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Abstract 
 

The problem of investments oriented on sustainability in emerging markets is actual 
and complex and should be carefully analysed in order to offer the optimal 
strategies. The sustainable investments based on ESG (environmental – social - 
governance) criteria could better respond to the global market drivers (the interest 
on environmental concerns, the spectral dynamics of energy prices, the speed of 
technological change) with impact on the design of new business models. The 
interest is to find an effective and efficient strategy and a vehicle capable to 
mobilize a critical mass of investment funds oriented in sustainability in the new 
context of Industry 4.0. The proposal to introduce socially responsible investment 
funds (SRIF) as a new investment area and hedge fund, as the structure of 
alternative investments in emerging markets is an absolute novelty for Romania, in 
the context of a capital market that only in 2020 it move to emerging market status. 
Putting into practice through effective implementation is possible considering 
specific adaptation elements presented in this proposal. 
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Socially responsible investments (SRI) in the Industry 4.0 
transformation 
The concept of economically targeted investments (ETI) refers to the ability to 
generate collateral benefits (stimulating the real estate sector, developing SMEs; 
revitalizing cities and supporting the economic development of rural areas; 
supporting new, innovative sectors such as renewable energy. Socially responsible 
investing, also known as sustainable and responsible investing (SRI) represents long-
term strategies focused on ESG (economic-social-governance) factors as a 
distinctive criterium for selecting specific portfolio investments. The implementation 
of SRI aspects in investment funds starts from the harmonization of the investment 
strategies with the current priorities in sustainable development (housing 
constructions, commercial and community infrastructures; supporting SMEs through 
microfinance innovative solutions; supporting the development of renewable energy 
sources and efficient transport systems; modernization projects in new sectors; 
supporting the development of green infrastructures, products and services. 

The ideal mechanics of SRI was firstly presented by Keynes who pointed out that 
investments, as opposed to speculation, have a long-term orientation and in 
addition to the private financial objective, they should aim social value. Historically, 
the first wave of SRI funds that emerged in the early 1990s, demonstrate superior 
performance over the years, regardless of market conditions and sentiments. The 
focus of investments on trust and correctness contribute to the global picture of 
systemic risks. The mechanism is difficult to understand, and the bounded rationality 
is subject to systematic biases (framing, group thinking, herding). In the literature it is 
emphasized the correctness as motivation of the actions that go beyond the scope 
of the classic rationality (Akerlof & Shiller, 2009) and the behavioural economics 
confirms the importance of mutual trust (Lunn, 2008).  

SRI should be analysed by taking into account the impact of Industry 4.0 
transformation. In the modern era of investment, funds there exist a new interest for 
technological innovation, artificial intelligence, robotics, 3D printing, factory and 
logistics automation, healthcare technologies, enterprise software. 

The first industrial revolutions opened the way for institutional development, 
allowed the creation of standards, regulations and behavioural norms, and by 
refining market institutions and creating institutional trust, the premises for large-scale 
specialization and cooperation were created. Precisely these mechanisms have led 
to the dynamization of the cycle of industrialization - market development - 
economic growth - industrialization, on new levels of efficiency. Economic 
specialization and cooperation have contributed to the growth of innovation and 
changed the dynamics of prosperity, and social trust has led to the refinement of 
financial mechanisms. These aspects of industrialization have allowed the increase 
of the demand for highly qualified labour force, the academic and research area 
being the main contributor to knowledge production and solving major problems. At 
the same time, the roles of industrial leadership were reconfigured and some social 
mechanisms were refined. 

There are many opportunities related to the transformation of sustainability 
through the Industry 4.0 transformation:  

• Data analytics skills, changing culture for the use of robotics and artificial 
intelligence; 

• The transformation of analytical machines through the integration of 
passionate motivations and the development of social skills, through the 
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humanization of human-machine systems starting from understanding the 
impact of emotions; 

• Through digitization, scalability skills and recombination capabilities can be 
used (which in schumpeter's vision streamlines creative destruction); 

• By increasing the speed of integration of intelligent machines, it will be 
possible to replace specialized jobs (including at the decision-making level) 
and create the complementarities of intelligent human-intelligent machine. 

In the actual landscape of intense structural changes, the Industry 4.0 revolution 
influence the sustainable investment approach in a global picture with three major 
shocks (technological, geopolitical and ecological), a new interest on ethical 
aspects and which opens up new possibilities for understanding turbulences and 
negative surprises (Bazerman, 2006). The crises occur due to the failure of the 
governance mechanisms (both from the government sector and from the private 
sector), respectively episodes of indiscipline and taking destructive risks. The 
existence of information asymmetries and conflicts of interest lead to unexplained 
price dynamics, bubbles, misallocation of resources (Thaler & Sunstein, 2008). Socially 
responsible investment funds (SRIF) bring a new philosophy of long-term capital 
placement and a new balance in the markets in the context of superior investment 
efficiency capabilities. 

 
Toward a new paradigm in the design of Socially 
Responsible Investment Funds (SRIF) for emerging markets 
In order to build functionality of SRI funds the portfolio managers faces unique 
challenges. In the portfolio management, there are now significant changes, 
especially in the case of emerging markets, because the adaptation to long-term 
orientation needs a deep understanding of new tools and strategies for portfolio 
diversification (Bauer et al., 2005; Prelipcean & Boscoianu, 2014). Institutional investors 
in emerging markets could be more effective and efficient on their long-term 
performances by integrating new strategies, better focused on alpha-performance. 
The new business model of portfolio management in emerging markets should be 
understood as starting from the rationality-responsibility-prudence mix and 
respectively from the market resilience paradigm (through the ethics link and the 
responsible involvement). 

In the case of Romania, the recent developments in the alternative investment 
funds (AIFs) is an essential aspect that drive the transition of the capital market to the 
emerging market status. This transformation is proceed in a difficult context of lack of 
liquidity, lack of IPO listings and a general disinterest. The actual Covid-19 crisis adds 
complexity in the analysis of these processes because it brings deep uncertainty 
(both finding the answer to the medical crisis and finding the best response for 
economic recovery after the lockdown of businesses in a short-term-long term 
balance. Covid-19 pandemic can lead to a long-lasting (deep U or L) and totally 
different recession which, beyond the medical crisis, brings, in addition to the supply 
chain shock, a demand shock and last but not least imbalances related to inflation 
and unemployment. Current research should reconsider the investment strategies, 
objectives and policies by taking into account both the dynamics of global supply 
chains but also the rapid technological advancements including here also the 
market and trading infrastructures, the capabilities to integrate alternative 
instruments for SRI funds. The context can benefit from increased retailing, brand 
value, scalability and modularity. 
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Also noted is the support of the Romanian AIF (alternative investment funds) law, 
which brings new investing possibilities but also more transparency of their activity, 
including at the level of unlisted companies in the structure of portfolios. Although 
the Romanian capital market has remained largely behind the macroeconomic 
development and with low representativeness, there is a strategic possibility of 
integrating an active portfolio management, specifically the management specific 
for hedge funds (HFs). Attracting investors involves achieving high returns over long 
periods, but there are imbalances between investors' expectations and actual 
financing requirements, aspects that are reconfigured dynamically. The problems of 
inefficiency specific to the frontier and emerging markets require the critical re-
analysis of the effective conditions of active management and the possibilities of 
accessing alternative investments of portfolio diversification. 
 
Factors for selection the basic architecture of the SRIFs: 
closed-ended versus open-ended funds 
One of the current issues in the selection of investment fund architecture refers to the 
option between open-ended fund (OEF) and closed-ended fund (CEF) in a context 
in which both functionality must be ensured in the context of an emerging capital 
market and performances that attract the critical mass of investors. 

OEFs are investment vehicles with continuously issue and redemption of units of 
funds UoFs (the number of UoFs is increased/ reduced according to the net sold/ 
repurchase processes). In the OEF prospect are presented detailed information for 
investors (the investment strategy and policies, the risks associated, dividend and 
redemption policies and fees). 

The CEFs do not continuously issue/redeem ownership units of funds (in this case 
the correct name are shares or equities). The building of the CEF is attributed to an 
IPO (initially public offering) after which the shares are traded in a secondary market 
(there exists also the possibility to issue new offers or to reduce the capital of the 
fund, in a similar way these processes are available for common stocks). 

The performance of both OEFs and CEFs are attributed to the unitary net asset 
value of (UNAV) with the mention that in the case of OEFs transactions are made at 
this value, and in the case of CEFs the market price is usually situated at a discount 
comparing with UNAV (Cummings, 2000). 
 In the case of CEFs the main indicators of performance are:  
  
 Discount rate (%) = (NAV-Market value)/NAV (usually named discount) 
  
 Price/ UNAV ratio = (100-discount rate) (%) 
  
 For both types of funds, the portfolio turnover (PT) expresses the level of trading 
according diversification and risk control. 
 Table 1 present the current (at 15/04/2020) UNAV, market price, and discount rate 
for the CEFs listed on Romanian capital market. 
 The main factors that drive the discount rate in emerging markets are:  

• Unrealized capital appreciation in portfolios;  
• Holding of large blocks, restricted shares, an un-diversified investment 

portfolio;  
• Market inefficiency, investor sentiment, level of the market, past performance, 

illiquid trading, no sales effort;  
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• Ownership position of managers; brand (for example in Romania, the actual 
discount of Fondul Proprietatea is 21.8% comparing with a discount between 
29.3% at SIF2 and 62% for SIF4, in the case of old Romanian SIFs). 

 
Table 1 
The current (at 15/04/2020) UNAV, market price, and discount rate for the CEFs listed 
on Romanian capital market 
CEF UNAV Market price Discount (%) 
SIF1 4.3845 2.40 45.3 
SIF2 1.753 1.24 29.3 
SIF3 0.4705 0.3210 31.7 
SIF4 1.6578 0.63 62 
SIF5 2.90 2.03 30 
Fondul Proprietatea 1.4515 1.135 21.8 

 
 There exists also factors that represents the market inefficiencies: persistent buy 
versus sell orders imbalances (the typical case of Romanian SIFs); market interest and 
trading volume (the case of Fondul Proprietatea in 2019-2020); portfolio (and classes 
of assets) diversification; trading volume; management fees; share of illiquid assets in 
portfolio; volatility in expected returns; sensitivity to market uncertainties. 
 Table 2 presents a comparative analysis between OEFs and CEFs for the case of 
emerging markets. 
 
Table 2 
A comparative analysis between OEFs and CEFs for the case of emerging markets 
The indicator of 
performance or quality 

OEFs CEFs 

Perfect scalability Positive Neutral 
Transaction costs in 
emerging markets 

Neutral/ similar with 
developed markets 

Higher than in the case of 
developed markets 

Investor sentiment Positive Neutral 
There exists a strong 
importance of initial 
investment performance 
(initial phase of CEFs) 

Active portfolio 
management (portfolio 
rotation) 

Cvasi- nonexistent 
 
  

Testing only in certain periods, 
but there is a good propensity 
for active management 

Sensitivity to long term 
exposures (illiquid bonds, 
real estate RE) 

Higher Neutral 

Use of leverage Nonexistent Cvasi-nonexistent but there is 
a good propensity to be used 
in the near future  

 
 In CEFs listed on the Romanian capital market there are perceptions, 
expectations and specific sentiment emerging markets: sensitivity at market 
irrationality (significant divergences price - UNAV); discount rate as a measure of the 
sentiment of noise traders; sentiment of small investors has changed lately in the 
sense of acceptance volatility and longer term investments; informed (professionals) 
vs non-informed investors. 
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 There are also some implications for trading strategies in emerging capital 
markets: 

• Thee exists periods with an asymmetric risk relationship between the relative 
return volatility of the CEF share price and their associated UNAFs; thus 
investors may expose themselves to less risk by purchasing CEFs;  

• There are possibilities to exploit arbitrage operations and obtaining earning 
excess returns from discount-based trading strategies; there exists a 
preference for the buy-and-sell strategy that results from the composition of 
market investors;  

• The investment funds are oriented exclusive on buy-and-hold strategies; 
• The mix between specialized and diversified (sub)portfolios is a static one; 

hence the innovative idea of creation rotating sub-portfolios strategy 
(strategy adjustment becomes the sudden change of strategies); 

• Short-selling are not present yet but in the new AIF-Law there are stipulations 
and application restrictions; 

• Tax-timing strategy (usually based on higher returns than portfolio) offers new 
opportunities to reinvest the income. 

 
The adaptation of alternative investments and Hedge 
Funds in the case of emerging markets (HF-EM) 
Conventional investment fund portfolios are based on equity and bonds, placed on 
a long-term basis, usually through buy and hold strategies. Alternative investments 
refer to other types of assets and other strategies: alternative investment strategies 
(AIS) represented by hedge funds (HFs) and the diversification by using alternative 
assets (Bein & Wander, 2002; Brown, 1999; Agarwal & Naik, 2003). The main 
characteristics of HFs (Ibbotson et al., 2011) are: 

• Leverage, as a typical strategy capable to boost returns (the aim is to adjust 
leverage in time according to the liquidity aspects); 

• The ability to invest (the respond to constraints like subscriptions, lock-up 
periods, withdrawals); 

• Capabilities of diversification mixed with dynamic portfolio management 
(market conditions, investor perceptions, alpha- management). 

 If in the past, hedging ability (Titman & Tiu, 2011) was the only attribute responsible 
for superior performance, a current common feature of HFs refers to the idea of 
obtaining positive and persistent alphas, an aspect that also brings in the analysis 
and competition in this market segment. This selection competition focuses on 
aspects such as managerial - alpha and dynamic - betas. Beyond the abilities to 
select assets, there are remarkable timing abilities of HFs are represented by: market 
timing, volatility timing, liquidity timing (very important in illiquid markets like emerging 
markets). There are also the behaviour in difficult and turbulent periods, the 
behaviour of HFs being overall superior, but extremely diverse, from bankruptcies to 
extremely positive results. Other problems related to HFs are related to the poor 
persistence in performance (Glode & Green, 2011) and the sensitivity to illiquidity 
aspects (Joenvaara et al., 2014; Sadka, 2012; Sun et al., 2012). 
 In order to be integrated in emerging markets, AIS must be able to respond, on 
the one hand, to technical aspects, illiquidity and non-transparency, but also to 
aspects related to investors' understanding of these investment vehicles, as well as 
collaboration between managers and investors. In emerging markets, in addition to 
understanding the strategies for obtaining the performance associated with active 
management (as the main feature of HFs) it is essential to understand the qualitative 
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aspects, such as transparency, investment risks, the implications of low liquidity and 
long term redemptions.  
 The AIS strategies includes, in addition to the well-known short-selling and 
leverage, active investments in new asset classes together with a new philosophy of 
risk management (AIS-RM), and active risk management ARM, more complex and 
without which portfolio management processes can be dangerous. 
 Hedge funds (HFs) represents private partnerships that invest collected funds in a 
diversified pool of alternative assets securities (Agarwal & Naik, 2004). One of the 
objectives of this contribution is to find solutions that are more popular, the retail of 
HF-EM as a way to create the critical mass of investors in an environment where 
entrepreneurship is highly appreciated but the financial culture is still poor. 
 The performance of HFs has also gradually led to increased interest in HFs in 
emerging markets (EM-HFs). The literature in the field of HF-EM is extremely limited 
and case studies on the transition to emerging markets practically do not exist. HF-
EM strategies must be designed based on realities capital markets, the limits of 
legislation, and the propensity of investors to get these funds in a partnership with 
fund managers. 
 The main particularities of HF-EMs are: 

• There is a clear distinction between several relevant types of investors 
(institutional investors, who will have a limited participation; refined retail 
investors, who may participate in these investment vehicles in the future; retail 
investors, who are not yet targeted in this participation although retailing 
could be a strong argument for HF-EM development); 

• There exists a reconfiguration of fee structure that stimulates a superior 
management process (rewarding managerial performance can attract 
competition in asset management, somewhat lagging behind in Romania); 

• Relaxation regulation- hedging and arbitrage- initial on equity market (futures 
and options), after which it can be extended on other alternative 
investments; 

• In the literature there has been an acceptable behaviour (and not 
necessarily spectacular although the notion of hedging means the defence 
of positions) during crises and also a reduced impact of HF operations on the 
markets. 

 The main operational features of HF-EMs are: 
• There are a small number of legislative restrictions – the possibility to use 

speculative strategies (unlimited leverage, short- selling); 
• An initial period of hf-em is possible in which redemptions are not allowed 

(lock-up period 6-24 months, but with the possibility of selling the shares to 
other partners); 

• The structure of performance fees (paid on extra-returns) determines the 
competitiveness of hfs management. 

 HF-EM is moving away from the classic idea of hedging (an aspect also observed 
in HFs in developed markets) and often follows the idea of orientation towards 
absolute return (returns unrelated to the conventional factors that drive open-end 
returns) by using flexible strategies. This decoupling from market indices also suggests 
the idea of speculation given that it is very difficult to use sophisticated strategies for 
higher performance in a stable manner (Lo, 2012; Prelipcean et al., 2014). Problems 
may arise related to the effective execution of orders (in conditions of illiquidity) and 
there may be a risk of diversification (especially in the case of the option to an OEF 
architecture, sensitive to liquidity issues). 
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 HF-EM strategies (Prelipcean & Boscoianu, 2012) are similar to the strategies in 
developed markets, with the mention of additional regulatory restrictions and 
restrictions imposed by market functionality. The most important strategies are 
related to: 

• Simultaneous long/purchase and short/sale of securities under the conditions 
of price disagreements that will be subsequently adjusted by the markets - in 
this way the market risk is reduced, any residual risk being neutralized by 
futures / options contracts; the best known are fixed income arbitrage and 
neutral market equity (relative under/over- priced); 

• Event driven (the most important are deal risk premium and events on 
distressed assets)- exploits mispricing resulted from transactions (buy- back 
operations, special/ large dividends, mergers and acquisitions, 
reorganizations, spin-offs); the opportunity depends on the dynamics of the 
transaction process, the success of the event completion, the market liquidity. 
This strategy can be applied regardless of the direction of evolution of the 
market as a whole; 

• Equity long-short els - are based on long stock combinations with short stock / 
index / futures and offer superior performance because their return profile is 
similar with a call option with flexible leverage; 

• Volatility arbitrage is based on the exploitation of the arbitrage opportunity 
resulting from differences in the volatility of the options on the same 
underlying stock 

• Managerial niche approaches (usually for small sub-portfolios): market timing 
strategy; short selling (net short exposure in markets that it accentuates in 
times of decline). 

 Strategies with high leverage are risky in illiquid markets due to operational 
aspects and the risk of effective order execution (Adrian, 2007; Adrian & Shin, 2010; 
Fung & Hsieh, 2001). In Short strategies liquidity is essential and the periods of 
effective use are spectral (Agarwal et al., 2014).  
 Much more suitable in emerging markets are arbitrage strategies, to achieve 
profit by observing price disagreements in the very short term, practically 
instantaneously. Arbitrage on convertible bonds (instruments traded at low premium 
but which tend to be gradually correlated with underlying stock, in a mechanism 
involving hedge ratio reduction) that do not involve credit risk, are rare in emerging 
markets and low trading volumes; rather one can hope for fixed income arbitrage, 
based on buying and selling similar correlated securities, in the hope of fruiting some 
price discrepancies (in the dynamics of the yield curves) in the conditions of 
subsequent convergence.  
 Merger arbitrage, respectively buying shares of the company to be acquired 
simultaneously with the sale of the company's integrative, which capitalize on the 
discount in the transaction price - the strategy is subject to event risk. 
For emerging markets, investors could be interested by market neutral HFs, in which 
portfolio design aims to reduce market risk based on the Jacobs-Levy principle 
(portfolio aggregation rules). The HFs neutral market strategy differs from the case of 
building two separate long / short portfolios, with two alpha sources. There is no beta 
risk in this portfolio and the risk is reduced only to the selection of portfolio shares. In 
case of elimination of the net market exposure, the long / short positions are similar; 
leverage does not apply and credit risk is minimized. 
 Finally, in emerging markets there are well-known pendulum strategies (Boscoianu 
et al., 2018; Prelipcean & Boscoianu, 2012) that aim to move portfolios according to 
market direction (full on shares in the bull market and full on cash / bonds on the 
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bear market) starting from the analysis of macroeconomic policies and 
macroeconomic indicators. Forecasts based on multifactorial linear regression and 
start from variables such as productivity, business investment, commodity prices, and 
confidence level. 
 
Conclusion 
The design of modern architectures of innovative flexible investment vehicles 
oriented on sustainability is a very complex task and for emerging markets, the 
researchers should better adapt their work to the realities on markets. It is a critical 
need to understand how the alternative investment strategies could be adapted to 
the case of emerging markets.  
 This proposal argued our option for a Hedge Fund-Emerging Markets (HF-EM) 
architecture capable to attract the critical mass of funds by providing superior 
performance. This approach is extremely complex in the current Romanian market 
context, but our optimism comes from confirming the transition of Romania capital 
market to the status of emerging market in 2020 and Romanian AIF-Law that will 
allow the integration of alternative assets in AIFs portfolios and especially the 
creation a basis for developing alternative investment strategies. 
 Although there is still some fear and lack of knowledge about portfolios, 
regulations and the impact of HF-EMs, it should be noted that they are in fact 
diversified portfolios of alternative investments built based on investment analysis 
that cannot have an impact on systemic risk. Rather, there is a positive impact on 
emerging markets through innovation and competition. 
 HF-EM can also provide performance through adaptability and anticipation. An 
extra freedom offers new investment strategy that, in addition to performance, bring 
more competitiveness and innovation. It involves also a series of additional risks 
(operational risks, illiquidity) that must be analysed and managed properly. 
Romanian capital market is dominated by significant market frictions (fees, taxes, 
turnover expenses) which influences the trading strategies. Although we cannot 
speak of a lack of diversification of portfolios, Romanian investor’s pursue getting 
superior performance (risk-return) that involves active management and alternative 
investment strategies adapted to Romanian market realities.  
In Romanian capital market, investor perceptions, expectations, and sentiment 
changed according to the transition to emerging market status. Thereby we 
consider that the design and implementation of an HF-EM is fully feasible. Although 
in the first phase it is expected that the range of assets involved will be similar to the 
classic funds, there is the possibility of integrating alternative strategies that can offer 
by creating alpha-Jensen strategies and diversity a new performance profile, so a 
new ability to attract capital in an area of real performing projects. 
 This proposal of investment vehicle represented by a HF-EM refers to the 
adaptation for the Romanian capital market, which although small qualifies in 2020 
for the promotion to the status of emerging markets. ESG investments also refers to 
factors outside the financial interest such as human capital management, corporate 
culture, customer management; the health and safety of employees and the 
approach of SRI through alternative investment funds brings a character of absolute 
novelty for Romania. The option for HF-EMs is justified by: the multidimensional 
capability to stimulate performance (intelligent but riskier strategies, risk control and 
diversification) and competition; the possible withdrawals beyond the critical level 
could be managed by using adaptive architectures oriented on maintaining a 
liquidity level and must be seen in the light of the transition to emerging market 
status; the ability to invest in HF-EMs is limited to informed investors (usually pension 
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funds, academic endowments) but it is possible to integrate retailing strategies; the 
positive performance based on the capability to obtain and maintain persistent 
positive alphas can lead to obtaining superior performance other Romanian 
investment funds 
 Future work will be oriented on:  

• refining event driven strategies so as to exploit superior trading volumes;  
• operationalizing long-short strategies, which have the advantage of a similar 

return profile with a call option with flexible leverage through market timing;  
• analysis of the retail possibilities of HF-EMs. 
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