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Opportunities and Barriers in the
Alternative UCITS Market
- Ian Swallow,
Head of UCITS Management, Man

Despite periods of strong returns, a great example of which is
the 10-month period following Mario Draghi’s commitment to do
‘whatever it takes’ to support the euro, the aggregate performance
of equity markets since the turn of the millennium has been hugely
disappointing, especially for European investors. While Wall Street
traders happily sported Dow 15,000 caps in early May this year, both
the DAX and FTSE 100 indices began the month languishing below
the levels established at the height of the technology boom in the
first quarter of 2000. As such, it is not surprising that we have seen
a rising appetite for hedge funds in recent years, as an increasing
number of investors have sought to complement the traditional
assets within their portfolios with hedge fund investments that aim to
provide both diversification and risk mitigation.
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The process of bringing alternative investment strategies into the
mainstream began a decade ago when the scope of eligible assets
was significantly broadened with the introduction of the UCITS III
framework which permitted, among other things, investments in
financial instruments such as futures and options. This opened up the
possibility for alternative investment managers to offer mainstream
investors access to their investment strategies within the liquid,
frequently priced, highly regulated, onshore UCITS format.
Consequently, alternative UCITS products have become extremely
popular since the peak of the credit crisis in 2008 and assets under
management have grown to €155bn1. While this is a sizeable
absolute number, it constitutes only a small proportion of the broad
UCITS industry which manages assets of around €6.7tn2. As such,
alternative asset managers with strong track records and the ability
to package their successful offshore investment strategies within a
UCITS wrapper have a huge opportunity to attract assets.
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However, particularly post 2008, the key issue for many investors
has been how to access hedge funds within a format that they
are familiar with and one which fits their requirements for highly
regulated, liquid, risk-controlled investments. Typically, hedge funds
are offered in an offshore format with limited regulatory oversight,
monthly (or less frequent) liquidity and high minimum investments.
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expertise are required to structure hedge funds in a way that does
not compromise the ability of the fund manager to harness alpha.
The key obstacles for alternative UCITS providers to consider
are compliance with the Eligible Assets Directive (EAD) and other
limitations relating to liquidity, diversification and leverage.
Eligible Assets

Introduced in 2007, EAD sought to provide greater clarification as
to which assets could potentially be included in the portfolio of a
UCITS product. EAD also determined that each instrument a fund
manager invests in must be utilized in a cost-effective way either
to mitigate risk or to generate additional returns at a level of risk
consistent with the UCITS principles. For example, EAD reiterated
the requirement that the potential losses relating to any asset or
instrument within a UCITS structure must be limited to the amount
paid for it. The guidelines in relation to eligible assets are designed
to prevent irresponsible managers offering a product that is not
suitable for mainstream investors.
Liquidity

A Huge Opportunity… But Only For Scale Players

While there is clearly an opportunity for alternative investment
managers to capitalize on the UCITS market, the barriers to
entry can be high and these restrict the ability of smaller players
to offer quality alternative UCITS funds. Given the administrative
complexities of UCITS regulations, considerable resources and
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The UCITS guidelines state that funds must provide at least bimonthly liquidity, although in practice most offer weekly or more
frequent redemptions. Given the additional requirement that fund
managers must be able to redeem 10% of the net asset value of
their portfolios on each dealing day, managers wishing to adhere to
UCITS requirements inherently need to run highly liquid strategies.

Source: UCITS Alternative Index/ Alix Capital. As at 31 March 2013.
Source: European Fund and Asset Management Association. As at 31 March 2013.
As at 31 March 2013.
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Diversification

3-

The 5/10/40 rule that applies to UCITS funds is designed to protect
investors from high concentration in single securities, or issuers. In
general we welcome this as a positive risk spreading rule. However,
for some portfolios, where the manager has a high conviction in a
certain security, this can dilute potential returns when compared to a
non-UCITS fund. As such, this needs to be taken into consideration
prior to launching a UCITS fund.
Leverage

One area where the UCITS guidelines are slightly unclear, and a high
degree of co-ordination with the regulatory authorities is necessary,
is with regards to leverage limits. Typically, regulators will analyze the
gross exposure of the portfolio without taking into account offsetting
trades. As such, it is easy to quickly gain (what appears to be) a
significant level of leverage in the portfolio and regulators unfamiliar
with alternative investment strategies may decline approval for the
portfolio when it is taken at face value. Where this is the case, it is
important to have a strong dialogue with the regulatory authorities
in order to fully explain the nature of the portfolio. Such discussions
should include an explanation of how the risk management process
ensures that high exposure is not actually detrimental to investors,
but seeks to ensure that they receive enhanced risk-adjusted returns.
As such, to be able to offer successful alternative investment
strategies within a UCITS framework, providers need scale,
significant product structuring resources and regular dialogue with
regulators.
Going Forward

There are several upcoming developments within the UCITS space
which providers of alternative investment strategies need to consider.
1. ESMA: The ESMA guidelines on ETFs and other UCITS issues
came into force in February this year (there is however a one year
grandfathering period for some of the guidelines, specifically those
relating to index-tracking UCITS funds). In short, these guidelines
stipulate that investment managers provide clearer descriptions of
the indices that the fund is tracking, more transparency on index
calculation/the component parts and a slower re-balancing speed.
This is expected to result in a number of funds, particularly ones
running managed futures programmes, experiencing some difficulty
in executing their strategies. Potential solutions include more
complex structures that enable funds to trade the same strategy or
alternatively narrowing the field of investments in order to allow the
funds to continue trading.
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Harmonization of the sanctions for breach of
the main investor protection sanctions.

While these changes will need to be carefully considered by
providers, they are not expected to have a huge impact on the types
of funds that managers are able to be run within a UCITS framework
and should provide investors with additional protection.
3. UCITS VI: There are still several unanswered questions
surrounding the exact form of UCITS VI. Eight main topics have
been raised for discussion so far and it is likely that they will have
far reaching consequences for providers of alternative UCITS
funds. Our assumption is that these changes will impact provisions
around the list of eligible assets, how efficient portfolio management
techniques are employed, OTC derivatives, liquidity management
and the use of long-term investments. Consequently, we are already
considering potential impacts on new fund launches.
Conclusion

The ongoing broadening of the UCITS framework that began in
earnest in 2003 constitutes a tremendous leap forward in terms of
both diversification and choice. However, it also provides some wellintentioned challenges that investment managers must overcome
in order to comply with the series of directives. There is little doubt
that genuine appetite for alternative products exists and that many
investors are fully cognizant of the importance of diversifying
their investment portfolios in the aftermath of the 2008 crisis and
the broader ‘lost decade’ for equities. While there is considerable
scope to capture assets, the UCITS framework acts as a form of
quality control and only the larger-scale players are likely to have
the capabilities necessary to satisfy the complexities associated with
this opportunity.

Man
Man is a world-leading alternative investment management
business. It has expertise in a wide range of liquid
investment styles including managed futures, equity, credit
and convertibles, emerging markets, global macro and
multi-manager, combined with powerful product structuring,
distribution and client service capabilities. At 31 March 2013,
Man managed $54.8bn.
www.man.com

2. UCITS V: The upcoming UCITS V changes will be primarily aimed
at fund governance with three main areas being addressed:
1-

The depositary/custodian function will be
harmonized to ensure consistency across
all EU states.

2-

The introduction of manager compensation
rules.

Opinions expressed are those of the author and may not be shared by all personnel of Man. These opinions are subject to change without notice. This material is for
information purposes only and does not constitute an offer or invitation to make an investment in any financial instrument or in any product to which any member of Man’s
group of companies provides investment advisory or any other services. Communicated by Man Investments Limited which is authorised and regulated in the UK by the
Financial Conduct Authority.
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Preqin Global Data Coverage
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alternative assets. intelligent data.
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Fund Coverage:

Funds

13,927 Private Equity* Funds

Firm Coverage:

14,627

4,121 PE Real
Estate Funds

688 Infrastructure
Funds

5,544 Hedge Fund Firms

1,758 PERE
Firms

383 Infra. Firms

Firms

6,942 PE Firms

Performance Coverage:

11,454 Hedge Funds

11,743

Funds (IRR Data for 4,993 Funds and Cash Flow Data for 2,275 Funds)

Fundraising Coverage:

1,057 PERE
Funds

5,455 Hedge Funds

5,101 PE Funds

12,322

130 Infra. Funds

Funds Open for Investment/Launching Soon

Including 1,939 Closed-Ended Funds in Market and 403 Announced or Expected Funds
1,587 PE Funds

Deals Coverage:

939 PERE
Funds

9,543 Hedge Funds

74,645

Deals Covered; All New Deals Tracked

29,550 Buyout Deals**

Investor Coverage:

253 Infra. Funds

2,674 Infra. Deals

42,421 Venture Capital Deals***

10,801

Institutional Investors Monitored,

Including 7,700 Verified Active**** in Alternatives and 81,211 LP Commitments to Partnerships
5,040 Active PE LPs

4,137 Active Hedge Fund Investors

Alternatives Investment Consultant Coverage:

447

Consultants Tracked

Fund Terms Coverage: Analysis Based on Data for Around

7,500

Best Contacts: Carefully Selected from Our Database of over

Funds

239,873

Active Contacts

e
The Preqin Differenc

Plus
Comprehensive coverage of:
- Placement Agents
- Fund Administrators
- Law Firms
- Debt Providers

2,001 Active
Infra. LPs

3,794 Active RE LPs

- Dry Powder
- Compensation
- Plus much more...

- Over 150 research, support and development staff
- Global presence - New York, London, Singapore and
Silicon Valley
- Depth and quality of data from direct contact methods
- Unlimited data downloads
- The most trusted name in alternative assets

New York: +1 212 350 0100 - London: +44 (0)20 7645 8888 - Singapore: +65 6305 2200 - Silicon Valley +1 650 632 4345

www.preqin.com
*Private Equity includes buyout, venture capital, distressed, growth, natural resources and mezzanine funds.
**Buyout deals: Preqin tracks private equity-backed buyout deals globally, including LBOs, growth capital, public-to-private deals, and recapitalizations. Our coverage does not include private debt and mezzanine deals.
***Venture capital deals: Preqin tracks cash-for-equity investments by professional venture capital firms in companies globally across all venture capital stages, from seed to expansion phase. The deals figures provided by Preqin are based on
announced venture capital rounds when the capital is committed to a company.
****Preqin contacts investors directly to ensure their alternatives programs are active. We emphasize active investors, but clients can also view profiles for investors no longer investing or with programs on hold.

