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ABSTRACT

The European Alternative Investment Fund Managersciive (AIFMD) has been
formulated as a response to the global financigiszrwhich climaxed in the collapse of
Lehman Brothersn 15 September 2008. Although many financial ystalexpected such
a crisis in the US for some time before that inotdets transnational dimension has
exceeded the expectations of many market partitspamd stakeholders. The securitisation
of real estate risks that came about by the lamgcfinancial innovations such as asset-
backed securities (ABS), mortgage-backed securitipd8S), collateralised debt
obligations (CDO) or structured investment vehick&V) contributed to the fast
worldwide circulation of ‘poisoned’ papers.

It is questionable whether any legal responsedaéhent financial crisis should single
out the abovementioned or other related financiabvations. Until the outbreak of the
financial crisis of 2008/2009, the alternative istreent segment and the private equity
segment in particular, was not regulated in theogean Union (EU) in a targeted and
specific way. The UNCITS Directive is primarily agdsed to small (portfolio) investors
and captures, not institutional strategic or finahdnvestors. Thus, the European
Commission as the European legislator does not isselif of real, resilient experience that
could contribute to a proportional, sustainable path-breaking response to the financial
crisis of 2008/2009. A strong private equity segimegems almost indispensable for the
steady credit supply of an increasing part of th& economy and the consolidation of
young, growth or strategically repositioned corpiorss that need a well-functioning

access to capital.

Assuming that the financial crisis of 2008/2009 whas consequence of wrongfully set
incentives that primarily concerned the fund mansigeemuneration, the European
Commission followed the ideas of Jacques de Lamsi€laus-Heiner Lehne and Poul
Nyrup Rasmussen and set the legal focus on the rsnthgers, as these entities launch
and distribute financial products such as thosetimeed above and also decide on the
investment strategy that might bear systemic riBkse to their financial market potential
and in view of the design of financial productsedé entities admittedly have a strong
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impact on the financial market development and ragtly be responsible for the
realisation of systemic risks of transnational digiens. In particular, in the view of a
steady credit supply of the real economy, the epoasrtransnational mobility of capital
and the global competition of financial market rfagjons, it seems doubtful whether one
can identify the fund managers as those respon$ibléhe financial market crisis of
2008/2009. This thesis highlights the history, stongs and supposed core reasons of the
financial crisis of 2008/2009 and critically assesssvhether the AIFMD can reach its
objective to effectively contain systemic risks time context of a globalised financial

system.
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INTRODUCTION

Due to the recent financial crisis of 2008/200% #uropean Commission recently
made a proposal for the future regulation of pevaquity' and other alternative
investments, which is based on the reflectionshefformer French secretary of finance,
Jacques De Larosiére. In his repaiated 25 February 2009, Monsieur Larosiére pointed
out that“any appropriate regulation of alternative investnie must be extended, in a
proportional manner, to all firms or entities corading financial activities which may
have a systemic impact (...) even if they have rezxtdinks with the public at large This
proposal is aimed at the containment of similatesysc risks as those that can be seen as
the initial cause of the financial crisis of 200802, doing so by focusing not on the
financial firms themselves but on the businessuaktis of its managers. This focus is based
on the belief that the portfolio managers had fabsginsic incentives that led them to run
a too short-term portfolio strategy with too straspeculative elements, which finally led
to a deepening of moral hazard scenafits.general, alternative investments cover a
broad category of investments, other than stocks kmonds, including venture capital,

private equity, real estate, precious metals, cobkes and hedge funds.

The Financial Crisis Inquiry Commission (F€)@ame to the final conclusion that too

many financial institutions acted recklessly andedashort-term financial engagements,

On the economic need and the legal requiremdmpisvate equity cfKiebeck/JeschCorporate Finance
law No. 6/2010, pp. 372-378gible/LehmanniHedgefonds (2009).

Report of the high-level group on financial swigion in the EU, dated February/48009, p 23;
published in  the Internet  under http://ec.europmtarnal_market/  finances/docs/
de_larosiere_report_en.pdf, requested Augut2za 1.

As it is not otherwise explained above, the teffimancial crisis”, “financial market crisis” orrécent
financial crisis” refer to the financial crisis @008/2009 that was strengthened with the collagse o
Lehman Brothersn September/152008 as the initial point of a global economic sion.

The moral hazard phenomena results from the icordf interest that typically exists between the
directors, respectively the staff and the investors

> Cf. Grabaravicius Dierick ECB-Occasional Paper No. 34 (August 2005), p. 69.

As an independent Commission, fieancial Crisis Inquiry CommissiofFCIC) was implemented by
the US-Government in May of 2009 and recruitedesf members (former US-American politicians,
CEOs and economists). Under its chairrRduil Angelidesformer treasury of California (1999-2007), it
was the central objective of the FCIC to identifiddo discuss the main causes of the financiaisoois
2008/2009. The widespread competence of the FC&€hes from the enforcement of evidence, the
inspection of confidential documents and the heanh witnesses. Its final Report was published in
January of 2011 and set the closing point of then@ssion’s investigation. It follows a descriptaed
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extending too much trust while bearing non-acdeptaisks’ In the context of a market
economy such as that of the United States and Mestber States of the EU, it is the first
objective of every corporation to obtain a suitabéurn of investment that normally
conveys the basis of a sustainable economic deweop To reach this first objective, the
managers of a corporation should be given a seitédeledom of action which enables
them to employ the most profitable business styatmgd to react to sudden market
developments. This freedom of action is called siness judgment rule (BJR). The
abovementioned extrinsic incentives fulfil the ftiao of conducting the portfolio strategy
of the managers. Thus, it is doubtful whether tguenption of the European Commission
that the recent financial crisis was caused byirtkielved portfolio managers is a suitable
approach to prevent a similar financial crisis e tfuture. Nevertheless, one has to
consider that those extrinsic incentives that énkes managers’ portfolio strategies and
that set the framework for their economic freeddnaaion are extrinsic incentives that
are set by their corporations. If the portfolio ragar does not follow the economic
philosophy of her or his corporation, she or he rhayfired. In light of this, it shall be
discussed here whether the Alternative InvestmemidFManagers Directive (Directive
2011/61/EU, AIFMD) of the European Commission that was set int@adti November
2010 is really a suitable and a sustainable reguylapproach to preventing a similar crisis

in the future.

Before the contents of the Alternative Fund Manag®irective’ (Proposal for a

Directive of the European Parliament and of ther@dwn Alternative Investment Fund

analytical method consisting of the publishing &dt§, the identification of responsible persons taed
understanding of the crisis.

Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen
(2009), p. 8.

Directive of the European Parliament and the Ream Council on Alternative Investment Fund
Managers and for the amendment of the directive33/20/EG and 2009/65/EU Nr. 1095/2010 —
AIFMD, published under http://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:20174:0001:0073:EN:PDF.

For further information on the AIFMD selaskolski/GriiberCorporate Finance Law (2010), pp. 188,
191-196; Kramer/Recknagel, DB No. 37/2011, p. 2077 ff.; Tollmann, Hertz-
Eichenrode/lllenberger/Jesch/Keller/Klebeck/Rochdrivate Equity-Lexikon (2011), p. 4 ff.; For
information on the discussed alternative solutisesThomsenEBOR 10:1/2009, pp. 97-114; about the
transformation into German lawlaisch/Helios,BB (No. 1/2013), p. 23 ff.Krause/KlebeckBB (No.
34/2012), p. 2063 ff.Loff/Klebeck,BKR (No. 9/2012), p. 353 ffSchwaldtDIE WELT (2011/01/15),
p. 21.
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Managers and amending drafts 2003/41/EC and 20@74% - AIFMD - are introduced
in detail, a brief overview on the history will lggven, including the symptoms and the
supposed core reasons of the recent financialscridie objectives of this thesis are to
focus critically on the contents of the AIFMD and tiscuss possible alternative
approaches ofValker! This discussion will not only offer a legal anaysut also the
economic and monetary issues of a sustainable Earogsolution for the financial

architecture of the 21st century.

1 published in the Internet under http://ec.eurepinternal_market/investment/  alternative
investments_de.htm (requested March/21st/2011).

1 See the following contributions edited Ieorge Walker Walker, JBR (09/2010), Editorial 1-5;
Walker, BJIBF (11/2007), pp. 567 ff.Walker, European Banking Law (2007), pp. 1 fiyalker,
Financial Regulation International (12/2008), ppff.1Walker,in: The Future of financial regulation
(2010), pp. 179 ff.
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First Chapter -

ORIGINS OF THE RECENT FINANCIAL CRISIS

1. History
1.1. The rise of the “originate-to-distribute” model

Normally, it should be compulsory for each merchant restore an adequate
relationship between her or his equity position #&ed or his loan capital (its risks).
According to the opinions of economic experts, @uity position of 4% should be
compulsory for each corporatidhAn adequate relationship between the equity mositi
and loan capital is one essential condition togmesthe steady solvenéof an enterprise
and to build a shield against the consequencesnoéanomic crisis. Although the
financial crisis of 2008/2009 actually resulted smérom an initial lack of liquidity than
from an insufficient solvency, the steady solvenof a corporation cannot be
underestimated because it is the condition for“reath” of a corporation: When the
solvency of a corporation comes to an end, the aoon viability stops immediately.
Because the financial crisis of 2008/280&ncerned the lower-income brackets, one can

also call it a subprime crist§!’

12 Damin Straus, Subprime Crisis (2009), pp. 95, 102.

13 Sinn,Kasino Kapitalismus (2009), p. 243 ff.

¥ The solvency is the ability of a corporation wifif its contemporary payment obligations.

5 Background information and further facts on timaricial crisis 2008/2008Bermudez/Vidain O Neill,
Global Financial Crisis (2009). pp. 13-Btunoin O Neill, Global Financial Crisis (2009), pp. 131
Dam, Subprime Crisis (2009), pp. 95-108gerzog, Finanzmarktkrise (2008), pp. 9 ffSinn, Kasino
Kapitalismus (2009), p. 1 ff.

On the situation in the subprime market at the at the recent financial crisis dalker, BJIBF
(11/2007), p. 567 (568).

For the issue “Subprime Crisis and Financial Regan” seeDamin Straus, Subprime Crisis (2009),
pp. 95-106.

16
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Obviously, the protagonists of the recent financrais did not realise the requirement
of a proportional relationship between equity positand risks. Instead of setting the focus
on real economic development, they overrated th@pnities of their businesses and
ignored the risks of the securitisation of reahtsstisks for a long time. In lending with
homes as security, what the American banks ofteis dmake (or buy) a large number of
such mortgage loans and then package them togetrssrcurities, using the underlying
packaged mortgages as collateral (mortgage-badckeatises, or MBSY® Normally, the
process of mortgage securitisation helps finanaistitutions to manage their asset
portfolios, interest rate exposure, capital requizat and deposit insurance premiufhs.
According to Saunders and Cornetiasset securitisation provides a mechanism for
financial institutions to hedge the interest rask,rto enhance the liquidity of the asset
portfolio of financial institutions and to providen important source of fee incorffdn

September 2008, however, this mechanism seemaeil tirdmatically?*

Traditionally, there was an on-going relationshigtvieen the bank which lent the
money and the customer who borrowed the money,hwlieit to a direct financial interest
on the part of the money lending Institutions tckemaure that customers were likely to be
able to repay the moné§This traditional model, which can be describedaaginate to
hold” (OTH), changed into another model, “origin&bedistribute” (OTD). The OTD was
also practiced by government-backed social mortgageers, such asannie Mae(the
Federal National Mortgage Association) ahdeddie Mac (the Federal Home Loan

Mortgage Corporatiorf}®

Many large credit institutions such as these beégameate loans on generous terms for
people who otherwise could not have afforded a gage. But instead of holding these
mortgage loans, the institutions gave them to coroialefinancial institutions that found it

attractive to purchase these loans: If the borrewegre unable to repay the loans, the

8 Dam, Subprime Crisis (2009), pp. 95, 99.

19 Lee/LeeFinance (2006), p. 518, 519.

2 |bid.

2L Sinn,Kasino Kapitalismus (2009), p. 167-175 (Die Veefuhgskaskade).

22 Mcllroy in Straus, Future of Banking (2009), pp. 119, 121.

% Mcllroy in Straus, future of banking (2009), pp. 119, 1Rdr, further information on the rise and fall of
Fannie Mae and Freddy Mac ®ermudez/Vidaih O Neill, Global Financial Crisis (2009), pp. 13-27.
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repayment was guaranteed by the U.S. governfidifite originating bank had no direct
interest in making sure that the borrower coulchyetne loan because in the case that the
borrower was unable to repay, another bank woul@rstine loss.

Nevertheless, the FCIC emphasizes fhatnie Mae and Freddy Madid not set a
primary condition for the financial crisis of 208809 Indeed, the FCIC qualifies
Fannie Mae andrreddie Macas the two ,kings of leveratfé because their common debt
ratio inclusively credits amounted to 75:1 by timel ®f the year 2007. They turned out to
be a wrongfully public promoted business model aodtributed significantly to the
outbreak of the financial crisis. However, they dimt cause it. According to the FCIC, it
was important that the mortgage security instrusiehthese two companies significantly
kept their value during the crisis and did not cimite to the heavy losses of those

corporations that stood in the middle of the criSis

The OTD of banking created a serious problem ofainoazard® Moral hazard refers
to the phenomenon that the separation of ownersinigh control within a modern
organisation makes it difficult and costly to manitand evaluate the efficiency of
management effectivef§y. Thus, the originating bank often does not haveilsstmntial
incentive to be careful to whom it loans money andwhich amount® The OTD
encourages reckless lending that leads to serionsequences, not only in the United
States but also all over the worfdMany lenders seemed to have ignored the warnifigs o
several financial experts who propose to retain Z0%e risk in relation to the original

loan, so that the originating banks had a sufficiecentive to taking proper precautions to

2 Mcllroy in Straus, Future of Banking (2009), pp. 119, 121.
% Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 309 ff.
% Whereas economic leverage is associated witheased assets under management, financial
(investment) leverage refers to making investmentsnargin, where the cost of investment is lesa tha
exposure it generates (e.g. through the use ofndinh derivates), cf.Grabaravicius/Dierick, ECB-
OccaS|onaI Paper No. 34 (August 2005), p. 59.
Cf. Nationale Kommission zur Untersuchung der Finanad Wirtschaftskrise Schlussfolgerungen
(2009), p. 17.
%8 Mcllroy in Straus, Future of Banking (2009), pp. 119, 122.
29 |ee/LeeFinance (2006), p. 544.
:i Mcllroy in Straus, Future of Banking (2009), pp. 119, 122.
Ibid.
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see if the borrowers could afford to make the repenyts* It is necessary to clarify that
the crisis ofFannie Maeand Freddie Macwas actually not a bank run because these
entities were “securitisators” rather than deptaiers.

1.2. The fall of the originate-to-distribute model

Finally, these firms neglected to build a (suffitleshield on the basis of an adequate
equity position for the case where too many cregliwsked for the repayment of their
money at the same time. On 15 September 2008, m@wytors wanted to return their
securities and asked for their money simultaneoty American credit institutionsould

not react to this (almost) unexpected developmedtteecame insolvent immediately.

The consequences of this incident are well-knowsoAmany European creditors and
well-known credit institutes and insurances couwlti nealise their claims for the repayment
of their investments. Because indemnity insuranicenbt exist, the insolvency of the
abovementioned American institutions caused liquipioblems for their creditors all over
the world. The spread of the subprime crisis frévd United States to Germany and to
other European Member States is a good illustratioa “domino effect,” through which
financial stability can spread not just from onenlb@o another but from one country to
another®®

2. Symptoms
2.1. Significant market failure

A significant market failure can be claimed as essential financial crisis symptom .
In the centre of any market economy stands theliequm of supply and demand.

Normally, these two powers keep the price mechanmgmch can be identified as the core

%2 Mcllroy in Straus, Future of Banking (2009), pp. 119, 123.
% Dam, Subprime Crisis (2009), pp. 95, 98.
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mechanism of a market econorifyin shape. The price of a product stands for its
valuation, specifically its appreciation by the kedr participants. As a very simple
formula, it expresses the relation between itslalsls amount and its demand. Thus, the
price of a product can be identified as the centmall of the market communication. Under
regular circumstances, it makes the communicatioorg the market participants easy,

rapid and transparent.

At the very beginning of the recent financial @jsthe price mechanism failed
dramatically. One could see that the prices of doand other credits did not convey a
realistic notion of their real worth. In the figstace, many investors decided on the briefed
loans and mortgages because they were convinceédhihgrice of those products also
expressed their real worth. At the very beginnifighe worldwide financial crisis, their
real worth was successively revealed, and the teffemvestors started worrying about
their money. They rapidly recalled their investnsefnom the credit institutes, which were
unable to repay the requested volume of moneytalnae. As a consequence, many of
those credit institutes, such lashman Brotherg> became directly insolvent. Moreover, it
should be considered that any national regulatfgrivate equity neglects the necessity of
a preferably coherent solution and contributes tegulatory arbitragé® Whereas the
holders of capital could seek out the laxest rutes,national governments that were eager

to attract financial flows allowed regulators tdl &sleep on their watcH.

2.2. Inability of consumers to short-term redemptio of loans

Another major symptom of the recent financial arigias that many consumers who
received their mortgage loans at prices that diccoavey a realistic impression of the real
estate’s real worth were unable ten to repay thleses immediately. Therefore, they were

asked by their creditors to leave their homes awhine homeless.

3 Cf.Horn, Marktwirtschaft (2010), pp. 87-102.

% Basically on the bankruptcy of Lehman BrotherstB. House of Representati@gril/20"/2010), p.
1 ff.; for further information on Lehman certifiest sedMaerker,BKR (2011), pp. 147-150.

For further information on the global tax competi and tax corporations s&mltysinskiCompetition
(2009), pp. 83-88.

87 Cf.N.N.,rulebook, Ausziige aus Presseartikeln No. 37/20A.08 §8).

36
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2.3. Dramatic drop in prices in the real estate busess

As a consequence, there was an enormous surpldenoénd that directly led to a
dramatic drop in real estate prices that continnéa 2010. On the one hand, this drop in
prices conveyed for many people the unique oppiytto realise their wishes for a home
at an unrivalled price. On the other hand, manyitrmstitutes suffered a loss in a
dimension that caused the necessity for a monstatg intervention. That dramatic drop

in prices was revealed in the burst of the so-datledit bubble.

2.4. Crisis of liquidity and trust

At the eve of the financial crisis of 2008/200@rh was a widespread assumption that
everyone within the distribution system could r&pittansfer the overrated mortgage
papers to another owner - this assumption alsondidwork® As a consequence of the
abovementioned development, a serious crisis afiidity and trust resulted. The
willingness of many seriously affected credit ihggs to borrow and to grant credits that
were essential for the functioning of the real exoy’® dropped dramatically. Among
bankers and (other) financial experts there wasrépeated tone of a credit crunch
(“Kreditklemme”): The affected enterprises in thealr economy could not achieve the
requested credits any longer - credits that wedesppensable for an on-going operative

business.

As another consequence, the real economy in masipEan countries suffered a loss
that was the biggest in history since the worldevidepression of 1929/1930. Although
that financial crisis, which began in 1929, mightvé been more severe, the financial crisis
of 2008/2009 affected many different countries igerious and simultaneous manner, and

its economic impact was felt throughout the world a result of the increased

% Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen

(2009), p. 14.

The often-used but legally not determined expoas&eal economy” stands for that segment of the
national economy that is opposed to the finan@aghsent. It stands for all (private) corporationatth
produce goods and services that are of direct ipedctise for the consumer and that have to be
determined from the question of financing thesedgo€f. alsdVieland,BB (2012), p. 917 ff.

39
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interconnectedness of the global econothyn most European countries, the gross
domestic product (GDP) decreased from 5% to 10%ernyear 2009. The development of
the worldwide financial crisis pointed out the vetgse interdependencies between credit
institutes, financial markets and the real economlgich underlines the fact that any
regulation of private equity can also affect thal reconomy. Therefore, the G20 and the

Bale Committe&" voted to wait for a new regulation until the eridhe financial crisi$?

A lack of trust such as in the recent financiakisriundermines the current fiscal
stimulation, and correspondingly higher financialsts make any consolidation more
difficult. Thus, trust in the soundness of publitaihces is a major prerequisite for both the

stability of financial markets and the anchoringradderate inflation expectatiofis.

2.5. Breakdown of inter-bank markets

As a consequence of the wide-spread securitisatfonisks and the insufficient
transparency of financial products, those credititutes that were seriously affected by
the financial crisis lost the trust in each otheattis indispensable for well-functioning
business in the financial sector. The capital costseased, and, as already mentioned,
many companies suffered a dramatic squeeze ofdliguithat encouraged strong

intervention by the governments of the affectedntoes.

Until 15 September 200&ehman Brothersvas one of the oldest, biggest and most
profitable investment banfsworldwide: In 2006 it had a balance volume of US$500
million, a market capitalisation of US$54,000 nailli and equity profitability of 33%.
Due to its tradition and profitability, howeveretimerican public retained its faith that

the American government would savehman BrothersOn 10 September 2008, however,

40 Cf.FSA,The Turner Report (2009), p. 5.

4 Referring to the requirements of the Bale 3 Agreet this also seems notewort®chmidtBB (2011),
pp. 105-109.

2 N.N.,G20-Agenda, Ausziige aus Presseartikeln No. 5/36118,(4).

43 Cf.N.N.,Lessons, Ausziige aus Presseartikeln No. 5/2018,(pp.

4 On investment bankingiockmann/ThieRemnvestmentbanking (2009), p. 1 ff.

% Sinn,Kasino-Kapitalismus (2009), p. 88.
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the former US Treasury Secretatyank Paulsonwho was also the president of the
worldwide biggest investment banksoldman Sachsdeclared that the US-American
government had decided not to sheéiman Brother&®

Soon the media reported on long lines of customearsng at the doors of theehman
Brothersoffices demanding their money immediately. Thearfevas justified because on
15 September 2008ehman Brotherswas unable to fulfil its payment obligations.
Moreover, the inconsistency of the political reawtiof the Bush administration to save
Bear Stearns(the investment bank), thAmerican International Group (AIG)the
insurance company), arkéannie MaeandFreddy Ma,cbut not to savéehman Brothers
caused a widespread insecurity and panic amondjrthecial market participanf€.The
insolvency ofLehman Brothers quickly affected the entire United States ared global

financial system, which then was reflected in th&.Unoney market§.

The widespread insecurity and panic among the ¢iaarmarket participants was
particularly highlighted by the contradictory resge of the US Government that revealed
in the different treatment of Lehman Brothers andrfil Lynch (ML*°). Due to the
financial crisis of 2008/2009, the Bank of Amer{@A®% decided to purchase ML as the
former third biggest investment bank of the Uniftdtes at a price of 50.000 Mio. US$,
which corresponds to some 29 US$/shafess a consequence of heavy losses that
covered several thousand million US$, ML had comeden pressure: Within only a few
months, the shares of ML declined from some 80 BB&e to 17.05 US$ by 13

% Hank Paulsonand Timothy Geithnerwanted banks to saveehman Brothershemselves without

Government assistance.
47 Cf.N.N.,Finanzkrise, Ausziige aus Presseartikeln No. 5/200.5, (5).
8 The money market covers a segment of the finamo#ket where financial instruments with high
liquid maturities are traded. It is used by papidcits as a means for borrowing and lending in tiogt $erm,
from several days to just under one year. Moneyatagecurities consist of negotiable certificatedeposit
(CDs), bankers acceptance, U.S. treasury bills, ncercial papers, municipal notes, federal funds and
repurchase agreements (Repos), cf. http://www.iopeslia.com/terms/m/moneymarket.asp.
http://www.ml.com/index.asp?id=7695_ 15125 17454t time requested February/18th/2013; Since 1
January 2009 ML is a complete affiliate of BoA asigns responsible for the business with prosperous
private clients, the investment banking branch thedcapital market business.
https://www.bankofamerica.com/, last time reqeddtebruary/18th/2013; since July of 2006 BoA & th
biggest credit institute in the United States vattop line of 94.000 Mio. US$ and a total balanoees
of 2.130.000 Mio. US$ in the year 2011.
http://newsroom.bankofamerica.com/?s=43, last tiegquested February/18th/2013.
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September 2008. Due primarily to the interventibthe US Government, Merrill Lynch
was rescued in the end. In contrast, BoA refusqulitchase Lehman BrothefsLehman
Brothers spent trusts to be overtaken by the #ribank Barclays - in the end, Barclays
rejected to purchase Lehman Brothers. John Thagnfarmer chairman and CEO of ML,
had achieved the acquisition during the rescueudsons about the competitor Lehman
Brothers>® ML announced its sale on 15 September 2008. Cantialy 2009, the closing
date of the acquisition, a single share of ML wasléd at a market value of 0.8595 shares
of BOA.

In Germany, between the %nd the 4% calendar weeks of 2008, the balance
between the deposits and the disbursements difiemedmously in comparison to 2007:
There was an increased demand for cash and tenpatz@inged behaviour having to do
with the daily deposits and disbursements thatndidnormalise before 24 October 2008
when the volume of disbursements fell below tha&vimus year? In October 2008, the
daily disbursements mostly moved at a level that ba compared with the level at
Christmas time® In particular, it was significant that the enorraoincrease of
disbursements was not compensated by higher depohits, 10 October 2008was the day
with the biggest volume of disbursements, wheraabe financial crisis (€4,200 million)

the volume of deposits only covered €1,500 milfi®n.

As was underlined by Douglas Diamond and Philip Ruhe so-called “bank run”,
which can be seen in the disequilibrium of depositel disbursements, is a typical
symptom of each financial crisi.In that situation, the capital resources undedie
dramatic change, which causes the necessity fagdfiernment to save the affected credit
institutes>® Those credit institutes that can still fulfil thespective capital requirements

can take further risks to raise their profitabiliifyhey bet that they will be saved by the

2 Cf. New York Times (September/14th/2008): “Lehnfrlies for Bankruptcy - Merrill is Sold”.

> http://www.time.com/time/business/article/0,85587,3835,00.html, last time requested
February/18th/2013.

:‘5‘ Cf. Deutsche Bundesbaniidonatsbericht No. 6/2009, pp. 56 (56).
Ibid.

% Ipid.

57
58

Cf. Balling, Refinanzierung, Ausziige aus Presseartikeln NQGAD), pp. 7 (7).
Cf. Balling, Refinanzierung, Ausziige aus Presseartikeln NQGAD), pp. 7 (8).
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government - a typical moral hazard probEms a consequence, the refuted assumption
by the American public and among financial expéntgt the Bush administration would
savelLehman Brothersesulted in a widespread distrust towards thenfired authorities,
towards financial analysts and, in particular, tmgaany credit rating agency (CRA). This

distrust caused liquidity supply shortfalls amomiyate corporation&’

Moreover, theLehman Brothersncident revealed the extraordinary macroeconomic
significance of the term “transformation™ Transformation, specifically maturity
transformation, is one of the most important deviokthe profitability of private banking:
Whereas the private investors tend to make short-teeposits, the corporations normally
ask for long-term credit¥ Holding longer term assets than liabilities anastenabling the
non-bank sector to hold shorter term assets thatilities, maturity transformation is

probably one of the key functions of the bankinstegn®®

By using maturity transformation, the credit inst#s combine the requirements of the
opposed market participants as they borrow monekeatowest conditions and lend that
money at the highest interest rate possible. Fa mtational economy, maturity
transformation has an important function becausey-term investments in the real
economy depend on the willingness of the depositotsnd their money short-datétAs
the Turner Report emphasises, on the eve of tlaadial crisis of 2008/2009, changes in
pattern of maturity transformation created huge iaadequately appreciated risksAfter
the insolvency of.ehman Brotherghat essential macroeconomic function was elinsithat
because its breakdown directly resulted in theapsi of interbank commerce: Whereas
those credit institutes that possessed money cmildispose of it, the other ones that were
in need of money to lend were cut off from the @redpply®®

* |bid.
% On the necessity of a steady liquidity supporb@as essential requirement of well-functioning neask
cf. Walker,BJIBF (11/2007), p. 567 (569).
On the increasing importance of maturity transiation cf FSA, The Turner Report (2009), pp. 21 f.
Cf. Balling, Refinanzierung, Ausziige aus Presseartikeln NQOAD), pp. 7 (7).
63 Cf. FSA,The Turner Report (2009), pp. 21 f.
% Sinn,Kasino-Kapitalismus (2009), p. 90.
:Z Cf. FSA, The Turner Report (2009), pp. 21 f.
Ibid.

61
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2.6. Nationalisation of losses

The burdens of the abovementiofégjovernmental measures ran up to several
thousand million Euros, covered by anyone who gayss. If one considers that these
burdens go beyond the productivity of the presesmegation - the biggest part of the
abovementioned programs is debt-financed - thep alsncern the next generation.
Referring to the inquiries dReuters Fitch Ratings Morgan Stanleyand Bloomberg,the
public debt of the United States was raised fropraxamately $US57.000.5 million at the
beginning of the financial crisis to approximat&l$$100,000 million at the end of 2010;
in the worldwide economic depression of the earbart of the century, it only went up
from approximately $US17.5 billion in 1929 to apyxirately $US40 billion in the middle
of the 1930$® Against the abovementioned background is a ndtgatmn of losses. If
one considers that the present generation shouldpeamd more money than it can afford
or is able to repay, the nationalisation of logsesne severe violation of the principle of

sustainability.

3. Immediate governmental measures

The recent inquiry of thé&ederal ReservéFed) resulted in the conclusion that the
worldwide financial crisis was the consequence afman behaviour, omissions and
misjudgements>’ Also, the FCIC points out that within the conteat individual
responsibility, one cannot explain the financiakisr by the typical human failures as
avidity and arrogance - nevertheless, one mustidgenthat typical human failures were
ignored anyway: Thus, the FClthderstands the crisis as the result of humanréssju
false estimations and misdeeds that directly redulbh a systemic failure. The human
failure concerns the lack of understanding of tharfcial market risks - for instance, many
financial corporations were convinced of risk daigr although there indeed was a risk
convergence. In view of this awareness, B&C regards it as the biggest imaginable

tragedy if one shares the opinion that the Crisas wnforeseeable and inevitable: If one

67 Cf. first chapter, 3.

Cf.N.N.,DIE WELT (July/1st/2011), p. 15.
9 N.N.,Finanzkrise, Ausziige aus Presseartikeln No. 5/261.11.2.
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shares this opinion, a comparable would happemnaQ#i was the ,product* of human
actions, foreseeable and evitable! Thus, the FQi@te out that,there is still much to
learn, much to investigate, and much to fix“.

As was underlined by Ben Bernanke, president ofFederal Reserve and the chief of
the investigative commission, it was said to hagerbpossible that another 12 of the most
important American financial institutions on Waltr&t could have collapsed within a
short time period - among the®oldman Sach¥ In that situation, there was almost no
other possibility but a strong monetary intervemtioy the government and the other
financial authorities. Nevertheless, to avoid thesolvency of the abovementioned
creditors, the governments of their home countniese urged to take immediate steps to

back up the companies that were concerned.

Among the immediate administrative and legislatedons that were taken by the US
Government, there are in particular the TroubledeAsRelief Program (TARP), the
Federal Reserve Emergency Support Progfamsd the Dodd-Frank Wall Street and
Consumer Protection AGt’® By name, thé®odd-Frank Wall Street Reform and Consumer
Protection Actenhances the powers of the SEC and adds a nurhiagyurements for the
Nationally Recognized Statistical Rating Organiaasi (NRSRO,) which became effective
immediately’’ Also, in many European countries the governmentdeel on immediate

stimulus programs. For instance, the German goventreet up an extraordinary fund

0 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 28.
Z; Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 24.
Ibid.
" TARP was implemented on the legal basis of theBa®rgency Economic Stabilization Act (EESA)
that granted the Secretary of the Treasury widespeaithority to either purchase or insure up t00$70
billion in troubled assets owned by financial ingibns. In particular, the definitions of bothdtrbled
asset” and “financial institution” allowed the Setary wide leeway in deciding what assets might be
purchased or guaranteed and what might qualifyfaaacial firm, cf.Webel, TARP (2012) p. 1 ff.
For any further information see http://www.fedezaerve.gov/faqs/why-did-the-Federal-Reserve-lend-
to-banks-and-other-financial-institutions-during-tfinancial-crisis.htm, requested on
February/19th/2013.
For any further information see http://www.se&/@gout/laws/wallstreetreform-cpa.pdf, requested on
February/19th/2013.
8 Cf. Levin-Report, p. 43 f.
mCt http://www.sec.gov/spotlight/dodd-frank/credtingagencies.shtml, requested on
February/19th/2013.
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called SoFFin.”® SoFFin is the German abbreviation foBonderfond zur

Finanzmarktstabilisierung’

Many of the abovementioned measures succeededrtNeless, one should consider
that each taxpayer still has to pay for these exdiaary measures, which is one reason for
the delay of the expected economic recovery. Not did financial experts talk about the
“nationalisation of losses® Each taxpayer, including those in the followinghegeation,

bears the costs of a systemic failure.

Moreover, the abovementioned programs can be trdhlfs extraordinary subsidies.
On the one hand, they aimed at stabilising thenfire situation of the affected companies
and overcoming their liquidity squeeze. On the otend, it was the objective of these
programs to invest in the creation of future infinastures, such as motorways that were
urgently needed for the development of new indalstareas. The realisation of these
infrastructural measures set one essential conditioa fast recovery of the real economy

and built a “bridge” over the credit squeeze.

All in all, the infrastructural measures laid anpontant foundation for the future
competitiveness of each national economy. Neversiselmany financial experts criticised
the function of these programs, claiming that theyld be exhausted by building a bridge
over the crisis. Many consumers advanced their resgee for bigger purchases. As one
example, the governments of France and Germanytegtaa financial subsidy to
consumers if they sold their used cars und purchassv ones. Retrospectively, these
fears really did not come true. Although Europeaw lgenerally forbids any monetary

subsidy, the measures that were taken by the gowsns in Paris and Berlin set one

78

Koberstein-Windpassingén Theewen, Bank- und Kapitalmarktrecht (201082x.
79

For further information on the governmental respackages in Germany sdageheuerin O Neill,
Global Financial Crisis (2009), pp. 97-101; se® &lsrn, BB 2009, pp. 450-454.
8 For further information on the “nationalisatiohlosses” se&. N.,F.A.S. (2009/03/15), p. 40-41.
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essential condition to fulfil the requirements bé tkyoto Agreemefit, which aim at the
reduction of the global emission of &he European Charter of Basic Ri§h&nd the
German Grundgesetz (d&% contain a compulsory constitutional obligatiom foe state

to undertake suitable measures to protect the @mvient.

The report of the FCIC draws the conclusion tha tS government had been
prepared to the crisis very badly and, moreovecpngistent governmental responses
caused uncertainty and panic in the financial mtarRe In particular, it appeared
contradictory that the US-government decided toueBear StearnandAlG, but not to
rescueFannie Mae and Freddie Macanother response that amplified the insecuriy a
panic at the financial market3That insecurity and panic was additionally driv@nthe
extraordinary public debt, the obscurity of indegemcies between the ,too big to fail*-
institute§® and, finally, invisible and unknown derivate camtis®’

8 The Kyoto Agreement that is almost synonymousttier principle of sustainability binds the induatri

nations to reduce its G@missions by 5.2% until 2010 (Article 3 paragrdphf the Kyoto-Protocol),

cf. Garditz,JuS (2008), pp. 324-329.

Europdische Charta of Basic Rights (Charta), ciéffiJournal of the European Communities 2007 C

303, p. 1.

Grundgesetz fir die Bundesrepublik Deutschlan@Q)Jl as amended on the Federal Law Gazette

Chapter lll, Division No. 100-1, last time amendey the law dated July/11st/2012 (Federal Law

Gazette | 2012, p. 1478).

8  Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 21 ff.

8  Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 280 ff.

8 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 1665 ff., 380, 414.

87 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen
(2009), p. 10.
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Second Chapter -

CORE CAUSES OF THE RECENT FINANCIAL CRISIS

1. Core causes
1.1. Overview

Notably hedge funds were already subject to leg@lilation at the eve of the financial
crisis 2008/2009. Nevertheless, that crisis revkdlhe possible need for a harmonized
legal approach at European le¥&To create a new regulatory framework for the aiitis
of hedge fund$? private equity funds and other alternative invesita that face the
challenging requirements of the 21st century, ihésessary to take a broad look at the
supposed core causethat directly led to the global financial crisis. accordance with
Walker, as core cause of the recent financial grisine can identify the massive
accumulation of credit and debt stock, the increagroduct complexity and the lack of
transparency, credit rating errors and mispricihgisks, risk separation and risk mixing
(co-mingling of financial items with a higher creditanding with those of a subprime
standing) that means infection and the lack ofatiffe market suppottn spite of the
existing disclosure requirements, the capital matkelid not reach their objective because
of the often enormous product complexity of finatlgi advanced products.

8 Cf. FSA,Discussion Paper 05/4, pp. 1 ff.

8 On the issue on hedge funds in Corporate Goveeamnd Corporate Control cf.

Grabaravicius/Dierick, ECB-Occasional Paper No. 34 (August 2005), pp..1lKahan/Rock,Law

Review (May 2007), pp. 1021 ff.

Discussion on the (supposed) core reasons dfrthecial crisis:AvgouleasECFR (2009), pp. 440 ff,;

Dam, Subprime Crisis (2009), p. 95 fKindler, NJW (2010), pp. 2465 ffKubler, in: Festschrift fur

Schwark (2009) p. 499 ff.Litten/Bell, WM (2011), pp. 1109 ff;N.N., Lessons, Auszlige aus

Presseartikeln No. 5/2010, pp.5 foghlrich/BaltesZRP (2011), pp. 40 ffPacces ECFR (2010), pp.

479 ff.; Rudolph,ZGR (2010), pp. 1 ff.Sinn,Kasino-Kapitalismus (2009), p. 1 fiwalker,in: The

Future of financial regulation (2010), pp. 179, 105

% cf. Walker,in: The Future of financial regulation (2010), Ag9 (195 ff.).

%2 The capital markets can be defined as those diaamarkets for a long-term debt with a maturity a
over one year and for equity shares and that aed by corporations to raise additional funds, cf.
Lee/LeeEncyclopedia of Finance (2006), p. 46.

% Cf. AvgouleasECFR (2009), pp. 440, 440.
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The massive accumulation of credit is underlinedh®ydevelopment of the financial
segment in the United States: During the periochfi®60 to 2007, the relative size of the
financial sector increased from 4% to 8% of the GI@Rile the profits rose from 16% in
the 1973 to 41% at that point in time immediategfdoe the outbreak of the financial
crisis?* Lord Turner should have caused an outcry in tharftial sector when he stated
that “the financial sector had grown beyond a dhcraasonable size® According to his
point of view, the growth of the relative size bktfinancial sector and, in particular, of
securitised credit activities, increased the paakihpact of financial system instability on
the real econom$f As is pointed out byWymeerschl’ the expansion of the financial sector
in recent years has been promolgdthe overextension of credit due to very low liagt
rates for a long periods of time (the “Expansionamgnetary policy”). Furthermore,
Wymeersch® identifies the overleveraging of many financiaktitutions directly or
through derivative techniquédConsequently, the existence of several asset esBtih
the real estate sector, in commodities and in thety markets, leading to over-optimism
and a relaxing of risk management as outstandimg oeasons of the recent financial

crisis.

1.2. Lack of equity position/excessive leverage gibon
1.2.1. Definition of the equity position

Probably the main reason for the recent finaraials is the widespread lack of equity
position respective to capital adequacy, which lsamlefined as a residual that remains if
one subtracts the operational debts of a compamy frs asset¥”* Subsequently, one has
to add those capital resources that are placedhéyinvestors at the disposal of the

corporation, which cannot be terminated as a cittit which cannot be considered as an

% Cf. WymeerschECFR (2010), pp. 240, 240.

% Ipid.

% Cf. FSA, The Turner Review (2009), p. 18.

7 |bid.

% |bid.

% For the latest information on the disclosure ieuents of credit derivates skigten/Bell, WM (2011),
pp. 1109 ff.

1% The term “bubble” refers to the so-called “bubtileory” and to security prices that move wildlyoab

their true values and eventually burst after thegsreventually fall back to their original levegusing
great losses for investors. The crashes of th& stzzkets of 1929, 1987, 2000 and finally 2008 lsan
seen as proof of the bubble theory,lefe/Lee Encyclopaedia of Finance (2006), p. 40.

101 |gel, Wirtschaftswissen (2004), p 320.
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insolvency claint® Beside the sales profitability and the return esess that are very
significant to the outside creditors, the equitgfpability belongs to the most significant
business ratios of a corporation. One can easilgulzde the equity profitability by

dividing the net income of a business segment byatterage equity positidfi’

1.2.2. Systemic risks of insufficient equity

The systemic risk is the risk that a default of dimancial institution will lead to
defaults of other financial institutionS* Generally, a credit institute is systemically
significant if the minimum level of its balance shéotal covers no less than €30,000 to
€40,000 million’®® However, even with the integration of the corpomtinto general
monetary transactions, the intensity of its depbsiiness and its market position with
certain products are significant signals of thetesyic importance of a corporatioff
Nevertheless, the systemic impact of a financisfrument not only refers to its business
volume but also to its cross-linking, its substhitity and to the general condition of the

affected market&®’

In particular, those systemic risks that resulteanf mortgages based on flexible
interests (e.g., option ARM®) grow up within the financial system because fpansncy
was neither held as necessary nor had it been seglid=rom 2001 until 2007, the debts
resulting from mortgages almost doubled. The higgkyr loans based on mortgages
increased. Massive, short-term borrowing and comaenits that were not visible for other
market participants boosted the probability that whole financial system could dissolve

rapidly }°° Against the abovementioned background, the FCHalspof ,Contagiolt™ as

102

Aleth/Reichelin: Eilers/R6dding/Schmalenbadbinternehmensfinanzierung (2008), p. 77 f.
103

Reinhart Auswirkungen (1998), p. 321; overview of the égudrofitability of American banks in the
year 2006Sinn,Kasino-Kapitalismus (2009), p. 87.
194 Hull, Risk Management (2010), p. 529.
122 Hank/Siedenbiedel/Von PetersdoFfA.S. (March/15th/2009), p. 41.

Ibid.
197 Cf. N.N.,G20-Agenda, Ausziige aus Presseartikeln No. 5/391.8,(4).
198 Cf, FCIC, Financial Crisis Inquiry Report (2011), pp34 ff.
109 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen
(2009), p. 10; ,Option ARMs" can be defined as &eotcommon high risk loan that has been offered to
both prime brokers and subprime brokers duringyders leading up to the financial crisis were even
known as ,Pick-A-Payment®. They were primarily asked to to financially sophisticated borrowers but
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one of the systemic failurés® If any financial firm is a large counterparty tther firms,
the sudden and disorderly bankruptcy might weakerfinances of those other firms and
cause them to faif? The FCIC calls this risk contagion, when, due tdirect financial
link between firms, the failure of one causes thitife of another: The one financial firm
was ,too big to fail“ if policymakers fear contagieo much that they are unwilling to
allow it to go bankrupt in a sudden and disordddghion’*® Policymakers make this
judgment in large part based on how much countgrpsk other firms have to the failing
firm, along with judgments about the likelihooddapossible damage of contagitf.
Thus, the FCICconcludes that the break-down of the financial reerkresulted as a

combination of excessive debt, risky investmentsatack of transparency”

In particular, an adequate equity position createsk buffer that contributes to the
protection of the creditors and the protection leé general publi¢!® In contrast, an
insufficient equity can cause a real systemic riBkfore the outbreak of the recent
financial crisis, many financial firms had chosem extremely small equity position to
realise the biggest short-term rate of return. Bmyncases, the available equity position
was less than 5% Specifically, the five big investment bankBe@ar Stearns, Goldman Sachs,
Lehman Brothers, Merrill LyncandMorgan Stanleyrun their business with an extraordinary thin
equity - their leverage amounted to 40:1, that mme#h US$ investment value corresponded to 1
$US equity to cover possibly losse$As the Turner Report underlines, that increaskewdrage
played an important role in driving the boom andii@ating vulnerabilities that have increased the
severity of the crisi$® Any small decline of those investments could wip a whole company.

So far, theFCIC identifies a too strong leverage, too many shartittendings and an insufficient

ultimately became more widespread. According tefabbanking regulators and a range of industry

participants, as home prices inclined rapidly imsoareas of the country, lenders started marketing

payment-option ARMs as affordability products andd® them available to less-creditworthy and

lower-income borrowers, cf. Levin-Report (2011)2p.(referring to the GAQO report).

On hedge fund contagion and liquidity shocks Rifyson/Stahel/Stulzlournal of Finance (January

2010), pp. 1789 ff.

11 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 459 f.

112 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 459.

113 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 459.

114 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 459.

15 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 16, 9 269, 380, 414, 438; Nationale
Kommission zur Untersuchung der Finanz- und Wirftsikrise,Schlussfolgerungen (2009), p. 9.

116 Cf. Hank/Siedenbiedel/\Von PetersdoFfA.S. (March/15th/2009), p. 41.

17 Cf. Sinn,Kasino-Kapitalismus (2009), p. 155 ff.

18 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 19 ff.

119 Cf. FSA,The Turner Review (2009), pp. 19 f.
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risk management as key factors of the cfi§idmong the reasons behind the recent financial
crisis, one can identify the lack of equity positio the affected companiés. The risk of
a total loss was intensified by an insufficient iggun many cases amounting to less than

5%.122

On the one hand, the limitation of equity enablesfund manager the use of leverage
and can be seen as one of the key factors of tteess of alternative investment funds
(AIF).*?® The limitation of equity can help to overcome pds of reduced liquidity”*
Thin capitalisation, combined with a “borrow shiemd long” strategy, is necessary for a

bank’s profitability*?®

On the other hand, a lack of equity position camseathe risk that the capital of the
corporation is not sufficient to cover bigger las$® It reduces the immunity of a
corporation against the rapid development of thebaised financial markets and, in
dependence of its business volume, can consequenibe a systemic risk. Thus, a serious
lack of equity position leads to capital costs @ase and leads to a higher risk that the
target corporation becomes insolvéfitin the financial branch, capital has to be adegjuat
to assure that a bank can pay off its creditomsllaimes’?® Moreover, the use of private
equity reduces the credit rating of the target cmpon, runs the risk that long-term
investments are neglected and leads to a negatigact on the relation towards clients
and creditors®® Financial instability involves the collapse or \keass of other banks - in
a rapid and systemic failure of the banking syst&hrinally, it can directly lead to a

nationalisation of losses.

120 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 58 ff41 ff.; 162 ff.; 235 ff.; Cf.Nationale
Kommission zur Untersuchung der Finanz- und Widftsirise,Schlussfolgerungen (2009), p. 9.

2L Sinn,Kasino Kapitalismus (2009), pp. 18, 202-206, 208.

122 gjnn,Kasino Kapitalismus (2009), pp. 202-206.

123 Jaskolski/GriiberCorporate Finance Law (2010), pp. 188-189.

124 Jaskolski/GriiberCorporate Finance Law (2010), pp. 189.

125 Dam, Subprime Crisis (2009), pp. 95, 98.

izj Jaskolski/GriiberCorporate Finance Law (2010), pp. 189.
Ibid.

128 Dam, Subprime Crisis (2009), pp. 95, 98.

129 jaskolski/GriiberCorporate Finance Law (2010), pp. 189.

130 Dam, Subprime Crisis (2009), pp. 95, 98.
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To face these systemic risks in the future, thdrakébbanks have undertaken certain
measures that consist of having most credit defamétps (CD8") processed through a
central entity that acts as the buyer of all CD&l smd the seller of the CDS bought,
thereby eliminating counterparty risk and settinij the positions on a multilateral
technique that will significantly reduce the nomiaaount of outstanding liabilities on a

continuous basis, thereby reducing expostites.

1.2.3. Hedge funds as an occurrence of low equity

Although they did not ask for governmental suppmlning the recent financial crisis,
hedge funds typically avail themselves of an ex&gdow equity position that can be
identified as a key factor of their business strpteHedge funds can be described as
special monetary accumulations that are subjeleistorestrictions and less regulation than
mutual funds - they can take short positions areldesivatives, but they cannot publicly
offer their securitie$>® They can be identified as very sensitive to amegditrgap because
they are typically working with a strong leveragelaheir liability to margii®* calls in the
case that the markets turfi.This sensitivity has been proven during the redieaincial
crisis: Although the hedge funds have shown a ivelastrong immunity against the
realisation of systemic risks, they are generatinsidered to have contributed to their
deepening, mainly as a consequence of their aatidhe market$® As a result, hedge

funds create a form of “regulatory omission” be@atlsey are only regulated through the

131 The CDS market has become the indicator of teditworthiness of numerous firms or states and —

theoretically - may even take over the functiorthef credit ratings, cWymeerschECFR (2010), pp.
240, 241; in general on the Credit Default Swaps. cB. Miller in
Saenger/Aderhold/Lenkaitis/Speckmann, Gesellsateatts (2011), § 16, Marginal no. 105 ff.
132 Cf. WymeerschECFR (2010), pp. 240, 243.
133 To obtain further information on the implementati organisation and the regulation of hedge funds:
Berge/Steck ZBB (2003), pp. 192-20ZFischer, NZG (2009), p. 703Leible/LehmannHedgefonds
(2009); Nietsch/GraefZBB (2010), pp. 12-20Ritz /SchmieBKR (2004), pp. 51-60; CRicke,BKR
(2004), pp. 60-65;Rosowski, Hedgefonds (2009);Spindler/Bednarz, WM (2006), p. 553-600;
Spindler/BednarzyWWM (2006), p. 601-60AVentrup,Hedgefonds (2009 .etscheNZG (2009), p. 692-
697.
The margin defines that cash or traded securitias are required from a trader to reduce potentia
losses in the event that the trader defaultslofl, Risk Management (2011), p. 523.
135 As it has shown at the background of the findrwiais 2008/2009.
136 WymeerschECFR (2010), pp. 240, 244.
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authorised institutions through which they opemtevhom they are dealing witfi’ In

addition, further difficulties and even systemisks consequently result from their
generally insufficient transparency, their typicamplex investment strategies, high levels
of leverage, aggressive market positions, highiditys concentration and possible market

distortion, market herding and “crowded trade” lsetent™*

By choosing a very small equity position, the heflgeds managers try to neutralise
the normally high volatility of financial markete build a shield against the cyclical ups
and downs. Therefore, their financial strategy t&nqualified as extremely counter-
cyclical. To implement this counter-cyclical stgyeand to build a strong shield against
the “moods” of the markets, the hedge fund managersally work with an excessive
leverage position combined with one highly spedwatportfolio strategy. If the real
economic events correspond to the assumptionsdiedge fund managers, this portfolio
strategy is highly profitable. In the recent finecrisis, the speculative assumptions of
hedge fund managers and other financial protagodidtnot come true. Thus, hedge funds
and other concerned companies were unable to pomdsto the unexpected reclaim of
saving deposits. Although they did not ask for goweental or other public support, even
this “fund run” can be identified as another iditjpoint of the already-mentioned
nationalisation of losses. Moreover, another redbah contributed to the financial crisis
of 2008/2009 consisted in the fact that all of thain broker-dealers, such ashman
Brothers, acted as prime brokers with all of the assetsheftiedge funds subsequently

“frozen” until bankruptcy was complete.

187 Cf. ShadabHedge Fund Regulation (2007), pp. 1 ff.
138 |n particular, such features result from the kefimds as an specific appearance of shadow bgakin
one segment that notably does not underlay theecisp equity and supervisory requirements.
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1.3. Short-term incentives
1.3.1. Corporate conducting by incentives

Another significant circumstance that can be idettias a core reason of the recent
financial crisis is the false structure of incer¥*° Although these incentives are often set
by the corporation, it is its proprietors who filyatiefine its business strategy, which is
then executed by the agents. Therefore, the rdo@aricial crisis can also be seen as a

result of wrongfully set incentives.

In general, incentives do result from extrinsicemstances that motivate someone to
do something to contribute with her or his actitmshe realisation of a common superior
objective. They are set to conduct the behaviowr pérson and can consist of financial or

economic advantages for the person.

That mechanism can be described as behaviour tdmtiaocentives; it also works in
the financial segment and “conducts” the relatietween the corporation, its managers, its
investors and the general public. Previous to ¢leent financial crisis, numerous managers
set too-strong a focus on short-term capital galhsder normal circumstances, the
shareholders expect the fund manager to realisexammm short-term profit. If the fund
manager corresponds to the investor's expectatshe or he gains a maximum
remuneration. Thus, the fund manager realisesoagtmaterial incentive for a short-term
profit. However, a short-term business strategy aisreases the volume of systemic risks
that can be defined as risks that affect not ordyngle enterprise or a single branch, but
also the national economy as a system. A short-bersmess strategy increases the risk of

a total loss for the corporation.

139 That notably distorted incentives can be idesdifas one major cause of the here discussed falanci

crisis was commonly examined under ,behaviouraheatics".
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1.3.2. Consequences of the business judgment rule

With the business judgment rule (BJR) the directdra corporation have widespread
freedom of action concerning their economic deaisioThey are free to make the
economic decision which is best with regard todhgectives of the corporation. If they do
respect the limits of this freedom of action, thanagers of the corporation do not bear
any personal liability - also in the case thattlassumptions do not come true and directly
lead to the realisation of a risk that consequemégults in the insolvency of the

corporation.

1.3.3. The yield as an investment parameter

The yield of a corporation is one essential paranfet the decision of internationally
operating investors. Under the conditions of thenemic globalisation, its information
value can be compared with that of the tax ratedddrihe conditions of the increasing
digitalisation of financial information, which fags internationally operating investors to
reach their investment decisions rapidly if theyntvéeo be competitive, the yield of a
corporation conveys a brief, consolidated and figant parameter of effective investment
decisions. In many cases it helps to avoid a aetaihd therefore time-consuming analysis
of the target corporation. Moreover, with the regirof the International Financial
Reporting Standards (IFRS), which advises the aomeckcorporation to be truthful and
fairin terms of their net operating results, thelgiof a corporation is a very serious and
reliable parameter. Because the IFRS are respeagedne international compulsory
standard of financial information, the managers @orporation are authorised to trust it
without committing a breach of their legal or caatiual obligations.

However, the direct relation between yield, riskal ghe manager's extraordinary
remuneration results in an increase of systemiksrigand, in particular, a negative
correlation of personal liability that is essenttal a well-functioning and sustainable
market economy. Up to the outbreak of the receranitial crisis the validity of the BJR
resulted in the widespread practice that managefiqd from hazarding higher risk by
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contracting highly speculative transactions if theconomic assumptions were realised.

However, they did not have to pay for it if thessamptions were not realised.

1.3.4. Widespread use of highly speculative busireesodels

In many cases those fund managers who run a hgpegulative portfolio strategy
obtained a comparatively more comfortable remurmrathan those who preferred a
sustainable portfolio strategy, which is definedayeasonable, cautious composition of
risks (low risks, middle risks and high risks).particular, the German Sparkas$8mere
by far less concerned with the recent financiaisrihan the investment banks.

To reach the ambitious targets of equity profii@pilthere was a widespread custom
among fund managers and other financial protagomistun highly speculative business
models, short sal&¥ and derivatives. Despite the portfolio strategtesey had one very
significant character: Opportunities and risks dihancial transaction are not in the hands
of the same person any longer - from the perspedti\{independent) financials one of the
most significant reasons for the global financrasis of 2008/2009.

1.3.5. Asymmetric structure of incentives

One can call this structure of incentives an asytrimstructure of incentives because
those managers did not have any incentive to aanieéconomic loss that consequently
resulted in the corporation’s insolvency, a reélsa of systemic risks and a
nationalisation of the corporation’s losses as asequence of the public deposit
guarantee. In the case of the banks, the discldsaged market discipline mainly failed
because of the implicit government guararif®dn many financial corporations, this

asymmetric structure of incentives created a vempolbus exposure to other people’s

190 On the “3-column structure” of the banking sector Germany and the dominating role of the

Sparkassen under the impact of economic globalisaaind the recent financial crisiKirchner, in:
Festschrift fur Schwark (2009) pp. 475 ff.

The term “short sales” stands for a portfolia&tgy where shares are sold into the market,whasie h
been borrowed from another investor, Biill, Risk Management (2011), p. 528.

142 Cf. AvgouleasECFR (2009), pp. 440.

141
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money. Numerous managers obtained an extraordifiaancial) settlement (a “golden
handshake”), also when their portfolio strategyegated an extraordinary loss and the
corporation’s public reputation forced the supewysboard to dismiss that operating
director. This happened in the case of Hhgo Real EstatédHRE), theHamburg and
Schleswig-Holstein Nordbar{fkiSH) andAcandor

1.4. False structure of remuneration

Furthermore, the remuneration design of the dirscnd officers is acknowledged as
one of the major reasons of the recent financigiscrin the case that the remuneration
contains a too-big variable share, this can lead tmisalignment of incentives for the
management. Before the outbreak of the recent dinhrrisis, the managers of the
corporation could earn an extraordinary remunemafioheir economic assumptions came
true and directly resulted in an extraordinary shemm yield of the corporation. This
structure of incentives may be non-hazardous ibiliness volume of a corporation does
not reach a systemic significance. However, thisictire of incentives is also very
common among systemically significant corporatiaush asHRE,*** Deutsche Bank
(DB) or HSH Nordbank(HSH) - corporations that are positioned in theestment bank
segment - where their systemic risk is realisedvelibeless, this structure of incentives
may be essential for a corporation to maintaimglitdal competitiveness. In particular, the
report of the FCIC points out that mortgage brokmgl the real estate brokers a margin
award in that case where they successfully methates at a higher interest level to reach
higher broker fees without informing their clients.

143 After the insolvency ofLehman Brothershe Hypo Real Estate BanKHRE) had to gather state

guarantees of some €100 billion. Up to now, the HBE&eived more than €6,000 million in new capital
from the German government. With regard to itseayst significance, the HRE was totally nationalised
in 2009, cf.N. N., WELT KOMPAKT (22.01.2010), p. 19.

Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen
(2009), p. 12

144
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1.5. Conflicts of interest at the rating agencies
1.5.1. Assessment of creditworthiness as the pripail function

Conflicts of interest not only existed betweerafioial managers and investors but also
at the rating agencies because they issue ratingsuers and investment banks who bring
them business® It is the essential function of the rating agesct® assess the
creditworthiness of financial products, countriesl @orporations. In general, the rating of
credits is a procedure to measure the creditwasisirof a bon&'®'*” The Levin Report
defines a credit rating as an assessment of li@tilthat a particular financial instrument,
such as a corporate bond or mortgage backed secnnéty default or incur lossé It

aims at containing information deficits of the phasers:*

In contrast to the principal function of rating ages, at the eve of the financial crisis
of 2008/2009, many depositors blindly trusted thémmany cases, they were committed
to use their assistance. As tRE€IC points out, the failure of the rating agencies &as
essential ,cogs in the wheel“ of the financial destion’*° Those mortgage securitised
instruments that stood in the epicentrum of tharfial crisis never could have distributed
and sold without the assistance of the rating agendhus, according to tHeCIC spoint
of view, the financial crisis never would have takglace without the rating agencies.
Their assessments led to the financial market aisd,those downgrades of the years 2007
and 2008 heavily damaged markets and corporattdrgl in all, the rating agencies were

involved in a severe conflict of interests.

That conflict of interest that became a core reafwnthe recent financial crisis
resulted from the concentration of assessing tBksriof financial products and the
purchasing of financial products in the same entily to the recent financial crisis, it was

145 Cf. FSA,The Turner Report (2009), p. 78; Levin-Report (B0pp. 31.

146 A bond is defined as a long-term debt of a fioften refers to both secured and unsecured debisand
almost always the same as the face valud,edf/LeeEncyclopedia of Finance (2006), p. 36.

147 Hull, Risk Management (2011), p. 516.

148 Cf. Levin-Report (2011), pp. 26 f.

149 Cf. Kubler,in: Festschrift fir Schwark (2009) p. 499, 499.

130 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 25.

151 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen
(2009), p. 16.
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a widespread practice that rating agencies not asdgssed the financial risks of financial
products, but also the probability of defadftto enhance the investor protection.
Normally, the assessment of a financial producth&sresult of its default probability
analysis of the rating agencies represents thengalsbasis for the investment decision.
Under well-functioning market conditions a badngtis directly reflected in the price of a
financial product that informs the investors on thestworthiness of a certain financial
product. Under the conditions of the fast-movinggaficial markets, the price conveys to
the financial investors perhaps the most significaignal of the credit standing of
corporations. To realise the financial objectivésheir corporation and to restore the trust
of investors, the portfolio managers must reacidigpo the development of the financial

markets.

1.5.2. Interference of assessing and disposing fima@al products

Up to the recent financial crisis, the abovememtmechanism was set in force
because the rating agencies not only accesseddtidworthiness of financial products but
also disposed of these products. It is easy tomstatel that the interference of these two
functions that normally should be clearly separataal directly cause an interruption of a

well-functioning market economy.

It is usually the main task of a rating agency ¢oess the creditworthiness of people,
corporations and countries by giving marks that cakked “scores”. In recent financial
practice, it happened that the rating agency tisatilouted the financial product also had to
access this product. Thus, credit institutes wasbked to devise securitised products that
enjoyed an “AAA” rating, which represents the bagilable credit standing - even though

the underlying securities were of a far lower gratde

%2 The term “probability of default” refers to thailfire to make obligated interest and principalmpegts

on a loan. It describes the likelihood that angilior counterparty will encounter credit distresthin
a given time period, cf.ee/LeeEncyclopedia of Finance (2006), p. 83.
133 Mcllroy in Straus, future of banking (2009), pp. 119, 120.
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The conflict of interest that resulted from theeifiérence of those two functions not
only concerned the access but also the risk weightf financial product§* Many rating
agencies did not focus on the protection of inuasbut pursued the objective to increase
the sales volume of those financial products witlnigh probability of default. The
interference at the rating agencies caused a wieadpoverestimation of financial
products. The initial ratings were too hifi.The risks of AAA-rated tranches of ABS and
collateralised debt obligations (CD&8) were higher than either investors or rating

agencies realised’

To underline these heavy failures of the ratinghages, the FCIC hints at the fact that,
between 2000 and 200®joody sassessed 45.000 mortgage securitised instruments as
AAA. ™8 In contrast, in the first half of 2010 there werdy six US-American corporations
that received the AAA-assessmeltf. In 2006 alone,Moody's assessed mortgage
securitised instruments as AAA thirty times each dwith disastrous consequences: 83%
of the mortgage securitised instruments were doadegt in the entf® Thus, it can be
seen as an actual cause of the recent financeb dhat the rating companies mispriced
structured debt®™ Moreover, it was also an apparent failure of risknagement theory?
Moreover, as the FCIC highlights, without the rgtiagencies assessment failures, the

market for mortgage securitised instruments neversvhave collapsetf?

The responsible managers at the rating agenciesnwigle, admitted to themselves
that their institutions made significant assessmianits.’®* These assessment faults

sustainably damaged the reputation and the cragimf the whole rating agencies

%4 Damin Straus, Subprime Crisis (2009), pp. 95, 103.

135 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 426.

156 gecurity created from tranches of different ABSs)evin-Report (2011), p. 28 f.

157 Hull, Risk Management (2010), p. 341.

138 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 25.

189 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 25.

180 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 25.

izz Cf. Volpin/PaganoCredit Ratings Failures (2009), pp. 1 ff.
Ibid.

163 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen
(2009), p. 16.

164 Cf. New York TimegJanuary/28/2008), C 13: Moody’s Official concedes failuresime ratings.
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segment®® The insufficient performance of the rating agesdiethe sector of structured
products®® - a structured financial product is a derivativesigned by a financial
institution to meet the need of clients (e.g., CP8s consequently led to the necessity of

an extraordinary regulatory intervention in almaisindustrial countrie$®®

Rating agencies will be subject to some form ofesuvigion in the future, mainly
dealing with their organisation and governanceijrtheernal processes, the absence of
conflicts of interest and an effective disclostfévloreover, there will be the necessity for
an international corporation to avoid separate diffdrent ratings to be issued, depending
on the local entity in the rating group that hawiel the rating’®

Those assessment faults that resulted in the diwaegsg of the quality of those
financial products with a high risk level is probabne of the core causes for the recent
financial crisi$’* Many of the financial products that were not pmypessessed by the
rating agencies are meanwhile possessed by a “aak’ b a credit institute that was
founded because of the recent financial crisis ucclpase those financial products that
cannot trade on the “first” financial market anpder because their real financial standing
is sometimes at the “D” level, which indicates Wherst accessed financial products. As an
extraordinary phenomenon of the recent financiaigrthe bad bank does not underlie the
legal requirements of the lending law. It overtakisks papers that suffered extraordinary
losses and consequently could not be traded oménket any longer and that no longer fit
into a bank’s portfolio strategy; therefore, thedbank” is allowed to run a smaller equity

position than other credit institut&s.

165 Cf. Kubler,in: Festschrift fiir Schwark (2009) p. 499, 503.

186 For further information on structured finance@é Vries RobbéStructured Finance (2010), pp. 1 ff.

87 Hull, Risk Management (2011), p. 529.

188 Cf. WymeerschECFR (2010), pp. 240, 241.

189 Cf. WymeerschECFR (2010), pp. 240, 243; on the future Eurodesmcial supervision seldeun JZ
(No. 5/2012), p. 235 ff.

170 WymeerschECFR (2010), pp. 240, 243.

e IMF, Initial lessons of the crisis (2009), published  den

http://www.imf.org/external/np/pp/eng/2009/02060%.frequested July/17th/2013).

172 Cf.N. N.,WELT KOMPAKT (22.01.2010), p. 19.
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1.5.3. Interference by securitisation

The securitisation of ridi’is a technique to transform illiquid wealth pamittassets
as the book claim of a corporation into a trandfleravealth positiort’* Probably the most
important distinction in relation to structured dince applies to the fact that banks
securitize credit instruments such as mortgagedpaas and student loans by selling them
to a single special purpose vehicle (SPV) ,whickispir the purchase by issuing new
ones, notes or commercial papers. In contrastctsiied finance thereupon informs the
secondary securitisation or re-securitisation oé thecurities produced by the first
securitisation with large numbers of securitisagitimat possibly reach a volume of 250 to
350, all being sought by a higher new SPV that wassue those securities in tranches

with a number of various risk levels.

Until the financial market crisis of 2008/2009 thewas an increasing practical
demand for securitisations because credit inssituteed this technique to reduce their
capital buffers. Moreover, it even became populacaose securitisations contribute to
minimise counterparty risk and their conceptiorcisnparatively easy” Even a future
claim can be securitised. All in all, securitisatice a comparatively new technique to
finance a corporation. The originating corporataan avail itself of liquid assets before
the expiry date. In this context, the corporatierile source of the claim takes the position
as the originator.

From a corporation’s perspective, securitisatiomabge a very popular technique
starting in the mid-1990s to fit its short-term tapdemand and to obtain investment
capital. Under the regime of the Third Basel Capiecord (Basel 111’9, from a bank’s
perspective, it has become a very popular techrtiopgenerate cash because the synthetic
securitisation enables a credit institute to th@ai®d transfer of risks (investment risk,

solvency risk, risk of creditworthiness etc.) atS®V, respectively an asset-backed

173 For on-going information on the legal framewofkime securitisation of risks sé&&iim/ThomasBKR

(2011), pp. 133-143.

Cf. Gronewold Kapitalanlagegesellschaften,59.

75 Cf. Decker/Hubli inBusack/Kaiser, Alternative Investments Il, 2006496 f.

76 On the development towards a harmonised Europaaking supervision under the Basel lll-regime cf.
http://lwww.bis.org/list/bcbs/index.htm, requestect@ber/247/2012.

174
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securities corporation (ABSC) that takes the positof the distributor and packs the
assigned claims from several corporations int@asfierable, respectively fungible product
with an often blue-chip solvency. In this context,seems essential to clarify the
widespread simplification that the SPV was foundedacquirenon-transferableassets
from the originator. The respective assets areseiibgally assigned to the SPV by the
originator on a legal basis or the economic rigksfer based on credit derivatives, such as
CDS under a synthetic CDO. Synthetic CDOs that wesed until the outbreak of the
financial crisis of 2008/2009 did not contain attmertgages or other assets that produce
income but simply “referenced” existing assets #meteupon permited investors to use
credit default swaps to place bets on the perfoomaf those referenced assEtsThe
SPV finances the purchase from the originator biirgpasset-backed commercial papers
(ABCP), and transfers the risk of bad debt to thestors-’® The SPV refinances itself by
the capital market and conducts the interest arattgsation payments by backflows of the
purchased assets from depositor credits resultingh fthe operative business of the

originator!™®

By using credit enhancements, the SPV normallyinbta better credit rating, like the
originator. The resulting commercial paper is ofée@nABS or a MBS. Practically, it takes
a specific design to make sure that the ABSC doeselong to the relevant consolidating
group of the originatot®® Because the SPV often combines several traditiinahcial
means into a new financial product one can cak thistructured financial product.
However, the financial expression of the structunedncial products not only stands for a
financial product, but also represents an activetffgo strategy that more strongly
corresponds with the individual demands of the stoedepositor and that can generate

protection against the volatility of the (finangiatarkets.

There is a difference between the true sale seatran and the synthetic

securitisation. On the one hand, true sale sesatiibn that is based on a real transfer of the

177 Cf. Levin-Report (2011), p. 28.

8 " Hertz-Eichenrode/lllenberger/Jesch/Keller/Kleb&wdcholl, Private Equity-Lexikon (2011), p. 192.
179 Cf. Volkart, Corporate Finance (2008), p. 883.

8 Hertz-Eichenrode/lllenberger/Jesch/Keller/Kleb&wdcholl, Private Equity-Lexikon (2011), p. 192.
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original claim that can legally be qualified asransfer of property with a balance sheet-
liberating effect. Generally, in the case of deties, the investors share the risk that the
put-options are taken under a disadvantageous madrked, and that they are,
consequently, committed to accept the repurchaselgirime share$! The (prospective)
value of the securitised claim depends on its &irtidevelopment. The true-sale
securitisation is preferable if the principal olijee of the originator is the rise of its

182

liquidity.

On the other handjnder the synthetic securitisation, only the ratewvisks, the risk of
bad debt, are transferred to the SPV. The releassets and the original claim remain in
the balance sheet of the originator. Because BHgeluires the involved credit institutes
to highlight any risk with an equity position, tegnthetic securitisation contributes to a
bank’s interest to generate cash flow. Until theboeak of the financial crisis of
2008/2009, a very popular technique of the investnianks was to achieve an above-
average performance. In the case that the releiskst are realised, the SPV is committed

to perform an equalisation payment to the originato

Among those corporations that systematically ugetéithnique of securitisation are
General Motors (GM) and Ford, who finance theirtdeb by these financial means, and

big commercial banks that outsource and securitiaggage loans.

1.5.4. Interference by Structured Finance

Structured financial products aim at the individuaduirements and demands of the
depositor. They represent a combination of severadlitional financial products.
Typically, several conventional financial produate combined into an unusual innovative

financial item to fit the specific needs of theuess and the depositors/investd?s.

181 Cf. Volkart, Corporate Finance (2008), p. 488.

182 y/gl. Gronewold Kapitalanlagegesellschaften, 6.

183 cf. B. Miiller, in: Saenger/Aderhold/Lenkaitis/Speckmann, Gesedlistecht (2011), § 16, Marginal
no. 105;Lenenbachin: Assies/Résler, FAHAB Bank- und Kapitalmarktre(2012), § 36, Marginal no.
353.
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Essentially, structured financial products follolwree objectivesOn the one handhey
aim at credit institutes and other financial margatticipants to discharge them from
different types of risks and to enhance their cisl. On the other handthey protect
them against the volatility of the cash market &eép the requested interest level. In
addition, whereas the so-called interest caps gémerprotection against the transgression
of a certain interest level under the conditionsvafiable interest rates, the so-called
interest floors generate the provision to buildr@tgction against the undercut of a certain
interest level (a financial means to hedge theepléwel)!®*Finally, structured financial
products, such as futures, forwards and sWagsntribute to generate a scope for the

calculation of market prices by fixing certain matrprices at a certain point of time.

In comparison with other types of investment funtdhe&e customer of a structured
financial product bears a counterparty risk becdliese products can be legally qualified
as claims that are secured with a credit risk tdwahe bank®’ In general, one can
distinguish structured financial products by theeéhmain criteria of capital protection,

profit potential and coupon payment&.

In view of the abovementioned functions, structufie@énce can be defined as the
coordinated use of credit financing to optimise te&evant financing conditions, even
under the tax and company-law perspectiid@he depositor/investor purchases a product
that combines the bond of an often blue-chip issutr certain payments of interests and
amortisation whose volume depends on the developofem specific reference vald®,

Very often those bonds that are issued by the SfeVa better rating at the capital market

184 cf. B. Miiller, in: Saenger/Aderhold/Lenkaitis/Speckmann, Gesedlistecht (2011), § 16, Marginal

no. 109.

On the one hand, a swap can be defined as aacbmitrat commits the involved persons to exchange

payment streams at a certain point of time in tteré. On the other hand, it is a combination of a

purchased call (long) and a sold put (short) with $ame tick size and the same strike. They help to

protect assets against the volatility of the markktHeidorn/Trautmanrin: Busack/Kaiser, Alternative

Investments I, 2006, p. 536 f.

18 Cf. B. Mullerin Saenger/Aderhold/Lenkaitis/Speckmann, Geselfsstezht (2011), § 16, Marginal no.

110.

Cf. Kaiser, Konstruktion, p. 84.

88 pid.

189 Cf. Hertz-Eichenrode/lllenberger/Jesch/Kellertsdek/Rocholl, Private Equity-Lexikon (2011), p. 191
f.; Levin-Report (2011), pp. 26 ff.

190 Cf. Volkart, Corporate Finance (2008), p. 488.

185

187
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than the originator because the outsourced assetsafly are of a premium quality, and
the intelligent structuring of the refinancing irgeveral tranches with different seniorities
conveys another advantatfe As a result, the payment flows economically repnesa

combination of bond, reference value and the releypat/call-options on this reference

value®®?

1.5.5. Further analysis and conclusions

Although it is still unknown whether the ratingemgies made those fatal assessment
faults, financial analysts assume that the ratgpgnaies were not properly informed by the
issuers and their investment banks; it is still cleir why those information deficits were
not discovered by the rating agencies and whetter did not sanction this behaviddf.
Moreover, one assumes that also the increasingategy use of ratings and several
abovementioned conflicts of interests contribuedeveral assessment fadftsFinally,
one has to consider that the rating of financialdprcts is completely different from the
rating of corporations; whereas the rating of coagions refers to their financial stability
and their prospective cash flow, the rating of ficial products sets the focus on a “pool”
of claims that are directed towards a couple oftalsbwhose individual financial status
cannot be identified - in one case, it happenshasnapirical analysis and assessment, and
in the other case, the assessment is based orifgimgniethods:* Below the line, there
are various factors that reduce the reliability anduracy of the assessment of structured
financial products that become even more seriouthby‘pooling” of MBS, the issuing
and distribution of new titles (CDOs, SACs) and itmpossibility to assess the risk of the

untimely debt retirement of a mortgaljé.

Furthermore, the main problem with the CRAs was thay were primarily involved
with the assessment of single instruments, sudioads and, moreover, that they did not

avail of the necessary expertise to launch findmriaducts with a higher complexity such

191 Cf. Volkart, Corporate Finance (2008), p. 883.

192 Cf. Volkart, Corporate Finance (2008), p. 488.

193 Cf. Kublerin Festschrift fiir Schwark (2009) p. 499 (505).

194 Cf. Kuiblerin Festschrift fiir Schwark (2009) p. 499 (505).

izz Cf. Kiiblerin Festschrift fiir Schwark (2009) p. 499 (506).
Ibid.
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as CDOs. Thus, there was an inherent conflict fr@st with the rating being paid for the
originating bank. The CRAs also would have usedadtginating investment firms' own
models and were compelled under substantial predsuprovide triple A ratings if they
did not want to lose the investment firm to anot@RA - consequently there were
substantial conflicts of interest. In retrospectithee initial ratings were too high, beginning
with the first downgrades which became

even more serious with subsequent down grades.

The CRAs evidently misplaced the relevant risk.iAlbll, one can identify two major
faults within all of the financial models that weused before the financial crisis of
2008/2009. Firstly, they did not incorporate anyadan a decline in housing prices. This
assessment fault is particularly due to US properiges, which alwayshad influence,
apart from the development in the 1930s. Secotidéy/financial models used by the CRAs
did not incorporate correlation data, includingrked prices that were moving together

rather than against each other.

If one can draw any lesson from the interferencéha rating agencies, the future
regulatory framework should embrace a mandatorgnitial supervision that should be
located at the European level and that should gmanbdependent assessment of financial
products, corporations and countries. Followiiglker,one way to avoid a similar crisis
in the future is that all debts are rated propariyery cas&’ because this had not been the
case up to September 2008. A bigger transparentlyeaofating agency’s creditworthiness
statements could have contributed to a more cripiblic opinion of the role of the rating

agencies.

The recent financial crisis demonstrated the siggtiibn of an independent rating for a
well-functioning financial market and a well-furnmting economy as a whole. A realistic
assessment of financial products contributes tadmguate balance of interests between all

market participants. It is one essential conditioh a more sustainable regulatory

197 Cf. Walker,in: The Future of financial regulation (2010), Ag9 (195 ff.).
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framework. One first step towards the realisatiérthis objective has been undertaken

with the implementation of the European SystemikMoard (ESRE®).

1.6. International separation and securitisation brisks
1.6.1. The originate-to-hold model as the initigboint

Another core reason of the recent financial crisisthe international separation,
specifically the securitisation of risks that wdseady mentioned in the context of the
OTD. Traditionally, under the OTH, the risks of ngarge loans and other comparatively
complex financial products remain in the handshef $ame credit institute that issued the
mortgage loan. If one concentrates the expectatiqurofits and the risk of losses in the
hand of the same credit institution, the respediivancial vehicle is comparatively easy to
handle because its editor can monitor the growtih@fproduct at any time. Also under the
conditions of economic globalisation the editortlod financial product retains the impact
on the financial product all the time. Its growsthcomparatively easy to monitor and thus

transparent.

1.6.2. The originate-to-distribute model

Under the OTD that was based on the separaticharices and risks came a dramatic
change. The OTD can be described as the practieeevehbank originates loans and credit
card receivables and securitises them, so thatctédit risks are distributed to other
investors:®® Credit risk exists because the cash flows to beived by the bond markets
investors are not certaffl’ The securitisation of financial products stood dorimportant
and useful tool in financial markets for many yeanmsl finally contributed to the housing
bubble based on the idea to sell portfolios of geyes to companies that created products
for investors from therf’* In comparison to structured finance that tends fmarticular

19 For further information on the new European suisery architecture seBauer/Boegl BKR (2011),

pp. 177 ff.;N.N., Larosiere-Gruppe, Ausziige aus Presseartikeln N203@, pp. 7-8Nietsch/Graef,
ZBB (2010), pp. 12 ff.Zulch/Hoffmann/Detzers WS (2011), pp. 167 ff.

199 Hull, Risk Management (2011), p. 525.

20 Cf. Lee/LeeEncyclopedia of Finance (2006), p. 75.

201 Cf. Hull, Risk Management (2010), p. 336.
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type of more traditional financial instruments -csuas bonds, loans and noté¥ the

technique of securitisation is based on a genssstaoof

On the one hand, the securitisation of risks le@da suppression of the portfolio
manager’s personal liability. In particular, the deb of transnational risk separation
consequently led to a separation of the underlyisig management from the rating and
trading of financial instruments involvé® The portfolio managers speculatively set on a
continuous growth of those financial products tedited themselves and concurrently lost
the impact on that growth because their risks wdistributed all over the world. In
particular, the allocation or distribution of riskross the market probably became obscure
with the over-the-counter (OF€) character of securitisation and the increasiregaioff-
balance sheet holding instruments, SIVs and bamiduwits?% In particular, the OTC
business became very successful after the termgafithe convertibility of gold in 1971.
Up to that year, the Breton Woods Agreement, whwels based on David Ricardatea
of the comparative advantages of c8¥ts defined a fixed (mutual) currency exchange
system on a gold standard, which consequently detheé expansion of currency swaps
such as the OTC; the OTC transactions are exedwethe banks in their currency

commerce centres for their custom@fs.

Finally, the FCIC draws the conclusion that OTChgses significantly contributed to
the outbreak of the crisis. Namely, the taking @ffef the law on the prohibition of the

regulation of OTC-transactions in the year 2000lc¢dae seen as a turning point on the

22 The term “note” stands for an unsecured debt wigturity of usually less than 15 years, lofe/Lee,

Encyclopedia of Finance (2006), p. 192.

Cf. Basel Commitee on Banking Supervisi@ayisions (2013), pp. 4 ff.

204 Cf. N.N.,Growth Strategies, pp. 19 (30 ff., 42 ff.).

25 The so-called over-the-counter market is a mavkegre traders deal by phone and usually represent

financial institutions, corporations and fund maerag cf.Hull, Risk Management (2010), p. 526; in other

words, it stands for a telecommunications netwdrldealers who provide liquidity to investors by ithe

willingness to “make markets” in particular secest cf.Lee/LeeEncyclopedia of Finance (2006), p. 199.

206 By name, financial corporations such as CitigrduBS and Goldman Sachs restricted into difficsltie

with their use of conduits that can be defined pecHic-purpose highly geared investment vehicles

(conduits, SIVs) established off-balance sheet.sissidiaries or funds, conduits invest in asseth wi

comparatively high return and long duration. Thaamce themselves by the release of ABCPs. Famous

conduits are the government-sponsored enfigemie MaeandFreddie Mac

297 On the theory of comparative advantages of atfstSietje, in: Tietje, Internationales Wirtschaftsrecht
(2009), § 3, Bullet No. 8.

208 Cf, Bloss/Ernst/Hacker/Sérensdfipancial Engineering (2011), p. 273.

203
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road towards the financial crisis of 2008/2689without underlying any supervision, the
OTC-derivates became rapidly out of control whilereasing to a total transaction volume
of 673 trillion US$*'° The existence of millions of derivate contractsnudny different
kinds, from the most important and systemicallyevaht financial institutions led to
insecurity and panic and contributed additionalty the acceleration of governmental

support for the affected companfes.

One can illustrate this development with the metapi a person who only views the
world with only one eye open. By doing this, thetfmio managers lost their control on
the distribution and the further development of éaéted financial products. It became a
big speculation bubble that had to burst soonefater and which could have been
prevented if the securitisation of risks had coragetith an advanced monitoring system,
enabling the portfolio managers to obtain the dsseimformation on the growth of the
financial products - including in the case of ateinontinental securitisation of risks. It is
necessary to establish a monitoring system that thet focus on the price inflation and
limits asset price bubbles and coordinates relewdetest rates, exchange rates economic
policies and fiscal politics*? Finally, the rise of the OTD consequently caused
increasingly high levels on stress on the moreittcachl money markets and on the
liquidity management devices of central banks imyneountries™® Because liquidity of
financial institutions interacts with their solvencthe frontier between liquidity and
insolvency became blurred and, at the eve of thanfiial crisis of 2008/2009, the central

banks primarily acted as the lenders of last regiR).**

209 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen

(2009), p. 15.

210 Cf, FCIC, Financial Crisis Inquiry Report (2011), p. 24.

21 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 4Nationale Kommission zur Untersuchung der
Finanz- und Wirtschaftskris§chlussfolgerungen (2009), p. 15.

212 cf. Walker,in: The Future of financial regulation (2010), pF9 (196).

213 As Walker emphasizes moreover, the financiais2608/2009 was (therefore) a liquidity crisisheat

than capital crisis, ciValker,in: The Future of financial regulation (2010), 479 (196).

214 Cf. Le Maux/ScialomCambridge Journal of Economics Vol. 37 (2013), bp.
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1.7. Shadow banking as a cause of the financialisis 2008/20097?

1.7.1. Introduction, overview and background

Probably the most important function of the finahcmarkets is to support the
activities of the real econorfiy by financing the respective activities and - moezo- to
transform, access and to monitor terms and prooluchiatches’*® To achieve any
sustainable and satisfactory economic growth ofrda economy and to promote new
business models like start up-companies that deperadsteady and satisfactory supply of
venture capital, it takes the legal framework teatures those economic requirements.
There is little doubt that the financial crisis 2008/2009 was a crisis of insufficient
liquidity. The steady availability of adequate lidity is one essential condition of the

autonomous value-added process of the banking seghe

The before-mentioned need of corporations and coassisignificantly contributed to
the rise of a business model that is well knowstedow bankind®. Notably, the Basel
Capital Accord, the global economic disequilibriln®tween the industrial countries and
the emerging countriéS and the rapid growth of the transnational caglaus after the
introduction of the Euro on 1 January 1999 enorryocsntributed to the rise of shadow
banking since the overcapacities in the Europeankibg segment increased the
predominant margin pressure - those overcapaciédsto the decline of the credit
standards and resulted in risky investments onUSeAmerican real estate markél.
Huertas points out that, with the benefit of hindsightadbw banking was probably the

most severe aspect of finance during the pre-dvisisn®*

215 Definition cf. Annotation No. 39.

216 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 970.

217 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 970.

218 On the system of shadow banking Atirian/Ashcraft,Shadow banking (2012), pp. 1 fBengtsson,
Shadow banking (2009), pp. 1 fGennaioli/Shleifer/Vishnyshadow banking (2011), pp. 1 fi4oe, Shadow
banking (2012), pp. 1 ffOrdonez,Sustainable shadow banking (2013), pp. 1Rfidolph,ZfbF (12/2012),
pp. 846 ff.;Rudolph,Kreditwesen (13/2012), pp. 650 fRudolph,in: Bortenlanger, Aktie und Kapitalmarkt
(2013), pp. 19 ff.SchalastBB (Die erste Seite 2012%chrootenZfBW (1/2012), p. 4 ff.;Utzig, Die Bank
(10/2012), pp. 80 ff.

219 Notably Brasil, Russia, India, Chine, VietnamuBoAfrica, Indonesia and Turkey.

220 Cf, ZimmermannZfBW (2/2012), pp. 105, 106.

221 Cp.Huertas,Crisis (2010), p. 18.
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According to the inquiry results of the F3Be total transaction volume of the shadow
banking segment almost doubled from the beginnfrige2d" century until the beginning
of the financial crisis of 2008/2009 to some 60idnl US$, whereas that of the regulated
banking segment covered little over 100 billion UE$Nevertheless, it seems important
to realize that the total transaction volume of #fedow banking segment nationally
defers, as it turns out by a comparison betweem@euand the United States where the
shadow banking segment dramatically decreased 2@mnillion US$ down to 15 billion
US$ at the end of 2011, whereas that of the Eune still increased from 8.5 billion Euro
in 2007 to 11 billion Euro at the end of the finstif of 2011%?® In the November of 2012,
the shadow banking segment already covered a t@ataction volume by some 67
Billion US$ in the United States.

The enormous growth of the shadow banking segnanbe seen as one consequence
of the massive (economic) disequilibrium betweendbamand for safe investments, which
means bonds, and the factual offer for safe investareflecting the global disequilibrium
that occurs in the balances on capital accounts the balance of current accounts
between Asia and the United States: The enormadisgsaof the emerging countries were
particularly channeled into the high liquid US-sesy market$** As the US-treasury
market has been revealed to be too small to cavnebpith the enormous demand for safe
investments, US-American credit-institutes begametease additional - putatively safe -
AAA-rated assets in the subprime segment of theAdterican real estate market - a

problem that even has not been solved after thet biithe subprime-bubbfé>

According to the=SB, the national-economic meaning of the shadow banseggnent
is underlined by the real development between 282 2010: In this time period, the

global sales of shadow banking segment doubled 46 Billion Euro, which corresponds

222 Cf. FSB, Shadow Banking: Strengthening Oversight and Réigula(2011), published under
http://www.financialstabilityboard.org/publicatiains111027a.pdf.

223 Cf.. ECB, shadow banking in the Euro area - an overview, Slocal Paper No. 133 (2012), published
under http://www.ecb.europa.eu/pub/pdf/scpops/eubd8.pdf

224 Cf, ZimmermannZfBW (2/2012), pp. 105, 105.

2% Cf. ZimmermannZfBW (2/2012), pp. 105, 105; on the origins of theb-primie crisis in resume cf.
Lewis,Accounting Forum Vol. 33 (2009), pp. 114 ff.



51

The European Alternative Investment Fund Managémscilve (AIFMD) -
an appropriate approach to the global financialsis?

to 25 percent of the global financial mark&tAccording to the results of the European
Commission, the quote of the shadow banking cogerse 5 percent, in the United
Kingdom remarkably 13 percefft’

In Europe, already under Basel II, there were gfrmtentives to outsource assets
from the balance-sheets of the regular banks tosS®\safe equitf”® The widespread
trend towards shadow banking is obviously driverBlagel 11l and primarily results from
the legal obligation of (traditional) banks to geally underlay each credit risk with a
sufficient equity position that gives them a reasoroutsource the respective risks at a
SPV that is able to circumvent the financial sumeon - a business model that
significantly contributed to the crisis of finankieorporations like HRE or Deutsche
Industriebank AG (IKBF*°

1.7.2. Definition of shadow banking

In view of the before-mentioned development, tmentshadow banking is a politically
charged buzzworef It is often used in the context of other buzzwoadsone drift of the
financial crisis of 2008/2009. The expression shadanking is not legally defined.
Neither the international financial law nor the &pean financial provides any legal
definition. . Officially, the expression shadow karg was used byaul McCulley,US-
American economist and former managing directahefPacific Investment Management
Company (PIMCG®), at the Economic Symposium of the Federal Res&amrk of
Kansas City in Jackson Hyde (USA) in September @72 McCulley explained the
expression shadow banking as

26 Cf, http://www.handelsblatt.com/unternehmen/bart&ehattenbanken-die-67-billionen-dollar-
branche/7407732.html
27 Cf. http://www.handelsblatt.com/unternehmen/bat&ehattenbanken-die-67-billionen-dollar-

branche/7407732.html

228 Cf, ZimmermannZfBW (2/2012), pp. 105, 106.

29 Cf, http://www.handelsblatt.com/unternehmen/bariehattenbanken-die-67-billionen-dollar-
branche/7407732.html.

230 Cf. European Commissiogreen Paper Shadow Banking (2012), p. 3.

281 presence in the internet: http://www.pimco.corgé¥default.aspx.
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“the whole alphabet soup of leveraged up non-bagknvestment conduits, vehicles and

structures>>?

This very first definition already hinted at thealhequity level as one decisive feature
of shadow banking by taking using expression “laged” and, moreover, defining
conduits as one typical financial mean of shadowkimg. Three years later, it was

followed by (another) definition that was used bg Federal Reserve Bank of New York:

“Financial intermediaries that conduct maturity,exit and liquidity transformation

without access to central bank liquidity or pubdiector credit guaranteé$”.

On the one hand, the before-mentioned definitiothefNew York Fed also embraced
financial corporations, hedge funds, investmendfjrGovernment Sponsored entities as
Fannie Maeand Freddy Macand investment banks - on the other hand, it wes e
restricted to these entitié¥’ Yet the FSBwidened the before-mentioned definition by the
typical financial operations and activities of sbadbanking by comprising the shadow

banking phenomena as

“the system of credit intermediation that invohesgities and activities outside the regular

banking systefi™.

According to this definition, shadow banking is algiy characterized by three
significant features: Primarily, shadow banks futine function that is very similar to that
of the regular banks by offering credit intermeiat secondly, the credit intermediation
is fulfilled by several actors that closely coopgerat the financial market; thirdly, the

actors of the shadow bank market are neither sutgehe legal bank supervision nor do

232 Cf. McCulley, Teton reflections (2007), published under
http://www.pimco.com/EN/Insights/Pages/GCBF%20Augt20September%202007.aspx.

233 Cf. Pozsar/Adrian/Ashcraft/Boeskghadow Banking, Federal Reserve Bank of New Yosif Report
No. 458 (July 2010).

234 Cf. Utzig, Die Bank (10/2012), pp. 80, 80.

2% FSB,Shadow Banking - Strengthening Oversight and Reign (2011).
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they have access to central bank liquidity (“patiim of credit intermediaticii®”).

Nevertheless, the credit intermediation of shad@mks does not involve single retail
customers but a complex counter bearing of (prjvatgitutional investors directed to the
money market. All in all, shadow banks share aaterfinancial business model that runs

almost the same business transactions like théategibanking segmeft’

Following the Green Paper of the European Commis@ieC-Green Pap&¥), which
was based on the recommendations of the FSB (F8BaGShadow Banking Monitoring
Report%), shadow banking activities typically consist etsritisations, security loan and
pension transactions (“Repds?).?*! Furthermore, they cover different kinds of SPVs;
money market funds (MM®?) and other kinds of investment funds or investnpeotiucts
with features similar to deposits; they serve itvest funds that place credits, invest in
credit products, operate highly leveraged, andshirefunds that are placed outside of the
stock exchange (exchange traded funds, ETF), sadhedge fund$* Finally, shadow
banks hold financing corporations and securitiaditrg houses that place credits or credit
guarantees or that accomplish liquidity- and teramgformations without underlying bank
regulation; they invest in assurance and re-assar@ompanies that launch or secure

credit products.

According to the definition of the FSB, shadow bagkcovers a system of credit
intermediation including entities and activitiestside the regular banking systéf.n

particular, they cover money market funds, exchamgeed index-funds, certain hedge-

236 Cf. Utzig, Die Bank (10/2012), pp. 80, 81.

237 Cf. Fischer Kreditwesen (10/2012), pp. 485, 485.

2% European CommissionGreen Paper Shadow Banking, dated 19 March 201Blished under
http://ec.europa.eu/internal_market/bank/docs/siégteen-paper_en.pdf.

289 Cf. FSB, Shadow Banking: Strengthening Oversight and Réigula(2011), published under
http://www.financialstabilityboard.org/publicatioins111027a.pdf.; FSB, Global Shadow Banking
Monitoring Report (2012), dated 18 November 2012, ublished under
http://www.financialstabilityboard.org/publicatiains121118c.pdf.

240" On the Repo-market dfiérdahl/King, BIS Quarterly Review (12/2008): pp. 37 ff.

241 Cf. Fischer,Kreditwesen (10/2012), pp. 485, 485.

242 3o far there has been no harmonization or reigulait the European level on what features corstiu
MMF. Typically, a MMF is set up as an UCITS, &engtssonShadow banking (2009), European Money
Market funds - Backgrounds.

243 0On the current discussion of risk and regulatengagement concerning hedge funds ESA,
Discussion Paper 05/4, pp. 1 ff.

244 Cf. http://wirtschaftslexikon.gabler.de/Definititverbriefung-von-kreditportfolios.html.
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funds, and security structures offer financial @ff@conomically similar to the deposit and
credit affairs of the (regulated) barfks.

Although the before-mentioned definitions demoristra broad congruency of the
shadow bank activities with those of the regulardsaone cannot deny another significant
feature of shadow banks which distinguishes themmfregular banks: Shadow banks do
not avail of the legal status of a bank. For examiiley are SPVs that run transformations
of liquidity and terms, such as corporations offgrisecuritisations-- conduits (ABCP),
other SPVs, MMFs and other kinds of investment &utitht offer products with typical
features-- making them vulnerable for sudden andxpected calls for the investor
deposits (bank-runs) or investment funds that ptaedits or operating highly leveraged or
ETFs**

1.7.3. Conception of shadow banking

The second decisive feature of shadow bankingasctbse link with the originating
bank. Due to the “operating definition” of the FSBe operating of shadow banks leads to
financial disintermediation (legal arbitration) sets on a close link (network) with the
established banking system that defines one eakdaditure for financial regulation, the
setting of systemic risk$’ Due to the close link between originating bank ahddow
bank, numerous banks generate enormous profitdtingsdrom “their” shadow bank

activities and hold direct and indirect credit esp@s towards the shadow baffs.

Shadow banking happens if the regulated credititinst outsources certain
components of its balance sheet to a SPV thattisutgject to the legal requiremeftsin

particular, the SPV must not run a minimum equibgipon - as one consequence, it can

245 Cf. Fischer,Kreditwesen (10/2012), pp. 485, 485.

246 Cf, European Commissiogreen Paper Shadow Banking (2012), p. 4.

247 Cf. Rudolph,n: Bortenlanger, Aktie und Kapitalmarkt (2013), (9, 27.

248 Cf. Pozsar/Adrian/Ashcraft/Boesky, Shadow Bankifederal Reserve Bank of New York Staff Report
No. 458 (July 2010), pp. 11-20.

249 On the impact of off-balance-sheet activitiesbanks returns cfCalmés/Théoretjournal of Banking &
Finance Vol. 34 (July 2010), pp. 1719 ff.
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achieve an over-averaged yield which avails of aer-@averaged attractiveness towards
(international) investors. Namely, it is not subbjéx the requirements of Basel Ill. The
shadow banking system enables the originating barmjet rid of significant balance risks
enhancing solvency and minimizing the respectivimaacing cost&°. In view of the
awareness that the financial crisis 2008/2009 \pamérily) a crisis of liquidity, a solid
and diversified refinancing, including an adequatember of stable sources, seems

essentiaf>!

As the traditional banking system, the typical sivacbanking concept is based on
three actors: The depositor, the debtor and - aalsté the regular bank - the shadow bank
,the finance corporation with non-banking charadiercontrast to the traditional banking
system, the depositors do not allocate their firdnmeans at deposit accounts but in
money market funds that the respective bank depositebts of the shadow banks - the
credit intermediation is not accomplished under shee “roof’ but within a very large
and often non-transparent chain of entities treet already mentioned - do not avail of the
(legal) bank statu¥?

Probably, the most significant difference betwele@ tegular bank segment and the
shadow bank segment is that the shadow bank systamforms long-term invested
savings into short-term money market vehicles taben refinancing day-by-d&y° The
operative point is that the depositors of the momeyket funds are high volatile actors
that are subject to a herd instifiétand therefore can easily create a bank-run and -
simultaneously - a couple of false incentives by #ttors resulting from the complex

chain of credit intermediatiof?” In particular, as one consequence of the incrgasin

%0 The refinancing costs cover that amount of maargy borrower is obliged to pay upfront to refinaace

mortgage. The Refinancing costs are typically simib the closing costs a borrower has to invest ploint

of time he firstly pays for a real estate obje€thttp://www.investorglossary.com/refinancing-cosm.

251 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 974.

%2 Cf. Pozsar/Adrian/Ashcraft/Boesky, Shadow Bankifederal Reserve Bank of New York Staff Report
No. 458 (July 2010), p. 11 f.

253 Cf. Pozsar/Singh, The Nonbank Nexus and the Sh&#mking System, IMF Working Paper WP No.
11/289, p.7.

% Herding can be defined asituation in which traders emulate or follow theians of other traders, cf.
Garbaravicius Dierick ECB-Occasional Paper No. 34 (August 2005), p. 59.

2% Cf. Zimmermann, ZfBW (2/2012), pp. 105, 107.
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margin pressure resulting from the deregulation tlké banking segment and the
introduction of the Euro, many banks could no long#ord to keep credits in their
balance sheets instead of selling these crediigstiitutional investors to finance their
credit business: The shadow banking system isqodatly based on selling money market

vehicle$®® to money market funds’

1.7.4. ABCP-conduits in particular

ABCP-conduits is another type of credit intermediatand probably the prototype of
shadow bankin@®. They represent one typical instrument that isdu the shadow
banking system. They can be defined as SPVs teatgnsored by commercial banks to
purchase long term assets issuing short term coammh@aper and, moreover, due to their
legal character as SPVs, do not underlay any (legmital requiremerft® Against the
background that ABCPs became the most importanhamsm used by banks to legal
arbitragé®, from January 2004 to July 2007 the ABCP-segmese from US$ 650 billion
to US$ 1.3 trillion?®* On the eve of the beginning of the financial srisf 2008/2009,
ABCP was the largest money market instrument inltheged States - treasury bills only
covered a business volume of about $940 billiorstamtdling’®? Typical ABCP-conduit-
activities consist of activities such as origingtirsponsoring and deposing. Another
significant feature of shadow banks is the OTC-supith equity that is typically offered
by hedge funds and private equity corporations.

Thus, although shadow banks are neither integnatedthe system of state deposit
guarantee nor into the liquidity support of the tcgnbank, they cover fundamental

256
257

Definition Money market cf. Annotation No. 49.

Cf. G. Gorton,Slapped in the face by the Invisible hand. Bankdng the panic of 2007, prepared for
the Federal Reserve Bank of Atlanta’s 2009 Finamteakets Conference: Financial Innovation and iGyis
11.-13.05.2009, Version of May/®009, pp. 23 ff.

258 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013), (i, 27.

29 vgl. BengtssonShadow banking (2009), introduction.

20 As Garbaravicius/Dierickpoints out, arbitrage strategies do not elimindtteisks and do entail some
risk of loss or uncertainty about total profitsn liheory, a transaction that produces risk-fredfitphy
exploiting mispriced securities or any other assdtge hedging all risk, cf.Garbaravicius Dierick ECB-
Occasional Paper No. 34 (August 2005), p. 1 ff.

%61 ygl. BengtssonShadow banking (2009), introduction.

%62 ygl. BengtssonShadow banking (2009), introduction.
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functions of a credit institute and the respectisks?®® As hedge funds or private equity-
funds the shadow banking system is not illé§alThe outsourcing of typical banking
activities at a SPV is evidently one widespreadnégue of the grey capital mark&t
Nevertheless, shadow banks do not operate witHegal grey area. They operate on a
clearly defined legal basis and typically represeigh specialized entities that overtake

certain activities outsourced by regulated bafiks.

1.7.5. Effects of shadow banking

One serious economic effect resulting from the ehaldank segment can be seen in
the systemic danger by the conduit model. Alreddy Austrian economisAugust von
Hayek,Nobel laureate and important forerunner of the Ifegralism, hinted at those risks
resulting from off-balanced activities by the higpknation

“The characteristic peculiarity of these forms oédit is that they spring up without being
subject to any central control but once they haw@e into existence their convertibility

into other forms of money must be possible if aflggse of credit is to be avoidéd”

Not seldom, all securitisation activities of a gtedstitute are ascribed to the shadow
bank as the hidden entity, whereby even the basturgisation model can cause a
systemic risk, if the sponsoring bank additionaNyertakes a market-maker-function or the
investors run a higher leveraged strategy that siakem themselves systemically
significant?®® Namely, the conduit-mod&f - a widespread financial mean at the eve of the
financial crisis 2008/2009 - can cause additiorsidsrup to a bank-run on single or several
credit institutes, if the sponsoring bank has ¢gpy) given one promise of liquidifyf°

The danger of systemic risk do often result frdradow banks that offer the processes of

263 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 27.

264 Cf. Rudolph,n: Bortenlanger, Aktie und Kapitalmarkt (2013), (9, 31.

%5 The grey capital market either covers a markeerata product is bought and sold outside of the
manufacturers authorized channels or the unofficeding of a company’s shares, usually before trey
issued in an initial public offering (IPO), cf. ptf/www.investopedia.com/terms/g/greymarket.asp.

26 cf, ZimmermannZfBW (2/2012), pp. 105, 106.

67 Cf. Hayek,Prices and production (1935), pp. 1 ff.

268 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 27.

269 Cf. Annotation No. 206.

270 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 27.
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the credit-, term- and liquidity-transformation bsing the support of a network of bilateral

contracts directly over the financial markéts.

Within the securitization, the regulated credittilgses give up some of their
traditional credit intermediation functions and &g originators of the credit claims.
Moreover, they sponsor and consult the SPVs aralttak role of investment bankers that
place the ABS and the CLOs at the market. By dtivigy they transfer their liability for
the quality of the pooled credit placements at3R/ that even transfer the generated risk
premiums to the holders of the ABS to offer themrarentive to invest in the structured
securities. Notably, advanced techniques like ti®re-mentioned ABCP contributed to
the rise of shadow banking by outsourcing not ¢iné/respective risks and liquidity but by

transferring the cash flow within the pool to atiigspecialized managemeiit.

Among the (economic) advantages resulting fromuse of shadow banks, one can
identify typical advantages of specialization anthreover, regulatory privileges: Those
external effects must not be internalized, whichses competitive advantagédRudolph
holds therefore the view that, to keep a satisfgctevel of financial stability’*and to
create a “level playing field”, it seems inevitalite subject shadow banks to a possible
“run-effect” and a more effective and efficient wéaion?’® Probably the most significant
disadvantage of shadow banking consists of the tesssparency towards investors,
creditors and state supervisigh.

Another disadvantage that is closely linked toléss transparency is the close relation
of the SPV to the credit institute that is subjextthe respective regulation. As one

consequence, the before-mentioned bank runs cae datal chain reactions and a non-

271 cf. BVB (July 2012).

272 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. (9, 23.

273 Cf. Rudolph,in: Bortenlanger, Aktie und Kapitalmarkt (2013p. 19, 27.

2% 0On hedge funds and ist impact to financial sighdf. Garbaravicius/Dierick,ECB-Occasional Paper
No. 34 (August 2005), pp. 1 ff.

2’5 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 27.

2’5 On the question whether the European financiaketasupervision sets a too strong focus on thedpe
of regulation cfPaul, ZfBW (1/2013), p. 2 ff.
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controlled insolvency that can easily spill overdiher credit institutes even in foreign
countries?’ just as it happened after the collapse of the Guwent sponsored entities
(GSE)Fannie MaeandFreddy Mac Referring to the before-mentioned FSB-reseatuh, t

systemic risk is particularly current in times dfost liquidity, Notably, the FSB hints at

the risk that a non-controlled insolvency couldige systemic risks resulting from the
close link towards the originating bank and, moexpthe regulatory omission of shadow
banking, which could cause significant regulatatyiteage®’®

As one consequence of the 2008/2009 bank run, uemdss model of the unlimited
transformation of risks, terms and liquidity wasldenly destroyed and the affected credit
institutes were forced to take those securitiedectdd in the conduits into their own
balance sheets and to organize the refinancindgn@n ewn - in those cases in which this
did not succeed, they were forced to accept threqtjisupport of another credit institute or
the state’® As Perotti points out, it became clear that Safe harbor mby andermines
unsecured claims like deposit insurance and tasnslabut it possibly create external

effects on market&®

1.7.6. Regulation of shadow banking

In principal, one could set the regulatory focugtomlegal entities, the fund managers,
as preferred by the European Commisgialirect approach”)the interfaces between the
shadow banks and the sponsoring banks (“indireprageh”), the respective shadow
banking activities or consider an approach thainiegrated into a macro-prudential
regulation, which could be preferable due to thacpcal challenge to assigning the
respective risks to one single financial entityirstitution?®* A direct regulation like the
AIFMD does not consider the legal form of the gnivhich causes a stronger “compliance

277 Cf. Rudolph,in: Bortenlanger, Aktie und Kapitalmarkt (2013p.[9, 27; annotations on the effiency

and stability of financial markets dfux, ZfBW ,Verdient der Markt noch unser Vertrauen* (3),lp. 16 ff.;
LeW|s ,Accounting Forum Vol. 33 (2009), pp. 114
Cf. European Commissiogreen Paper Shadow Banking (2012), p. 1.
219 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 48, 25.
280 Cf, Perotti, Shadow Banking2012), p. 3.
81 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 31.
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pressure” on many financial institutions and enlkeatite compliance cost§ of these

entities?®3

As already mentioned, due to increasing econongnifstance of shadow banking
even after the financial crisis of 2008/2009, thedpean Commission produced the Green
Paper. It is based on a market survey among mar&gicipants and capital market
institutions and reflects the research resultshefESB. As one regulatory objective, the
Green Paper aims at the containment of regulatdmijyrage into the grey-market to secure
an adequate supervision of this market and to iiyepotential systemic risks on tinf&*

As the AIFMD, the Green Paper of the European Cauimin prefers a direct approach
that considers the special assets instead ofriaadial product, specifically the investment
strategy or the business interfaces towards othgrocations. Thus, it exclusively defines

the special assets that shall underlie a Europsgnration of the shadow banking segment.

Referring to its legal objective, the Green Papatlenhance the resistivity of the EU-
financial system, secure that any financial operatontributes to economic growth. This
objective shall be realized by monitoring the cotrsituation at the financial markets,
submitting recommendations on this topic and, tghothis, enabling a broad consultation
of the different stakeholder$®®> Macro-prudentially, it takes one comprehensive
identification, valuation and conjunction of systeaily relevant informatiorf®® To
effectively face future systemic risks, there iviobsly the need for careful monitoring

and regulation of the shadow banking system, as&&points out’®’

Instead of the direct regulation of shadow bankimgich is the preferable option of

the European Commission, the F3Befers an indirect regulation, focusing on the

282 Compliance costs cover those payments that résulthose measures that have to be taken by a

corporatlon to secure the steady fulfillment ofrapective legal requirements.

283 On the compliance requirements subject to theMBRef. Klebeck/ZollingerBB (9/2013), p. 459 ff.

284 Cf. Fischer,Kreditwesen (10/2012), pp. 485, 485.

285 Cf. European CommissioGreen Paper Shadow Banking (2012), p. 2.

286 Cf. article 15 statutory order (EU) No. 1092/2010

%7 On the future of shadow banking regulation cf.
http://wirtschaftslexikon.gabler.de/Definition/veidfung-von-kreditportfolios.html.
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interfaces between originating banks and shadowshadsnder the conduct of Lordair
Turner, chief of the British supervisory body Financiar@ce Authority (FSA®®) and
based on the recommendations of the “High-leved-fasce”, the FSB recommends an

indirect regulation basing on a three-step-con&&pt:

Primarily, the nature and the total transactioruwgd of the shadow banking activities
shall be monitored (“Micro-Mapping”); secondly, tmost significant risk factors for
financial stability shall be focused, notably thesks resulting from the risk-, term- and
stability transformation - besides the last merdgmisks, the=SB regards the regulation
arbitrage as another symptom of shadow bankingjlshithe possible systemic crises that
probably result from the before-mentioned risks dne regulatory arbitrage shall be
identified. In addition, the (additional) yield,elespective indicators for the “free lunch”,
the relations with the established banking systech the growth of the shadow banking
activities shall be disclosed (enhanced disclosure)

According to the regulatory conception of the F&Bré are five principles that should
be mandatory for any regulation of the shadow bamkéegment® Primarily, any
regulatory measure should carefully designed tgetathe externalities and risks of the
shadow banking system (“Focus”); secondly, any legty measure should be
proportional to the risks shadow banking posesédfinancial system (“Proportionality”);
thirdly, any regulatory measure should be forwaroking and adaptable to emerging risks
(“forward-looking and adaptable”); fourthly, anygrdatory measure should designed and
effectively implemented (“effectiveness”); fifthlfhe regulators should regularly assess
the effectiveness of their regulatory measures aftplementation and make adjustments
to improve them as necessary in the light of exgnee (“assessment and review”).

28 |Internet Presence: http://www.fsa.gov.uk/.

89 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 31 f.
20 Cf. FSB, Shadow Banking: Strengthening Oversight and Réignla(2011), published under
http://www.financialstabilityboard.org/publicatiains111027a.pdf
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In October 2011, thé&SB released recommendations on regulatory measuréeg to
examined by authorities that are meanwhile paytialiplemented. As indirect approach,
these recommendations face the regulation of MMikgroShadow banking activities and

securities- and pension-transactions.

According to the commentary of the True-Sales-dtite (TSI) that was released in
May 2012, ABS do not correspond to those featunas dre typically associated with the
before-defined terminus shadow bankffitThe already existing regulation was sufficient
to subject ABCP-conduit-activities of the regulaiedtitutions (banks, funds, assurance
companies) to the supervision of the responsibléhaaities. In addition, the TSI
emphasizes that each direct regulation that doé¢sfasms CRD If%*- and CRD IV-
activities would bear the risk of further frictioria the financial market regulation.
Furthermore, the TSI highlights that notably ABGshduits do not accomplish term- and
liquidity-transformations since the sponsoring lmam#ace liquidity lines whose risk is
already covered by CDR Il and CRD IV.

1.7.7. Consequences of a shadow banking regulation

Finally, the before-mentioned regulatory approaddies| be accessed. In comparison,
it is obvious that any direct regulation can caasade reactions and measures of legal
arbitration. Thus, the AIFMD that focuses the ngera instead of the investment strategy
or the financial product can back up the beforetineerd expansion of the shadow

banking system. Consequently, any direct regulatanrid crystallize as totally ineffective

291 On the legal character of True-Sale-ABS-transasticf.Lackhoff Kreditwesen (10/2012), pp. 503 ff.;

292 On September/16th/2009 the European Council ArdEuropean Parliament officially released the
European draft 2009/111/EG which, in combinatiothwhe European draft 2009/27/EG and 2009/83/EG,
represents the second legal package of measusesuee financial solidity of banks and securitynfit This
package of measures aims at the steering of lagghts, the quality of equity, the steering of lijty risks

and the risk management of securitised products.iffernationally operating bank groups, “superwso
colleges” became mandatory. These requirements ware of those measures taken by the European
Commission as a response to the financial crisB82M09 and to strengthen the regulatory framénase
segments that are probably responsible for then€iiah crisis. These amendments must transformeal int
national law until October/312010. The before-mentioned drafts are availableleunhttp://eur-

lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2(BD2:0097:01:DE:HTML; http://eur-
lex.europa.eu/Notice.do?val=493338%3Acs&lang=da&#93338%3Acs%2C&pos=1&page=1&nbl=1&p
gs=10&hwords=&checktexte=checkbox&visu=; http://eur-

lex.europa.eu/Notice.do?val=498875:cs&lang=en&H&B875:cs,&pos=1&page=1&nbl=1&pgs=10&hwor
ds=.
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should the total business volume of the shadowibgrdegment, as it already happened in

the United States, exceeds the business volunfegtgular banking segment.

One proportional legal approach should secureittaivers the majority of financial
institutions and must not initialize a “race to thatom” that negatively affects the public
wealth in the European Union. The before-mentiobadiness volume of the shadow
banking segment underlines the systemic meanitigiobanking model and the need for a
careful and proportional approach: The stronger Eueopean Union controls regular
banks, that stronger is their incentive to circuniue legal supervision and the stronger
the risk of another financial crisis in the futura drying shrinkage of the shadow banking
segment by a relentless regulation could acceldhatévicious circle” of financial market
regulation®® A superficial effective regulation neglecting tlieg-term economic effects

can easily turn into a boomerang.

In particular, the attempt of the European Commarssd define all shadow banking
entities exclusively induces the challenge to fabelar features of the already regulated
banks and financial institutions without shadow lkag character, which could finally
result in regulatory omissions - this could makethar supervision authority (“shadow

banking regulatory board”) inevitabfé*

All in all, an indirect approach, as is recommendsd the Commission “Neue
Finanzarchitektur,” seems preferable since it caddtribute to keeping the diversity of
financial business models and, moreover, to differisk strategies and different group of
customers: Diversity can be seen as one esseattalr fto stabilize a financial system as a
whole.®® If all banks and shadow banks underlie the sangelatory approach and

therefore the same legal restrictions, this regaiatould easily create a dangerous pro-

293t http://www.handelsblatt.com/unternehmen/bariehattenbanken-die-67-billionen-dollar-
branche/7407732.html.

2% Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 35.

2% Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 36.
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cyclical crisis-amplifier’®® Should another shock happen to the financial ntsrkiis
could induce the necessity of suitable reactiokss ffire sale$”” - not one for the banks
but also for any equally regulated financial ingtian?°® Under those circumstances, it
could be advantageous if there still was a “Whitgkt?®: ,As dark as they are often
portrayed, shadow banks may now play the role otewknights for lenders trying to
offload risky assets to comply with European raguly capital targets by the middle of
2012.%%°

Notably the securitisation-model as one widespmaadifestation of shadow banking
could take on increasing importance in the futumparate financing since the
strengthened regulation of the financial segmentesithe financial crisis of 2008/2009
causes increasing costs to many credit institutiblas can generally minimized by the
outsourcing of credit claintS: NeverthelessMichael Barnieras the reigning responsible
EU-Commissioner for the single European Market gnefto aggravate the rules on the
outsourcing of financial transactions and announaeckgulatory directive on shadow
banking for 201%2303

In contrast, the German commission “Neue Finanzidur’®” under the patronage
of Ottmar Issing former chairman of th&erman Bundesbanfrefers a mandatory charge

for shadow banks that could minimize the incenfimethe outsourcing of risk&> “Neue

2% Cf. Rudolph,n: Bortenlanger, Aktie und Kapitalmarkt (2013),. (9, 36.

297 |n general, the expression ,fire sales“ is a symo for selling goods at heavily discounted pricesthe
context of the financial markets, it refers to sé@s that are trading well below their intrinsialue, such as
during prolonged bear markets, cf. http://www.istepedia.com/terms/f/firesale.asp.

2% Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 36.

29 In the context of the financial market law, a tehknight is corporation that acquires another
corporation on the verge of being taken over byderdeemed undesirable by company officials, cf.
http://www.investopedia.com/terms/w/whiteknight.asp

300" Cp.Halstrick, Tighter Bank Rule$2011).

%01 Cf. Rudolph,n: Bortenlénger, Aktie und Kapitalmarkt (2013),. 49, 23.

302 Cf. http://ec.europa.eufinternal_market/financesimittees/#maincontentSec2.

303 . http://www.handelsblatt.com/unternehmen/bart&ehattenbanken-die-67-billionen-dollar-
branche/7407732.html

304 Against the background of the financial crisi2608/2009, the ,Neue Finanzarchitektur‘-Commission
was founded in October 2008 under the patronageighfing German chancellor, Angela Merkel, to submi
propositions on defeating that crisis and to préwe@milar crisis in the future. The Commission isell
known as Issing-Commission.

%95 On the new international architecture of fina@fe Dombret/EngelenKreditwesen (22/2012), p. 1156
ff.
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Finanzarchitektur” recommends that the E€H&ll monitor and access all the respective
risks.3%® Thereby, Issing prefers an indirect approach due to frictions comiog the
enforcement of a direct regulation and, moreovee,  the problem that shadow banking
will increase in the future because it seems toabke to develop innovative special
solutions in the non-regulated financial segmendt, a regulatory arbitrage can contribute
to the public wealth. A modern Europe without amahcial innovations that significantly
contribute to economic growth and public wealthherdly imaginable - notably the
resulting credit volume, the climatic change and pgension funds would suffer by an

interdiction of securitisations.

Whether any of the before-mentioned recommendatisnsceed, seems very
questionable since, on the one hand, dominant dinhoenters like those in the United
States or in the United Kingdom already announcetdrchined resistivity against any
shadow bank regulation and, on the other handeesns very ambitious to target some
shadow banks since these entities transferred ltisiness to tax havens like the Cayman
Islands®*” Notably an exclusive definition of the shadow bamitities as it is driven in the
Green Paper of the European Commission would alwmea the risk of regulatory

omission.

Namely, Article 5 of the European directive 20119, released on 16 November
2011, on the amendment of the directives 98/78/EQ)2/87/EC, 2006/48/EC and
2009/138/EC concerning additional supervision oaficial corporations that belong to a
conglomerate (financial directive of the Europeamidd) requires the European
Commission to weigh up whether the scope of thectire shall expanded to those
corporations such as SPVs that, so far, do notrimdeny financial market supervisidff.

The responsible European supervisory bodies paefader scope of the before-mentioned

36 cf. http://www.handelsblatt.com/unternehmen/bat&ehattenbanken-die-67-billionen-dollar-
branche/7407732.html.
07 . http://www.handelsblatt.com/unternehmen/bari&ehattenbanken-die-67-billionen-dollar-

branche/7407732.html.
308 Cf. http://wirtschaftslexikon.gabler.de/Archiv/A$l /verbriefung-von-kreditportfolios-v9.html.
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directive since SPVs neither underlay any sectebrting requirement? Thus, further

regulation of shadow banking activities is expe@ethe European level.

1.7.8. Statement and interim result

All in all, it is obviously a too short perspectite only focus on the (possible)
negative effects of shadow banking and, in pamiGuhe economic contribution of hedge
funds instead of their positive contribution towanmarket efficiency and public wealth.
Primarily, as one consequence of the enormous exetein resulting from the economic
globalization, the global disequilibria of commere®tably between the industrial
countries and the emerging countries and the isargaconomic pressure resulting from
the digitalization of daily life, any legislationf diedge funds should consider that the
financial crisis of 2008/2009 was primarily a csisif liquidity, and that the steady supply
is significant for continual economic growth. Thasy too strong regulation could have
the effect that financial innovations become legsetive or nipped in the bud. An entity
that does not underlay the respective legal remeérgs on equity and supervision may
cause higher risks than any regulated bank. Bugethisks could probably be contained
more effectively by a legal approach that focusesinterfaces towards other (regulated)

credit institutes instead of facing the legal ésdiitself.

As Walter, the former chief economist of tieutsche Bank-grouf1990-2009) points
out, an adequate and satisfactory response toirtaacfal crisis of 2008/2009 should
reduce interdependencies and complexity betweenfittencial market participants:
Against the background that the (unexpected) irsaly of a big and strongly networked
credit institute could easily affect other (econoafly sane) market players - as it revealed
by the phenomena of contagidh-, it seems economically reasonable, legally peadfe
and inevitable to take legal measures to isolated “candidates” from the other market
participants’! Under this provision the mere transaction volurha financial corporation

309
310

110.
311 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 975.

Cf. http://wirtschaftslexikon.gabler.de/ArchiviA®1/verbriefung-von-kreditportfolios-v9.html.
On the phenomena of contagion cf. Systemic rigkmsufficient equity (1.2.2.) and Annotation No.
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does not have to be a “source of fear” any loridem view of this awareness, any
adequate legal response to the financial crisB008/2009 should neither focus the entity,
as the AIFMD (currently) does, or the mere (finahcbusiness volume, but it should try
to disentangle the infrastructure of financial nergarticipants™® Therefore, any indirect

approach that focuses on the interfaces betweefirthecial market participants seems
more preferable than the direct approach drivemhyAIFMD. Under the provision of a

stronger entanglement of the market infrastructuredge funds can perform one
significant contribution to market efficiency besauthey do not underline the general

equity requirements:*

Under the before-mentioned provision of a strongatanglement, a stronger
containment against the realization of systemiksrisan be accomplished through a good
Corporate Governance that sets on clearly distsigad corporate structures particularly of
financial concerns, intervention of the supervisdmyard in the case of emergency
(restructuring, outsourcing of single concern dapants, steady survey of the demands
and obligations of shareholders), contingent chmteangements (capital supply even
under the conditions of a difficult market situatidransformation of debt securities into
adherent equity), stabilizing funds, authorizatfon early intervention of the supervisory
board) and internationally directed insolvency negs following the Winding Up-directive
of the European Commission and the recommendatadnthe UN-Commission on

International Trade Law'®

1.8. Policy of low interests
1.8.1. Expansionary monetary policy

Furthermore, the policy of low interest that was hy the Federal Reserve can be
identified as another reason for the recent firgngiisis. On the one hand, low interest

can be seen as a strong stimulus for the privatswner. Low interest is essential for a

312 cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 975.

313 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 975.

814 Cf. Grabaravicius Dierick ECB-Occasional Paper No. 34 (August 2005), pp.;K#han/RockLaw
Review (May 2007), pp 1 ff.

315 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 975 f.
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strong domestic demand that is one significant tmmd of a high and sustainable
employment level in the private economy. On thespthand, it led to an increase in the
general demand for credit and set the wrong ingestio consumers who forgot their real
solvency. As the FCIC points out, the credit lesdaitowed credits although they knew
that the borrowers could not afford these finantte&hs and that it could cause dramatic

losses by the depositors of mortgad/és.

Policy of low interest represents a business mtdglcan be called the “Expansionary
monetary policy”. Also the Federal Reserve runsuairiess model that stands for the
advancing of large amounts of credit at very lowesa'’ That Expansionary monetary
policy decreases an appreciation for consumer gandgesults in the danger of inflation.
Inflation is not only a bracket for the general momic development but also an attack on
the deposits of lower-income groups that are ndgnmabre strongly affected by losses of
monetary value than higher income groups. In agdiditany inflation has the effect that a
person’s debts decrease more quickly. Howeverpia idecrease in debts can also affect

the volume of someone’s debts.

The expansionary monetary policy was accompaniedabgeneral undercut of
standards. This undercut of standards significargbulted from the widespread ,ratings
shopping“ by issuers and investment banks, whichkeeed the rating standards because
the CRAs who provided the most favorable ratings more busines$ Moreover, the
distribution of mortgage loans and mortgage sesedt bonds (,decline of mortgage-
underwriting standards*) accelerated the contagiosity: As the real espaiges declined
and the mortgage lenders got into delay of payntbet,lights on Wall Street began to
shade®® The creditors often ignored the solvency of tideibtors and many participants of

316 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen

(2009), p. 12.

On the policy of low interests cf. Second Chaptet.

318 Cf. Levin-Report (2011), p. 31.

319 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 149,33Qnder the federal securities law,
particularly the investment banks acted as an uwiter or placement agent liable for any material
misrepresentations or omissions of material facéslenin connection with a solicitation or sale of a
security to an investor. Until the outbreak of theancial crisis of 2008/2009, they sold RMBS
securities and CDOs to large institutional investaf. Levin-Report (2011), p. 33.

320 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 2225, f., 39 f., 127 ff., 137 f.

317
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the securitisation system spent too much trusthe tapid risk transfer - as one
consequence, it came to enormous losses that edfeélse whole system as soon as the
debtors stopped fulfilling their credit obligationsdespite many warnings theederal
Reservealso did not take the necessary meastffddany mortgage lenders set the level
so low that the lenders gave blind trust to thelification of the borrower while ignoring
his solvency. Namely, the rating agencies let tlaekets blow up as the risky securitised
instruments could not have been distributed withmadhet - without the rating agencies

the financial crisis would not have taken plate.

In particular, concerning the issue as to whether gublic housing policy was one
major condition of the crisis, the FCIC came to tkeult that, namely, the former US-
presidents Bill Clinton and George W. Bush set d@imis objections to promote houses of
one’s own. At the beginning, the Community Reinvestt Act 1977 (CRA 197%)
contained the widespread ,Redlining” - a practibattrejected credit requests without
considering the real solvency of the applicant d aommitted the respective financial
institutes to loan those municipal bodies, to invesheir municipal development and to
offer (public) services, from whom they acceptethficial deposits. All of this happened

in compliance with the bank’s security and honestriess practice¥?

The FCIC does not consider the CRA 1977 as an essentiabrfaxt far as the
disposition of second-rate credits is concernednyManders of second-rate credits were
not subject to the CRA 1977 and, moreover, invatitgs have shown that only 6% of the
-high-cost-credits” - representative for seconcerettedits - had a relationship to the CRA
1977 at all. Among those lenders that granted tgeslibject to the CRA-legislation, the
probability of insolvency was 50% smaller than agtimose lenders who were not subject

to the CRA. As the Report points out, the actudloas undertaken under the CRA-

%21 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen

(2009), p. 13.

Cf. Nationale Kommission zur Untersuchung der Finanad Wirtschaftskrise Schlussfolgerungen
(2009), p. 14.

The CRA was passed by the US Congress in 197U(32Z. 2901) to encourage banks to make loans
in low- and moderate-income neighborhoods, cf. Fade€inancial Institutions Examination Council,
http://www.ffiec.gov/cra/history.htm, requested Fedry/18th/2013.

324 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 27 f.

322

323
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legislation was far beyond the real requiremémg&oncerning the public housing policy,
the FCIC concludes that the US-government failedrenmt credits to those families that
had no access to the financial markets - in pdaicuecause th&ederal Reservand

other financial supervision bodies failed to comtiaiesponsible credit lendirig®

1.8.2. Liar loans

Since 2000 the abovementioned Expansionary mongiaigy that was run by the
Federal Reservlad already begun with the Carter (1977-1981) anttdd (1993-2001)
administrations and was then supported by the Bahinistration (2001-2009).It was
originally aimed at a widening of the supply ofyatie homes for lower-income groups. In
particular, the relaxing of mortgage standards miadese purchases also possible for
families that had previously been considered tmdtesufficiently creditworthy to qualify
for a mortgage; that increased the demand for esaéhte and prices rosé’ The
Expansionary monetary policy aimed at a strong@iatantegration of those income
brackets and provoked the widespread assumption ébheryone can afford almost
everything. Nevertheless, it is also seen becadisa mpidly increasing demand for
securitised mortgages that began with the new mmilen and which led to many
mortgage banks being less-careful with assessmehtthe borrowers and to the
abandonment of careful documentatiéhRetrospectively, it is assumed that many credits

were obtained by fraud; thus these credits areddithr loans>***°

As the FCICpoints out, after the refinancing boom, the origpna were in need of
product innovations that could make expensive homese affordable to still-eager
borrowers: The solution consisted in riskier, maggressive, mortgage products that

brought higher yields for investors but correspagti greater risks for borrowets The

325 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen

(2009), p. 18.

326 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 25, 2731 ff.

%27 Hull, Risk Management (2010), p. 333.

328 Kiblerin Festschrift fur Schwark (2009) p. 499, 501.

39 “Ljar Loans” can be defined as loans where thadwer lies on the application form, dflull, Risk
Management (2010), p. 522.

330 Kiblerin Festschrift fir Schwark (2009) p. 499, 501.

%1 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 132.
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Center for Responsible Lenditf{gwarned that holding a subprime loan could become
something of a high-stakes wad&tThus, subprime mortgages rose from 8% of mortgage
originations in 2003 to 20% in 2065’ About 70% of subprime borrowers used hybrid
ARMs whose low “teaser” rate lasts for the firstotwr three years, and then adjusts
periodically thereaftef>® Lenders qualified borrowers at low teaser rateih wittle
thought to what might happen when rates reset.&iiyrbecause from 2000 to 2007 about
70% of subprime loans were Hybrid ARMs, Hybrid ARMscame the workhorses of the

subprime securitisation mark&t.

Apart from the “liar loans”, the ,teasers” also\seat as another significant cause for
the financial crisis of 2008/2009. ,Teasers" cardeéined as ARMs with higher re-setting
interest rates. As the FCI@bints out, after the refinancing boom, the orighpng were in
need for product innovations that could make exipensomes more affordable to still-
eager borrowers: The solution consisted of riskieoye aggressive, mortgage products
that brought higher yields for investors but copamingly greater risks for borrowet¥.
Against this background, th€enter for Responsible Lendingarned that holding a
subprime loan could become something of a highestawager:>® Thus, subprime
mortgages rose from 8% of mortgage origination@0A3 to 20% in 200%*° About 70%
of subprime borrowers used hybrid ARME?.

Moreover, as the FCI@ighlights, the ,securitisation machine” generatadrtgage
products such as NINJA-loarfé' Loans of that kind are characterized by negative
amortization successively terminating the borrowezquity>*?> Soon there were many

different kinds of mortgages available on the mgrékenfounding consumers who did not

%32 http://www.responsiblelending.org/, requestedrebruary/19th/2013.

333 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 132.

334 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 132.

335 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 132.

336 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 134vin/Coburn Financial crisis (2011, p. 28.
337 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 132.

338 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 132.

339 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 132.

%0 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 134.

%1 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 34.

%2 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 34.
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examine the fine print, baffling conscientious lbavers who tried to puzzle out their

implications, and opening the door for those whated in on the actiofi>

1.8.3. The asset bubble

The Expansionary monetary policy is directly basmd the already-mentioned
securitisation of risk$** The Expansionary monetary policy ended with theaaly-
mentioned burst of the speculative bubble. In @sy\beginning, this bubble did not result
from the already-mentioned subprime credits buinfitthe flood of savings from rapidly
growing international emerging markets that droppesvn the level of interest in the
United StatesS* Retrospectively, it could have been prevented byriaf look at the
structure of real estate credits in France: Acewydo financial experts at theternational
Monetary Fund(IMF), the structure of French real estate credstsrelatively sound
because the big French credit institutes, sudBrédit Agricole,predominantly grant these
credits at a fixed interest rate instead of grantimortgage loans on the modelFdnnie
Mae**® andFreddy Mac®*"348

Concerning the question as to whether an exceskquifdity contributed to the
outbreak of the financial crisis, the FCpints out that low interests, widespread easily
available capital and international depositors thi@ferred an investment in the United
States were conditions for the rise of the asskbled*? According to the FCIC’s point of
view the US Government ignored that risk for qaitng time and was little prepared for
the crisis. The US Government had not developedsarayegic plan for the case of the
crisis and reacted contradictorily - with the résafla widespread insecurity and panic at
the financial market¥° As further causes, the FCIC adds the enormoustgrofvpublic
debt between 1978 and 2007 and, moreover, thenendi the profit quote of the private

33 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 34.

344 Cf. First Chapter, 2.2.

35 Cf. Bill Thomas, Member of the Inquiry Commission of the Federal éves, N.N., Finanzkrise,
Auszlige aus Presseartikeln No. 5/2011, pp.12 (12).

36 Cf. First Chapter, 1.1.

7 Ibid.

%8 WipperDIE WELT (July/307/2011), p. 20.

%9 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 25.

%50 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 21 4 2
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earnings in the United States. Nevertheless, thH€ EGncludes that a possible surplus of
liquidity must not necessarily cause a financiasisr The essential causes of that crisis
consisted in the failure to control effectively thgcesses at the mortgage and financial
markets. Indeed the availability of affordable ¢alpis one essential condition of economic

expansion and growth if the respective assets ifwwproductive channef§®

1.9. Financial incentives for an expanding consumjan

A low interest rate always conveys a strong ineentd purchase consumer goods one
normally cannot afford or pay for immediately. Thuduring the global economic
recession, many firms and warehouses offered cosisuradits at an interest rate of 0%.
This extrinsic incentive has the effect that maopsumers do not estimate their future
financial solvency carefully enough, not considgram unexpected incident such as the
loss of their job. Their insolvency means the losgheir financial freedom for several

years and possibly a dependence on public resources

Against the abovementioned background, wrongfudly iacentives that result from
low interest rates do not create a welfare surfdusinyone, neither for the firm that sells
consumer goods on a credit basis nor for the caedeconsumer, the community of tax
payers and the general public. It only contributethe credit institutes that profit from a
speedier circulation of money. As is shown by teent financial crisis, this effect is only
a short-term effect that is more than neutrali$ede systemic risk realises that the credit
granting institute cannot fulfil its obligationswards depositors that result from the
abovementioned maturity transformation. As it isndestrated in the case dakhman
Brothers>>?the burst of the credit bubble that resulted fribile Expansionary monetary
policy and the low interest rates in particular camsequently cause the collapse of the

concerned credit institute if an adequate CDS do¢gxXist.

%1 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen

(2009), p. 17.
%52 Cf. First Chapter, 1.2. and 2.2.
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1.10. Lack of self-restraint

Among other core reasons, a widespread lack dfrestiraint among financial
managers and directors refers directly to the direaentioned®®falsely set (extrinsic)
incentives that result in a false structure of rearation, and in the widespread faith in an
unlimited economic growth and in the already-diseasworldwide separation of risks and

the lack of personal liability of managers.

From the author’s perspective individual remunenatit the eve of the financial crisis
2008/2009 was one essential but not the sole cmise®™ This objection cannot be
dismissed completely because in many corporatibasetis indeed a principal pressure
that comes from the shareholders as the propriefotise corporation who decide on the
investment and accumulation of their capital, ofv@rthe basis of the portfolio strategy of
the managers. The decision as to whether thesega@eun a sustainable or speculative
portfolio strategy and even the decision as to kived of extrinsic incentives is
predominantly drawn by the association of proprigtaot by the portfolio managers
themselves. Thus, one cannot identify the widesplaek of self-restraint as a core reason.

1.11. Insufficient transparency of financial produds

Moreover, the recent financial crisis also resulttom the often insufficient
transparency of financial products and financiaksi It can be identified as the initial
point of the realisation of systemic risks. Thengmational securitisation of risks
specifically led to a totally insufficient transparcy of financial products. If one cannot
understand a product, one cannot estimate its @skiscannot take measures to develop
safeguarding strategies for the case that thess @ase unforeseeably realised. John
Moulton, thehead of the private equiy firm Alchemy Partnersmade the observation
that many private equity firms “bought all this hikh themselves, most of which their
senior managers did not understand, and they haea left holding the baby with

unsalable, overpriced, over-enthusiastic debt6threr words: Many banks allowed a vast

%53 Cf. second Chapter, 1.3.
%4 Cf. Second Chapter Annotation 1.4.
%55 For a further discussion on the regulation ofge equity se#homsenEBOR 10:1/2009, pp. 97 ff.
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amount of money to be gambled on products whichr teenior managers did not
understand>® Thus, hardly anyone knew or could calculate thk profile associated with
securitised products such as CD%s.

In particular, the obscurity of CDOs results frohe ttechnique of packaging credit
risks: Several classes of securities are created & portfolio of bonds and there are rules
for determining how defaults are allocated to @as¥ The CDOs build, meanwhile, a
strong industrial sector of the capital market veheelected assets are bundled, which can
be compared with the factoring in the individuakimess: The risk that the creditor cannot
repay his loan is transferred to the capital matkedn the one hand, a securitisation as it
happened in the case of the CDOs can contribuentefficient (global) contribution of
risks and to the stabilisation of a global finahsigstem by diminishing the concentration
of risks in the banking sector and distributing staaisks more widel§?° On the other
hand, SIVs enable credit institutes to conduct baffance sheet financing for their
securitised debt®! It is noteworthy that SIVs were used in the sansy s conduits.
Finally, the widespread use of these financial vations minimised the transparency of

financial products, which is essential to an effecprotection of the financial consumer.

The rise of securitised financial products is alsde seen in view of the First Basel
Capital Accord (Basel §?that required banks to hold specified amounts agital in
reserve against loans made in certain broad caésgdtAs one consequence of the Basel
| capital requirements, many American banks begadetvelop a new kind of mortgage
loan that follows this principle to originate theahs and then (immediately) sell them to

other banks and insurances, all over the world.

%6 Mcllroy in Straus, future of banking (2009), pp. 119, 123.
%7 Mcllroy in Straus, future of banking (2009), pp. 119, 119.
%8 | ee/LeeFinance (2006), p. 59.
%9 Volkart, Corporate Finance (2008), pp. 784, 948.
22;’ Mcllroy in Straus, future of banking (2009), pp. 119, 124.

Ibid.
%2 For further information on the Basel Capital AatseeArnold/Boos Die Bank 2001, pp. 712-715;
BoogSchulte-Mattler Die Bank 2001, pp. 346-35&lsas/Krahnen Die Bank 1999, pp. 298-304;
Enrich/Paletta, The Wall Street Journal (July/27/2010), p. 219)sman/Riecke/Afhippe,
HANDELSBLATT (July/28th/2010), pp. 34-3%chmidtBB 2011, pp. 105-109.
For the latest information on the capital requieats under the regime of “Basel 3” stehmidt,BB
2011, pp. 105-109.
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Many credit institutes purchased the abovementidimaticial products. They failed to
implement an adequate risk management in time dotiky their risks, and they did not
take measures to minimise their consequences befoeg were realised. As a
consequence, the recent financial crisis hit thaselit institutes dramatically. In the
author’s point of view it was particularly the comgling of higher-rated debt in financial
innovations such as CDOs that created a significesht of infection and distres§?
Normally, the (national) central banks take theoesibility not only to issue the currency
but also to set and to manage the monetary pditdp. the event of the financial crisis
2008/2009 they seemed to be unable to immediatetyaysufficient answet®

2. Provisional comments

Against the abovementioned background, one haseatise that the effect of a
regulatory framework depends on the level of de¥dihat does this mean for the supposed
core reasons of the recent financial crisis? Itmaghat a detailed and careful analysis is
also always a retrospective analysis. Those caasores that were really crucial for a
financial crisis in the past must not be that i the future. They convey one general
conclusion that the origin of a financial crisiatlappeared in the past that does not have to
be valid in the future among other global circums&s®*’ As already mentioned, the rapid
and long-lasting growth of the Chinese economy bandentified as one fundamental
symptom that global circumstances can turn rapitilythis context, one could add the
global disequilibrium of currency and commerce dhd unexpected Euro crisis. As a
conclusion, one has to consider that the supposetireasons do not offer any claim for
universal validity. To establish a proportional asustainable regulatory framework, they
have to be considered among the presently foreleeabonomic and financial
circumstances. They also must not neglect the glet@omic development that one can
foresee for the future.

34 Cf. First Chapter, 1.4. and Second Chapter, 1.1.\lker, in: The Future of financial regulation

(2010), pp. 179 (198).

%5 | ee/LeeEncyclopedia of Finance (2006), p. 54.

366 Cf. First Chapter, 3; on the future role of teairal banks as the lender of last resortélker,in: The
Future of financial regulation (2010), pp. 179 (X99

%7 On the consequences of uncertainty for regula@@inPaccesECFR (2010), pp. 479 ff.
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Third Chapter -

REQUIREMENTS OF AN APPROPRIATE RESPONSE
TO THE RECENT FINANCIAL CRISIS

1. Compulsory international standards on capital, spervision and
transparency

1.1. Principle of proportionality

Moreover, the FCIC concludes that the financiasisrresulted from an undercut of
standards. It considers the break-down of finanmarkets stability as the result of a
widespread failure of financial regulation and suj=on*®® In view of this awareness, the
European Commission made a proposal for a podsitlee regulation of the AlF segment
that covers the activities of hedge funds and peieguity - one possible conclusion of the
recent financial crisis? This approach does notlyapp the funds as such but to the
management function. According to the AIFMD, thenagers of the funds have to
register. Furthermore, it provides a minimum lesetapital to contain excessive leverage,
requirements to the fund manager’'s remunerationfartder general provisions on risk
management, liquidity management, asset valuatcamflicts of interest and other
business conduct requirements. Because this dieeciiused a controversial discussion at
the European Council, our focus is on the requirgmef an appropriate, sustainable and
proportional regulatory framework that respectswagous contents of economic freedom
that are granted in the Lisbon Contr&tt.

The Lisbon Contract is mandatory among the cur28nEuropean Member States and
the EU and came into force on 1 December 2009¢esepting a new legitimacy basis for
this supranational European subject community. Wghenforcement, the Treaty on the

%8 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen

(2009), p. 7.
%9 For further information on the Lisbon Contrac Blswak,Lissabon (2011), p. 73-81.
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functioning of the EU (TFEWY’®) was put into force. Moreover, those (economic)
guarantees of the European Charter of FundameightR(ECFR™) obtained the status
of real, basic rights. For instance, in the cutsediscussed context this has the effect that
each market participant can directly refer to thargntee of free entrepreneurship (Article
16 ECFR) and the guarantee of private propertyi¢er7 ECFR) if she/he holds the view
that she/he is hurt by a legal act of the Europ@ammission, the European Council or
even the European Parliament. The respective gmsmrconvey the status to claim

directly.

Any sustainable response that is given for thentefieancial crisis should correspond
to the principle of proportionality’> Why should one choose a legal regulation if a
corporate governance regulation has the same aifethe financial market participants
but causes less welfare loss€§7t is the essential objective of a financial marke
regulation to protect the financial market partaifs against the realisation of systemic
risks. It should not be an objective of a finanamrket regulation to give the state
authorities another occasion to demonstrate tloeirep and impact. If there is no necessity
for a state regulation, it is necessary to abdtaim a state regulation. This should also be
respected by the European Commission, which toetate the financial crisis by the
AIFMD, which was set into effect on 11 November @01legally, the principle of
proportionality is one constitutional and econoressential element of the European
Contract (Article 5 paragraph 4 of the TFEU) andtloé constitution of almost every
European Member State. It says that any regulatfioan economic behaviour that is
always curtailing private freedom must corresporith whe basic economic rights. It must
be suitable, necessary and adequate to reach ¢nedavg aim of the regulation. However,

the principle of proportionality is not only a légaquirement.

370 Consolidated version of the treaty on the fumitig of the European Union, Official Journal of the

European Union, C 115/47, dated May/9th/2008.

European Charter of Fundamental Rights (ECFRfici@f Journal of the European Communities 2007
C 303, P. 1.

872 Cf. third chapter, 1.1.

33 On Corporate Governance and the new hedge futidsat cf. Briggs, Journal of Corporate Law
(2007), pp. 681 ff.
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Following Walker, the financial supervisory authorities must consideat any
overreaction to the recent financial crisis couvén the effect of unnecessarily limiting
future innovation and welfare benefits while polsidwerextending the duration and depth
of the crisis with unnecessary measures that wonlg restrict liquidity®>’* credit creation
and supply’”® In view of the perpetual risk of over-regulatiamy regulation should align
not only regulatory incentives but also economieittives’’® To ensure that the “breath”
of a corporation as the elementary condition fer ‘threath” of each national economy is
not restricted under severe economic conditionsh @agulation must correspond to the
principle of proportionality. All in all, the govemental entities should take care to
carefully regulate the investment segment and therational activities of hedge funds
since these entities seem indispensible for afgettsy liquidity of many segments of the

real economy’’

1.2. Principle of sustainability

The abovementioned principle of proportionality ase legal requirement of a
sufficient response to the recent financial cnsian almost natural requirement and finds
its expression in the principle of sustainabifityThis sophisticated principle goes back to
the final Report of the Brundtland-Commission of819(Brundtland-Repoft®) and
demands a development corresponding with the rexpgints of the present generation
without neglecting the possibilities of the futugeneration to satisfy its requiremerfts.
The economical, ecological, social and cultural aliewment shall correspond with the
steady preservation of the conditions of humanteni=3*! Nobody shall use anything
that is essential for our daily life in a mannerethdestroys its source. Each legal measure
should respect the prohibition of disproportionaeasures in order not to destroy

something that is steadily necessary for the fonetity of a civil society, such as a steady

374 The liquidity of a corporation that is expresdedits cash flow refers to the ease and quicknéss o

converting money to cash, ckee/Lee,Encyclopedia of Finance (2006), p. 167; Walker, B5JI
(11/2007), pp. 567 ff.

375 cf.Walker,in: The Future of financial regulation (2010), a9 (195 ff., 202 ff.).

376 Mcllroy in Straus, Future of Banking (2009), pp. 119, 120.

377 Definition of the Real Economy cf. Annotation Ng9.

378 On the meaning of the sustainability principle fie-organising economy in the post-financial srage
cf. Faxon/Kéhler/Michie/OughtorCambridge Journal of Economics Vol. 37 (2013),1§¥ ff.

879 Cf. Brundtland-Report (1987), bullets No. 72 ff.

%0 cf. Kaller, in: Schwarze, Europarecht (2012), AEUV, Article blillet No. 14.

%L Cf. Kaller, in: Schwarze, Europarecht (2012), AEUV, Article blillet No. 14.
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credit supply for the real economy. By defining sherequirements, the principle of
sustainability primarily aims at the means of likebd for future generations. Since the
taking effect of the Rio Declaration on Environmemd Development in 1992 (,Rio-
Declaration®®), it defines a global standard for the actionsmj state®®* It requires that
our present behaviour shall respect the requiresneintfuture generations and secure that

the future generation must not suffer any disacagafrom our present behaviotif.

Legally, the principle of sustainability is defing@d Article 3 No. 3 of the Treaty on
European Union (TE®®). According to this legal requirement, the EU shairk for the
sustainable development of Europe based on balaemetbmic growth and price stability,
a highly competitive social market economy, aimiag full employment and social
progress (...). The principle of proportionalityfisthermore based on Article 5 No. 1 TEU
and Article 11 TFEU.

In relation to the regulation of the financial metk and, in particular, alternative
investments, the principle of sustainability regsithat the trust among financial market
participants shall be preserved to secure the mabistole credit supply, also for future
generations. The principle of sustainability regsithat any legal measure in view of its
transaction costs and its complexity should brimg best possible effect. One also could
call this aspect of the sustainability principles tefficiency criteria. For instance, if one
really decides to launch the European-wide discufsancial transaction tax (FTT), one
has to be sure that it not only contributes to gaeepublic money, but that it also assists
in containing systemic risks, now and in the futdrbe principle of sustainability that is
closely linked to the principle of proportionaliyas a constitutional dimension because it
concretises the defence function of the basic sightall (national) European countries and
even of the (supranational) EU. Referring to thgulation of alternative investments, at

the European level it concretises the basic rigiftgree entrepreneurship (Article 16

32 published in the internet under http://www.unesmgeducation/nfsunesco/pdf/RIO_E.PDF, requested

on February/18th/2013.

383 Cf. Kaller, in: Schwarze, Europarecht (2012), AEUV, Article blillet No. 14.

%84 Cf. Kaller, in: Schwarze, Europarecht (2012), AEUV, Article blillet No. 14.

%5 Consolidated version of the treaty on EuropeaiotyrOfficial Journal of the European Communiti€s,
325/5, dated December/24th/2002.
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ECFR) and of property (Article 17 Abs. 1 ECFR) tlaaé acknowledged as real, basic
rights under the regime of the Lisbon Contract.

Admittedly, each legal measure represents a mandammpromise between the
counter-rotating interests that have to be equahilse the state because the state has to
enable the peaceful coexistence of different scatabrs with counter-rotating interests
which can be seen as the legitimate basis of tite.sh legal measure in compliance with
the principle of sustainability is one essentialy kier the steady fulfilment of the
abovementioned state function. As is shown by th&, Rhe effective containment of
systemic risks is in the public interest. Nevemtiss| it is also in the public interest not to
endanger the steady private credit supply that baen seriously affected by an
overregulation that not only concerns the individyld interest of financial market
corporations but also the public interest of al\dtamestic demand if - as a consequence of
an overregulation - the credit prices rise, andydigconsumer goods become unaffordable

for many consumers.

Any sustainable response to the recent financiaiscshould reflect all the different
aspects of the crisis. It ought to set the focusamdy on the behaviour of bank managers
and those incentives that led them to run a totdkam business strategy. It can be seen as
one key aspect as to what constrictions on pripedét-making are justified to prevent the
public costs of a systemic failure in the finanaiadrkets*®® Can that development that
directly led to the recent financial crisis be fifistl ethically? Could anyone have
prevented this development? Is it really a financisis, or does it possibly express a lack
of ethical values among bankers and among cons@neerispossible to identify one major
responsibility of anyone? In any case, the F@i@ws the conclusion that it was a systemic
collapse of accountability and ethical principle®r example, the number of borrowers
that could not repay their mortgage already a feantims after the closing has already
doubled between summer of 2006 and the end of 380Zonsequently depositors,
corporations and the public lost their trust in fin@ancial systeni>®

36 Mcllroy in Straus, Future of Banking (2009), pp. 119, 120.

%7 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 22.

38 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen
(2009), p. 12.
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At the beginning of the third year after the outtikr®f the recent financial crisis, there
was a breadth correspondence among financial eXpetaiming that the recent financial
crisis was the consequence of a couple of thingsnaeds a sustainable approach that sets
the focus not only on the financial reasons. Thegple of sustainability has its origin in
environmental law and is based on the idea thatdneumption of the present generation
must also consider the requirements of the futereeratior’>° What is to be done to avoid
a similar systemic failure in the future? Whatetlas approach consists of, a sufficient
answer must also set the focus on other possiakons.

Any sustainable regulatory framework should focustbe fact that the economic
circumstances that can be identified as the fund#&aheof any economic regulatory
framework change very speedily, which can be seethé enormous volatility of the
equity price. The volatility is an economic measof¢he uncertainty of the return realised
on an asset* Whereas in risk management, the daily volatilifyaomarket variable is
defined as the standard deviation of the percentgeaily change in the market variable,
the volatility can generally be defined as the d#ad deviation of the return provided by
the variable per unit of time when the return ispressed using continuous
compounding®® The volatility is represented by the equity prikat can underlie dramatic
changes within one single day.

%9 Sinnpoints out that the financial crisis of 2008/20@3ults from a couple of different thingSinn,

Kasino Kapitalismus (2009), pp. 108-229am and Herzoghold the opinion that the recent financial
crisis is based on different circumstanc&am, Subprime Crisis (2009), pp. 99-108&ierzog,
Finanzmarktkrise (2008), pp. 9-13.

For further information on the principle of susgbility and its significance to the regulation thie
financial market seitterer, Wirtschaftsdienst 2002, pp. 67-7Bjesse,Manager-Eid (2009), p. 1;
Polleit, Wirtschaftsdienst 2008, pp. 720-72RaffelhiischenWirtschaftsdienst 2002, pp. 73-76;
Steinbriick DIE WELT (2008/06/21), p. 12.

%91 Hull, Risikomanagement (2011), p. 210.

%92 Hull, Risk Management (2010), pp. 175, 197.
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1.3. Economic guarantees of the Lisbon Contract

Under the Lisbon Contra€f any appropriate response to the recent finandiisdhas
to respect the contents of the ECERThe Member State constitutional law, the Lisbon
Contract®is based on the priority of private economy anahtg a couple of economic
basic rights, such as the guarantee of privategptpjisection 17 of the ECFR), the liberty
of private enterprise (section 16 ECFR), the Ipe@itbusiness (section 15 ECFR) and the

guarantee of association (Section 12 ECFR).

The constitutional priority of private economy deténes the type of regulation (legal
regulation or corporate regulation) and the contdrthe regulation. Private corporations
can be seen as the “cluster” of a modern civilegciAlso, the private corporations in the
financial sector grant employment and convey a okance for a financial existence
independent from the state to many people. Thexeforegulation should not endanger the
liquidity situation of private corporations: Thecdeaf private liquidity means the end of an

independent existence.

1.4. Disclosure as a cornerstone of investor protean

As Walker mentions, in connection with more compianovative products and
techniques, it is essential to maintain adequateldeof transparency and disclosure.
Transparency is one key requirement of the sudibEnequilibrium of those powers that
represent a market economy and its well-functiorfprgce) mechanism. It saves the trust
of market participants - among investors and ancamgumers - that the product really has
the worth that it has in the conditions of a freenpetition. Moreover, it is a shield against
a too-strong intervention-- specifically, regulatiby the financial authorities that causes
welfare losses because any regulation that binbBcpresources sets one essential reason
for the widening of taxes and minimises corporaiolquidity resources. Finally, it

393 Basically to the amendments of European law kg ltisbon ContractNowak, Europarecht nach

Lissabon (2011), p. 1 ffSuhr,in: FS Fiedler (2011), p. 715 fiwittinger,in: FS Fiedler (2011), p. 739
ff.

394 For this issue se@ongdonin O"Neill, Global Financial Crisis (2009), pp. 29-39.

95 For further information on the Lisbon Contrac Blswak,Lissabon (2011), p. 73-81.
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creates a substantial competitive disadvantageetmational economy. Thusygoulead™
emphasises that disclosure is the cornerstone wfirarestor protection in securities
markets.Avgouleaspoints out that up to the outbreak of the receraricial crisis, it was
assumed that on the basis of all available infamnatmarket actors would adjust their
decisions and positions and strategies for infolonatontent with the aid of arbitrage
efficient markets and would be perpetuated in ataroce with the main assumption of the
efficient market hypothesis (EMH), which is a dirapplication of rational choice theory
to market behaviour?’ The EMH is based on the assumption that assezpdompletely

reflect relevant (available) informatiSif

Any standardisation or interdiction of securitiggebducts is a too-strict measure of
financial market regulation. Nevertheless, to aohia sufficient level of transparericy,
one should seriously consider restricting the dsseeouritised or those products whose risk
profile is unascertainable or uncert&fiAllowing banks to securitise and sell on their
loans without bearing any continuing risk of thdsans has encouraged insufficient
discipline in terms of the loans matféAs a consequence of the recent financial crisis,
banks ought to continue to bear some (substarg@tjon of the risk on the loans they
have originated to encourage them to be carefultathe loans they make in the first
place?®?In particular, CDOs should be transparent so thatperson who bears the risk

can easily be identifiet*

A stronger transparency of risks is one way to eahia stronger protection of the
financial consumer. Among financial analysts argjer transparency is held as a standard
liberal response because better-informed partitgpare more likely to act rationally in

their own interest and thus maximise overall socialfare®* A stronger level of

3% Cf. AvgouleasECFR 4/2009, p. 441.

397 |bid.

398 Cf. Hull, Risk Management (2010), p. 518e/LeeEncyclopedia of Finance (2006), p. 103.

399 For the future transparency requirements in GaynsaeSchwald DIE WELT (2011/01/15), p. 21.

400 Mcllroy in Straus, Future of Banking (2009), pp. 119, 125.

401 Mcllroy in Straus, Future of Banking (2009), pp. 119, 128.

402 Mcllroy in Straus, Future of Banking (2009), pp. 119, 129.

403 H
Ibid.

404" Thomsen,EBOR 10:1/2009, pp. 97, 105; on the requirementstefadily well-informed market
participants cfWalker,BJIBF (11/2007), pp. 567 ff.
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transparency, therefore, contributes to a minimdéideonocracy among the participants of
the financial markets. Finally, the editing crenhstitute profits from a stronger level of
transparency because it can reduce its contraahdhtransaction costs. Transaction costs
are those costs that are necessary to executesadton'® In particular, they cover the
costs of information and the costs of communicataond coordination between the

participants of the transactiéff,

The level of transparency that is adequate to aoststemic risks cannot be answered
generally. Nevertheless, it is important that el of transparency refers to the specific
risk of the traded financial product. The highes #pecific risk, the higher are the
transparency requirements that have to be grantatiebediting institution. All in all, a
sustainable regulation of private equity and othkgrnative investments should set the
focus on a stronger transparency of financial pctglto enable every market participant a

realistic view of the worth of a financial product.

In this context one has to consider whether a ggonransparency really needs a
stronger regulation by the financial authoritiesjfa kind of self-regulation is sufficient.
The idea of a stronger self-regulation of the megty markets was promoted by Alan
Greenspan, the former president of the ¥édifter the breakout of the financial crisis,
representatives of the American Republican Parly tiee view that a stronger regulation
and a reduction of subsidies for privately ownednas and a stronger liability of bank

directors would not be the appropriate responseetdinancial crisi$®®

In contrast, the FCIQiolds the view that the policy of stronger selfuiagion led
finally to the abandoning of essential protectioechanisms that could have contributed to

the effective containment of the financial crisifie policy of self-regulation led to the

405 Jostin Kohler/Kiipper/PfingsterBetriebswirtschaft (2007), pp. 782, 783.
0% Dietl in K6hler/Kiipper/PfingsterBetriebswirtschaft (2007), pp. 1750, 1751.
407 Cf. N.N.,Finanzkrise, Ausziige aus Presseartikeln No. 5/200.12 (12).
408 H

Ibid.
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decline of the regulatory requirements subjectitarfcial institutes “>° Moreover, the
abandoning of the respective protection mechanisomgributed to serious gaps in the
supervision of critical sections in the volume eWeral billions of dollars - namely, the
system of shadow banking and the OTC-segment. Bhieypof stronger self-regulation
that was driven by the US Government until the mak of the financial crisis of
2008/2009 permit financial corporations to chodsedupervision of their own preference
which caused a “race to the bottdi?” for the most neglectful supervisory bodyThis
race also revealed in the widespread ,ratings shgpfi Issuers and investment banks
were engaged finding the CRA that offers the highaings**? All in all, the almost
unlimited trust into the self-regulation of finaaticorporations resulted in serious
supervisory gap$: In particular, those supervisory gaps also rewkealehe omission of
any statutory basis of the SEC to exercise regylaaathority over the CRAs until the
enactment of the US Credit Rating Agency ReformiA@eptember 2008*

1.5. Coherence of chances and risks

It is essential to establish a regulatory framéwibrat terminates the separation of
chances and risks amdconstructs the direct coherence between the regeggersonal
profit participation and the manager’s persondility.

409 Cf. Nationale Kommission zur Untersuchung der Finanae WVirtschaftskrise Schlussfolgerungen

(2009), p. 19.

Within the international competition of locatiofer business and industries, it normally prevéiat

location with the comparatively most liberal legigbn. On the one hand, this competition forces the

national governments to an efficient use of tapéiser common goods and contributes to their moyetar

budget discipline - on the other hand, it consetjyeresults in a loss of labour standards and

infrastructural standards. Finally, it can alsccéopther governments to reduce their standardslirté,

in: Hirte/Blcker, Gesellschaften (2006), p. 52 (§Marginal no. 94) andBonin, in: Hirte/Blcker,

Gesellschaften (2006), p. 316 (§ 10, Marginal no. 2

Cf. Nationale Kommission zur Untersuchung der Finanad Wirtschaftskrise Schlussfolgerungen

(2009), p. 8.

42 Cf. Levin-Report (2011), p. 31.

413 Cf. Nationale Kommission zur Untersuchung der Finanae WVirtschaftskrise Schlussfolgerungen
(2009), p. 19.

44 Cf. Levin-Report (2011), p. 43 f.

410
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This is an ethical principle that goes back totdeehings ofAdam Smitht>and which
is also an important conclusion of the “Freibur@shule™!® which holds that every
participant of a market economy should be liablehis own debts. If one considers that
the fund managers have a widespread room for mam®etihat results from the
acknowledgement of the B3R, it should be their first objective that the fuischot her or
his own property but represents the money of geeple. This is relevant to the risks of
an investment and to the information requiremeinés $hould be respected when closing
the investment contract. Liability of the fund mgaes is the key for the realisation of a

stronger sustainability and to prevent a natioatiis of losses in the future.

A direct coherence between chances and risks sessntial for that trust that is
essential for a well-functioning interbank commernoe the general public acceptance of
credit institutes and for the acceptance of thdesysof a market economy. It helps to
reduce those transaction c4&ishat arise with any financial transaction and dbntes to
the speed of monetary circulation. Among finaneigberts, there is a widespread consent
that a high level of monetary circulation sets sigmificant condition for the realisation of
higher yields. Based on this assumption, a higbeellof monetary circulation creates a
welfare surplus and contributes to the wealth ofional economy as a whole. Thus, a
direct coherence between the manager’'s personét pesticipation and the manager’s

personal liability is one essential parameter wicae sustainable regulatory framework.

45 Adam Smith The theory of moral sentiments by Adam Smith, Bbnar, Journal of Philosophical

Studies, | (1926), pp. 333-353.

For further information on the Freiburger Schaled the German “Ordoliberalismus” see lgbrn,
Marktwirtschaft (2010), pp. 20-26.

In the German corporation law the BJR, whoseiorign be seen in the American corporation law, is
integrated in § 93 paragraph 1 S. 2 of the GermidieAgesetz (dAktG); For further information on the
BJR seds6ppert,Business Judgment Rule (2010).

Transaction costs are those that result fromycagrout any trade that means the commissions thkeis
difference between the price obtained and the nidpof the bid-offer spread, cfHull, Risk
Management (2011), p. 530.

416
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2. Capital requirements
2.1. Minimum capital levels

The Basel Committee recently released the conteinBasel Ill that focuses on a
strengthening of the available equity position. viiew of the enormous losses that
happened during the recent financial crisis, theeB&ommittee proposes a range of
amendments that lead to a general change awaydrstronger self-regulation that were
granted under the Second Basel Capital Accord (BRsend that contain stronger equity
requirements, the introduction of a “stress-testplemented by the financial supervisory
bodies, a supervision of OTC derivatives and thplémentation of clearing devices for
CDS.**® Thus, the latest edition of the Basel Capital Adcintends to strengthen
regulation, supervision and risk management of Ila@king sector to improve the
immunity of credit institutes against the variousahcial and economic turbulences, to
enhance the risk management devices and govermamtcstrengthen their transparency
and disclosuré® Normally, well-informed investors could make ttight decisions or at
least would be fully informed that they would beirag on their own risk&?! In particular,
Basel Il is based on different tiers that foresgenger capital requirements by doubling
the “Core 1 capital’” from 2% to 4.5% and adding @oaservation buffer of 2.5% that

raises the “core tier 1 ratio” to 7%

2.2. Adequate liquidity support by the central banls

The credit supply of the real economy can be ifledtas one indispensable condition
for a sustainable economic growfi A healthy financial sector is crucial to the slipi
and growth of the entire economy of a courftyThe real economy and the consumer
have a vital economic interest in a well-functianicredit supply® The recent economic
growth that can be seen in Germany not only re$udta its strong export trade; it is also

based on a revived private consumption. The reah@uy itself has a vital economic

419 Hull, Risikomanagement (2011), p. 289.

420 Cf. Basel Commitee on Banking Supervision, Rewvisi(2013), pp. 4 ff.

421 Cf. WymeerschECFR (2010), pp. 240, 240.

422 Cf. Basel Committee on Banking Supervisi®asel Ill (2011, pp. 13 ff.

4233 Strobel,DIE WELT (2010/11/22), p. 2; on the meaning of temtral banks for financial stability dfe
Maux/ScialomCambridge Journal of Economics Vol. 37 (2013), Dff.

424" Dam, Subprime Crisis (2009), pp. 95, 98.

425 Strobel,DIE WELT (2010/11/22), p. 2.
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interest in the credit supply of private consumkeetause it is less restful to put the
economic growth on a different basis. Otherwisepmpany runs the risk of one-sided

dependence.

Walker holds the view that an adequate liquidity suppgrthe central banks should
be granted at any time, whereas central bankss-ctthinment of Walker seems to aim at
the European Central Bank (ECB) and the corresponding national institutes, such as
Deutsche Bundesbardénd others - must review the operations of domestid cross-
border inter-bank markets to ensure that they vedtéctively in all conditions and at all
times with necessary funding facilities being masiailable where appropriate. This point
of view seems correct because the recent finarmials became evident when the
interbank market started to collagfééThe revitalisation of the well-functioning interila
market required an enormous financial interventtmn the central bank&® At the
beginning of the recent financial crisis, big-sizatt very experienced credit institutions
had to explain to their shareholders and to theketarthat they were unable to sell
securitised mortgages they had purchased for detrerasand millions of US$°- the

losses of these institutes run up to more than 0$H® million?*°

Nevertheless, the function of the central banksdtually not to compensate the
consequences of any insufficient portfolio stratexfythe commercial bank¥' and of
investment banks. As it was already mentioned,r@rotason of the recent financial crisis
was that the portfolio managers often rely on ségt@stance when they decided on a high-
risk portfolio strategy. Any future regulatory framork should include a legal clarification
that there won’t be any bailout: Every credit inge is generally responsible for the
consequences of its own portfolio strategy, ansl iesponsible in the case the assumptions
of the portfolio managers do not correspond toatieial developments. The principle of

second liability is also applicable between invesitmbanks and the central bank.

42 ghort information on the election of the presidehthe European Central Bank: Gflaede, EWS

(2011), pp. 173-175.
427" Cf. First Chapter, 2.5.
428 Cf. Kiibler,in: Festschrift fir Schwark (2009) p. 499, 500.
429 H
Ibid.
430 Cf. New York TimegFebruary/1/2008), C 6.
431 A commercial bank is a credit institute that skeposits and make loans.
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Nevertheless, during the recent financial crisig financial losses of several credit
institutes ran up to an extent that they reallyseauthe necessity of several bail-out-

packages in the United Kingd8#

2.3. Implementation of a systemic risk buffer

To effectively contain one similar financial crisis the future it seems notably
essential to protect (financial) institutions fransolvency where the asset values fall,
although these are only ancillary to the refertiguidity measure&* Thus, many banks

implemented a systemic risk buffer by operatindwaithigher equity levéf*

3. Monitoring of credit accumulation

The information basis of the directors can be sagerthe initial point of hidden
information and hidden transaction if the directase their freedom of action to pursue
their own individual agendas. This phenomenon iB-krewn as principal-agent conflict
or moral hazard, and can be identified as anottver iason for the recent financial crisis.
To reduce this conflict of interest that can benfun almost every capital corporation, it
is discussed whether a compulsory and advancedionioigi system should be established.
The monitoring of money and credit growth is essénb contain inflation and to avoid

cyclic disruption?®®

In addition, a compulsory monitoring system conitéds to the transparency of the
director’s portfolio strategy, and it can be sesroae significant parameter of an effective
risk management that helps to avoid systemic rifksancial supervisory bodies must
allow (financial) institutions to continue to inrate and expand although minimum levels

of disclosure and transparency must be maintainedll @imes to ensure an effective

432 cf. Walker,in: The Future of financial regulation (2010), Ag9 (184 ff.).

433 Cf. Deloitte, Global systemic risk (2012), pp. 8 ff., 13 f\alker,in: The Future of financial regulation
(2010), pp. 179 (197).

434 Walker,in: The Future of financial regulation (2010), A9 (196).

435 Cf. Walker,in: The Future of financial regulation (2010), pF9 (196).
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supervisory and market oversidgfit.t is significant that the monetary authoritiesnitor

and manage any credit accumulation appropriatedyl #imes?3’

The group of financial experts working withe Larosiéreproposes ESRE® to
coordinate the supervision of systemic ri$ksThe ECSR can be described as a parent
authority that aims at concentrating the expemisthe European Member State’s central
banks and all supervisory bodies in the branch afkb, insurances and market
supervision, identifying systemic risks and findisgjutions to prevent those risks in the
future?*® The ESRB shall ensure overall financial stabilishich can be seen as a first
step towards a European financial monitofifigyringing together the heads of national
central banks, the ECB and the EU offici§fsBy possessing comparative advantages of
information and action that results from their ®ight of payment systems, their own
refinancing operations, their various activitiegtie financial markefé® and their presence
in international committees, these bodies are @bhssess possible domino effects and to
identity disequilibria*** The ESRB would be an essential element of therduiuropean
monetary supervision, which will be able to proval&urope-wide view of developments
in the different EU markets and therefore would ddde to address warnings and

recommendations to the national superviétts.

As is proposed by walker, The ERSC could also Hsen an advanced monitoring

system that could have contributed to contain theedsion of the recent financial crisis

436 Cf. Walker,in: The Future of financial regulation (2010), pF9 (196).

437 Cf. Walker,in: The Future of financial regulation (2010), pF9 (196).

3% Introduction and overview on the new Europeaarfiial supervisory system: (Bauer/Boegl,BKR
(2011), pp. 177-186; cf. alsoDiekmann/Fleischmann, WM (2011), pp. 1105-1109;
Zilch/Hoffmann/DetzeE WS (2011), pp. 167-173.

439 About the supervision of hedge funds under tiginte of the AIFM cf.Nietsch/GraefZBB (2010), pp.
12-20.

440 Cf. N.N.,G20-Agenda, Ausziige aus Presseartikeln No. 5/21118,(4, 5).

441 Monitoring means the long-term identification)leotion and evaluation of financial data in tharfre
of a systematic investigation, respectively an ingthat is centralised by a superior body or atitkio

442 Cf. N.N.,rulebook, Ausziige aus Presseartikeln No. 37/204.08 8).

443 About the requirements of a sustainable reguiaticthe financial market$N.N., Regulierung, Ausziige
aus Presseartikeln No. 8/2011, pp.16-20.

444 Cf.N.N.,Lessons, Ausziige aus Presseartikeln No. 5/2018,(pp.

445 Cf. WymeerschECFR (2010), pp. 240, 250.
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can be seen as a part of an advanced risk managestécH*® conveys a suitable early-
warning system and is one essential element ofdaarzed corporate complian®€.To
maintain suitable working conditions at the int¢io@al financial markets, the concerned
credit institutes take over an essential part effthancial supervisory and thereby keep the
impact on the volume of compliance costs. It isagally well-known that the financial
institutes try to shift their compliance costs oftfteir customers by increasing the credit
costs. Higher credit costs have a negative impactth® domestic demand, on the
development of the GDP and finally on the rate wiplyment. As a conclusion, an
advanced monitoring system, as proposedVglker, combines the advantage of an
effective risk management with the advantage afngel credit rate level and several other
benefiting economic effects. It creates a win-wination for all market participants: for
the credit institutes, for their customers andgéeeral public.

4. Well-functioning risk management

Normally, the institutional position and the vatydof the abovementioned BJR
convey to the directors a comfortable projectiomédrmation. However, this projection is
significant to a well-functioning board of direcsoand to enable the ruling of a portfolio
strategy that is predominant in the global economoimpetition. Moreover, it is essential
to take the necessary compliance measures andtablisgis a well-functioning risk
management for the case of unexpected risks -riticpkar, in view of the awareness of
the FCIC that the dramatic failure of corporate ggoance and risk management of
systemically relevant financial institutions setotrer essential reason of the financial
crisis of 2008/2009°°

A well-functioning risk management is important &ese financial institutes have

recently widened their portfolio by using secust@nd dealing with financial vehicles of

48 For further information on the requirements of advanced risk management system see

Bloss/Ernst/Hacker/Sérensefinancial Engineering (2011), p. 532 fflull, Risk Management (2011),

p. 14 ff.;Lee/LeeEncyclopedia of Finance (2006), p. 491 ff.

The term “corporate compliance” stands for thosasures that are taken by a firm or corporatiacto

in accordance with the relevant legal requireme@itgporate Compliance can be seen as a part of the
risk management of a corporation.

448 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 18 ¥, 2, 183 f., 307 ff.; 319; 336 ff.

447
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an increasing complexit§? An effective individual bank internal risk managamh system
provides that those areas of underlying high ristkvy (e.g., subprime-lendirfd®) should
be managed directly and immediately, and neithéxga¢ed nor incorporated into larger,
more complex product§? Therefore, a well-informed board of directorslsodn the vital
interest of each investoWalker further states that a well-functioning risk managet
requires that all areas of underlying high-riskiaigt, such as the segment of sub-prime
lending, should be managed directly and immediatby should neither be delegated nor
incorporated into larger, more complex productshvitie destabilising effects that they
may have on the repackaged debt and the subsespleanhcy of the purchasing banks or

other institutions concerned.

5. Stronger economic convergence among the Europedember
States

5.1. Stronger economic convergence by a Europearamsfer union?

Whatever the answer is to the recent financiaigsribe significance of private credit

¢°2 should be considered. One

supply and the declining significance of nationantier
must find a sustainable compromise between theestteof the private lending business
and the investors to realise a satisfactory yietdherwise, there is no attraction for private
investors - and the general public interest of @wvg systemic risks. The recent financial
crisis has shown that the prevention of systensiksris a public concern. In particular, it
endangers employment, public finances, and, finabiyional independence, as is shown in
the case of Greece. The realisation of systemiksrisndangers the supranational
“community of values” that is represented by the. Hde community of values finds its

direct expression in the European Charter of B&ghts (the EU ChartéB}®or in the

449 cf. Walker,in: The Future of financial regulation (2010), A9 (198).

40 On the necessity of an advanced risk managenfiefirst Chapter, 1.1.

41 cf. Walker,in: The Future of financial regulation (2010), A9 (198 f.).

452 For further information on the declining meaniofj national frontiers se®enner, Transnationales
Recht (2011).

Borowskiin Meyer, Charta (2011), preliminary remark artitlebullet No. 1aMeyerin Meyer, Charta
(2011), preamble, bullet No. 28.

453
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Charter of the United Nations (the UN Chaft&)which represent two strong sources of

transnational law.

With regard to the enormous mobility of private italpand the fact that the EU is both
an economic place without national frontiers ancbenmunity with common values, the
prevention of systemic risks is not only a natior@hcern but a European concern. Thus, a
common European response to the recent finandégas @ould be one step to achieving a
stronger economic convergence among the MembeesStditthe EU. One essential step
would be to achieve a stronger convergence betiteenorthern states that set a stronger
financial focus on monetary stability and the maoythern states that set their focus on

social welfare.

A common European answer to the recent financisiscis the proposal to implement
effective measures against a transfer union irfetirepean Contract and to work towards a
stronger financial discipline of each European Mem8tate. The term “transfer union”
describes a joint responsibility of the more prespe European Member States such as
Germany,as well as for the less prosperous Eurobkamber States such as IreldfidA
transfer union stands for the (unlimited) purchesgovernmental bonds by the EEB
and is an expression that either hints at the ees€uhe European currency union or its
collapse. The transfer union is a governmentaltyanised transfer of wealth on a legal
basis and, according to an international contsmateral states are committed to each other

to a regular financial equalisatié.

The European Constitution contains the interdictbbfino bail out”; according to the
constitutional principle that was implemented bg Maastricht Contractthe EU bears no

responsibility to adhere for the debts of any snguropean Member State. The former

4% Neu A., UN-Reform (2006), p. 1.

4> On the legal development of the EU towards asfiemunion cf.Callies/SchoenfleischiZ (5/2012), p.
477 ff.; Muller-Franken,JZ (5/2012), p. 219 ffSesterEWS (3/2012), p. 80 ffweber,DVBI. 2012, p.
801 ff.

456 On the role of the ECB under the conditions ef Buropean debt crisiSesterEWS (3/2012), p. 80 ff.

457 Cf. http://www.boerse.de/boersenlexikon/Transfén, requested October/19th/2012.
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president of thd®eutsche Bundesban®ttmar Issing, stated that a monetary union witho
a stable Euro could only survive if central bantependence is respected, which implied
that the ECB abstains from fiscal policy actionschs as buying sovereign bonds in
secondary markets. However, to change the “nodudfl-clause in the direction of a bail-
out regime was not a step towards a democratitedfigimised political uniof>® Even if
the ECB is authorised to purchase an unlimited arhof governmental bonds of the
European Member States, the TFEU still includesextlinterdiction of bail-out in Article

125 paragraph 1.

5.2. Convergence by the introduction of Eurobonds

For the practical implementation of the transfelonnit is important that the ECB is
authorised to purchase government bonds from tlaadially suffering southern European
countries such as Greece. In view of the probalmlita Greek state insolvency, there is an
on-going political debate on the so-called Eurodstl, whose introduction is rejected by
those countries such as Germany who have a strigetary discipline, and who recently
launched a constitutional debt bracket to reducsr tbudgetary deficit. The federal
government of Germany has opted to define a “deditd*®° in the German Constitution
that will be effective in 2016. A similar solutiaa also being discussed at the European
level. The governments of those countries with astitutional debt bracket reject Euro
bonds because they hold the view that these batige the pressure on the financially
suffering countries to reduce their own budgetagfioit by taking suitable measures to

improve their competitiveness.

5.3. Convergence by the implementation of the ESM

The discussion of a European transfer union waantgchighlighted by the discussion

on the steady Euro rescue fund ESM (European 8yaliechanism) that was launched in

458 Cf.ssing,Slittering to the wrong kind of union, Financiaiés (2011/08/08).

49 For further information on so-called eurobonds seMiiller-Franken,JZ (5/2012), p. 219 ff.

460 According to Articles 109, 115 and 143d paragrapiGG, the German federal state is committed to
reduce its structural deficit down to 0.35% of@BP at the beginning of 2016, and each single Germa
state is committed to present debt-free budgeis 2010, cf.IFSt, contribution No. 479 (May 2012), p.
32.
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view of the sovereign debt crisis in Greece, Spidty, Portugal and Irelanf* The ESM
can legally be qualified as an international cacttfar the supplementation of the EU’s
integration program that is beyond the controlhef European Parliametf?

As it is underlined by the defendant in the regeptiblished decision of the German
BVerfG the legal regulations on the ESM contribute ® g$hcurity and the stability of the
European Currency Union and do not enable the dotrion of an extensive union of
liabilities and transfers but authorise punctuaktithin a clearly defined situation to

temporarily limited relief actions and stipulatstsct conditionality?®®

5.4. Further analysis and Conclusion

A proper governmentally well-organised transferwsalth could contribute to the
general public welfare within the EU if it helpsequalise the wealth differences between
the more prosperous northern European Member Statkdhe less prosperous southern
European Member States. In general, the equalmsaifowealth differences can be a
suitable measure to defang political and sociaflmi® and to enhance the identification
with the European project. Even the most seriouspatitors of the EU, such as India,
know about a kind of interior financial equalisatioNevertheless, the legal provisions
should be comparatively detailed to contain thk ofkgeneral welfare losses and the risk
of a “suffocation” of the national performance stiors.

An adequate pressure on the budgetary disciplineach single European Member
State is a mandatory provision for the consolidatid the EU as a whole. Among the
conditions of globalisation and the tectonic sHifit results from the emerging countries

such as India can be seen as the initial poiat refdefinition of the global powers It is an

461 On the European debt crisis and its impact om#t®nal budgets of the European Member States cf.

Kopp,NVwZ (No. 24/2011), p. 1480 ff.

462 BVerfG, Judgment from September/12th/2012; Rs. 2 BvR 129( BVR 1421/12, 2 BvR 1438/12, 2
BVR 1439/12, 2 BVR 1440/12, 2 BVE 6/12, bullet 263tz/SauerPOV (2012), p. 573, 575.

463 BVerfG, Judgment from September/12th/2012; Legal case R B$90/12, 2 BvR 1421/12, 2 BvR
1438/12, 2 BVR 1439/12, 2 BVR 1440/12, 2 BVE 6Miarginal no. 178.
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essential provision for a sustainable coherencevemst national chances and ridRs.
Indeed, at the national level, one can see a kinglaasfer union, such as the financial
equalisation among the 16 German federal stateg she late 1960s - in Germany the
more prosperous federal states such as Hamburgcanrstitutionally committed to

financially assist the less prosperous federagststich as Berlin.

Nonetheless, one has to consider that the EU ikared state nor a national common
destiny but a supranational legal personality flodows the principle of subsidy. It is
important that the EU as a community of values dabe challenges of globalisation. To
face the challenges of globalisation, it seems mamd to implement a stronger
synchronicity between the EU as a political commurand the EU as an economic
community. Thus, there is an on-going politicalcdission on a fiscal union, and on a bank
union it is essential to consider the (mandatolginents of a sustainable reform of the EU
and - followingWinston Churchill’svision that he presented in his well-known speech
even the concept of a real political union follogiithe political concept of the United
States of America. As long as the constitutionalvions of a real political union are not
in force, the concept of a transfer union followithg conception of the federal financial
equalisation seems constitutionally questionabls. iAis shown by the example of
financially distressed Greece, probably the mosemi$al condition of real political
independence is the national financial consolidatihat is based on budgetary
discipline,which could get lost under a transferonnbeyond a real political union. A
European transfer union finally honours those Mem8iates with less discipline and less
willingness for a substantial contribution to th&).Bf it does not consist of mandatory
boundaries, it could endanger the whole Europeajegr Thus, any European fiscal
transfer mechanism should not consist of long#gstiontributions similar to the system of

federal financial equalisatiof®

64 On the coherence between chances and risks eguaement for a sufficient response to the recent

financial crisis and for the future European regalaof alternative investments cf. third chaptes.
465 BVerfG, Judgment from September/12th/2012; Legal case R B$90/12, 2 BvR 1421/12, 2 BvR
1438/12, 2 BvR 1439/12, 2 BvR 1440/12, 2 BvE 6M3rginal no. 171.
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Namely, the propositions of thBe Larosieregroup aim at combating regulatory
arbitrage by deciding compulsory minimum EU-widarstards, providing a binding
mediation between disagreeing national authoriteesd coordinating international
“colleges of supervisors” without forbidding thetioaal bodies to go beyond the common
standardé®® As was highlighted by Axel A. Weber, the formeegident of the Deutsche
Bundesbanka (legal) solution is needed that strengthensfitiencial system and its
resistivity as a whole - one superior objective thias underlain by a detailed road map for

a reform of the financial market regulation at Wiagious G20 meetindg§’

466 Cf. N.N., rulebook, Ausziige aus Presseartikeln No. 37/20p0,8p(8); cf. alsoN.N., G20-Agenda,
Auszlige aus Presseartikeln No. 5/2010, pp.3 (3).
467 Cf.N.N.,G20-Agenda, Ausziige aus Presseartikeln No. 5/21.8,(3).
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Fourth Chapter -

THE ALTERNATIVE INVESTMENT FUND MANAGERS
DIRECTIVE

(AIFMD)
AS AN RESPONSE TO THE RECENT FINANCIAL CRISIS

1. Introduction of the AIFMD
1.1. Chronology, general concept and overview
1.1.1. Chronology

The European Commission has reacted to the remericial crisis with AIFMD. In
its very first design this financial market regidatis based on the ideas of Klaus-Heiner

Lehng®®

and Poul Nyrup Rasmuss&iwho came to the conclusion that - in view of the
global financial crisi&® - aworldwide regulation and supervision of all participantstu
financial markef,! including the financial products, would be necegsAs most of the
other propositions for the future regulation of fimancial markets, the AIFMD focuses on
an improvement of market discipline and the reductdf information asymmetri¢é?
whereas not every initiative aims at a strengthgminfinancial market regulatiod® The

AIFMD aims at the strengthening of investor pratmtt market integrity, market

%8 The report of Klaus-Heiner Lehne aims at the dpamency requirements of institutional investons fo

further information on Klaus-Heiner Lehne see cfitpifwww.kh-lehne.de/ (requested on
August/24/2011).

The report of Poul Nyrup Rasmussen aims at tigellaon of hedge funds, private equity funds,
transparency requirements of institutional investond the future framework of the rating agencies.

Cf. introduction.

471 Whereas the worldwide market for equity transaxtiincreased by 5% to almost €900 billion in the
year 2010, the west European market for thoseaddiofns decreased by more than half to €150 biion
in opposition to the relevant market in the UnitBthtes (increase of 40% to €356 billion), Asia
(increase of 72% to €272 billion) and South Ameficarease of 211% to a historic top position 01 €8
billion), cf. TheisselmannCORPORATE FINANCE law 1/2011, p. 1, 2 (on the basf Thomson
Reuters Deals Bj Generally resume the development of the capitatket law in 2010, cfWeber,
NJW (2011), p. 273 ff.

On the regulation of information asymmetrieshia investment lawSchmolkeWWM 2006, p. 1909 ff.

473 Cf. Muller, Hedgefonds (2011), pp. 243, 280.

469

470
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efficiency and the monitoring of capital accumwati’®.*’®> As already stated, the
monitoring of credit accumulation is one decisiveoyision for the premature

identification of systemic risks as a part of amatted risk management.

As already mentioned, the latest version of theMiIEs based on the ideas of Jacques
de Larosiére, was released by the European Conmmissi 30 April 2009This version
was generally accepted by the European ParliamerOoNovember 201¢° and finally
released in the official gazefté of the EU on 1 July 2011. After this final act of
legislation, the AIFMD became effective on 21 JBBA1. The precise determination of its
legal validity is decisive for the calculation dfet time corridor that is given to the

European Member States to transfer the AIFMD ihtartown national laws.

1.1.2. Overview

Besides general (Articles 1-3 AIFMD) and particujmidelines on the certification
of the alternative investment fund manager (AlFMjticles 3a-8 AIFMD), the AIFMD
includes on the operative business activitiehefAIFM that refer to the good conddé,
equity requirements, organisational requirementd Hre outsourcing of AIFM tasks
(Articles 8a-18 AIFM). Chapter 4 states transpayeraguirements (Articles 19-21). The
following chapter refers to AIFM that administrateveraged funds, those with a
dominating influence (Articles 25-30 AIFM).

With the conditions of the new information techrg&s, private capital is a very
mobile factor of production. With regard to the BREtountries and their enormous
economic growth - in 2010 China achieved an ecoogrowth rate of almost 10% - the

regulation in non-European countries avails ofrailar industrial structure that competes

47 Walker identifies a well-functioning monitoringf @redit accumulation as one principal economic
requirement of an appropriate response to the tdommcial crisis,Walker, in: The Future of financial
regulation (2010), pp. 179 (196).

475" Cf. SchmuhlCorporate Finance biz (2011), p. 139, 139.
http://www.aifm.de/tl_files/pdf/Angenommene%20Tepdf (requested August/22011).

477 Official Gazette of the European Union L 174 edbiuly/£72011, pp. 1 ff.

478 On the future of “good conduct” in Europe Efeischer,ZGR (2011), pp. 155 ff.

476
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with the European countries for the favour of pievanvestors. In the age of a private
capital with a high global mobility and under thenditions of the new information
technology, it is important to find an answer te tlecent financial crisis that does not
prevent private investors from choosing the Eurapesarket. In view of the increasing
transnational mobility of capital and the princigddjective to implement a harmonised
regulation in the EU, Chapter 6 describes rulesthef “European Passport of Fund
Managers” (article 34 AIFMD) by defining the rigbf any AIFM to administrate and
distribute AIF in all European Member States (Aesc31-34). Particular rules about third
countries are described in Articles 34a-35 AIFMphrticular, in view of the necessity of
enhanced financial supervision, Articles 40-48taf AIFM define the responsibilities of
the financial authorities and refer to the nomimati capacities and legal measures,
remedies, and to the cooperation between the diffeesponsible authorities (Articles 40-
48 AIFM). Chapter 9 stipulates transitional andafinlauses.

1.2. Objectives of the AIFMD
1.2.1. Overview

The objective of the AIFMD is to implement an enteah level of financial market
transparency (transparency towards investors, wisoes and the employees of the
companies in which they invest), enhanced inforomatiof the financial market
supervisioft’® (European Securities and Markets AuthoripESMA*®® - and ESRB to
implement a monitoring of substantial systemic sjsthe introduction of a common and
resilient approach to the protection of the relévanvestors, the strengthening and
deepening of the single market and the increasingcoountability of AIFM holding
controlling stakes in companies towards employeed the general public. It shall
implement a coherent regulatory framework at theopean level to protect investors,

depositors and financial markets.

479 Further information on the future regulation faincial market supervision in the EU ¥flymeersch,

ECFR (2010), pp. 240, 250 ff,
80 For further information on the ESMA sg&élch/Hoffmann/DetzefEWS (2011), pp. 167 ff.
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1.2.2. Realisation of a harmonised regulation irhe EU

Because of the transnational mobility of capithke tAIFMD aims at a harmonised
regulation of alternative investments in the EUeTéxpression “harmonisation” that is
often used synonymously with the expression “apipnakon” of laws means the issue-
related convergence of national law towards a swgti@nal standard that aims at the
abolition of national differences in law and theoltion of any distortion of
competition*®* The effort towards a legal harmonisation in the §all contribute to the
objective of economic decision neutraff§in view of the order of a maximum practical
effectivenessdffet utilg. Decision neutrality demands that all marketipgrants have the
freedom to decide autonomously in terms of investmefinancing and legal

8

organisatior’® It is a central objective of the European Commissand the OECD and

aims at the reduction of capital export into tféalintries’®*

In particular, the European Passport of Fund Marsa@eticle 34 AIFMD) can be seen
as one essential step towards a stronger legaldmesation: For someone to develop her
or his business activities in any European countryakes onlyone registration in any
European Member State. The registration procedAnticle 3a-8 AIFMD) can be seen as
an integral part of the preventive control of thE=-l and a superior risk management to
identify significant systemic risks. An effectiveepentive control may cause additional
administrative costs, but it is the less-seriouslen for the GDP than those resulting from

the realisation of systemic risks.

To achieve the allowance of the responsible superyibodies, the AIFM has to
submit suitable documents that prove her or hislifipgtion and attach suitable
information that reveals her or his portfolio stigy. These attachments must include the
names of all investors or shareholders who mairdagualified participation in the fund,
the business strategy, including detailed compé&anéormation, detailed information on

481 Cf. Kahl, in: Calliess/Ruffert, EUV/EGV (2007), Article 98ullet 1.
482 Cf. Brahler, Umstrukturierungen (2006), p. Bischer/Kleinedamm/Warnek8teuerlehre (2005), p. 44;
Jacobs Unternehmensbesteuerung (2011), pp. 293 f.
Jon Cf. Jacobs Unternehmensbesteuerung (2011), pp. 293 ff.
Ibid.

483
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the features of the fund, contract conditions atuies of all administrated funds,
information on the portfolio strategy and the bes objectives of the fund and significant
information on the procedure to amend these obgsgtiinformation on the assessment
procedure and possibly the calculation model foe @ssessment of these assets,
information on the possible outsourcing of servieesl suitable information on the
depositary of the fund assets, the assessmentyagendcthe auditot>> Any AIFM who
complies with these provisions will be entitled,onpnotification to manage or market
funds, to professional investors throughout the BUcreating a single regulatory and
supervisory regime for all AIFMs, and the AIFMD Wglontribute to market participants to
master the barriers and inefficiencies that refoiin the current patchwork of national

regulation?®®

The allowance is only given when the responsibtaéaity decides that the AIFM will
respect all relevant legal requiremefftsAs an exception to the latest development of the
jurisdiction®®® of the ECJ, the allowance furthermore provides the administrative
centre of the AIFM and her or his statute centeelacated in the same Member State of
the EU.*®® According to Article 6 of the AIFMD, the responibauthorities must
correspond to the application if the AIFM is exgetto fulfil all legal requirements, avails
himself or herself of an adequate capital (Arti6ldit. a AIFM) and adequate references
and (practical) experience and - in the case whkee investors hold a qualified
participation - this qualified participation is gldle to a solid and cautious conduct of the
AIFM.Also, the main administration and the statcéatre are located in the same Member

State’®

1.2.3. Investor protection by transparency and didosure

According to Walker’s point of view any enhancedulation of the financial market

should secure investment trust and the fact tHactfe operation of those markets is

485 Cf. Jaskolski/GriiberCorporate Finance Law (2010), pp. 188, 193.

486 http://www.aifm.de/tl_files/pdf/MEMO-10-572_EN[}df (requested August/22011.
87 Article 4 AIFMD.

488 ECJ,judgment on December/f2008, C-210/06Gartesig, www.curia.europa.eul.
89 Article 4 AIFMD.

49 Cf. Heese/Lams&GORPORATE FINANCE law 1/2011, p. 39, 42 f.
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well-protected in all major markets because themeéinancial crisis could have resulted
from the failure of investment trut' To realise stronger investor protection, it presd
stronger requirements of transparency and disao&tirThe AIFMD differentiates
between the registration procedure that realisgsoager preventive transparency towards
the supervisory authorities, stronger informatogguirements towards creditors, the
current informatory requirements towards the financial esusory authorities and the
additional informatory requirements of leverageddsi (Article 25 AIFMD) or funds with

a dominating impact (Article 26 ff. AIFMD)* Article 21 AIFMD provides additional
informatory requirements towards the responsibbaities because any short selfify
and the most important asset categories have tanbeunced. These provisions are
completed by informatory requirements on the AlFMiest important market places, her
or his business tools, her or his most importamirodments, her or his most significant

earnings and on the essential risk concentratiotiqf& 10 AIFMD).

Under the provision that the AIFM respects the llegguirements of the annual report,
the informatory obligations towards investors aowdrds the responsible supervisory
authorities and certain further informatory obligas, the Member States of the EU are
entitled to allow the distribution of those AlFtineir countries that are administrated by a
AIFM who is a resident of a third countty

Because of the European Commission’s view thalialde and objective assessment
of assets is decisive for the protection of investthe AIFM has to ensure that all assets
that were purchased by the AIF and the value of\lifeshares are annually asses&8dn

the case of open funds and an irregular capitabase or decrease, the AIFM also has to

491
492

Walker,in: The Future of financial regulation (2010), f39 (195 ff.).

Basically the requirements of transparency agtbeision of a sustainable and proportional rette
cf. Bhagat/RomandzCFR (2010), pp. 273 ff.

93 Article 1 ff. AIFMD.

494 On the present and future regulation of shotinggtf. Zimmer/BeiskerlWM (2010), pp. 485 ff.

495 Cf. Muller/Staub,GesKR 2/2010, pp. 216, 223; on the future reguyaimmework on the distribution
of financial products in Germany &ruchwitz,BB (2011), pp. 1226 ffYoigt, BB (2011), pp. 451 ff.
http://www.aifm.de/organisation.html (requestedAugust/31/2011).
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implement an additional assessment for periodses$ than a yedr’ The assessment

underlies the regulatory regime of the residennogf*®

1.2.4. Strengthening of market integrity and marketefficiency

Systemic risks that result from highly leverageditfotio strategies will be contained
by a limitation of leverage. The legal restrictioh leveraged portfolio strategies aims
directly at the containment of systemic risks antlil mplement a harmonised regulation
for an enhanced market efficiency and market iited?° This requirement is decisive
becauseWalker points out that a well-functioning market providésat all market
participants must trust markets to carry out thessential functions, among others.
Referring to the author’s point of view, the essémbarket functions are the allocation of

capital, processing information, risk managementwealth creation™

On closer inspection, there is a closer correlatietween the key factors of leverage,
systemic risk and trust. For instance, a profesgifund management company can get
into a situation where it cannot fulfil all investieequests to refund if these are submitted at
the same time, as was shown by the 2008 bank Nmsnally, the fund management
companies are committed to disclose the relatidwdzn their equity position and their
leverage in their balance sheets. Thus, each imweah approximately estimate her or his
individual risk of investment. A highly leveragedrporation may have the chance of
having a comparatively higher yield, but it is atsmnfronted with the higher distrust and
reservation among investors that can finally reisudt credit gap. Thus, Basel Il requires a
higher equity position as a shield against banklency, stronger investor trust and the

realisation of systemic risks that result from artdge of credit supply and investor trust.

:Z; http://www.aifm.de/organisation.html (requesteagst/3£/2011).
Ibid.
499 Cf. SchmuhlCorporate Finance biz (2011), p. 139, 140.
%0 Cf. SEC, The Investor's Advocate (2013), published undgy:#ivww.sec.gov/about/whatwedo.shtml,
(requested July/172013).



106

The European Alternative Investment Fund Managémscilve (AIFMD) -
an appropriate approach to the global financialsis?

1.2.5. Monitoring of capital accumulation

Following Walker’s point of view the new financiabrld brought significant benefit
and advance but it also generated new problemschalienges in terms of oversight,
control and stability®* Thus, an advanced monitoring of credit accumutatioust be
secured at all times. To prevent a similar scensuith as the recent financial crisis in the

future, the AIFM provides a stronger monitoringcapital accumulation.

As it is underlined by the considerations of thedpean Commission, the AIFMD
aims at providing a legal framework for the enhahenitoring of macro-prudential risks
and improving risk management and organisationd&gs@ards to minimise micro-
prudential risks. The issue is not only whetheesters understand the risk inherent in the
CDO products which they are buying, but also thatrisks that banks are taking on have
to be monitored trhough public authorities beingeab verify, without inordinate effort,
the true level of the risks to which the bank ip@sed® The AIFMD will enhance the
protection of the investors, improve public accailility for the AIF holding controlling
stakes in companies and develop the single maoke&lF=M. Thus, the AIFM has to take
suitable measures to ensure that the managed &pptsnt an independent and qualified
depository that is responsible for the monitorifigh@ fund’s activities and to ensure that
the fund’s cash and assets are well-protected., Thasdepositories will be held to a high
standard of liability in the case of a substaribak of assets, and the burden of proof will

reside with the depositor}>

The AIFM has to ensure that the depositary of thelfassets uses generally accepted
methods for the assessment of the fund assetsatargee that all fund assets are assessed
in correspondence with the generally accepted atdndn view of the objective of an
effective containment of credit fraud and otheretymf white-collar crime, the AIFM is
neither entitled to overtake the function of the@alstary itself - she or he has to transfer

this function to any credit institute that is régred in the EU - nor is she or he entitled to

01 cf, Walker,in: The Future of financial regulation (2010), A9 (202 f.)
92 Mecllroy in Straus, Future of Banking (2009), pp. 119, 125.
503 http://www.aifm.de/tl_files/pdf/MEMO-10-572_EN[}idf (requested August/92011).
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transfer his principal responsibility to a thirdrpen>°* To build an effective shield against
white-collar crime in the segment of alternativeastments, it is essential that the future
regulatory frameworK” provides a clear definition of responsibilitiescase condition for
an effective containment of systemic risks. Namgig, FCICregards those public officers
as primarily responsible who should have protettedinancial system, those who should
have conducted the regulatory agencies and thosemndngfully conducted systemically
relevant corporations (manipulation of financigbods, waging of too-strong risks): Who

reaches for public accountability and obtains thettof the public¢®®

1.3. Contents of the AIFMD
1.3.1. Fund managers focused approach

First of all, we must define the scope of the dikecto gain a clear perspective about
what kinds of investments are subject to the AIFMBe AIFMD is aimed not at the funds
themselves but at the fund managers and their rdulnesiness activities. Its regulatory
approach is to be seen in view of the AIFM’s wideggl economic freedom that results
from the BJR®" In many cases it is the fund manager who decigeshe investment
strategy and consequently on its risk profffeBecause hedge funds are often located in
non-European countries to obtain a greater flagyhilnder the less-restrictive jurisdiction
of offshore-countries - a non-regulated decisiomsdet classes and the non-regulated use
of short selling and leverage can be identifiedrgsortant criteria for the success of hedge
funds - this approach of indirect regulation seamgropriate because a direct access to the
regulated funds is often problematfé Any regulation of the investment strategies indtea
of regulations for fund managers that could be thasethe definition of investment limits

as - for example - the German approach of the dUBG@ould cause enormous

04 Jaskolski/GriiberCorporate Finance Law (2010), pp. 188, 194.

%5 On the future regulation of the European finansimervision cfHopt, NZG (2009), pp. 1401 ff.

%% Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen
(2009), p. 13.

%7 On the BJR cf. Second Chapter, 1.3.2.

%8 Cf, Sustmann/Neuhaus/Wielarf@ORPORATE FINANCE law 2/2012, p. 78, 85.

9 Cf, SchmuhlCorporate Finance biz (2011), p. 139, 141.

0 Gesetz iiber Unternehmensbeteiligungsgesellschatie/BGG) as amended and promulgated on
September/¥1998 (Federal Law Gazette | 1998, p. 2765), last amended by Article 78 of the law
of December/1%/2008 (Federal Law Gazette | 2008, p. 2586); orfuhere of the UBGG in the light of
the AIFMD: Sustmann/Neuhaus/Wielar@ORPORATE FINANCE law 2/2012, p. 78.
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restrictions and a decline of the private equitgnsent>*! However, does this indirect

approach really solve the supposed core problertteatecent financial crisis?

The AIFMD defines an AIFM as a legal or natural qmer whoseregular business
activity consists of the administration of one asrmalternative investment funds (Article
3 paragraph 1 lit. ¢ AIFM). An alternative invesméund?is defined as an organism for
the collective financial investment, including itsrestment branches that do not underlie
the Undertakings for Collective Investment in Trienable Securities (UCITS?). The
AIFMD does not apply to the UCITS funds. As a bdsisthe transnational distribution of
financial products, the UCITS directive aims at bila@@monisation registration, supervision,

structure, business activities and information &iTS in the EL

1.3.2. Regional scope

Regionally, the AIFMD not only applies to those MFE that are located in the EU.
According to the proposal of the Spanish presigéndf the European Council of 1
February 2010, the AIFMD will also apply to thoséFMs who are resident in third
countrie$™ (e.g., offshore countrie¥ such as the Cayman Islands) and who distribute

share certificates within the EU.

L Cf. Swoboda/Schatin: Striegel/Wiesbrock/Jesch, Kapitalbeteiliguregstt (2009), p. 852.

*12 On the definition of the Alternative Investmenirfd under the AIFMD cfKind /Haag, DStR (2010),

pp. 1526 ff.

Directive of the European Council on the coortioraof laws, regulation and administrative prooiss

relating to untertakings for collective investmentransferable securities (UCITS).

14 Cf. Muller/Staub,GesKR 2/2010, pp. 216, 216.

15 http://lwww.aifm.de/anwendung.html, requested Asyfr*72011.

% The term “offshore” stands for the phenomena thatder the conditions of economic globalisatire,
increasing transnational mobility of capital ane tHigitalisation of information media - numerous
microeconomic functions and processes are disldcet® countries where the market participants
discover more advantageous frame conditions far filieduction and less expensive labour costs.

513
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1.3.3. One-size-fits-all

1.3.3.1. Definition of investment fund

Against the general objective of the European Canion to subject all types of
investors and all kinds of financial business atitig (the one-size-fits-all approach
that bear a substantial systemic risk and to impldman adequate and harmonised
regulation of the financial markets, the AIFMD applto all kinds of fund3:® Primarily,
in view of this widespread scope of the AIFMD, & wseful to describe briefly the
expression “fund”. Generally, this legally and moécisely defined term stands for each
kind of collective capital accumulation that is @sted and administrated by third persons
(fund managers and portfolio manager) for the itors$*® Funds can be defined as special
assets that are separated from the assets of sleé management company and whose
objective consists of the collective investmentransferable securities. They were already
very well-known as an investment strategy in GEtiain in the second half of the 19th
century. Conceptually, these funds followed theaidé opening a profitable investment
strategy with a straightforward risk, even for tbhever-income brackets. By investing in
funds, the lower-income brackets could share theatdges of the capital market and
obtain well-designed opportunities of diversificat??° Due to the batch of numerous
small engagements, the asset management companyngeta stronger market position
und normally obtains relatively advantageous sebeslitions. The investor saves time and
transaction costs because the fund manager overth&grofessional choice of assets and

the professional market observation.

In particular for the lower-income brackets, invesht funds represent a
comparatively advantageous investment strategyusectine investment is not focused on
a single asset but on a portfolio and has to aclediye the principle of risk spreading.
From the investor’'s perspective, the abovementiaegération of assets conveys an asset
shield in the case of the insolvency of the assahagement company - even with this

perspective the investment risk that results frowa participation in a fund is normally

17 Cf. SchmuhlCorporate Finance biz (2011), p. 139, 141.

8 Cf. Swoboda/Schatz,in: Striegel/Wiesbrock/Jesch, Kapitalbeteiliguregdt (2009), p. 852;
http://www.aifm.de/hintergrund-detail.html (requedtAugust/29th/2011).

Cf. Bohringer//Funckijn: Haisch/Helios, Finanzinstrumente (2011), p. 744.

20 Cf. Volkart, Corporate Finance (2008), p. 487.
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comparatively low. However, the investor generdiégides on the market segment where
the investment takes place. For instance, one lsaose between real estate funds, energy
funds or commodity funds. Recently, funds are edistributed at the organised markets.
Moreover, one can choose the investment style gdfay a cautious, risk-aware or
speculative strategy. Nevertheless, the fund manalge has a direct impact on the fund
administration is mandatorily committed to the piobe of risk spreading and must not
focus on one single asset. To secure an appromaateol and supervision and the steady
correspondence with the legal requirements, thel fasponsibility is not concentrated
with one single person but is allocated withiniartgle. If someone decides to invest in a
fund, she or he contacts the asset management ognipat is responsible for the
professional and proper administration of the fand decides on the investment strategy.
The safekeeping of the fund assets is allocatedd®positary bank, which even assumes

the function of stating the daily acquisition andriet price.

1.3.3.2. The Approach of the AIFMD

The one-size-fits-all approach of the AIFMD evidgrims at cutting regulatory
gaps. As it is underlined by the European Parlignaed the financial supervision in the
EU, the AIFMD will abolish trading with any non-relgted financial produc®* Thus, the
AIFMD aims at the regulation of each legal or natwharacter independent of her or his
legal entity responsible for the administrationaof AIF that is not subject to the UCITS
directive®?? It covers almost every kind of institutional fundsich as shipping funds.
Moreover, it covers real estate funds, commodityd8j currency funds, mezzanine funds,
infrastructure funds and other types of credit auglation, respectively other kinds of
institutionaf® funds for alternative assets - independent of kel entity or structure of

organisatiorr®

2L http://lwww.aifm.de/hintergrund-detail.html (regted August/29th/2011).

%22 Cf, Muller/Staub,GesKR 2/2010, pp. 216, 222.

3 A fund can be qualified as institutional if itsam business consists of the undertaking of fir@nci
investments, ciKind /Haag,DStR (2010), pp. 1526, 1527.

24 Cf. Swoboda/Schatz,in: Striegel/Wiesbrock/Jesch, Kapitalbeteiliguregdt (2009), p. 852;
http://www.aifm.de/hintergrund-detail.html (requedtAugust/29th/2011).
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1.3.3.3. Open and closed investment funds

In particular, the AIFMD applies to open funds asidsed fund$?®In contrast to a
closed investment fund, an open investment fungeiserally accessible to anyone who
avails himself or herself of the required minimumastment (sometimes €25) and enables
the investor to the sale and purchase at any ampifoint of time. By purchasing the
shares of the fund, the investor achieves the Ipgaition of a joint owner of the fund
assets and is entitled to participate in the ssrpluthe fund. In contrast to a participation
in a closed-end fund, the investment managemenpaoyntakes the legal position of a
formal proprietor of the assets, according to whicls signed in the respective land

register.

By request, the fund management company is norredilly committed to resell the
fund shares at any point of time at the respectagket price, which means that an open
fund investment does not result in a restrictech d&swv for the depositor/investor: The
investor remains liquid because the steady avéthalof the invested money is secured.
General restrictions do not exist. The total innesit of an open investment fund is not
limited. As a typical feature of open funds, thenier of shares is generally not defined
and corresponds to the number of requests. In astntthe number of shares of a closed
investment fund is limited, which means that thedfus closed as soon as all available
shares are sold. Nevertheless, the “shareholdéra”atosed fund are entitled to transfer
their shares to another person. At best, in exaeglicases, the access to the fund can
temporarily be restricted if the fund is based bares whose quantity is limited - for

example, this can happen at the emerging stockaggehof a small, developing country.

The generally limited investment risk resultingrfrahe portfolio investment can be
further limited if the investment is focused onwanbrella fund. An umbrella fund focuses
on several further funds, which has the effect thatrelevant risks are additionally spread.

As a consequence, even the current market develdpnman be displayed in the

% On the recently discussed topic whether the AIFMRven subject to the so-called family offices cf

Krause/KlebeckBB (2012), pp. 2063 ff.
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development of the fund investment with a signifiicdelay. Thus, not only the investment

risk but also the yield of an umbrella fund is tadly under average.

From the investor's perspective, another disadggnt open investment funds can
result from those information asymmetries that ltestom the fact that the asset
management company is not committed to deliver miof@mation on its investment
strategy than she or he is legally committed tas,lhowever, questionable whether those
information asymmetries really create a disadvantagthe single investor - if she or he is
not a financial expert and only has the objectivedarn money but not to take a strategic
impact on a certain market development. In thigasion, it is necessary to distinguish
between the possession of information and thetabdi analyse the available information
properly, specifically in correspondence with tHesen investment strategy. Normally,
the fund management company consists of finangjmrs who have access to sources of
information that are not readily available to eatigle investor. Furthermore, they operate
very close to the markets and can react more dgeédin the single investor, which is a
great advantage with the conditions of high-freqyemade (HFTY?°

Another potential disadvantage that should be damsd before the investment
concerns those practical problems that can arise greater number of fund investors
decide to disinvest at the same time. If the assmetagement company cannot fulfil its
legal commitment to immediately meet the reclaim thg respective cash flow, the
fulfilment of the investor’s request can be delay#aus, this delay can cause capital losses
for all fund-participating investors. If the funsl & real estate fund, a synchronised reclaim
can cause additional losses for all investors mxduese assets are typically financed by
bank loans - specifically, a synchronised reclamards leveraged funds can result in an

interest compensation claim.

% | atest information on the development of the HiFView of the often political biased discussiontha

introduction of an European financial transactiar that shall contain systemic risks Efey/Bruhn,
BB (No. 29/2012), p. 17634dunkemoller BB (No. 29/2012), First page.



113

The European Alternative Investment Fund Managémscilve (AIFMD) -
an appropriate approach to the global financialsis?

As an exception, the managers of pension fundgl@ddministrators of non-pooled
assets such as foundations, state funds or thosstments that are held by credit
institutes, assurance companies and reassuraneesisar not subject to the AIFMB’
Those funds that also aim at a monetary parti@padi employees (Article 2 paragraph 2
lit. f AIFMD), social assurance and pension fundligi¢le 2 paragraph 2 lit. e AIFMD) and
holdings (Article 3 paragraph 1 lit. r AIFMD) aretrsubject to the AIFMDB?® In addition,
those fund managers who administrate one or seWends whose only investor is the
AIFM itself, its holding company, its affiliate cqrany or other affiliate companies of
those holding company as far as none of those ores an AlF itself, do not underlie the
AIFMD (corporate groups privilege). Finally, it @lso not subjected to supranational
institutions, such as the World Bank, member orgmions of the World Bank Group and

other entities?®

1.3.4. De minimis exemption (quantitative scope)

As another exemption of the general scope of tHeMA that refers to the business
volume of the AIFM, the de minimis exemption eagesfuture regulatory framework for
small accumulations of capital. The de minimis egtgom states that AIFMs who
administrate an asset volume of not more than €&hiilon only have to fulfil the
requirements of Article 2a paragraph 3 of the AIFEMIhey only have to fulfil the
requirement of registration and disclosure of thportfolio strategy towards the
responsible national supervisory authority. Morgpwehen they do not administrate a
leveraged portfolio and the investors are not leakito cancel their investment within five
years from the initial launch of the private equiind, the de minimis exemption goes up
to €500 million. This exception aims at the redwmctiof administration and transaction
costs by the financial supervisory authorities.nBection costs are those that are necessary
for the execution of any transaction, such as trescof information, communication and

coordination (e.g., contractual costs).

%27 Cf, Swoboda/Schatin: Striegel/Wiesbrock/Jesch, Kapitalbeteiliguragstt (2009), p. 852.

528 http://www.aifm.de/tl_files/pdf/MEMO-10-572_EN[Fidf (requested August/92011).

529 http://www.aifm.de/tl_files/pdf/MEMO-10-572_EN[Hidf (requested August/92011).

%0 Cf. Dietl, in: Kohler/Kiipper/Pfingsten Betriebswirtschaft (2007), pp. 1750, 175Ipst, in:
Kohler/Kupper/PfingsterBetriebswirtschaft (2007) pp. 782, 783.
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When an AIFM does not cross the relevant bar oPB&s0lion, she or he must inform
the responsible financial authorities about the tnmogortant tools, the biggest risks and
risk concentration at those funds she or he adtrates; this requirement will also contain
significant systemic risk&* The trigger point of €500 million will exclude mgarfund
managers from venture capital funds from the sadphe AIFMD to ease the access to

the capital market, even in times of a generakyrieted credit supply>?

The de minimis exemption can be seen because Sgstesks are a result of the
amount of credit accumulation. A certain level oédit accumulation can be seen as a
result of a well-functioning competition if it cartiutes to the general public welfare such
as maintaining price stability. However, if it cees a certain level, it can cause serious
risks to the market integrity}alkeridentifies the volume of credit accumulation in the
financial segment as one core reason for the rdo@nricial crisis. Thus, the de minimis
exemption that states an exception for a small AiIEM consequence of the principle of
proportionality>*® In a way, it respects Walker¥ postulation that any sustainable

financial regulation must avoid overreaction.

The AIFMD neither precisely defines the proceduve iow the relevant business
volume should be determined nor does it defineréf®vant point in time. Because of the
principal objective to implement effective invesfootection, and in view of the fact that
any “portfolio-focused approach” does not contrébtd the further objective of legal and
planning security, it is preferable to focus on degository obligations of the investors.
Referring to the phrase “assets under managem&hith also covers those deposits that

are already performed, it also seems possibledsfon the already-performed deposifs.

31 http://lwww.aifm.de/anwendung.html (recently respeel on August/312011).

%32 Tollmann,Hertz-Eichenrode/lllenberger/Jesch/Keller/KlebeadRoll, Private Equity-Lexikon (2011),
p. 4 (5).

%33 Cf. third chapter, 1.1.

%34 Cf. Walker,in: The Future of financial regulation (2010), pF9 (202).

%% Cf. Swoboda/Schatin: Striegel/Wiesbrock/Jesch, Kapitalbeteiliguregstt (2009), p. 854.

> Ibid.
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1.3.5. Administrating activities requirements

In this content, the legal interpretation of therevtadministrate” , which describes the
key element of the alternative fund managers’ &@gtiis not yet clear because Articles 8a-
18 of the AIFMD do not include any legal definitioRurthermore, it does not define
precisely what measures it takes to fulfil the regaent of “cautious” conduct. Many of
the terms that are used by the directive, suchhasrequirement of honest, cautious,
diligent and fair conduct (Article 9 AIFMD), are igeral principles. They are less concrete,
not legally defined and can be qualified as semeribat neither underlie the juridical
control nor that can be controlled fragmentarilynafly, they are subject to national
implementing rules that still have to be enacted @#wat must respect the general objective
to protect market integrity and the principle tladltinvestors must be treated justly and
equitably (Article 9 paragraph 1 lit. f AIFMD). Tharinciple to treat all investors justly
and equitably is concretised at the end of Art&clearagraph 1 AIFMD, which forbids the

AIFM to give any investor special privileges.

The systematic position of the AIFMD in EU law lgrdt an interpretation that covers
services such as the portfolio management, themgkagement and the marketing of the
fund, whereas any activity that does not includelament of power for strategic decisions
cannot be defined as “administration” - thus, arysulting activity of the fund manager
cannot be defined under the term “administratiiiFinally, the interpretation must not
neglect the objective of the AIFMD to contain sysie risks. A mere consulting activity
that aims at the preparation of portfolio decisieaems insufficient to cause systemic risks
because it has no direct impact on the market iityedrinally, Article 34a of the latest
version of the AIFMD allows this kind of distribot under the provision of suitable tools
that guarantee the monitoring of systemic risksagtordance with the international
standards and the continuous corporation betweenstipervisory authorities of the

concerned Member State and the third coutitty.

37 Cf. Heese/Lamsa&GORPORATE FINANCE law 1/2011, p. 39, 41.
%% Cf. Muller/Staub,GesKR 2/2010, pp. 216, 223.
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Article 18 of the AIFMD entitles the AIFM to traresf certain administrative tasks to
an experienced third person. In the latest versiothe AIFMD, the AIFM is entitled to
outsource the portfolio management and the riskagament to a company in a third
country under the provision that this company uleera (financial) supervision in its
function as fund manager, and that the responsbfeervisory authority in the third
country cooperates with the delegating AIBMThis regulation goes back to the Spanish
proposal for an amendment of the AIFMD and candsnsas a consequence of the liberty
of economic freedom of organisation that is graritgddhe ECFR. It is a tribute to the
awareness of the enormous transnational mobilitycapital. Moreover, the AIFM
normally has a strong intrinsic incentive not tedahe “allowance to operate”, so that it
does not seem very probable that one will abusésorenomic freedom for an efficient

organisation, an (international) division of labour

Due to Articles 34a-35 of the AIFMD, the distributi of any AIF that is located in
third countries and administrated by an AIFM whsides in a Member State of the EU
provides that the AIFM fulfils all requirements tie AIFMD except those from the
articles on the depository, and, furthermore, thate exists an agreement with the third
country which secures an efficient exchange of rmftion with the third-country

supervisory authoritie¥"

1.3.6. Equity requirements

Because the European Commission holds a minimuitatapthe AIFM as inevitable
to contain significant liability risks of the AIFMArticle 14 AIFMD provides harmonised
capital requirements in the EU and will ensure that AIFM avail himself or herself of
adequate capital to fulfil the current contractolaligations>** Article 14 of the AIFMD is
based on an “impact assessment” approach thatsajiibusly affect the implementation

and organisation of an AIFM? Finally, it is seen as a significant barrier foe tfurther

539 Article 18 paragraph 1 AIFMD in the version oétBpanish proposal, dated MarcHIRD10.
%40 Cf. Muller/Staub,GesKR 2/2010, pp. 216, 222.
41 Cf. Swoboda/Schatin: Striegel/Wiesbrock/Jesch, Kapitalbeteiliguregstt (2009), p. 857.
542 H

Ibid.
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development of the European private equity matkethe minimum capital requirements
that are stipulated by the AIFMD will secure a mmm of liquid assets that are
transferable into cash immediately and that doimdtide speculative elements (Article 6
lit. a paragraph 8 AIFM) and which also aim at atomious and regular administration of
the AIF by its manager$?

To secure a continuous and regular administratiothe AIF, the AIFM must avail
himself or herself of a minimum of capital resowdbat must be liquid and quickly
available. Its volume must cover 25% of the generats of the last business period--
specifically, the business planning but not lesst§125,000, €300,000 in the case of an
internal AIFM>* If the relevant assets go over €250 million, ke additional capital
resources that must correspond to 0.02% of thatatagmount, which goes over the
relevant amount of €250 millionf'® Effectively, in view of Walker's experience that
systemic risks result from the amount of credituacalation, the total amount of capital
resources is limited by €10 million. Finally, théFMD entitles the AIFM to deposit 50%

of the minimum capital in the form of an assuraacbank guarante¥’

1.3.7. Risk management requirements

To lessen the potential for systemic risk, the AIRBS to implement an advanced risk
management system that focuses on a functional heedrchical separation of risk
management and portfolio managenféffAn adequate risk management strategy has to
ensure that all systemically significant risks a&entinuously identified, assessed and
contained-- specifically, that the liquidity prailof the deposits corresponds with the
relevant debts*

>3 |bid.

4 Cf. Heese/LamsaSORPORATE FINANCE law 1/2011, p. 39, 43.

5 http://lwww.aifm.de/eigenkapitalanforderungen.hfrelquested August/32011).
%46 http://www.aifm.de/eigenkapitalanforderungen.h{relquested August/32011).
> Ibid.

> Ibid.

%49 Jaskolski/GriiberCorporate Finance Law (2010), pp. 188, 194.
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Although alternative investments can be charaadris/ certain general features, such
as the use of leverage tools, the use of shorhgedhd the fact that they are normally not
traded at an organised market, they appear in ya diferent way as a consequence of
their business volume, their structure of invest@sy., strategic investors or financial
investors) and their product placement. As a camsecg, the AIFMD does not state
detailed requirements for the implementation of tis& management that needs to be
established. In view of the principal objectivestioé AIFMD (effective containment of
systemic risks, effective protection of investorsjs imperative that the AIFM secures the
full correspondence between the contractual canmtiwith the portfolio strategy and its
principal objectives> Moreover, it is decisive that all systemicallyenent risks and their
effect on the portfolio as a whole can be monitoatédany time by a suitable “stress

testnBSl 552

The AIFM must ensure that the risk managementesponds to a certain standard.
This requires an accurate identification, evaluatamd supervision of those risks that
result from investments and that directly affea gortfolio as a whole, inclusively the
implementation of a “stress test® Furthermore, this must take suitable measureghor
compliance of the relevant risk profile in relationth the total business volume, the
portfolio structure, the investment strategies #redinvestment objectives that are defined
in the statute, the business prospect and the iemiagtachment®>* The AIFM is subject
to specific requirements if the business model khdwe based on the use of leverage
effects>® An advanced risk management has to inform allstors about leverage tools,
secure a continuous monitoring of the risks of pbetfolio as a whole and take suitable
measures that these risks are in compliance wghrélevant contract conditions and

emission prospects.

0 |pid.

1 cf. Walker,in: The Future of financial regulation (2010), A@9 (196).

%52 Jaskolski/GriiberCorporate Finance Law (2010), pp. 188, 194.

53 http://www.aifm.de/verhaltensregelungen.html (rested August/312011).
> bid.

> Ibid.
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As a minimum, the required risk management wilbdiave to embrace an adequate,
regularly updated due diligence before any invest®@ A due diligence aims at the
exposure of chances and risks of an investmenetidyvthe purchase price. It should be
mandatory in view of the normative decision theBfhich provides that any investment
decision should only be made on the basis of comjtgormation>>® As we know from

the recent financial crisis, we shouldn’t purchaggoduct that we don’t understand.

1.3.8. Supervisory requirements

Following Walker's point of view®, all financial markets must be subject to an
effective oversight and control that refers to ttegpital and liquidity reserves, risk
management, asset valuation and incent’dego secure an effective control of the
liquidity reserves, the AIFMD provides an adequideidity management that requires
regular “stress tests” for usual and unusual liggidonditions>®* The regulations on the
recall of AIF investments and the investment sgpateust correspond with the liquidity
demand of the AIBR®?

1.3.9. Transparency requirements

Transparency helps to build a “bridge of confideranel trust” as one essential
condition for the protection of what is probablg imost important capital of a corporation:
its reputation. An enhanced transparency contribtdeeduce the current transaction costs
of a corporation because the investors rely on tejsutation. A corporation that
voluntarily respects certain transparency standaads a comparatively higher business

reputation - not only among customers and investars also among the financial

556

Article 11 AIFMD; http://www.aifm.de/verhaltensyelungen.html (requested on Augusti2D11).
557

The normative decision theory faces the questibwhat it takes to define an optimal decision in a
certain situation under all relevant circumstandesecognises the number of different objectivteg,
information basis of the market participants conaey the reality (security, risk, uncertainty) at
character of the person who has to drew the degisth Bamberg,in: Koéhler/Kiipper/Pfingsten
Betriebswirtschaft (2007), p. 383 f.; Further infation on the decision theorpaums,ZGR (2011),
pp. 218 ff.
%8 | jekefett,Due Diligence (2005), p. 41.
%59 Cf. Walker,in: The Future of financial regulation (2010), pg9 (195 ff. , 202 ff.).
zzz http://www.aifm.de/verhaltensregelungen.html (resfed August/312011).

Ibid.
%2 |pid.
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supervisory authorities and the general public, sehacceptance is significant for the

corporation’s “license to operaté® Furthermore, the general understanding of findncia
products is one essential condition for the comt&int of systemic risks because it can be
defined as one element of the investors’ risk mamemt, where they normally do not

intentionally purchase a financial product they 'tamderstand and whose risk they

cannot estimate. In particular, compelling legajuieements about the transparency of
alternative investments are decisive in view of thet that those business models -
different from the share trade at the organisedtalamarkets — are often based on the
obscurity of their portfolio strategy, which leatts their financial supervision become a
“fight against windmills”. Yields on the basis obmtransparent business models often

bear the danger of significant systemic risk.

Because the lack of transparency can be identdseedne core reason for the recent
financial crisis, the European Commission’s appnote contain a similar crisis in the
future can be seen aslay part of the European Commission’s drive totlag regulatory
foundations for a secure financial system that suigp and stimulates the Real

Economy.®®*

Against the highlighted regulatory background, tA¢-MD provides stronger
transparency requirements (Articles 19-21 of thEMD). These include an annual report
on the current business activities that has torbevid up no later than six months after the
close of the relevant financial year (Article 19tbé AIFMD). This mandatory report will
be submitted to the responsible financial authesiand must contain a balance sheet and
an overview of the assets, a list of all yields axgenses, information on the manager’s
remuneration structure and the carried interestaareport on all business activities in the
relevant period®® Moreover, the AIFM has to publish the remuneratibthose managers
whose business activities significantly affect tisk profile of the AIF and - before any

investment - the portfolio strategy, possible legertools, and the principles in the case of

%3 Basically the “license to operate” is the synonfgmthe general acceptance of a corporation utiger

conditions of economic globalisation ¢deap, Legal framework (2009), p. 171 fijuber,in: Straus,
Globalized Economy (2009), p. 55 Tiirk, in: Straus, Globalized Economy (2009), pp. 3 ff.

64 http://www.aifm.de/tl_files/pdf/MEMO-10-572_EN[Fidf (requested August/92011).

%85 Jaskolski/GriiberCorporate Finance Law (2010), pp. 188, 195.
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a recall of the investment and the assessmentiplesc®® These mandatory information
requirements will contribute to a continuous morniitg and analysing of potential
systemic risks and are strengthened in the caseevithe AIFM uses leverage tools. In that
case, the AIFM also has to inform the responsilk@nicial authority about the total
amount of leverage of each AIF and the source wérbge (credits, lender of shares or
derivatives).>®” The comparatively five biggest creditors (shared&rs) must be

identified %8

1.4. Transformation into national law
1.4.1. Regulatory technique

In comparison with the European Legal Ordinancet tets a harmonised and
mandatory regulatory framework in all European MemBtates, the European Directive is
only compelling with regard to its regulatory oljee. It principally requires the
transformation in each Member State into its owtional law>®° Thus, the European
directive is the relatively proportional measureréalise the superior objective of the
common market by respecting national traditions andtoms’® because the Member
States as the consignees of the directive havensafa@rrangement* at its transformation
into national law: They must not go below the colimpg minimum standard of the
directive, but they are free to stipulate strongges. Thus, the EU awards a “sovereignty
reserve” to the Member States. Functionally, thguleory technique of the directive
principally contributes to the coordination of tiéerent national legal and administrative

rules>’? In view of the principle of practice effectivendsffet utilg®"

any natural or legal
person is entitled to directly invoke the rulestlod directive should the time corridor for

the national transformation elapse without re¥dlAccording to the jurisdiction of the

%% |pid.

%7 Ibid.

%8 Article 21 paragraph 4 AIFMD.

% " |n particular, on the transformation of the AIFNIRo German law cflesch/GeyeBKR (No. 9/2012),
p. 359 ff.

370 Cf, Hartel, Handbuch (2006), p. 173 (§ 9, bullet 14).

"1 Cf. Hetmeier in: Lenz/Borchardt, EGV (2006), § 249, bullet 9.

72 Cf. Hartel, Handbuch (2006), p. 173 (§ 9, bullet 14).

73 Cf. Nagel,Wirtschaftsrecht (2003), p. 59 ff.

574 Cf. ECJ, C-221/88(Busseni) Collection of decisions (1990), p. 1-495 = NJW919p. 1409ECJ, C-
91/92 (Faccini Dori), Collection of decisions (1994), p. 1-332B€J, C-5/83 (Rienks) Collection of
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ECX", each European Member State is forbidden to digtethe direct invoke on a

European directive.

As one consequence of the legal character of eaettige, the targets of the AIFMD
are mandatory to any European Member State. EacbpEan country has the decision
autonomy to implement a regulation for all typesA®F or only for those that cross the
relevant bar’® However, each European Member State makes th@endent decision
whether it transfers all relevant articles intoioa&l law or only those that go beyond the

de minimis exemption’’

1.4.2. Time corridor

After the AIFMD was released in the European Gazdkte European Member States
had two years to transfer it into their own natidiasvs. These two years began with the
first day after the AIFMD became effective, 21 J@§11, and it ends on 22 July 2013
(Article 66 AIFMD). Within this time period, the Eopean Commission, assisted by the
European Securities Supervision (ESMA), will rekeaaplementation rules that contribute

to the practical implementation of the AIFMD.

1.5. Level 2-Measures (AIFMD-IRR)
1.5.1. Timeline and introduction

To enable any concretisation of the AIFMD by therdpean Member States, the
ESMA®"®has already been requested to work out the seecéllevel 2 Measures” - the

consultation of the relevant market participantdezhon 14 January 2011. With the “Level

decisions (1983), p. I-422&CJ, C-8/81(Becker) Collection of decisions 1982, p. 53 = NJW (19§R),
499.

°’>  Cf. ECJ,at: BieberEpineyHaag, EU (2005), § 6, bullet 64.

3’6 Cf. Proposal of the European Commission, htemister.consilium.europa.eu/pdf/de/10/st06/st06795-
re03.de10.pdf, Article 2b (requested August/2611).

"7 Cf. Jaskolski/GriiberCorporate Finance Law (2010), pp. 188, 193.

8 ESMA, ESMA’s response to the European Commission’s pional request to CESR/ESMA for

technical advice on possible Level 2 measures comge the Directive for Alternative Investment Fun

Managers (AIFM), published under http://www.esmeopa.eu/system/files/2011_382.pdf.
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2 Measures” the European Commission is requestedefme all kinds of possible
conflicts of interests and the organisational addiaistrative requirements to contain
those conflicts of interest prospectivély Additionally, the European Commission must
define the criteria of an enhanced risk managetffensuch as the liquidity requirements
(liquidity management systems, liquidity managemenbcedure and the coherence
between investment strategy, liquidity profile amtide principles on the recall of
investmentsj®! The ESMA presented its propositions for suitabiglementing rules on
16 November 2011 on time (ESMA recommendationsemernl provisions, authorization
and operating conditions, depositary, transpareneguirements and leverage and
supervision). Already on 23 February 2012, the ESidiBased a discussion paper on key
concepts of the AIFMD and types of AIFM, which repented a first step to elaborating
the draft regulatory technical standards (RTS) exttbfo Article 4 paragraph 4 AIFMD.
Based at the ESMA-recommendations, the Europeann@ission released implementing
rules for the AIFMD - Supplementing Directive 2061/EU of the European Parliament
and of the Council with regard to exemptions, gaheperating conditions, depositaries,
leverage, transparency and supervision (AIFMD-imp@ating rules and regulations,
AIFMD-IRR®®) - on 19 December 2012. The AIFMD-IRR shall be liempented by an

additional state law of the European Commission,284/2013 (EU), dated 19 December
201?83.584

1.5.2. Legal objectives

In view of the predominating objective of the AIFMD provide a clear and consistent
framework for the regulation and supervision of Ml the EU and to ensure a high level
of investor protection in the European Union, thE=-MD-IRR shall secure preferably
consistent implementation of the AIFMD in the Eulwap Member States and, moreover,
contribute to the effective containment of systenms&s. In view of these objectives, the
AIFMD-IRR shall provide

9 http://www.aifm.de/verhaltensregelungen.html (rested July/6th/2013).
580 H
Ibid.
8L bid.
%82 published under http://ec.europa.eufinternal_gtérkvestment/docs/20121219-directive/delegated-
act_en.pdf.
°83 " Official Gazette of the European Union L 83/1 {@arch 2013).
%84 Cf. http://ec.europa.eufinternal_market/investifuerrs/20121219-directive/delegated-act_en.pdf
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- Firstly, a common approach to calculate the retspe assets under management - AuM -

(“issue 17),

- Secondly, common methods to determine an AlR/erbge, both as a reflection of the
AIF’s “footprint” as a trigger for leverage-relategporting - “substantial use of leverage” -

(“issue 27),

- Thirdly, a common approach on the AIF’'s leveladfditional own funds - operational

continuity - (“issue 3"),

- Fourthly, a common approach on the scope of dystmd, moreover, the repositories
liability to return financial instruments lost inistody (“issue 4”),

- Fifthly, a common approach to AIF’s frequencygtie 5”).

1.5.3. Contents at a glance

The AIFMD-IRR embrace comparatively detailed rukbsit notably concern the
calculation of the administrated assets (Articlep&@agraph 6 AIFMD-IRR) and the
methods to calculate the leverage (Article 4 paplgr3 AIFMD-IRR). It prescribes
requirements of additional own funds or the prafess indemnity insurance
(P11°®%),which covers professional liability risks and réfere implicates the level of
investor protection achieved by the AIFMD (Artice paragraph 9 AIFMD-IRR).
Moreover, it prescribes the perimeter of finandrdtruments that can be registered in a
depositary's financial instruments account, whigdtednines the scope of the latter's
obligation to return instruments lost in custodyt{&e 21 paragraph 17 AIFMD-IRR). It
also provides the scope of liability for lossestthacur while an instrument is held in
custody, determining the level of investor protectiArticle 21 paragraph 17 AIFMD-

IRR), the precise scope of cash monitoring thaimgortant for investor protection

% The PII, which is known under the expressioromrt& omissions (E&O), particularly in the USA,

represents a form of liability insurance that citmites to protecting professional advice- and servi
providing individuals and corporations from bearithg unlimited cost of defending against an omissio
claim placed by a client, and damages awardeddh acivil lawsuit.
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(Article 21 paragraph 17 AIFMD-IRR), and reportifiggquencies that are decisive to
implement adequate monitoring of systemic riskatro-prudential and micro-prudential
level to secure an adequate level of investor ptiote (Article 24 paragraph 6 Level I
measures). It also gives precise requirementdhfirdase that leverage is to be considered
to beemployed on a substantial basisd crucial in triggering the reporting obligatidns
Article 24 paragraph 4 AIFMD (Article 24 paragra@®IFMD-IRR).

Moreover, the AIFMD-IRR determines conditions andogedures for the
determination and authorization of AIFMs, includithg capital requirements applicable to
AIFMs; operating conditions for AIFMs, including les on remuneration, conflicts of
interest, risk management, liquidity managementgstment in securitisation positions,
organisational requirements, and rules on valuatomditions for delegation, including
further clarity on the meaning of a letter box Bntrules on depositaries and rules for

cooperation arrangements.

1.5.4. Contents in detall

Article 2 AIFMD-IRR demands the AIFM to preciselglculate the total AuM. The
AIFM is therefore committed to register all AIF ¢hade 2 paragraph 1 lit a) AIFMD-IRR).
For each administrated fund, one has to registerdbpective portfolio value according to
the binding rules of one’s locating country andyudt this be necessary, register the value
of the AuM according to valuating rules that aréedmined by the statutory law of the AIF
(Article 2 paragraph 1 lit b AIFMD-IRR).

To calculate the respective assets, these shalblbed without deducting liabilities
and assessing the taken financial derivative instnts (FDIS®®) at the value of an
equivalent position in the underlying assets. ThBIsF shall be valued under
correspondence with the underlying assets acqbiydte fund reflects the AlF's exposure

to these assets.

%% As already mentioned, derivative transactionscaify include a broad diversity of financial coadts,
such as structured debt obligations and deposi@ps futures, options, caps, floors, collars, mdg and
various combinations of these
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Referring to the leverage ratio (Article 4 AIFMOhe European Commission prefers to
combine the “Gross-method” and the “Commitment-radthResulting from applying the
first method, those leverage ratios follow the gipal objective of the AIFMD to capture
the respective macro-prudential risks early anusistently. The “Commitment-method”,
meanwhile, has become well established and ackdgwete in the asset management

segment. Its effects can be readily compared \nuitke for UCITS funds.

In combination with the “Gross-method”, the “Commént-method” provides a good
insight into the investment strategies and expostitkose AIF relevant for the respective
stakeholders, notably towards investors and supenyi In case of proven necessity for an
additional method to better apprehend systemic, tis& ESMA shall be authorized to
propose the respective precise parameters. Thifoehetvould then be adopted by
modifying the delegated act. Recourse to an adwhmethod must not obviate the
calculation of leverage according to the “Grosshudt and the “Commitment-method” -
both remain mandatory to all AIFM. According to thethor “s point of view, these
leverage conditions could nevertheless result @ disclosure of figures that do not
properly represent the true leverage of the furd] aroreover, cause significant confusion

to investors.

According to the aforementioned ESMA-recommendatioine AIFM should calculate
any additional fund based on the variable AuM andyeover, combine additional own
funds and PIl subject to certain conditions (Geheperating conditions)’ Thus, any
additional own fund cover professional liabilitgks up to a volume of 0.01% of the AuM,
calculated on gross assets valuing derivativesaaken price. Alternatively, any PIl with
coverage of 0.9% of AuM for aggregate of claimsfyaad 0.7% of AuM per individual
claim seem to be appropriate to protect investoosnfdamages that result from the
AIFM's professional failures. This approach diffetnam the ESMA recommendation for a
minimum threshold and a cap on the PIl. The Eunog@gammission regards this proposal

as being inconsistent with the absence of anyraglculating additional own funds.

Concerning the custody requirements, the Europeanndission holds the view that,
following the option to consistently register systeally relevant financial means

%87 Cf. http://www.esma.europa.eu/system/files/20 BR. 8df
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(transferable securities, money market instrum&htsunits in collective investment
undertakings) belonging to an AlF, shall be helccustody. Even this approach differs
from the ESMA-recommendation to the extent that Afsets may not be excluded from
the scope of custody since they are subject ofcarig interest collateral arrangement.
Should any AIF provide its assets as collateralditateral takers, the AIFMD requires that
these assets remain in custody - except if thetrdfsfers ownership of the collateralised
assets to the collateral taker (title transferatelial arrangement).

Custody of the collateralised AIF assets can beredseither through the process that
the collateral taker is appointed custodian overdbllateralised AlF's assets or the AlF's
depositary appoints a sub-custodian that acts le d¢ollateral taker.Alternatively,
collateralised assets remain with the AIF's depogiand are 'earmarked’ in favor of the
collateral taker. Anyway, the aforementioned cugtdésign reflects industry practice and
ensures that the depositary is not liable for gtarn of those assets that do not underlay its
“control”. Moreover, the proposed approach thatregponds with the AIFMD Level 1-
measures does not require that a central countg@&CP) becomes a sub-custodian.

Concerning depositary and the definition of an éemél event”, the European
Commission shares the recommendations of the ESMlAadvises to deem any event that
does not relate to the operational sphere of agiigpy or its appointed network of sub-
custodians (custody operations fraud, operatioaaires or any lack of compliance with
the respective AIFMD's legal operational provisjpaes an external event. In case of
insolvency of any sub-custodian, possibly operationistakes by the sub-custodian, like
its lack of ability to organize the segregationuiegment, is not qualified as an "external
event”. As a consequence, external events wouldaberal disasters or acts of state or

government measures (e.g. market closures).

Concerning the scope of cash monitoring, the Elaog@ommission prefers to assign
the mandatory commitment to the depository to perfex-post periodic reconciliations of
AlF's cash flows. This would enable the depositarigentify cash flows that obviously do
not comply with the investment strategy of the AHarthermore, it could notify the AIFM
and, if the discrepancies are not resolved, theoresble authority would be informed. On

%% Definition money markets cf. Annotation No. 48.
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the one hand, this approach could effectively minémthose significant expenses that
possibly result from delays in AlIF's transactionghe case of an ex-ante cash monitoring
regime. On the other hand, a cash monitoring regima¢ reduces the function of the
depositary on verifying that the AIFM or any thighrty has procedures in place to
reconcile the AIF’'s cash flows and monitoring thetommes of the reconciliations is
considered less effective and robust than the pesfeoption. The effectiveness of this
approach would entirely depend on the effectivenmsd the accuracy of the cash
monitoring and reconciliations by the AIFM itselitiv the inherent conflicts of interest.
Since the AIFM or any third party are not legakgguired to perform the reconciliations,
the verification regime also entails legal unceraias to whether the reconciliations
would be performed at all and whether the depagsiteas duly discharged its cash
monitoring obligations. Providing legal certaintgdacontaining operational weaknesses
and risks of fraud were the main reasons for dexgafrom the regime based on

verification of procedures as proposed by the ESMA.

Concerning the reporting requirements, following tecommendations of the ESMA
and realizing adequate regulatory reporting staiglan a major non-EU AIFM
jurisdiction, the AIFM shall be generally committéol quarterly reporting. Should the
respective AuM reach a total volume of more thdmllion Euros, semi-annual reporting is
mandatory. Moreover, the AIFMD-IRR prescribes armeporting for AIFM with AuM
below the AIFMD-threshold. Against the backgroundtlee characteristic investment
policy of private equity and venture capital andefifectively contain non-proportional
administrative burdens for smaller AIFMs, managdkas “rule” non-leveraged AlFs which
invest in non-registered corporations and issugrsrder to acquire control only have to

perform annual reporting.

Furthermore, As the European Commission underlia@s AlF would be ideally
considered to be employing leverage on a substdratsss when its exposure, as calculated

using the before-mentioned “Commitment-method”, emds three times the net asset
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value (NAV>®) of the AIF. This shall provide the preferably beésade-off between

adequate reporting on leverage and the adminigragifort on the AIFM and the

responsible authorities. A threshold that coversghimes that of the NAV would realize
leverage related reporting by AIFMs that employ hieig levels of leverage while
exempting AIFMs, whose leverage is similar or clasehose employed by UCITS. This
approach would even require one level playing fiatdl, moreover, legal certainty to
AlIFMs due to their reporting obligations. The sigpance of legal certainty was probably
the predominating cause for the differences frore BSMA-recommendation that

proposes self-assessment by the AIFM.

1.6. Review

As the first attempt to establish a harmonised gean regulation of the private equity
segment, the AIFMD tries to close a threatening igajine financial market regulation. It
shall close this gap by stipulating an equal regujaframework that is mandatory for
various kinds of alternative investments. It focusa the alternative fund manager who
avails himself or herself of a widespread econdindedom and who has responsibility for
the liquidity management and the risk managemenh®fAlF. The AIFMD will abolish
trading with any non-regulated financial products@ the equal treatment shall enhance
the neutrality of economic decisions.

The AIFMD contains detailed requirements on thaestegfion, the administration, the
portfolio strategy, and the annual reporting toersgthen investor protection, market
integrity and market efficiency. Moreover, to redwurrent information asymmetries and
in view of the awareness that the financial crizis2008/2009 revealed a widespread
failure of investment trust, the AIFMD puts one orafjocus on the transparency of the
administrated financial product, the investmenttsfyy and the remuneration of the

involved fund managers (Articles 19-21) to enharice protection of investors and

%8 In general, the NAV can be defined as the muwrad's price per share or exchange-traded fund's)E

per-share value. In both cases, the per-sharerdoit@unt of the fund is calculated by dividing tiogal
value of all the securities in its portfolio, lessy liabilities, by the number of fund shares auiding, cf.
http://www.investopedia.com/terms/n/nav.asp.
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depositors (“good conduct”). It will contribute tthe establishing of an advanced
monitoring of the alternative investment circulatias one essential provision for the early
identification of systemic risks and, moreover, timeplementation of an enhanced
financial supervision. Furthermore, the AIFMD aimsthe strengthening of the equity
position of the AIFM (Article 14 AIFMD). Thus, itequires an annual assessment of all
relevant assets and a limitation of leverage. Imespondence withWalker’sawareness
that systemic risks result from a too-strong cremitumulation, it implements a “de
minimis exemption” that excludes those investmemtds that do not cover more than
€100 million, specifically €500 million: A sustaible financial regulation should avoid

over-reaction and unnecessary regressive response.

The current 28 European Member States are beingnguntil 21 July 2013 to
transform the AIFMD into their own national lawsu® to the legal character of a
European directive, the AIFMD is only mandatorytémms of its objective (Article 288
paragraph 3 TFEU) and leaves a “sovereignty reséoveach European Member State. As
one conseqguence, in many European countries utiyat clear whether this will happen
through the integration into an existing law - ier@®any the integration into the German
Investmentgesetz (dIinv®) is being discussed - or through the creation @iaeticular

private equity law.

2. Evaluation of the AIFMD: The AIFMD as an appropriate reaction
to the recent financial crisis

2.1. Is the AIFMD a complete solution or merely &ingle-focused solution?

In view of the increased complexity of the finaalarisis of 2008/2009, the editors of
the AIFMD obviously neglected the principle of ridkersification that is well-known to
each retail investor. If one concentrates on omeifip risk profile by neglecting other risk
profiles, one does not minimise but increase téle of a total loss of the whole investment.
Thus, it seems questionable if the regulatory famushe AIFMs is a suitable approach to
contain future systemic risks. Furthermore, the-sime-fits-all focus of the European

Commission bears the risk that many financial miapketicipants that do not really bear a

9 Investmentgesetz (dinvG) of December/12th/2008d¢Fal Law Gazette | 2003, p. 2676), lately
amended by Article 5 of the law dated February/[P8th3 (Federal Law Gazette | 2013, p. 174).
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systemic risk will suffer a serious profit collapaed receive incentives to leave the EU,
choosing instead offshore countries like the Caynséands. A regulatory approach that
produces an exodus of capital instead of a sudti@r@ntainment of systemic risk does
not contribute to the common good, is not propodloand should be omitted. The
common good does not require any kind of overraguiaout requires precise incentives

for a sustainable economic growth.

Because the economic depression that followeditiaadial crisis of 2008/2009 was a
crisis of liquidity and trust among investors andre interbank market, precise incentives
require the safeguarded perspective of a steadyrelmble credit supply of the real
economy, including courageous start-up corporatiand a steadily well-functioning
monitoring of credit accumulation. Any non-proportal credit accumulation bears not
only systemic risks but also aggravates the actessfordable (venture) capital as a
consequence of a market concentration on the sugdly. Thus, a sustainable legal
approach should not follow a one-size-fits-all pexdive. It seems preferable to design a

regulatory framework that matches the specific shaan (alternative) investment.

2.2. Critical reflection on the AIFM-focused apprach

In opposition toWalker,the regulatory focus on the AIFM instead of the Akems
proportional and sustainable because many signtfisgstemic risks are caused by the
managers who are resident in the few global cemtrémance and therefore more easily
approachable than the administrated AIF that aeelgminantly resident in the off-shore
centres such as the Cayman Islatid#\ regulation of the AIFM also seems preferable as
the relevant supervisory information if this infaation is often only available from these

managers:?

%91 Cf. Koller, Bankenstabilisierung (2011), pp. 97, 134.
592 H
Ibid.
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2.3. Evaluation of selected contents
2.3.1. Critical reflection on the one-size-fits-alapproach

The essential question is whether all types ofrdtitve investments should be
regulated equally. If it is the objective of theFMD to reduce the systemic risk but not
the “breath” of private entrepreneurship, whichuiegs a steady supply of private capital,
it may be a risk to regulate the activities of pterequity without considering the principle
of proportionality. Also, the Basel Capital Accaetjuires a precise analysis of risk and a

realistic access of risks as one condition of @@riional and sustainable regulation.

With regard to the significance of private equithe credit supply of private business
activities and the economic growth of the natice@nomy, any overregulation can harm
the attractiveness of the European capital mafketate equity is not severe at all. For
example, the private equity investor can have ectlimpact on the operative and strategic
decisions of the management of the target cormoraid enhance the discipline of its
managers and reduce the moral hazard. Thus, thef ygsg/ate equity gives the managers
of the target corporation a strong incentive to nspehe capital resources more
efficiently.>®® In addition, private equity contributes to redurithe agency costs?
Agency costs that can be seen as a direct consagjwérihe principle-agent conflict can
be defined as the tangible and intangible expeheese by shareholders because of the
self-serving actions of managers. This includesekglicit costs over the out-of-pocket

expenses (direct agency costs) to the more impliws (implicit agency cost3y

Moreover, the use of private equity can minimise tdx and increases the amount of
capital that is available for future investmefitsThe on-going economic globalisation
strengthens the competition among private corpamatiand among the national
economies. This competition concerns not only theepand the quality of products but
also the speed and minimises the time that isttefa corporation to face unexpected

developments. A sufficient reaction towards uneigatanarket developments requires a

%93 Jaskolski/GriiberCorporate Finance Law (2010), pp. 188, 189 f.
594 H
Ibid.
%% | ee/LeeFinance (2006), p. 11.
%% Jaskolski/GriiberCorporate Finance Law (2010), pp. 188, 189.
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sufficient availability of capital and a currentpgly of private capital. A sufficient
regulation of the alternative fund managers’ atiggi should not only consider the risks of
this capital branch. It must also focus on its desmand its future perspectives, with regard
to the legal framework of private equity, and oe #merging markets such as Brazil.
Thus, it is the objective of this analysis to féoe question of whether the AIFMD is really
a sufficient compromise between the concern tomise systemic risks and that potential
that private equity offers to private corporaticarsd to the welfare and growth of the
European national economies. It might be seen asnaation to the European

Commission to reflect on its approach once more.

Against the abovementioned background, the onefgszall approach of the
European Commission that treats almost each kingltefnative investment equally is a
breach of the principle of proportionality anchoiliaedthe European Charter. One cannot
say that every type of alternative investment bélaessame risk profile. Many of these
funds-- such as private equity funds, closed retdte funds and special funds-- do not
really bear a systemic riSR’ By covering each kind of fund, the AIFMD not ordffects
the market integrity that actually should be promdobut also the efficiency of public
resources. As already discussed, a well-functioqungate equity contributes to public
wealth, innovation and to the monetary capital dhd intellectual resources of a
corporation®® Any sustainable regulation cannot neglect thesectfons. Thus, the
AIFMD causes a significant amendment of the regmaframework for fund managers in
the EU and consequently results in an undifferéediaupervisory treatment of different
types of alternative investmem.In view of their contribution to general welfarg,
would be desirable that actively administrateditteates, “managed futures” and “index

bonds” would also not be subject to the AIFMD.

In referring to its core approach, one cannot ddbbt the AIFMD aims at hedge
funds and private equity. The one-size-fits-all rmpgh embraces a broad variety of
different investment types and therefore realisesiform regulation concept that neither

%97 Cf. Koller, Bankenstabilisierung (2011), pp. 97, 133.
% Cf. Jordan,Private Equity (2007), p. 1, 2.
%9 Cf. Miiller, Hedgefonds (2011), pp. 243 (281).
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considers their different features nor the différeconomic arrangements designed by the
market participant&?’ Financial experts, financial associations, finahconsult&* and
financial institutions such as the German assamiatof closed funds, or VGF,
consequently complain that the AIFMD embraces miangs of credit accumulation that
do not really bear a systemic ri¥.Instead of covering all types of AIFM, it is predéle

to avoid any exception and to set the focus osyatemically relevant AIF to promote the

financial market stability®

Moreover, one cannot find any coherence betwee®RBID and other directives of
the EU. Therefore, it is not really surprising the opinion poll byPregin - an
independent research institute with a focus onradteve forms of investment - came to the
conclusion that that 89% of the interviewed fundnagers admit that the AIFMD is not
necessary’ In view of the central objective of the AIFMD tcstablish an effective,

harmonised investor protection scheme, the onefggzall approach seems questionable.

Finally, the questionability of the EU Commissior@pproach is even shown in the
time period between submitting the applicationtfoe authorisation of the AIFM and the
final decision by the responsible supervisory artiioBecause many investors will not
accept the uncertainty that results, a schemapecoapgh may be suitable in the meantime

for many asset classes but not for private equitg$°®

690 Cf. Swoboda/Schatzin: Striegel/Wiesbrock/Jesch, Kapitalbeteiligureg$it (2009), p. 891 (1.3.:

objectives of the Directive).

Overview on the relevant questions from the pertipe of the consulting practice: Gernhard/Mark,

in: Festschrift fir Schwark (2009) p. 349 ff.

692 cf. Schmuhl,Corporate Finance biz (2011), p. 139, 147; httvit.aifm.de/hintergrund-detail.html
(requested August/29th/2011).

693 Cf. SchmuhlCorporate Finance biz (2011), p. 139, 147; Onitfygact of the European legislation on
the German “FinanzmarktstabilisierungsgesetzHgitn, BB (2009), pp. 450 ff.

004 Cf. Heese/Lamsa&CORPORATE FINANCE law 1/2011, p. 39, 39.

695 Cf. Swoboda/Schatin: Striegel/Wiesbrock/Jesch, Kapitalbeteiliguregstt (2009), p. 856.

601
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2.2. Critical reflection of the quantitative scopelDe minimis exemption

It also carries negative weight that the de misiexemption seems too low and does
not correspond to the real stability requiremeatsjt does not prevent the regulation of
almost each AIFM who has not recently been subgetiethe Directive of the European
Council onUndertakings for Collective Investments in Translide SecuritiegDirective
85/611/EWG, dated 20 December 1985) - UCIT8T® Therefore, it goes far beyond
those regulatory postulations of the &¥@hat were released for systemically relevant
hedge fund§®® Although the credit accumulation of many hedgedfinan be identified as
one core reason for the recent financial crisi oannot deny that these funds have
created a widespread transnational wealth, andhegtfulfil an essential function for the
credit supply of the real economy. Because the fi@an Member States themselves
cannot fulfil each function and that their enorm@psblic) debts consequently caused the
recent Euro crisis, one should treat their fundisophistically. One should abandon the
widespread belief that their business policy ooljofvs the mantra of “Buy it, strip it, flip
it®® which means a business strategy that imposesmens debt to corporations,

reduces the number of working places and causeslme in taxes.

Should the principal objective of the AIFMD realgonsist of the promotion of
financial stability, a bar of US$1,000 million (€7®nillion) should actually be sufficient.
Thisis in view of the fact that, in 2008, 1% of thedge fund managers administrated 75%
of the total assets and simultaneously 3% of tradgddund managers covered assets of
more than US$1 billion.A regulatory framework abar of €750 million would embrace

widely more than 80% of the hedge fund assets -erti@n enough to contain significant

%%  The UCITSD defines specific requirements on therdination of the different rules of the European

Member States on funds, other common investmendstla® permitted portfolio strategiesligible
assetk It is concretised in the European Directive 2Q67EG that states rules on the implementation
of the UCITSD.
897 For further information on the latest versiontloeé UCITSD sed®atzner/KempfEWS (2010), pp. 366
ff.
The G-20 represents the informal associationhef 19 most important industrial countries (United
States of America, Japan, Germany, United KingdBrance, Italy, Canada, South Korea, Australia,
Mexico) and emerging countries (China, Brazil, Rassndia, Turkey, Indonesia, Saudi Arabia,
Argentina, South Africa) plus the EU that aimstat implementation of a steady panel for corporation
and consultation in terms of the international ficial system.
699 Cf. Koller, Bankenstabilisierung (2011), pp. 97, 134.
610 Cf. Jordan,Private Equity (2007), p. 1, 2.

608
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systemic risk§** This underlines that the AIFMD does not fulfilalker’srequirement of a

proportional approach.

In view of the increasing importance of an effeetrisk management and compliance,
it is expected that these privileged “small” AIFM4| also respect all requirements of the
AIFMD: For an increasing number of investors, itbiscoming more important that the
target corporation avails itself of an effectivekrimanagemerit? On the one hand, an
effective risk management might result in highemsaction costs, and thus reduce the

yield. On the other hand, it reduces the risk ttal loss of the investment.

2.3. Critical reflection of the European passport

The European passport is an element of the “ceté fiarmonisation”, creates a “level
playing field” and directly results in the Europdamedom of movement of capital and the
European freedom of movement of employees. Becilakeridentified the volume of
credit accumulation as one core reasons for thentdmancial crisis, it applies to a credit
accumulation of €1 million (de minimis exemptioAs Schmuti*® states, the introduction
of a European passport for an AIFM can contribotéhe investment volume in the AIF
segment, enhance the transparency of the ventpiglcanarket'* and the willingness of
those investors to venture an investment, but stisaulate the inner European market by
simplifying the AIF commerce. Under the conditiong economic globalisation, the
European passport of the AIFM can be seen as atgahlity that stands for a high level

of investor protection.

611 Cf. Koller, Bankenstabilisierung (2011), pp. 97, 134.

612 Cf. Heese/LamsaSORPORATE FINANCE law 1/2011, p. 39, 42.

613 Cf. SchmuhlCorporate Finance biz (2011), p. 139, 148.

®14  The venture capital market contributes to tharfzing of “young” corporations in the high-techrmjo
segment with an over-averaged capital request rémilts from research intensity, dfenenbach,
Kapitalmarktrecht (2010), p. 1469.
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3. Interim result

As already mentioned, the AIFMD can be seen ashanoattempt towards an
international regulation of collective depositsspectively collective investment whose
effectiveness depends on the development of tieenational financial markets. It sets a
contrast to the Guidelines for Disclosure and Tpansncy in Private Equity’ that has
been submitted by Walker. These guidelines prefapee voluntary regulation at the basis
of private corporationscomply or explaipthat goes back to the initiative of the British
Venture Capital Association (BVCA).

Due to the background of the increasing (econoimgact of the emerging markets
and that of the BRIC states and the increasingstamonal mobility of capital that is
promoted by the development of the new media afrmm&tion and communication, the
national governments seem to be driven by thenatemnal financial markets. They react
towards the international market development, Imgtytdo not really act because the
increasing significance of the financial marketskesit increasingly complicated to take
any legal measure at the national level. As a apresgce, the regulation of alternative
investments is also regulation under extreme uaitgyt Thus, it would be a wise decision
to limit its validity for a certain period of tim&nd to decide on its prolongation as soon as
it is possible to deduce any conclusion on itsatffeness on the basis of the real financial

market development.

Under the conditions of economic globalisation, amgulation of the financial
markets - seen from the investor’'s perspectivenoismore than a product because of the
international competition of economic locatidi$If one wants to ease this competition
that often results in a “race to the bottom”, itimevitable for each national body to
strengthen the efforts towards internationally celinpg standards of financial regulation.

5 Guidelines for disclosure and transparency in véei  equity, http://walker-

gmg.co.uk/sites/10051/files/wwg_report_final.pdfquested July/17th/2013).
616 On the structure of an economic constitution deghose of the national stat&enner Transnationales
Recht (2011), p. 1 ff.
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Fifth Chapter -

ALTERNATIVES TO THE AIFMD/
ALTERNATIVE APPROACHES
TO THE RECENT FINANCIAL CRISIS

1. Legal approaches
1.1. General annotations
1.1.1. Risks of a one-sided focus

In view of the enormous mobility of (private) ctgdj any approach that is suggested as
a response to the financial crisis of 2008/200ukhoonsider that any legal regulation of
alternative investments is an essential locatioctofa Under the circumstances of a
globalised economy, any financial investor hasdabenomic freedom of action to decide
where to place her or his investment. Any too-grdevel of legal regulation, at the
national and even at the European level, can djreatise an exodus of capital towards the
offshore countries, which usually results in wedfalosses. For example, since the
liberalisation of the British capital market in tiae 1970s, many investors left their
original countries and opted to operate in the ®@ityLondorf*’, which probably has

become the most significant financial centre inEhe

617 According to theGlobal Financial Centres Index, whichompares the competitiveness (availability of

qualified labour forces, quality of the labour matikeconomic framework, market access, infrastractu
and general competitiveness) of the 75 globallytremmificant financial places, published twiceeay
by theCity of London CorporationLondon reaches the position as a financial gltdsder before New
York City, Hong Kong and Singapore. For furtheroimhation on the ranking of the global financial
Centers see cf. http://www.cityoflondon.gov.uk/mesis/economic-research-and-information/research-
publications/Documents/research-2010/Global%20fire#%20centres_7.pdf.

(requested October/24th/2012).
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Thus, any regulation of alternative investmentsusthmot only focus the containment
of (macro-prudential) systemic risks and the privecof depositor§®® It should set one
major focus at the steady credit support of thd esmnomy, which is essential to a
continuous and sustainable economic growtTherefore, one should not only discus the
risks of alternative investments and other finanammovations but also focus on its
contribution to public welfare in view of the re¢efuro and debt crisf&® Many market
participants do not trust these innovations becdheg do not understand its general
functions and place too much trust in a negatiygonein the mass media. The initial
hypothesis of alternative approaches instead ofAlR&D should therefore consist of a
careful analysis of the effect and contribution aifernative investments. Any legal

response should not dry out the public contributbthese financial innovations.

1.1.2. Regulation of the product instead of the fuhmanager

If one discusses alternative legal approachesther sustainable containment of
systemic risks, one does not have to focus onuthd fmanagers as the administrators and
distributors of the fund. In opposition to the AlEMit seems reasonable to set the focus
on the fund itself, the depositors or the specifik profile of a financial product. Instead
of being subject to all the different types of aiaive investments (open funds, closed
funds etc.) regardless of their specific risk gepfea more proportional regulation would
aim at the systemic significance of a specific tgpagroup of investments. For example,
one could realise this by the legal requiremena ditense or certification that has to be
proved by the editor before the launch of the faianproduct. A certification in this spirit
could ease the supervisibft,create a bigger level of (public) transparency eettlice the

public costs.

618 On the protection of investors and depositorkdy investor information and comparable documents:

Cf. Podewils,ZBB (2011), p. 169 ff.Casper,BB (20/2011), Die Erste SeitSteffen/Sachs&BB No.
1/2011, pp. 33 ff.

On the expected economic growth in the businestog 2012 cf.Dams, DIE WELT (September
[21%72011), p. 10.

On the future treatment of “debt sinners” in viefthe recent European developmeri@seive, DIE
WELT (September /2§2011), p. 10.

Until 2011 there was no independent financialesuigion at the European level, &aur/Boegl,BKR
2011, p. 177 (177).

619
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However, one should consider that a regulation haf tund instead of the fund
manager could easily be avoided by shifting a sifghture of the financial product.
Noteworthy difficulties of hedge fund regulatiorsudt from the restricted nature of the
direct regulation on hedge funds which can be sasnone consequence that an
internationally generally acknowledged legal defimi of hedge funds does not exist.
Regardless of some typical characteristic featusch as the use of leverage,
derivative§?® and short selling that are typical for most hefigels, a general definition of
hedge funds does not exiét.Moreover, in financial practice, there is no cleaparation
between hedge funds and private eqfityThe lack of a legal definition may cause legal
insecurity among investors, but it contributeshi® tajor public interest because any legal
definition could easily be circumvented - thus, si@elegal regulation enable a suitable
approach at all? In general, there should be aimviof the current definitions tomake

sure that they definitely embrace all differentckisf funds®®

Finally, any legal regulation of alternative invesints could cause a footrace between
the other involved market participants and the degprs. Though the European
Commission or the responsible ministry could remcte speedily and flexibly towards an
amendment of the relevant product than the parimiang legislator, it is usually the editor
who wins this race - also under the comitology prhre®®’ Thus, in view of the
enormous mobility and flexibility of capital, anggulation of the fund contributes to the

fund managers, but not to the public and is theeefiot a suitable approach.

622 On the definition of hedge funds cf. Connor/Wbledge Funds, pp. 5 ff.

623 General annotation on the regulation of crediivées in view of the financial crisis of 2008/200
Litten/Bell,BKR (2011), pp. 314 ff.

624 Cf. Faber, in: Hommelhoff/Hopt/Werder, Corporate Governanc2009), p. 223;Buck-Heeb,
Kapitalmarktrecht (2011), p. 277 (bullet No. 653).

625 Cf. Faber,in: Hommelhoff/Hopt/Werder, Corporate Governar@@0@), p. 223.

626 Cf, Connor/Woo, Hedge Funds, pp. 1 ff. (33).

27 As a part of the so-called “Lamfalussy Proceds? tomitology procedure represents a special
legislation at the European level: The European @@sion concretises the regulatory frame that is
given by directives of the European Parliament #ra European Council by detailed provisions, cf.
Jung,in: Schulze/Zuleeg/Kadelbach, Europarecht (201@)0,8ullet No. 3.
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1.1.3. Necessity of an international benchmarking

Any legal approach should always consider the ggove consequences to the
allocation of private capital, its supply to tha@lreconomy and general public welfare. As
it is shown by the recent Euro and debt crisisaritial regulation is often an action of
uncertainty?®® To reduce the risks of uncertainty one possiblati®m is to undertake an
international benchmarking and focus the legal &awork of comparable industrial
countries, regions or communities of states lilkeNAFTA?° (North American Free Trade

Agreement).

Under the conditions of a globalised economy andraormous mobility of capital, no
country is enabled to maintain its public welfarg mmeasures of protectionism. The
Contract on the World Trade Organisation (WTO Cacttf®) that is based on David
Ricardo’s idea of the comparative advantages astdgienerally forbids any protectionist
measures. To keep a substantial piece of the gl@bae-added chain, each country needs
to steadily monitor the scenery at the foreign mtgkincluding its legal and infrastructural

framework.

Under the provision of the necessary financial andnomic facilities, each market
participant opts for that country that offers tlemparatively best conditions contributing
to his economic objective. Normally, she or he c®sothe country that offers the highest
gross margirf? The gross margin approximately corresponds to Itilernal Rate of
Return(IRR)***that is calculated at the basis of that weightestage cost of capital that
leads to aNet Present ValugNPV)***at the level of zer8® The benchmarking can be

628 On economic and investment decisions as decisinder uncertaintyBaums,ZGR (2011), pp. 218 ff.;

PaccesECFR (2010), pp. 479 ff.

Cf. Nowrot,in: Tietje, Internationales Wirtschaftsrecht (2p@2, ann. 38.

630 Agreement of the World Trade Organisation (WT@3ted April/1871994, Federal Law Gazette 1994

II, p. 1625 = Official Journal of the European Coomties (EU) 1994 L /336/3, effective

January/1st/1995.

On David Ricardo’s theory of comparative advaesacf. Second Chapter, 1.6.2.

632 Cf. Spengelifo Schnelldienst (13/2004), pp. 3, 4.

633 Profit on capital investments or securities Lefe/Lee Finance (2006), p. 231.

%34 The net present value, respectively the net liteokfn investment is the present value of a mitge
cash flows minus its costs, tfee/Leefinance (2006), p. 189.
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described as a procedure to identify the internatiadecisive factors of success and
consists of a comparison of the framework for aliéive investment&® It requires a
comparative analysis that follows a clearly detewdireference value that makes it easier
to identify and to adapt the respectivest practicesBy undertaking a benchmarking of
the international different regulation of alterwatinvestments, the regulating country can
reduce the public costs of regulation and its mubnsaction costs. Furthermore, it can
take measures against welfare losses. It is agralt@lement to analyse the economic

consequences of a legal regulation.

1.2. International and European level
1.2.1. Separation of commercial banks and investmebhanks

An approach that is seriously discussed as a lagptoach at the European level
consists of the separation of commercial banks iamdstment bank&’ It is an open
secret that the objective of an equity return cfo2bhat was operated [eutsche Baniks
only realistic if the credit institute focuses dmosg investment banking, which means its
financial engagement in big industrial companiesmBrily, the proposal to separate
commercial banks and investment banks (a sepasgatkiriy system) goes back to the
AmericanGlass-Steagall A&t of 16 June 1933 - one American response to thiglwiate
economic depression that started in October £829.

On the one hand, this proposal faces the challefgeontaining systemic risks
effectively because those risks even result fromrftawing investment banking. On the

other hand, it seems to ignore the necessity ofe#l-moportioned portfolio and a

635 Cf. Hasselbach/Réddingn: Eilers/Rédding/Schmalenbach, Unternehmensfireanag (2008), p. 803

f.; Volkart, Corporate Finance (2008), p. 198.

Cf. Behrends Managementsysteme (2005) p. 105 (referring tauieeof benchmarking systems in the
building sector).

37 On this proposition cf.Steinberg/SomnitzZfBW 6/2012, pp. 384 ff.;Rexer, DIE WELT
(October/18th/2011), p. 9.

The Banking Act of 1933 is most commonly knownttees Glass-Steagall Act whose name results from
its legislative sponsorgarter GlassandHenry B. Steagallcf. Kroszner/Rajan Glass-Steagall Act,
1993, p. 1 ff.

Sinn,Kasino-Kapitalismus (2009), p. 90.
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diversification of risk€* It belongs to the very first lesson of any investoshares that it

Is essential to acquire shares of a different clagsrisks: small risks (“cautious
investment”), middle risks (“decided investment’)nda comparatively big risks
(“speculative investment”). If one decides onlytake small risks, there is hardly any
chance to earn money. If one decides only to tageigks, the probability to lose money
iIs comparatively large. This lesson should alsocbasidered in the discussion of a
separation of commercial banks and investment baltksit it takes is a well-proportioned
diversification of risks — otherwise, a credit inge loses its attractiveness to investors and
its competitive position. The proposed separatiem aggravate a pronounced anti-cyclical
portfolio strategy and, therefore, can even mingrascredit institute’s immunity against

systemic risks.

The Glass-Steagall Actprobably forced the recent financial crisis beeaube
forwarding of savings by the capital markets wasrestimated?* Although the separate
banking system was successively transformed dfeeteigal compulsion to decide for one
of these business models was abolished in 1999mamy commercial banks cautiously
approximated towards the investment banking, tiparsge banking system still remains
after the breakout of the financial crisfé.

The proposal to separate commercial banks andtmeas$ banks is not an appropriate
response to the recent financial crisis. Moreovar,view of the principle of risk

diversification, it could emerge as a boomerangeurértain circumstances.

1.2.2. Good conduct of rating agencies

Until the outbreak of the financial crisis of 202809, the managers of many rating

agencies often used mathematical applicationsadsté their common sense to estimate

%0 In Germany § 2 paragraph 5 InvG requires thattader the common capital investment are subject t

the principle of risk spreading.
Sinn,Kasino-Kapitalismus (2009), p. 90.
2 Ibid.
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the relevant risks - thus, their risk managemeterofurned into a risk justificati6ff As
the FCIC points out, they overrated mortgage sesed instruments by using wrongfully
designed computer models and by underlying thespresof financial corporations that
paid for the ratings - against the background giitihg for market quote¥? Against this
background, notablyWalker pointed out the significance of properly rated fioial
products and structured financial produétsThe European Commission enacted the VO
1060/2009 regulation that states minimum requirdm#ar the rating agencies. According
to its Article 1, this regulation will contribute tintegrity, transparency, responsibility,
good governance and reliability of the rating agesiand improve the quality of financial
ratings in the EU. The term “good governance” refier the analysis and organisation of
processes and structures to enhance a corpora#ibifity to solve the problems that result
from its public institutional and interactive engagent®*®

1.2.3. Propositions of the G20

In view of the financial crisis of 2008/2009, tMember States of the G20 Summit
that took place in London on 2 April 2009 proposedonsistent international supervision
that no longer neglects any financial market pgodict, financial product or financial
region®*’ In compliance with the regulatory intention of tBeropean Commission, the
direct supervision will remain with the nationalpsuvisory authoritie§?® Nevertheless,
the G20 states agreed to implement common intemaltstandards, a tight corporation of

the national authorities and an enhanced functidgheolMF 84°

Together with the IME®the Financial Stability BoardFSB) - one essential element

of the new European financial supervisiin has undertaken collaborative early-warning

643 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 19,f72149.
644 Cf. Nationale Kommission zur Untersuchung der Finanzd Wirtschaftskrise Schlussfolgerungen
(2009), p. 8.
Basically on structured financial instrumentgolf/Hill/Pfaue, Strukturierte Finanzierungen (2011), p. 1
ff.; see alsde Vries Robbé&tructured Finance (2010), pp. 1 ff.
646 cf. Budaus/Hilgersin: Hommelhoff/Hopt/Werder, Corporate Governand@0@), p. 885.
Zj; Cf. LenenbachKapitalmarktrecht (2010), p. 1497 (15.79 f.).
Ibid.
®49 " Ibid.
%50 On the current assessment of the global econgntiyeblMF under its chief secreta@hristine Lagarde
Cf. Dams,DIE WELT (September /212011), p. 10.
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measures to strengthen the assessment of sysisksi@nd to identify possible regulatory
controls and supervisory practices as a responfigetochanging face of systemic risks in
financial market§>? Another comparatively suitable tool to identifydtien risk potentials
of a credit institute or any other financial invesnt is the leverage ratfd® When the
leverage ratio shifts by more than 5%, the Gernapital market law states a mandatory
obligation on the part of the credit institute tdorm the public (8 15 of the German
Security Trading Act, Wertpapierhandelsgesetz - H\G{.

The G20 states authorise the FSB to design irtterra financial standards for an
enhanced control of systemic risks and a more wffeoversight of the global financial
system and to devise more effective internatioagliatory frameworks that durably link
micro-prudential supervision with broader macroefmtial systemic concerfi¥’ Its focus
on macro-prudential regulatory involves devisingulatory standards to measure and limit
leverage levels in the financial system as a wholes requires financial institutions to
have enhanced liquidity reserves against short-tetmlesale funding exposures and
counter-cyclical capital regulation, whereby capiéguirements are linked to points in the

macro-economic and business cycle.

1.2.4. Systemic risk containment by the Financial fensaction Tax

Another measure that is currently discussed toatorgystemic risks that result from
the international cross-linking of financial markmrticipants is the (global) taxation of
financial transactions by the FTT - an internatidaa for financial transactions. The FTT

is also known as Tobin Tax, which represents oeeifip type of transaction tak®

651 On the new European financial supervisory archiie:Lehmann/Manger-NestleZBB No. 1/2011, p.

2 ff.

652 Cf. AlexanderZBB/JBB (2011), p. 337 (343).

653 LenenbachKapitalmarktrecht (2010), p. 1495 (15.73).

854 Wertpapierhandelsgesetz (dWpHG) as amended douiletin dated September/9th/1998 (Federal Law
Gazette |1 1998, p. 2708), last amended by Artiddeparagraph 1 of the law of February/13th/2013
(Federal Law Gazette | 2013, p. 174).

655 Cf. AlexanderZBB/JBB (2011), p. 337 (343).

6% On the international taxation by the Tobin Taatthims at the taxation of global financial trarisac
(Financial Market Transaction Tax) &osenBB 3/2010, p. I.
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A tax rate of only 0.1% on each financial transatttould significantly contribute to
the national budget of the benefited countriesaricial experts expect a plus of several
thousand million Euros. In addition, they expedttthe FTT would significantly contain
speculative financial transactions and the dereatommerce. However, financial experts
expect a serious exodus of capital towards offskotmtries. Regarded comprehensively,
the FTT could make the intense financial crossiligkless attractive and minimise the

total volume of financial transactions.

Financial experts expect that the FTT could drytbetHFT that is normally based on
a complex algorithm and results in information adeges that enable the market
participants to realise better-than-average profitee FTT could substantially harm this
business model because the yield of a single H&Isaiction normally does not go beyond
a few cent$®’ The proposition to contain the HFT is to be segairest the flash-cra8¥
that happened at the New York Stock Exchange ora$ 2010 when the Dow Jones Index
declined by some 1,000 points within a few minusgghout any obvious reason - the
Securities and Exchange Commission (88&ame to the result that this incident resulted
from a computer-based transaction at the volumeevkral thousand million US$°
Nevertheless, the United States and Great Briggect any financial market transaction
tax, so that it is expected that the FTT will béjsat to the European continental states -
the United States prefers a bank levy on its biggesdit institutes to ensure that these

institutes contribute to the financing of the resp®to the financial crisis of 2008/20%59.

The introduction of a FTT could consequently resulan exodus from the organised
financial markets into the OTC commerce and othgres of shadow banking and
aggravate the present lack of transparency inittaméial segment. The OTC comméfée

857 Cf. Kaiser,DIE WELT (November/5th/2011), p. 21.

%58 This term describes the phenomena of an enormslomsp in prices that happens within a very small

time period.

On the latest SEC requirement concerning the nemation of managers in the United States:

Lander/Flagel,RIW No. 7/2011, pp. 425 ff.

680 Cf. Kaiser, DIE WELT (November/5th/2011), p. 21.

661 Cf. Goffart, HANDELSBLATT (November/4/2011), p. 16.

2 On the draft of the European Commission on theiréu regulation of the OTC commerce cf.
Diekmann/Fleischman®M (2011), p. 1105 ff.

659
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is neither executed at the stock exchange nohat atrganised financial markets. It can be
described as a telecommunication network of dealbis provide liquidity to investors by
their willingness to “make markets” in particulagcsrities: When an investor wants to
purchase a security, a dealer firm will sell itnfrats own inventory of securities - if an
investor wants to sell, the dealer will purchase gbcurity and hold it in inventof§® The
abovementioned exodus should be contained in viglveoawareness of the FCIC that the
rise of the shadow banking system, which could lgasampete with the traditional
banking system, was accompanied by widespread-s#rartdebt$® On the eve of the
financial crisis of 2008/2009, key segments of financial market-- such as the Repo-
market®®® off-balance business urfitéand off-balance derivates--were kept invisible and
free from suitable protection measures that had bemwlemented to prevent financial
,meltdowns“®*” In view of this awareness, the FCIC regards the Gt&ernment as
primarily responsible for the financial crisis basa it opted for the deregulation of OTC-

transaction§®®

Because the OTC commerce has risen by a volumes8b0 billion in only the year
2010 and because an inclining number of hedge fandsspeculators try to concentrate
“their” risks in the OTC commerce and other moddlshadow banking, the G20 decided
to also extend bank supervision to these businesteist®® Since Germany liberalised the
investment restrictions for special assets, it & langer forbidden for investment
companies to take part in the OTC commé&fédf one considers that OTC transactions
can reach a total business volume of approxim&eliillion, it is easy to understand that
- under the conditions of international financialogs-linking and the international

663 | ee/LeeFinance (2006), p. 199.

64 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 27 ff.

%5 Repo is the abbreviation for repurchase agreeménich signifies the regular auction of a centrahk

which contributes to providing the commercial bankith short-term liquidity. Conceptionally, the

central bank purchases assets from the commeraiddsbthat are resold to the central bank after the

elapse of the respective Repo transaction, cf. ZHert

Eichenrode/lllenberger/Jesch/Keller/Klebeck/Rochetivate Equity-Lexikon (2011), p. 158.

Financial structures that are not reported inbtlance sheet of a corporation, such as ABS an$,SP

and that aim at achieving a better rating by ,lidinhe debts of a corporation, cf. cf. Hertz-

Eichenrode/lllenberger/Jesch/Keller/Klebeck/Rocheiivate Equity-Lexikon (2011), p. 132.

67 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 20 ff.

%8 Cf. FCIC, Financial Crisis Inquiry Report (2011), pp. 24 f4 ff.; Nationale Kommission zur
Untersuchung der Finanz- und WirtschaftskriSehlussfolgerungen (2009), p. 10.

669 Cf. Goffart, HANDELSBLATT (November/4/2011), p. 16.

670 Cf. Méllers, BKR (2011), p. 353 (353).
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securitisation of risks - OTC transactions can Igasause fatal chain reactions.
Nevertheless, it does not seem a proportional respd if one forbids these transactions -
in view of their contribution to the immediate citeslipply of corporations. A proportional

approach consists of an enhanced transparencydingl of these transactions. The FTT

is, therefore, no suitable legal tool to contaistegnic risks.

1.3. National level
1.3.1. Interdiction of short selling

As another response to the financial crisis 0f&2P009 and because (uncovered) short
selling can bear a substantial systemic risk, teentan government decided to amend its
dWpHG in 2010 by placing a general interdictiorthadse financial transactions. Under the
law for the prevention against abusive trading @fusities and derivatives (Gesetz zur
Vorbeugung gegeniiber missbrauchliche Wertpapiet-Derivategeschaft&), uncovered
short selling in shares and other debt certificéséste bonds) must not be transacted any
longer at any German stock exchange. The Germaeargaent and the German Federal
Agency for Financial Market Supervision (BaFin) d®lthe view that the non-regulated
trade with CDS that is not motivated by a securitgrest represents a potential risk for the

stability of the financial system as a whofa.

Because the use of short selling and derivativemestypical feature of hedge funds
and private equity funds, the European Commissliem presented a draft for an order that
refers to the regulation of CDS on debt certifisaté the EU Member Staté§. This legal
order consists of information requirements for ¢hse of uncovered short selling on debt
certificates of EU Member States and an authoosatf the national supervision

authorities to effect a limited restriction of @t CDS®”® In comparison to the German

671
672

On the principle of proportionality cf. Third Qbier, 1.1.

Gesetz zur Vorbeugung gegenitber missbrauchlickpapier- und Derivategeschafte (dVmWDG), as

amended on July/21st/2010 (Federal Law Gazettd 0 2@ted June/14th/2010, p. 786).

673 Cf. Litten/Bell,BKR (2011), p. 314, 314.

674 Cf. Draft for an order of the European Parliamamd the European Council on short selling ancairert
other aspects of CDS (Septembef¥2510), KOM (2010), p. 482.

675 Cf. Litten/Bell,BKR (2011), p. 314, 320.
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regulatory approach, the European approach doegerwrally forbid uncovered short

selling®®

1.3.2. The “integrated approach” by the German Invetmentgesetz

The AIFMD is an isolated solution because it $ktsfocus only at the regulation of
alternative investments as its own segment. Inst#fadhoosing an isolated solution,
Germany has given an example for an “integratedtieol” with the German InvG. By
separating the fund administration from the funtklsseping by the implementation of a
depository bank as a relatively independent ingatiee legal conception of the InvG not
only institutionally secures the position of theesjal assets and the investors and protects
them against any abuse of the investment compaurtyit lalso creates legal security for

each single investdr.

Its regulatory approach sets the focus on diffetgpes of investment (8 1 dinvG)
covering public funds inclusively its organizatioregistration, prospect requirements,
disclosure requiremerftd and portfolio restrictions - although it coversme® specific
features with regard to tools to enhance the Igeershort selling and prime brok&fS It
is significantly different from other regulatory rmmepts that cover a specific approach to
alternative investments, normally different frome tregulation of traditional investment
funds that are made for retail invest8fSRetail investors are private depositors with a
comparatively small investment volume (private oustrs, manufacturers with small
income, small corporate clients) who are subjectamdardised financial products that do

not have to be explained in each c¥se.

1.3.3. Bank licenses of industrial companies

As one first step against an overflowing capitatusculation and towards a bigger

independence of the real economy, one can menkien‘tank licenses” that can be

676 |pid.
677 Cf. Méllers,BKR (2011), p. 353 (355).
678 Cf. Piitz,in: Striegel/Wiesbrock/Jesch, Kapitalbeteiliguregstt (2009), pp. 486 ff.
679 Cf. Dornseifer,in: Leible/Lehmann, Hedgefonds (2009), pp. 77, 82.
680 H
Ibid.
%1 Hockmann/ThieRemnvestmentbanking (2009), p. 563.
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acquired through the central supervisory authoiityGermany, the BaFiff> These bank
licenses contribute to a more decentralised grantedlits by industrial companies with a
minimum investment volume of €5 million. For exampbig German companies such as
Siemensacquired a bank license and thereby contributééoetonomic independence of
subcontractors whose function is essential to kbewalue-added chain alive for the final
good. These companies have comparatively bettellitiesc to properly rate the
creditworthiness of their subcontractors. Therefaebank license can be seen as an
appropriate measure towards an overflowing capitalmulation, an enhanced rating of
creditworthiness and enables a suitable comprobeseeen the two superior objectives,
the preservation of freedom of economic action #aedeffective containment of systemic

risks.

1.3.4. US Private Fund Investment Advisors Registteon Act of 2009

In view of the recent financial crisis in 2008g t®bama administration introduced the
draft of the Private Fund Investment Advisors Regton Act of 2009 on 15 July 2009.
This regulatory draft is subject to any fund thaters a minimum of US$30 million and
states the binding obligation to the fund advigorgform the SEC on the total volume of
administrated assets, lenders of off-balance-sbigiggations and other positions that are
essential to rate the impact of their operativeiress on the financial stability as a
whole®® It is being considered to transfer this informatto theFederal Reservéo fulfil
its function as supervisor of systemic risks anddentify the possible need for further
regulation of the relevant fund¥ This American draft for the regulation of alteimat
investments aims at the quick identification oftegsc risks but not at the registration of

private equity investments by the supervisory atities

882 According to the regulatory intention of the Epean Commission the direct supervision shall reragin

the national authorities while enhancing the camion between them, creating uniform supervisory
standards and giving the definitive decision toEueopean authorities in the case of different mpis,
cf. LenenbachKapitalmarktrecht (2010), p. 1496 (15.77); on theestion whether corporations of the
Real Economy are subject to the legal frameworkariking supervision cWieland,BB (2012), p.
917.

683 Cf. Swoboda/Schatin: Striegel/Wiesbrock/Jesch, Kapitalbeteiliguregstt (2009), p. 851.

684 H
Ibid.

%% Ipid.
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1.4. Harmonisation versus regulatory competition
1.4.1. Introduction and overview

The AIFMD harmonizes the licensing requirement&M in the European Member
States and follows a direct approach by facingettéies instead of the products. In view
of this approach it seems appropriate to discusstiveln one supranational uniform legal
solution is a more suitable response to the firsrrisis of 2008/2009 and to what extent
this approach is economically more preferable thiay regulatory competition. Since any
regulation that does not focus on the current sdanaf financial markets and corporations
could fail the target to effectively contain systemsks, there is the need to discuss the
economic contributes of harmonisation over regmatmmpetition®®® Already in June
1985, the European Commission released a WhiterPapwt contained a broad program
of rules to harmonise the national law on the stipiem of financial instituté®and to
strengthen the protection of depositors. The WRiper followed a new harmonisation
concept that set on the harmonisation of significarles and standards concerning
supervision and licensing and the mutual acknovddagy to transform these into national
law. The White Paper consequently contained a haisaton concept that set on the
realization of a minimum coordination of the nattn different rules and the mutual

acknowledgement of the differing national rules.

1.4.2. Definition

Conceptually, harmonisation is based on the suneessijustment of the capital law

of the European Member States. Harmonisation mehesadjustment of nationally

68  Critically on the legal concept of harmonizatidnzinger,StuW (3/2002), pp. 261 ffBriiggelmann,

ifo Schnelldienst (11/2004), pp. 5 ffuest,Steuerharmonisierung (2006), pp. 1 Herzig, Stuw (2006),
pp. 156 ff.;Hey, Unternehmensbesteuerung (1997), pp. LJ#cobs,fo Schnelldienst (11/2004), pp. 3 ff;
Meitinger, Schutz von Geschéaftsgeheimnissen (2001), pp. Rudffner,FS Zaech, S.409 fiSpengel ifo
Schnelldienst (13/2004), pp. 3 ffSpengeBraunagel Stuw (2006), pp. 34 ff.

%87 \White Paper from the European Commission andEt®pean Council on “Completing the Internal
Market”, published under _http://europa.eu/docurskentmm/white papers/pdf/com1985 0310 _f en.pdf.
6% As Walter underlines, it particularly takes one coherencemidro-prudential and macro-prudential
supervision, equal starting conditions and adeqpattection of the financial consumers against unfa
business practices, alalter,in: Bechtold/Jickeli/Joachim/Rohe, FS Mdschel (20pp. 969, 973.
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differing legal requirements of the European MembBgates, the (partial) deletion of

differences in their legal situatiSf’

Thereby, one can distinguish technical measureb agcthe Level 2-measures and
political measures of harmonisation. At the Européavel, the harmonisation of the
financial regulation can notably concern the licegsequirements or the equity capital
requirements. Stability and competitiveness of fthancial services segment essentially
depend on adequate equity to steadily cover laskarexpected dimensidi’ Directives
such as the AIFMD represent probably the most it@mortechnical measures of

harmonisation.

Notably, the change towards the Lamfalussy prorseascompanied by a change from
partial towards full harmonisation, notably to atlapternational standards and to
strengthen the Common market by the unificatiorresfuirement$® It was primarily
driven by the fact that the European Commissioncessively followed not only the
superior target of market integration but even k&gte and supervisory objectives - as
one consequence, the respective directives cwresdiched full harmonisation and the
European  Member states lost any right to influemtagal relationship by
unilateral declaratiof’> Against the background that banks are economiesitential for
the macro-economic commerce of goods, servicesfiadicial deposits. Notably the
effective containment of systemic risks and theseovation of financial market stability

successively came into the legal focus of the EemopCommissiof®

Based on a fourth-step procedure, the Lamfalus®cegss gives the European
Commission more legislative power by simultaneousigucing the legislative power of

the European Parliament and minimizing the tramsédion scope of the European

689 Cf. Herrnfeld,in: Schwarze, Europarecht (2012), AEUV, Articled]1bullet No. 29.

69 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 974.

691 Cf. Ohler,in: Ruffert, Europaisches sektorales Wirtschaftsré2012), § 10, bullet 38.
692 Cf. Moloney,CMLRev. (2010), pp. 1317, 1356.

693 Cf. Ohler,in: Ruffert, Europaisches sektorales Wirtschaftsré2012), § 10, bullet 79 ff.
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Member States. To reach a maximum level of appration of laws, it shall realize the

concept of full harmonisation.

1.4.3. Legal objectives

By name, the European legislation is faced with itbgulatory challenge that the
financial commerce is widely decentralized, witke tbonsequence that it is practically
almost impossible to consistently control the cacts of credit institutes, security houses
and assurance companies. Due to the fact that anketrdbased financial system can only
function as long as the performance of those marketicipants who take on economic
risk correspond to the probability of the respextrisks , it is the primary target of the
regulatory framework to create those conditions #r@able the market participants to

identify and to access their respective risks.

Under the scope of Article 114 TFEU, the Europeam@ission is principally free to
opt for any legal approach and set the respecitiles ras it sees fit since the principle of
subsidy does not unfold any significant force toaficial markets regulatiof* As
Herrnfeld points out, the harmonisation subject to Articlel TFEU is not “end in itself”,
but it shall contribute to reaching specific leghajectives of the European primary law as
the effective functioning of the Single Market, tbigective practice of fundamental rights
and the minimizing of distortions of competitiorsuéting from the application of different

national rule$®®

By opting for the legal measure of a directive, Eheopean Commission has chosen
an approach that normally leaves a transformatope to the European Member States.
At the latest, since the beginning of the new miliem, the European Commission
changed from the committee process towards the dlasdgy process. The Lamfalussy
process is named afté&lexandre Lamfalussychairman of the Committee of Wise Men,

and shall accelerate and adapt the whole regulgtoosgess in particular by a better

694 Cf. Fleischer/Schmuhl, NZG (2010), pp. 1241, 1245
69 Cf. Herrnfeld,in: Schwarze, Europarecht (201), AEUV, Article 1bdllet No. 1.
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coordination between the EU-directives and theufscimarket developments. It was
confirmed by the European Council in 2001 and basefbur steps: Firstly, the governing
political bodies decide on principal topics; sedgndhe comitology process recruiting
from the CESR (Committee of European SecuritiesuRegr$®® and the ESC (European
Securities Committe®’) clears the respective technical questions; thirdiational

supervisory bodies overtake the coordination of dmectives in the single European
Member States; fourthly, the European Commissiantrots that the directive is properly

transferred into national law on time.

1.4.4. Harmonisation of the licensing and capitalequirements

Concerning the licensing requirements that areifstgntly amended by the legal
validity of the AIFMD, the European law significéyntontributed to one harmonised legal
framework that preventively aims at the realizatidrihe directive objectives to allow the
market access only to those corporations that patsely secure the steady fulfillment of

a good corporate cond@®tand the careful handling of the entrusted a$8ts.

In contrast, the harmonised equity requirementsbased on adequate and actual
available equity capital to enable the steady fionelity of the financial markets and the
protection of consumers who serve as the debtatap#ditors of the respective financial
institutions’® The harmonisation of equity capital requirememalisflank the realization
of the single European market for financial sersiaad follows the idea to economically
consolidate the confidence into the performancehef respective credit institutes by
providing an (additional) security for the primaskeditors for the case of their possible

insolvency’®*

696
697

Cf. http://www.esma.europa.eu/.

Cf. http://ec.europa.eu/internal_market/secwgitisc/index_de.htm

69 Cf. Fifth chapter 1.2.2.

69 Cf. Ohler, in: Ruffert, Europaisches sektorales Wirtschaétist¢2012), § 10, bullet 82.

90 Cf. Ohler, in: Ruffert, Europaisches sektorales Wirtschafist¢2012), § 10, bullet 86.

01 Cf. German Central Bankyonthly Bulletin January 2012, p. 43; generally the confidence into the
economic rationality cfDullen, ZfBW special edition ,Verdient der Markt noch unséertrauen” (2013),
pp. 23 ff.
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Moreover, the harmonised equity requirements lthmtleverage of financial institutes
and even the volume of its business operationssiney are generally calculated at a
percent basis in addition to the balance asseto#mat decisive risk factor§? Under the
provision that any credit institute only availsao€ertain amount of equity at a certain point
of time, this amount represents the calculative fapits total business volume and
effectively limits its risks’® Under the impression of the financial crisis of2@DO09,
Basel Il proposed a harmonised regulatory framé&vedithe financial markets to limit the
acknowledgeable equity elements to deposited steggal and actual realized earnings,
limit the use of hybrid financial meaff8and significantly enhance the equity ratio from
currently 8 percent’® According to the view oWalter, Basel Il would not endanger the
ability of the banking segment to supply the rearomy with financial means as one

provision of provision of economic growth and ination.®

1.4.5. Positive effects of harmonisation

On the one hand, a maximum level of harmonisatian grincipally contribute to
higher legal security, enhances reliability to @ygtions locating in the European Union
and contributes to the outstanding legal targedesferal freedom of movement of capital
(Article 63 TFEU). The superior European targetestablish a common market for all
commercial goods (Article 26 TFEU) is comparativeligely realized in the segment of
financial services, primarily as a consequencénefitnmaterial character of capital whose
exchange only depends on contrd€f8By intensifying and accelerating the transnational
commercial streams between the European MembeesStitcontributes to the general
wealth and can be seen as one essential conddrostédady economic growth and one
measure to maintain their competitiveness towatdereeconomic power centers like the
BRIC-states.

92 Cf. German Central Bankylonthly Bulletin December 2006, p. 70.

93 Cf. Ohler, in: Ruffert, Europaisches sektorales Wirtschaétist¢2012), § 10, bullet 86.

9% Hybrid securities such as convertible bonds combiwo or more different financial means and
therefore avail of both debt and equity charadieds Convertible bonds avail of features of adimery
bond but are significantly impacted by the priceveraents of the stock into which it is convertibté,
http://www.investopedia.com/terms/h/hybridsecuasp.

Cf. Second Chapter 1.8.2.

95 Cf. Ohler,in: Ruffert, Europaisches sektorales Wirtschaftsré2012), § 10, bullet 88.

96 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 974.

97 Cf. Ohler,in: Ruffert, Europaisches sektorales Wirtschaftsré2012), § 10, bullet 32.
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The economic integration of all European MemberteStais economically and
politically desired since some financial expertsumse that big financial markets are more
liquid and therefore more stable, which was clealymonstrated during the financial
crises of 2008/2009°® In addition, the competitive pressure between dliféerent
providers of financial services is stronger undee tonditions of a higher level of
economic integration. Resulting from the higher pefitive pressure among the providers
of financial services, there would be more optitarsthe financial consumer and even a
higher level of risk diversification, better capitdlocation and more economic growtH.
Finally, the financial integration eases the operabf a European monetary policy by the

ECB since the monetary incentives are more eqaaiypted by the commercial barfkS.

From this perspective, a strong level of legal hamsation can be seen as one
condition to strengthen welfare in the European MenStates. Against the background of
the financial crisis of 2008/2009, the original iktgtive target to ease the transnational
activities of banks and credit institutes and tonnise the equity capital requirements
turned into the primary target of keeping stabibfythe financial system,which means the

public interest as well as a stable and functiowireglit institutes and markefts-

1.4.6. Negative effects of harmonisation

On the other hand, the concept of full harmonisabears some risks that should be
taken seriously in view of the legal objective loé tEuropean Union to effectively contain
system risks in the future. Namely, the reversthefbigger European financial market has
the consequence that local and regional criseeasity expand (harmonisation as a “risk

amplifier”) and geographically reach a wider diffus’*

98 ECB,Monthly bulletin (April 2011), pp. 61 ff.

" European CommissiorSEC (2007) 1696 - final edition - , European Fiahintegration Report
(2007), p. 8.

10 Cp.AlexanderERA Forum 2011, pp. 229, 232.

"L Cf. Ohler,in: Ruffert, Europaisches sektorales Wirtschaftsré2012), § 10, bullet 2.

12 Cf. Ohler,in: Ruffert, Europaisches sektorales Wirtschaftsré2012), § 10, bullet 34.
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Secondly, one should not neglect that any full larisation approach could aggravate
cyclical effects. If nearly all financial marketrgaipants in the European Union is subject
to the same regulation and almost each legal optiocircumvent that regulation is
abandoned, the economic effects of an unexpeataddial crisis could be comparatively
more massive than those of the financial crisi2@#i8/2009. Thus, any full harmonisation
could amplify negative economic effects - in partae, should the ESRB fall, its objective
to identify early future systemic risks on timeelithe drying shrinkage of any single

market or another serious lack of liquidity.

As Romanopoints out, any full harmonisation approach suchhas Basel Capital
Accord bears the significant risk that, when thadibess strategy fails catastrophically, the
crisis was not restricted to one nation and a festitutions, but spread worldwid&’
Principally, one could compare the basic lindRoimano”point of view to the principle of
risk diversification. Since historical data canyoble transferred to novel and unknown
risksof the future a very limited level, it genérdakes a broad scope to effectively face

those risk<*

Any economic decision and, notably any decisioa abrporation, is a decision under
uncertainty'® and therefore it bears the risk that its assumptido not materialize but
instead are refuted by real economic developmeéfasminimize the respective risks,
corporations do not set everything on the same bartdfollow the principle of risk
diversification. Any harmonised approach that does$ follow the principle of risk
diversification enhances the risk of a total lobs.view of this awarenesfRomano
emphasizes that any globally harmonised framewark dramatically increase systemic
risk if regulators make an error in their regulgitapproact® ThereforeRomanoholds
the view that the more plausible serious sourcecaifstrophic systemic risk was an
international regulatory harmonisation, rather tharersity in regulatory regimes. This is

because of the perpetual uncertainty regarding best to measure institutions’ and

3 Cf. RomanoYale Law & Economic Research Paper No. 414, p. 17.

14 Cf. Ohler,in: Ruffert, Europaisches sektorales Wirtschaftsré2012), § 10, bullet 100.

15 On the uncertainty of economic actions and ngtttimse of a corporation cf. GPaccesECFR (2010),
pp. 479 ff.

1% Cf. RomanoYale Law & Economic Research Paper No. 414, p. 17.
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instruments’ risk and contribution to systemic rigkarticularly because such risk
dynamically changes over time as the business @mwvient change§.’ All in all, a
preferably broad diversity in regulatory regimesras essential since systemic risks are
regionally, temporarily and objectively extremelpriable and require one preferably
flexible approach’*® Moreover, the respective uncertainty exacerbates risk that
regulators will get things seriously wrong, andhnainy harmonised regulation, regulatory

error is much more costly, as it will ripple acrdiss global financial systeft?

In contrast to the concept of harmonisation, wittliversity of regulatory regimés,
there was at least a chance that not all regulatoderlay the same mistake and -
accordingly - would not incentivize all financiaistitutions to follow the same flawed
strategy’®* The diversity of financial market regulations ajwaleaves the option for
regulatory arbitratioff> Thus, asRomancadditionally points out, regulatory arbitrage was
a “key driver” of financial innovation - by namehet impressive innovation in U.S.
derivative product&®® has been facilitated by the US-American regulatoegime’s
fragmentation, which spurs firms to devise new patsl that avoid the less favorable and
the more expensive regulator’'s jurisdiction and, aiedition, correlatively creates an
incentive for more efficient regulation as regutatoespond to firms’ jurisdiction-shifting

decisions’?*

17 cf. RomanoYale Law & Economic Research Paper No. 414, p. 17.

18 Cf. Ohler, in: Ruffert, Europaisches sektorales Wirtschaftsré2012), § 10, bullet 100.

"9 Cf. RomanoYale Law & Economic Research Paper No. 414, p. 18.

20 Nevertheless, according to the concept of harmatioin, there is a diversity in the financial marke
supervision expressed by the “division of labortvieen the Committee of European Securities Regglato
an independent expert group for securities marites is recruited by high-level representativesthef
national supervisory bodies -, the European SéesriCommittee (ESC), the Committee of European
Insurance and Occupational Pensions SuipervisdesOES), the ESMA, the EBA, the ESRB and the
European Insurance and Occupational Pensions aytielOPA).

21 Cf. RomanoYale Law & Economic Research Paper No. 414, p. 18.

22 Arbitration can be defined as a process in whichisagreement between two or more parties iswesol
by impartial individuals (“arbitrators”) in orderot avoid costly and lengthy litigation, cf.
http://www.investorwords.com/249/arbitration.html.

3 A derivative such as options, forwards and fusuran be defined as financial instrument whoseevalu
depends upon the value of an underlying securityGrabaravicius Dierick ECB-Occasional Paper No. 34
(August 2005), p. 59.

24 Cf. RomanoYale Law & Economic Research Paper No. 414, p. 18.
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The “invisible han&* that was confirmed byAdam Smithas the healthful force of
competition can even contribute to finding the nmstable financial market regulatiéff.
Thus, the aforementioned financial innovations, lbalance, have even generated
substantial social value by lowering transactioste@nd permitting efficient risk-sharing.
All in all, in any regime of global harmonisatiomegulatory error could result in
heightened systemic risk, as regulatory incentlead financial institutions worldwide to
adopt similar business strategies - when such egiet fail, they could do so
catastrophically, as witnessed in the recent firmrmisis/?’ Against the background that
regulatory arbitrage as a “byproduct” of regulatadiiyersity can definitely contribute to
building a valuable hedge against the realizatibnsystemic failure, it would be a
profound mistake to view it as a weed that needseteradicated in order to have a more
well-manicured gardeff®

Thus, any full harmonisation approach could fod Huperior legal target to effectively
contain systemic risks. As mentioned before, shddfinancial markets be affected by
any regulatory competition problem that bears tisk that the collapse of single
corporations or markets can also affect other mgréicipants - against this background,
it is one important target of the financial markegulation to take suitable measures to

overwatch the functioning of the financial market®n in critical situation§>

Under the provision that one defines harmonisatsnone complete respectively
partitial equalization of regulatory frameworkgcieates pressure towards the economically
less powerful countries like, for example, the riewvopean member state Croatia to reach
the average economic strength of the European Mefitages and to steadily fulfill the
convergence criteria that are legally defined iticde 140 paragraph 1 sentence 3 TFEU

(price stability; equilibrium of public earning andebts; stability of exchange rates;

2> 0On the conception of the invisible hand that gigantly bases on the teachings of Adam Smith., cf

Van SuntumUnsichtbare Hand (2001), pp. 1 ff.
26 Critically on the conception of the invisible ftaof. Dullen, ZfBW special edition (2013), pp. 23 ff.;
Horn/Klodt/Preiss|,ZfBW special edition (2013), pp. 2 fiNullmeier, ZfBW special edition (2013), pp. 34

ff.
727

728

Cf. Romanoyale Law & Economic Research Paper No. 414, p. 20.
Cf. Romanoyale Law & Economic Research Paper No. 414, p. 20 f
29 Cf. Ohler,in: Ruffert, Europaisches sektorales Wirtschaftsré2012), § 10, bullet 6.
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stability of public interests). The objective teadlily fulfill the convergence criteria could

increase the demand for additional capital, notakelyture capital. If the regulated banks
cannot correspond to the increasing demand fortadapince they are subject to the
respective equity requirements and other legal ipimvs, the harmonisation can create
more economic incentives towards shadow banking; @ already before-mentioned,
often bears serious systemic risks, notably as acomsequence of an expanded line of
credit intermediation. Under this provision, harnsation of the capital market law can
generate additional systemic risks since countviéh economically different frame

conditions are subject to the same legal framewbhlerefore, it seems very questionable
if the AIFMD, which sets on a strong level of hammation, represents an adequate
response to the financial crisis 2008/2009. Anyalegpproach that neglects the specific
economic requirements, which are very differentwieein the currently 28 European

Member States, neglects the principle of propodiity:

Thirdly, any full harmonisation bears the risk aisihg national “chambers of
experience”, which contribute to finding the modfeetive approach to effectively
containing systemic risks - in particular, in view the background that thEuropean
Unionis not a federal state but a supranational conédider that is based on the principles
of subsidy (Article 5 paragraph 3 TEU) and the tadi single authorization (Article 5
paragraph 2 sentence 1 TEU). According to the pi@mf limited single authorization,
the European Uniomrmust not act out of the expressive responsibiliied competences
that are transferred by the European Member Sgatdswritten in the primary European
law. The actions of the European Commission arebased on a parliamentary mandate
but on an authorization by the national head destdn case of doubt, these competences

must be outlaid restrictively.

In Germany, there is currently a pending actiothatBVerfG as to whether the ECB

is authorized to the unlimited purchase of boffdén critical situations, if the interbank

80 The first senate of the BVerfG is currently inved with the question whether the unlimited purehais
bonds by the ECB (Outright Monetary TransactiongPam, OMT) corresponds with the German
constitutional provisions, cf. http://www.bundedessungsgericht.de/pressemitteilungen/bvg13-028¢alr
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market fails or the deposit business dries out,B® generally overtakes the primary
source of liquidity’*! In view of the experience that the drying shrirkagf any single
market is one essential symptom for the assumti@isystemic crisis, it is currently the
principal approach of the ECB to take suitable mess against lacks of liquidity and to
supply the respective credit institutes adequatetrae bank money, to reduce the
respective requirements for credit securities amgurchase assets. On the one hand,
against the background that the easy money pdione probable source of the financial
crisis of 2008/2009, any legal measure that isrtadsea response to the financial crisis of
2008/2009 must correspond to the outstanding digetd enhance the resistivity of the
international financial systefii On the other hand, credit institutes must strezmtiheir
“defense line” against shocks of liquidity by adatpidevise and business models (e.g.
own customer deposits), adequate equity and reratioersystems&>

According to this point of view the rescue of sufig banks is primarily the task of
the investors and depositors since they have chfusetihe respective engagement. The
recapitalization of the central banks is neverts®lea commitment of the European
Member States whose budget is financed by thedg®rpvho does not automatically have
a contractual link to the suffering bank. It shobklone principal target of any legislation
to take suitable measures against a nationalizaifofosses. Besides the question of
keeping those limits set by the principle of linditsingle authorization, one should not
neglect that any unlimited purchase of bonds mayriute to system dependability but
even to “moral hazard” since the expectation of famgl rescue sets the false incentive to
underestimate the respective risks.

Any full harmonisation approach could result in tbss of diversity of different legal
approaches, which contributes to the effective @ioment of systemic risks as long as the

provisions of a systemic crisis are not definiteRplained. The resulting standardization

on the commitment of the state cfGraf, in: Studiengesellschaft fir Wirtschaft und Recht,
Finanzmarktregulierung (2012), pp. 105 ff.

3L Cf. Ohler, in: Ruffert, Europaisches sektorales Wirtschaist¢2012), § 10, bullet 14.

32 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 973.

33 Cf. Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 973.

34 Cf. Ohler, in: Ruffert, Europaisches sektorales Wirtschaéist¢2012), § 10, bullet 6.
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minimizes individual financial innovations and evamdividual defense strategies of
financial corporation$® According to the author’s point of view, this ldssa severe
development as individual solutions are one essgmibvision of any market-based order.

In view of the enormous acceleration of the ecomodavelopment in the industrial
states that is driven by the economic globalizatibrseems very questionable whether
anyone will be able to find a really satisfactorgsponse to the financial crisis
0f2008/2009. Due to the ongoing process of findnor@ovations that could generate new,
so far unexpected and probably more severe systeshis, a diversity of different legal
approaches seems desirable. As it is shown by magi@ny investment strategy, where
the diversity of risks creates a shield against mbaization of unexpected risks, the
diversity of legal national approaches in the ragah of financial markets can build a

shield against the realization of systemic risks.

1.4.7. Interim result

As the AIFMD follows a direct regulatory approadrcihg the AIFM instead of the
AIF and, moreover, it shall consistently cover thestities, it could be revealed as one
pro-cyclical risk amplifier that bears the queséible incentive to transfer capital outside
of the European Union and thereby contribute tséhglobal disequilibria of commerce
that stood at the beginning of the financial crisis2008/2009. Should the AIFMD
consequently cause a capital exodus towards fialydess regulated countries, it could
contribute to future liquidity gaps that were edsgndrives of the financial crisis of
2008/2009. If one takes these serious doubts iatssideration, one cannot access the
AIFMD as a satisfactory response to the financrai€ 2008/2009 and as one adequate
approach to contain the realization of systemiksrig the future. Public wealth as one
essential consequence of economic growth depend$inancial innovations, whose
realization is endangered by any harmonised apprtheat takes many market players the

“air to breathe”, which means the short-term arédy supply with liquidity.

35 Walter,in: Bechtold/Jickeli/Joachim/Rohe, FS Méschel (20pp. 969, 975.



163

The European Alternative Investment Fund Managémscilve (AIFMD) -
an appropriate approach to the global financialsis?

Finally, it is important to submit the questiontasvhether the European Commission
opts for the legal measure of a directive if thedpean “government” intends to reach a
maximum level of harmonisation of the capital markev. Why has the European
Commission not chosen the legal measure of stgtuégulation - in particular, against the
background that an accelerated response seemstigsseneffective containment of
systemic risks? Why does the European Commissarelany transformation scope to the
European Member States if full harmonisation isgbperior legal target, which could be

realized as more effective, less expensive and axwelerated by statutory law?

1.5. Further Discussion

In view of the various different legal approachiésnust be discussed whether it is
preferable to set the regulatory focus on the fonashagers, the investors or the product. In
a global comparison, the regulatory frameworks #&ternative investments differ
significantly - a circumstance that is essentialiew of the fact that hedge furld®and
private equity funds act globally and can opt faother country at any point of time
because the legal requirements in the origin cguate either too restrictive or not
practical enough®’ Thus, the omission of an international harmonisa®f regulatory
concepts can cause a “race to the bottom” - atretecontributes to the country with the

most liberal legislation.

2. Voluntary approaches
2.1. General annotations
2.1.1. Market-based intervention

Within a competitive market order the probablyslexpensive and even the most
effective containment of systemic risks consistadimarket based intervention” that is
rudimentary realised by the IFRS setting on a heylel of transparency towards market

participants’*® A market-based intervention” means a direct cdnbp the market

7% Cf. §§ 112 ff. of the German InvG.

87 Cf. Dornseifer,in: Leible/Lehmann, Hedgefonds (2009), pp. 77, 82.

8 On the IFRS cf. Second Chapter 1.3.3.W4lker,in: The Future of financial regulation (2010), A@9
(202 1.
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participants. According to the author’s point aéwiit is probably the most proportional
approach since direct regulation is (only) usefbkeve market processes fail, although any
“market based intervention” may underlay certamitations in terms of incentive, cost,
efficiency, moral hazard and liquidif§? It is the comparatively best approach because it i
the most immediate, flexible, responsive and céfseve solution and contributes to
avoiding (several) associate information problefi8. Finally, a “market based
intervention” seems conclusive because the acaesshe costs of the relevant market

information can often be identified as the origiraamarket dysfunction.

A market-based intervention that focuses on thetalapnd credit accumulation is
probably the less expensive and the more effecordrol because almost each market
participant has her or his own interest in affotdatbnsumer credits and a steady credit
supply and the steady availability of affordablentwee capital. As a consequence of the
international securitisation of credit risks an@ tinansnational entanglement and cross-
linking of credit institutes that normally increageth the (concrete) volume of credit
accumulation, the level of systemic risks increaseh the volume of capital and credit

accumulation.

On the one hand, the international entanglementcemss-linking that is promoted by
the international liberalisation of commercial atres resulting from the WTO efforts
contributes to the public welfare of many - notyomdustrial countries. By creating a
corrective in those times where the domestic demededreases, the international
commercial entanglement and cross-linking creatdsnd of (anti-cyclical) buffef*,
which minimises a country’s credit risks and whitielps to keep its level of
creditworthiness. It helps to optimise a countryisk diversification. Thus, the

39 On the requirement of a proportional approactheeffective containment of systemic risks cf. r@ihi

Chapter, 1.1.

0 According to the author’s point of view, any resge that is given to the financial crisis 20082@@d

to contain future systemic risks should even carsitle resulting costs that are decisive in thepmtition

of financial corporations and, of course, haverargt impact on the yield and consequentially everihe

steady liquidity towards market participants.

"1 The Basel Ill-Convention also aims at the streeging of the cyclical immunity of (private) credit
institutes by a mandatory anti-cyclical equity lemnfthat can be seen as a complementary tool aéits
prevention and that shall neutralise unexpectedselms cf. http://www.bis.org/publ/bcbs189.pdf
(requested October/24th/2012).
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international commercial entanglement and crodgdm contributes to a country’s public

welfare and wealth.

On the other hand, the international entanglemerd aross-linking makes it
increasingly complicated to isolate a dysfunctibattprobably affects the whole system.
For example, a dysfunction in Ruséfamay directly infect the financial market integrity
the United States Also the Basel Il Commitféeame to the conclusion that the intense
commercial relations and an often non-proportianass-linking between the systemically
relevant credit institutes intensified the globalmension of the financial crisis
2008/2009** The danger that a dysfunction of any single criediitute directly leads to a
global financial collapse increases with the voluofiea single bank’s capital and credit
accumulation because its international financiajagement makes it complicated to
supervise and control the resulting risks — becawse under the WTO regime sufficient
international standards, on a credit institute’suigg equipment or a (sufficient)
international monitoring of credit risks do not &xi Under these conditions, a well-
functioning market-based intervention requires dtepecoherence between micro-
prudential risk management and the macro-prudent@iitoring of systemic risks. This

coherence requires a better disclosure and trasspatowards investors.

The international financial cross-linking has tlendency to strengthen the capital
concentration at the financial markets. It let tb&l volume of financial transactions and
consequently also the yield of the internationahgaged corporations increase. In any
case, one has to state that with the increasiegnational financial cross-linking, even the
volatility that expresses the number of financrahsactions in the stock index increases
enormously. Also, the Member States of the G20 rthaéntly met at their summit agreed

that the 29 biggest and systemically relevant tredtitutes worldwide will widen their

2 As one of the so-called BRIC-states Russia igetqul to enter the WTO at the end of 2011Gdftfart,
HANDELSBLATT (November/4/2011), pp. 16 (16).

On the respective conclusions of the Basel IlinGottee cf.Basel Committee on Banking Supervision,
Basel Il (2011), pp. 1 ff.

4 Also the Basel Ill-Convention aims at the stréseging of the cyclical immunity of (private) credit
institutes by a mandatory anti-cyclical equity leufthat can be seen as a complementary tool ofsis
prevention and that shall neutralize unexpecteselmscfBasel Committee on Banking SupervisiBasel 11|
(2011), pp. 5 ff.
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equity position by 1-1.5% by 2016 - an equity regoient that goes beyond those equity

requirements of Basel Ill that demanded a (regeqtiity position of 794*

2.1.2. Further Requirements

Whereas financial analysts find it comparativelgyeto identify (potential) systemic
risks, with the value-at-risk-coefficiéfif that also remains a significant indicator in times
of a declining proper trade, the general public almb the majority of (small and mid-
sizé*") corporations find it complicated to identify sgstic risks precociously. Normally,
corporations need a special department or extearalysts for the precocious
identification of relevant systemic risks, whichusas them relatively high costs of
transaction and information. Finally, these costwimise the effectiveness of direct
control from the market participants instead otestegulation. Nevertheless, the market
participants, specifically the counterparties of gystemically relevant credit institutes,
have a direct interest in containing the capital aredit concentration because it usually
directly results in a rise in prices of credits.dgn the conditions of a market economy,
each market participant has a vital interest to @aoney and save the income souf&én
the financial segment, a concentration of markevggoenables the benefited market

participant to decide on the (general) price level.

As a consequence of this concentration procesgrdubt prices increase whereas the
availability of venture capital decreases. The ceduavailability of venture capital can
restrain the implementation of industrial projeatsl other innovations that are essential
for a country’s future. Finally, it can cause sfgrant welfare losses. Thus, it is essential to
implement measures to keep a well-balanced conygesitructure in the financial segment
that contributes to the containment of systemiksrignd the steady availability of
affordable credits for start-up companies. The tjoeshat has to be discussed is what

measures it takes to establish this competitivectire.

5 Cf. Goffart, HANDELSBLATT (November/4/2011), p. 16 f.

48 value-at-risk is a procedure for estimating theximum loss associated with a security or portfolier
a specific period of time, associated with a gigenfidence level, clLee/LeeFinance (2006), p. 283.
On the consistent assessment of equity capitaiskypremiums depending on ratingateil3ner/Knoll,
BB (2011), pp. 2283 ff.

Cf. Baetge Bilanzanalyse (2004) p. 2.
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If one agrees wittWalkerand focuses on a direct control by the marketigpants
and the market counterparties, it requires an esgthmransparency and disclosure that
reduces their information costs and that can ba aseone essential provision of a more
effective “self-supporting” market control. Thus) adequate response to the financial
crisis 2008/2009 as well as an instrument to dffelyt contain future systemic risks
particularly requires incentives to a higher lewdl market discipline as an integral
component of a well-functioning risk managem&imMarket discipline requires the proper
evaluation of assets, a well-proportioned risk msifecation and a clear coherence between

chances and risks--specifically, a strict liabikityncept.

From the author’s perspective market disciplinepaticularly generated by effective
counterparty risk management, internal risk managgmmarket controls on specific
exposures (leverage ratio, concentration and asswposition), disclosure and liquidity
and an efficient and effective infrastructure oigits’*° In addition one enhanced risk
management! requires some adequate market directives to talethat funds and even
fund managers operate prudentially and effectiwelierms of the respective operational
issues, management and internal controls, clidatiosas, valuation, risk management,
regulation, documentation and business consisteAdée requirement of an enhanced
transparency concerns the balance sheet, thewstuet the investment fund manager’s
remuneration and the relevant risks. Another steyatds a direct control by the market
counterparties consists of a reform of the ratiggneies, which have to convey all
significant information to the market participamscessary to identifying systemic risks

precociously.

49 Cf. Labonte Systemically (2013), pp. 1 ff. (13 ff., 35 ff.).

50 Cf. Labonte Systemically (2013), pp. 1 ff. (13 ff., 35 ff.).

51 On the requirements of an enhanced risk managechefourth chapter, 1.3.7.

52 On respective requirements of advanced risk nemagt cf AIRMIC, Structured approach, pp. 1 ff.
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2.2. The Basel Ill Capital Accord

The Basel 1II” capital requirement$ that are based on the Basel equity
recommendations (Basel Convention) released in 2804be seen as a response to the
financial crisis of 2008/2009. As probably the mimgportant and influential international
regulatory framework, the Basel Capital Accord sedgulatory capital standards for
banking institutions and for establishing the pipies of consolidated supervision based on
home country control and mutual recognition, asfegh in the Basel Concord&t: In
comparison with Basel II, they aim at a more exattulation of risk positions than the
provision of equity equipment that corresponds witie real risk position of a
corporation’® Basel Il focuses on a stronger self-regulation eémhanced methods to
verify the risk of a corporation and the consideratof credit risk minimisations, by

securitisation and transfer of credit ri<R5.

Basel IIl, which requires a core capital, speclficaa tier 1-capital’®® is only
mandatory to the Basel Ill Member States, whichyaonbke up a relatively small part of
global financial commerce. To minimise the riskstloé transnational cross-linking, the
Basel Il Committee decided to face potential systerisks by capital incentives for the
credit institutes to wind up OTC and derivate teat®ns with the support of central
counterparties!’>® stronger capital requirements for specific finahciransactions
(derivative transactions, securitisations and affibhced transactions), and stronger capital
requirements for the interbank market. In particutime to the legal character of Basel
as non-binding “soft laW®”, the credit institutes will decide how to calcatheir
individual equity demand: Either they opt for thewn models and create a default buffer

that corresponds to their specific risk positiomsthey use the standard approach that is

753
754

For further information on the Basel Capital Aatsee footnotes 171, 257 f. and 577.
Critical reflection of the strengthened capitajuirements by the European Commissidost/Rexer,
DIE WELT (October/19th/2011), p. 10.
55 Cf. AlexanderZBB/JBB (2011), p. 337 (340).
;zj Cf. Jung,in: Schulze/Zuleeg/Kadelbach, Europarecht (201@0,8ann. 109.

Ibid.
8 The term “tier 1 capital” is used synonymously flee core capital quote that describes those satiset
are covered by (own) capital resources of the qatmm, credits (“going concern capital”), &asel
Committee on Banking Supervisiorgcope of Application/Part I/l. B. 1.; published den
http://www.bis.org/publ/bchs189.pdf (requested ®erdi24"/2012).
Cf. Basel Committee on Banking SupervisiBasel Il (2011), pp. 2 ff.
60 Cf. AlexanderZBB/JBB (2011), p. 337 (338).
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based on the results of the rating agen@®Shis option has become essential because
systemic risks result from the default risk of sthbnds, as it is shown by the recent Euro
and debt crisis: 54 of the 90 biggest credit ingtg use exception clauses to remove
themselves from the requirement of building a HmsKfer against the default of state

bonds’®?

2.3. Discussion

It is questionable whether the AIFMD is a suitabpgproach to face systemic risks as
they result from a too-large volume of credit acalation. According to Hilmar Kopper,
former president oDeutsche Bank-the balance sheet of which almost correspondseto t
German GDP-- less than 5% of the staff of a systalyi significant credit institute such
as Deutsche Bankreate that (financial) innovation that is necegdar maintain their
competitive position on the international capitabrket. Those human resources are
extremely rare. Because of the increasing intewnati competition for “high potential”
and capital, it is unavoidable for any credit inge to set substantial incentives to hire
these labour forces. Those incentives can be etanomic, financial or other nature. The
recent Euro crisis has shown that many economicsides are decisions made under

extreme uncertainty.

An economic crisis of a similar dimension like tlo&t2008/2009 has never happened
in history. Because a flexible response to an ewdn@risis without such a precedent in
history needs a minimum of freedom of economic aagtiand the state supervisory
authorities generally do not have a superior econa@rpertise, one should consider a
voluntary approach as a serious alternative to kgl regulation. Thus, financial
institutes that are resident in countries with enparatively liberal regulation will have the
comparatively better possibilities to hire thafffstey need to create financial innovation,
to maintain their international competitive pogitiand to generate a welfare surplus. They
are in a comparatively better position becausadhge of freedom of economic action is
an essential competitive feature, also in the ma@onal competition for labour forces.

61 Cf. Osman HANDELSBLATT (November/4/2011), p. 42 (42).
762 H
Ibid.
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Therefore, a more voluntary approach can face #oelles not only of capital. It is a
measure to prevent the escape of qualified labotre$ that it takes to develop the
comparatively best solutions to economic crisehiaut any historic example, to prevent
welfare losses and to maintain a country’s positioner the conditions of economic
globalisation. Instead of a non-proportional legagjulation of economic freedom, it takes
legal measures against an overflowing capital actation that can be identified as the
“superior” core reason of the recent financialisrlsecause it directly infect other parts of

the national economy.
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Sixth Chapter -

CONCLUSIONS

1. Outlook

The AIFMD sets the regulatory focus on the aagsitof the fund managers instead of
the funds. On the one hand, this is a sophisticakeal because the funds as special assets
are unable to act and primarily underlie the desigiihe fund managers. As it was pointed
out in this thesis, there is no clear definitionh&dge funds or private equity. Among
investors and corporations, the lack of a cleaind&fn may cause legal insecurity.
Nevertheless, because of the conditions of a slyegthnging market, any legal definition
of these business models could have the effectthiealegal requirements could easily be
overcome. The significant systemic risks whoseisaibn contributed to the financial
crisis of 2008/2009 do not result from the meresexice of special assets but from the

tools the fund managers chose to administrate dresss.

The FCIC comes to the conclusion that the mostosgsricrisis since the ,Great
Depression® of 1929/1930 was evitable. It was &Wabecause it was the result of the
actions of human beings (,anomaly® As the FCICpoints out, the involved persons
were warned by the rapid distribution of risky asetond-rated mortgage loans and its
securitisation, the rapid incline of real estatecgs, reports on relentless credit-lending
practices and a significant increase of privatetgame debt$®* Between the year 2001
and the year 2007, the national mortgage debt d@ldmsled, and the amount of mortgage
debt per household rose more than 63% from US$01t60US$149.500, even while
wages were essentially stagnédftUnfortunately, these warning signs, primarily as a

result of blind trust and an insufficient contvaeére ignored. Th&CIC speaks of a ,21st-

83 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 17, 22 f
84 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 17, 28,
%5 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 20.
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century financial system with 19th-century safeggaf® In view of this awareness, it
seems arguable and coherent to set the regulatoug fon the fund managers instead of
the funds. The market-based control that shouldsteengthened by the AIFMD is
optimised by the separation of fund administration the deposition of the assets. This
separation strengthens the market-based contrbleofelevant assets, minimises conflicts

of interests and reduces the danger of any mabketea

However, it neither seems proportional nor sustdeand, moreover, it contradicts
the ideas of Basel Ill that based on a precisetifigation of the individual risk profile that
the AIFMD subjects all to different kinds of altative investments. The neglect of the
individual risk profile of the funds reduces thespibble economic growth in the segment of
alternative investments, stimulates the capitaldagotowards the offshore countries and
can cause significant welfare losses. A capitaldesoas a consequence of the one-size-
fits-all approach can result from higher organmai requirements concerning financial
transactions, compliance and information. As fgasmted out by Kee-Meng Tan, European
chief of the financial consulting firnkKnight Capital there are no principal complaints
against any financial market regulation as longh&y do not cause higher co§t6The
higher costs that result from the legal effectled AIFMD will probably cause a rise of
credit costs, contradictory to the central regulatobjective to secure the steady credit
supply of the real economy and can reduce the ahibiy of venture capital. Within the
global competition of economic locations, an adégwevailability of venture capital is
essential to realise locational advantages anytopureeds to keep its public welfare.
Thus, the AIFMD neither seems a proportional na@tanable approach. It may help the
supervisory authorities to reduce the costs of adknation and control. The neglect of the
individual risk profile of the administrated fundg using a more general, wholesale and
exhaustive approach not only contradicts the maaekat-based Basel Il but - following
the experience of Kee-Meng T&h- it also reflects that many governmental offisjaht
the European level and at the national level, doreally understand the commerce of the

alternative investments.

86 Cf. FCIC, Financial Crisis Inquiry Report (2011), p. 20; bfationale Kommission zur Untersuchung

der Finanz- und Wirtschaftskris8chlussfolgerungen (2009), p. 6.
57 Cf. Kaiser, DIE WELT (November/5th/2011), p. 21.
768 H

Ibid.
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Instead of facing all the different types of altgime investments without regard to
their (precise) risk profile, it is preferable -llewing Alexandef® - to implement an
effective international regulatory reform that issbd on a more macro-prudential
approach to regulation, supervision and crisis mameent that will necessarily require
enhanced measures to control excessive risk-takhmtgt mitigating and paying for the
tremendous social costs imposed by financial crigdsat it takes is a stronger coherence
between micro-prudential and macro-prudential rislanagement, monitoring and
supervision. Under the provision of a clear regulaframework and the absence of any
monopolist or oligopoly structures, as a conseqeeasictheir superior expertise (private)
corporations have the comparatively better faesitio quickly identify systemic risks. A
market-based approach such as Basel Ill seems pacatively better approach than any
paternalist legal approach.

Any legal regulation represents a narrowing of rijpe Following Immanuel Kant,
liberty should always be interpreted as liberty fwwaring responsibility - under the
conditions of a market economy. Responsibility nseaesponsibility for the next
generation. The principle of sustainability accogdio the ideas of Brundtland, the former
Norwegian ministry presidentsays that each generation should always respect the
requirements of the next generation. If everyongpeets these comparatively easy
principles and tries to act following a perspectiliat covers a period of more than one
single business period, one probably needs lesd tegulation. Any regulation can be
identified as a consequence of the community thanhdates the state to establish
equilibrium of interests towards the omission afiudual responsibility.

Thus, the intensity of legal regulation correlatesthe ability of the individual to
control her or his actions and to evaluate thesiere critically. Applied to the financial
markets, this means that any corporation couldubgest to a more liberal legal regulation
that respects its individual freedom of actiontishares the principles of “good corporate
governance”. As it is shown in HFT, the corporasiooften avail themselves of an

89 Cf. AlexanderZBB/JBB (2011), p. 337 (344).
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expertise that makes it ambitious to the superyisathorities to control the financial

markets exhaustive.

On the one hand, financial innovations such as HiFthe increasing shadow banking
has opened enormous yield expectations to finanoigorations. On the other hand, these
financial innovations make confidence and trust mgnthe other market participants and
among the state supervisory authorities decling decline of confidence and trust that is
confirmed by recent opinion polls from autumn 2014t only effects higher transaction
costs for almost each financial corporation butdlas led to the claim of the G20-Summit
in Cannes for a global taxation of any financiahgaction - the FTT could cause the end
of the HFT - and an update of te@ropean Financial Market DirectivéMiFID 2). This
update will implement more effective supervisorysteyns against any market abuse,
annual mandatory information on the credit inséi®itbusiness strategy towards the
regulatory agencies and an interdiction towardsehmstitutes to withdraw from the

(organised) markets in times of market turbuleti€e.

Because an interdiction like this will probably satfinancial losses for the concerned
corporations, the strengthening of the Europeamrigial Market Directive could cause
another exodus of capital which endangers the gakeapital supply of the real economy
and substantial welfare losses. This underlinessippeificance of adequate transparency
and disclosure which ensures confidence and troging the market participants. It
underlines the initial hypothesis based on Kardsas. Private responsibility among the
financial market participants enables these tothe& expertise to implement profitable
but even sustainable solutions instead of suffering consequences of any non-
proportional legal regulation.

According to Kay Swinburne, British member of thar@pean Parliament, who is
significantly involved in designing the MIFID 2, mga representatives of the European

supervisory bodies would not understand enoughheffinancial innovations like the

10 Cf. Kaiser, DIE WELT (November/5th/2011), p. 21.
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HFT.”"* Adequate voluntary information, transparency anstldsure could save the
concerned corporations from any strengthening gdllesgulation. It saves confidence and
trust among market participants, contributes taicedthe relevant transaction costs and
sets the provision for a market-based approachamped bywWalker Any regulation sets
on a retrospective view and can be seen as agadctivards a social, economic or even
financial development. To establish a more propogi and sustainable solution, the
legislator should strengthen his focus on the #&utdevelopments and the practical
consequences of his decisions. In the final comquébf the G20-Summit in Cannes, its
participants underline that they renew their commeitt to cooperate, and that they have
drawn decisions to strengthen economic growth, uaboarkets, financial security and
social integration to secure that globalisationtabates to human beings. The future will
demonstrate whether these confirmations will becoeaéty.

2. Closing comments

The financial crisis of 2008/2009 was an incidefit am unprecedented global
dimension and complexity. In particular, in viewthé current global entanglement of the
financial segment, the crises can be compared thighglobal economic depression that
began with the collapse of the New York Stock Exggaon 29 October 1929. Thus, the
identification of a suitable response to the finahcrisis of 2008/2009which promises the
containment of systemic risks in the next futureaipioneering work. It requires the
detailed analysis of its history, its symptoms atsdsupposed core reasons. Any hasty
reaction of legislators is counterproductive. Thtigs thesis tried to convey a brief
overview of the abovementioned parameters and doted the AIFMD as the legal
approach of the European Commission towards thendial crisis of 2008/2009. By
discussing the overriding question as to whether AWFMD can be identified as an
appropriate approach towards the financial cri§i20®8/2009, it highlighted the issue of
the AlF-directed focus and the one-size-fits-alirspective. It also reveals that the
approach chosen by the European Commission wilbhgyly not solve the problem of a
steady and affordable access of the real economwartts venture capital. The
administrative requirements posed by the AIFMD wilbbably cause enormous agency

1 |pid.
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and transaction costs. Finally, these costs willuoeed over to the side of credit demand.
Any appropriate response to the financial crisis2608/2009 requires legal means to
contain any non-proportional capital accumulatiad o establish an enhanced monitoring
of credit accumulation. In view of this awarendasss thesis closes with the introduction
and discussion of alternative responses towardsinthacial crisis of 2008/2009, such as
the taxation of financial market transactions bg I T, the conception of bank licenses

and the interdiction of short selling. It closeshwén outlook.
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