening indicator to select very 
risky hedge funds, as high-VaR hedge funds 
imploded more frequently. In 2008-2009, 
however, the crisis hit high- and low-VaR 
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Figure 31a: Cyclicality of VaR measurement (value-weighted)
Average Value-at-Risk, is cyclical, in particular for Global Macro and Event-Driven strategies, for Equity Long-Short, and, to a 
lesser extent, for the other strategies. The analysis is not based on a rolling window, as always selecting six years of returns would 
considerably accentuate the cyclicality of VaR estimates. In the graph below, the failure of high-VaR hedge funds and new hedge 
funds with controlled VaR (or self-reporting bias) in the database contribute greatly to the shape of these curves. 
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hedge funds indiscriminately; supposedly 
low-risk hedge funds with leveraged 

positions in highly correlated securities 
also went belly up.

Appendices

Figure 31b: Cyclicality of VaR measurement (equally-weighted)
On an equally weighted basis, average Value-at-Risk displays the same cyclical pattern—though slightly less pronounced for Global 
Macro and Event-Driven strategies, where bigger funds appear more stable (or risk-controlled).

Figure 32: Relationship between blow-up rate and Value-at-Risk
The dotted red curve (compared with the plain red curve) shows that the VaR of hedge funds that blew up or simply stopped 
reporting was higher (before they stopped reporting) than the VaR of hedge funds that continued reporting. By the same token, 
the dotted blue curve (compared with the plain blue curve) shows that the proportion of high-VaR hedge funds that blew up or 
stopped reporting after three months was significantly greater than the proportion of low-VaR hedge funds that did the same. The 
20% absolute VaR constraint is the threshold separating high- and low-VaR funds.
In 2008, the dotted and plain lines increased simultaneously at the same rate: the crisis affected both high-VaR and low-VaR funds 
at the same time.
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Although the greater correlation of risky 
assets conditional on the state of the 
economy is well documented (Engle 2002; 
Andersen et al. 2007),16  the increasing 
importance of previously tame factors, 
such as credit and liquidity risks, has led to 
the de-correlation of strategies previously 
considered highly correlated.

Although liquidity was once considered the 
factor behind the spreads of government 
bonds from the euro zone, the crisis led 
to the resurgence of country credit risk 
within the euro zone, and bond yields 
de-correlated.

These changing correlations and the 
possibility of suddenly high realised 
variance (or even the implosion) of 
hedge fund strategies considered low risk 
illustrate yet again the fragility of various 
forms of historical VaR as a tool for risk 
measurement (including the internal 
measures used by many institutions). It 
goes without saying that methods more 
sophisticated than historical VaR will 
be more stable and will provide better 
forecasting power (see Andersen et al. 2007 
for a review of more stable methods of 
measuring and predicting risk).
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16 - Dynamic models of the 
variance of returns (Andersen 
et al. 2007) generally imply 
rising correlations when the 
market volatility rises. After 
all, idiosyncratic volatility will 
tend mechanically to play a 
lesser role when systematic 
volatility rises.
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About EDHEC Risk Institute

The Choice of Asset Allocation 
and Risk Management
EDHEC Risk structures all of its research 
work around asset allocation and risk 
management. This issue corresponds to 
a genuine expectation from the market. 
On the one hand, the prevailing stock market 
situation in recent years has shown the 
limitations of diversification alone as a risk 
management technique and the usefulness 
of approaches based on dynamic portfolio 
allocation. On the other, the appearance of 
new asset classes (hedge funds, private equity, 
real assets), with risk profiles that are very 
different from those of the traditional 
investment universe, constitutes a 
new opportunity and challenge for the 
implementation of allocation in an asset 
management or asset-liability management 
context. This strategic choice is applied to 
all of the centre's research programmes, 
whether they involve proposing new methods 
of strategic allocation, which integrate the 
alternative class; taking extreme risks into 
account in portfolio construction; studying 
the usefulness of derivatives in implementing 
asset-liability management approaches; 
or orienting the concept of dynamic 
“core-satellite” investment management in 
the framework of absolute return or target-
date funds.

40% Strategic Asset Allocation
45.5% Tactical Asset Allocation
11% Stock Picking
3.5% Fees

Source EDHEC (2002) and Ibbotson, Kaplan  (2000)

An Applied Research Approach
In an attempt to ensure that the research 
it carries out is truly applicable, EDHEC has 
implemented a dual validation system for the 
work of EDHEC Risk. All research work must
 be part of a research programme, the relevance 
and goals of which have been validated from 
both an academic and a business viewpoint by 
the centre's advisory board. This board is made 
up of internationally recognised researchers, 
the centre's business partners and 
representatives of major international 
institutional investors. The management of 
the research programmes respects a rigorous 
validation process, which guarantees the 
scientific quality and the operational usefulness 
of the programmes.

Six research programmes have been 
conducted by the centre to date: 
• Asset allocation and alternative 
diversification
• Style and performance analysis 
• Indices and benchmarking
• Operational risks and performance
• Asset allocation and derivative 
instruments
• ALM and asset management

These programmes receive the support of 
a large number of financial companies. 
The results of the research programmes 
are disseminated through the three 
EDHEC Risk locations in London, Nice and 
Singapore.

In addition, EDHEC Risk has developed a 
close partnership with a small number of 
sponsors within the framework of research 
chairs. These research chairs correspond 
to a commitment over three years from 
the partner on research themes that are 
agreed in common. 

Founded in 1906, EDHEC is 
one of the foremost French 

business schools. Accredited by 
the three main international 

academic organisations, EQUIS, 
AACSB and Association of MBAs, 

EDHEC has for a number of 
years been pursuing a strategy 

for international excellence 
that led it to set up 

EDHEC Risk in 2001. 
With 47 professors, research 

engineers and research 
associates, this centre has the 

largest asset management 
research team in Europe.
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About EDHEC Risk Institute

The following research chairs have been 
endowed to date:
• Regulation and Institutional Investment,
in partnership with AXA Investment 
Managers (AXA IM)
• Asset-Liability Management and 
Institutional Investment Management, 
in partnership with BNP Paribas Investment 
Partners
• Risk and Regulation in the European 
Fund Management Industry, 
in partnership with CACEIS
• Structured Products and Derivative 
Instruments, 
sponsored by the French Banking 
Federation (FBF)
• Private Asset-Liability Management,
in partnership with ORTEC Finance
• Dynamic Allocation Models and New 
Forms of Target-Date Funds, 
in partnership with UFG
• Advanced Modelling for Alternative 
Investments, 
in partnership with Newedge Prime 
Brokerage
• Asset-Liability Management Techniques 
for Sovereign Wealth Fund Management, 
in partnership with Deutsche Bank
• Core-Satellite and ETF Investment,
in partnership with Amundi ETF
• The Case for Inflation-Linked Bonds: 
Issuers’ and Investors’ Perspectives, 
in partnership with Rothschild & Cie

The philosophy of the centre is to validate 
its work by publication in international 
journals, but also to make it available to 
the sector through its Position Papers, 
published studies and conferences. 

Each year, EDHEC Risk organises a major 
international conference for institutional 
investors and investment management 
professionals with a view to presenting 
the results of its research: EDHEC Risk 
Institutional Days.

EDHEC also provides professionals with 
access to its website, www.edhec-
risk.com, which is entirely devoted to 
international asset management research. 
The website, which has more than 35,000 
regular visitors, is aimed at professionals 
who wish to benefit from EDHEC’s analysis 
and expertise in the area of applied 
portfolio management research. Its 
monthly newsletter is distributed to more 
than 400,000 readers.

Research for Business
The centre’s activities have also given rise 
to executive education and research service 
offshoots. 

EDHEC Risk's executive education 
programmes help investment professionals 
to upgrade their skills with advanced risk 
and asset managementtraining across 
traditional and alternative classes.

EDHEC Risk Institute: Key Figures, 
2008-2009

Number of permanent staff 47

Number of research associates 17

Number of affiliate professors 5

Overall budget €8,700,000

External financing €5,900,000

Number of conference delegates 1,950

Number of participants at 
EDHEC Risk Executive Education 
seminars

371
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About EDHEC Risk Institute

The EDHEC Risk Institute PhD in 
Finance
The EDHEC Risk Institute PhD in Finance 
at EDHEC Business School is designed 
for professionals who aspire to higher 
intellectual levels and aim to redefine the 
investment banking and asset management 
industries. It is offered in two tracks: a 
residential track for high-potential graduate 
students, who hold part-time positions at 
EDHEC Business School, and an executive 
track for practitioners who keep their full-
time jobs. Drawing its faculty from the 
world’s best universities and enjoying the 
support of the research centre with the 
greatest impact on the European financial 
industry, the EDHEC Risk Institute PhD in 
Finance creates an extraordinary platform 
for professional development and industry 
innovation.

The EDHEC Risk Institute MSc in 
Risk and Investment Management
The EDHEC Risk Institute Executive MSc 
in Risk and Investment Management is 
designed for professionals in the investment 
management industry who wish to 
progress, or maintain leadership in their 
field, and for other finance practitioners 
who are contemplating lateral moves. It 
appeals to senior executives, investment 
and risk managers or advisors, and analysts. 
This postgraduate programme is designed 
to be completed in seventeen months of 
part-time study and is formatted to be 
compatible with professional schedules. 

The programme has two tracks: an executive 
track for practitioners with significant 
investment management experience and 
an apprenticeship track for selected high-
potential graduate students who have 
recently joined the industry. The programme 
is offered in Asia—from Singapore—and in 
Europe—from London and Nice.

FTSE EDHEC Risk Efficient Indices
FTSE Group, the award winning global 
index provider, and EDHEC Risk Institute 
launched the first set of FTSE EDHEC 
Risk Efficient Indices at the beginning 
of 2010. Initially offered for the UK, the 
Eurobloc, the USA, Developed Asia-Pacific 
ex-Japan, and Japan, the index series aims 
to capture equity market returns with an 
improved risk/reward efficiency compared 
to cap-weighted indices. The weighting of 
the portfolio of constituents achieves the 
highest possible return-to-risk efficiency 
by maximising the Sharpe ratio (the reward 
of an investment per unit of risk).

EDHEC Risk Alternative Indexes
The different hedge fund indexes available 
on the market are computed from different 
data, according to diverse fund selection 
criteria and index construction methods; 
they unsurprisingly tell very different 
stories. Challenged by this heterogeneity, 
investors cannot rely on competing hedge 
fund indexes to obtain a “true and fair” 
view of performance and are at a loss 
when selecting benchmarks. To address 
this issue, EDHEC Risk was the first to 
launch composite hedge fund strategy 
indexes as early as 2003. 

The 13 EDHEC Risk Alternative Indexes are 
published monthly on www.edhec-risk.
com and are freely available to managers 
and investors.
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CACEIS is a solid business partner with an 
innovative service offer. We have a long 
history of providing cutting edge services 
to demanding institutional and corporate 
customers worldwide. With €2.3 trillion 
under custody and €1.1 trillion under 
administration, we are a leading player 
in the global asset servicing industry, 
ranking among the world's top 10 custodians 
and top 5 fund administrators. Through a 
network of offices across Europe, North 
America and Asia, we deliver high quality 
services covering depositary/trustee - 
custody, fund administration and transfer 
agency.

Our considerable expertise in Alternative 
Investment servicing, together with 
substantial level of assets under 
administration, gives CACEIS a ranking 
among the top 10 global service 
providers for these sophisticated funds. 
Furthermore, we offer a wide range of 
specialist services such as cross-border fund 
distribution support, which are designed 
to assist clients in achieving their 
international business development 
goals.

CACEIS
1, place Valhubert
75013 Paris - France
Tel.: + 33 (0) 1 57 78 00 00

www.caceis.com

About CACEIS
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•  Amenc, N., F. Goltz, and P. Retkowsky. Efficient indexation: An alternative to cap-weighted 
indices (January).
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indexing? (January)
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• Sender, S. Reactions to an EDHEC study on the impact of regulatory constraints on the 
ALM of pension funds (October).

• Amenc, N., L. Martellini, V. Milhau, and V. Ziemann. Asset-liability management in 
private wealth management (September).

• Amenc, N., F. Goltz, A. Grigoriu, and D. Schroeder. The EDHEC European ETF survey 
(May).

• Sender, S. The European pension fund industry again beset by deficits (May).

• Martellini, L., and V. Milhau. Measuring the benefits of dynamic asset allocation strategies 
in the presence of liability constraints (March). 

• Le Sourd, V. Hedge fund performance in 2008 (February).
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France (February).

• Real estate indexing and the EDHEC IEIF Commercial Property (France) Index 
(February).
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pension funds (January).
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• Amenc, N., L. Martellini, and V. Ziemann. Alternative investments for institutional 
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(December).
• Goltz, F., and D. Schroeder. Hedge fund reporting survey (November). 
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• Amenc, N., F. Goltz, A. Grigoriu, V. Le Sourd, and L. Martellini. The EDHEC European ETF 
survey 2008 (June). 

• Amenc, N., F. Goltz, and V. Le Sourd. Fundamental differences? Comparing alternative 
index weighting mechanisms (April).

• Le Sourd, V. Hedge fund performance in 2007 (February).

• Amenc, N., F. Goltz, V. Le Sourd, and L. Martellini. The EDHEC European investment 
practices survey 2008 (January).
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• Ducoulombier, F. Etude EDHEC sur l'investissement et la gestion du risque immobiliers 
en Europe (November/December).

• Ducoulombier, F. EDHEC European real estate investment and risk management survey 
(November). 
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