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Introduction
2022’s choppy markets offer hedge funds a chance to excel

AIMA
BIO
Tom Kehoe joined AIMA as research manager
in October 2008 and heads up all research and
communications globally for the association. In this
role, Tom is responsible for creating and executing
the association’s strategies to develop and maintain
strong external stakeholder relationships. In doing
so, he constructs the association’s narrative through
original research and thought leadership as well as
design, implement and promote the association’s
communications and brand. In this capacity, he
has authored more than 50 research and thought
leadership pieces, which have been mentioned
widely across the trade and business press as well as
commented on radio and television.

Tom Kehoe
MD, Global Head of Research and Communications
www.aima.com
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He has been involved with hedge funds for 15 years.
Prior to joining AIMA, Tom spent four years working in
hedge fund research and due diligence with BNP
Paribas in New York and Dublin.
Tom holds a Masters in Finance from the National
College of Ireland, a graduate certiﬁcate in
Investment Management from Dublin City University
and is a Chartered Alternative Investment Analyst
member (CAIA).

2022’s Choppy Markets Offer Hedge Funds a Chance to Excel

As global ﬁnancial market participants set out their
roadmaps for the year ahead, they arguably face a
greater level of uncertainty in the form of known unknowns
than in any other time in recent history.
In the US, market analysts and pundits are attempting to
predict the number of rate hikes we can expect — the Fed
projects three, while Goldman Sachs predicts as many as
four — while others argue inﬂation is already plateauing.
Most banks’ forecasts
of gains for 2022 are
also very modest
compared to actual
growth last year.
Meanwhile, central
Bond traders had a difﬁcult 2021
banks are balancing
with some macro hedge funds
instincts to begin
ﬁnding themselves out
tapering against the
of step with the Fed.
lingering economic
disruption caused by
COVID-19. Speaking
of the pandemic,
as we enter our third
year, the arms race
between vaccines
and new variants appears to be reaching a crescendo.
These new-ish themes are set against the classic macroeconomic trends of geopolitical instability emanating from
several fault lines sprawling from the Americas, through
to the borders of the EU and across East Asia, with all
the usual implications on currencies, supply chains, and
commodities markets.

“

Meanwhile, those speculating that equity markets were
overheating were partially vindicated towards the end of
2021, with several key sectors including technology and
stocks linked to travel and tourism, along with other blue
chips, seeing slippage. This trend has so far continued
into 2022. At the same time, several meme stocks which
enjoyed unprecedented price up-lifts on the backs of retail
and institutional momentum traders in Q1 were forced to
give up much of this ground in December. Several highproﬁle IPOs and SPACs are also underperforming.
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Turning to ﬁxed income, bond traders had a difﬁcult
2021 with some macro hedge funds ﬁnding themselves
out of step with the Fed in November. Predicting further
movements in the yield curve remains a tricky business in
the open weeks of 2022 and will likely continue in this vein
due to the above factors.
All these volatility indicators may provide opportunities for
hedge funds to prove their ability to navigate these choppy
waters more nimbly than passive, long-only peers. This shift
already appears to have begun with institutional investors
showing renewed appreciation in the more sophisticated
strategies of active managers that historically outperform
during volatile periods.
After clearly demonstrating their ability to offer downside
protection to investors during a chaotic ﬁrst quarter of 2020
– when COVID-19 ﬁrst went global – average hedge fund
performance rebounded faster than equity markets and
maintained strong momentum throughout much of 2021.
Indeed, despite some wobbles, 2021 was another good
year for hedge funds, with average returns net of fees
across several data providers’ all strategy indices in double
digits.1
Overall the hedge fund industry’s AuM broke through the
$4 trillion threshold for the ﬁrst time around the midpoint of
2021 and has continued to reach new highs since.

Preqin; HFR; With Intelligence
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The wider alternative investment industry also continues to
evolve and mature, remaining at the forefront of innovation
in areas such as environmental, social and governance
(ESG) policies and investment products. Responsible
investing and ESG will continue to gain prominence in 2022
as assimilation into all aspects of the alternative investment
industry continues, from investment strategies in public and
private markets to risk management and internal hiring and
promotion policies through bolstered DE&I strategies.
The lack of consistent, comparable corporate data is
widely considered to be the primary headwind for the
ESG sector but enhanced regulatory reporting frameworks
are incoming across all regions. Standard setters are
increasingly turning their attention to an overhaul of
corporate reporting requirements, improving the ability
of investment managers to respond to investor demands
for products that prioritise ESG considerations and report
against key ESG metrics.
In additional to increasing interest in all things ESG, AIMA
research throughout 2021 highlighted increasing demand
by institutional investors for hedge funds offering exposure
to both public and private markets, with a particular
interest in private credit and venture capital.2 The strong
performance of private equity and credit in 2021 has
made more investors curious about its diversifying potential
for their portfolio, leading to increasing allocations to these
fund types.3 Hedge funds are also cautiously exploring the
fast-growing digital asset market. Allocation has so far been
modest, but uptake is expected to grow rapidly in 2022.4
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https://www.aima.org/educate/aima-research/accelerating-out-of-the-pandemic.html
https://acc.aima.org/research/ﬁnancing-the-economy-2021.html
https://www.aima.org/educate/aima-research/third-annual-global-crypto-hedge-fund-report-2021.html

These themes feed into an overarching pressure being
applied to many hedge funds to review their operating
model in totality to better address the challenges of the
day. This means not only investing in the front ofﬁce. The
pandemic has brought about signiﬁcant changes in the
way hedge funds operate. As the world exits this period,
business operating models are being re-evaluated as
hedge funds examine core processes, cost structures
and hybrid working environments as they drive for greater
efﬁciency in a new normal. The convergence of trends
emerging from the pandemic as well as more established
market features will drive the industry to become more
efﬁcient and strategic with their resource allocation taking
advantage of new technologies, outsourced services and
investment tools.

As ever, the industry
can expect a mixture
of headwinds and
tailwinds, and those
that can adapt fastest
in the new market
landscape will thrive.

“

Responsible investing
and ESG will continue
to gain prominence
in 2022
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Australia
Key developments and the latest regulatory trends in Australia’s
funds management sector

EY Australia
BIO
Nikki is a partner in the Ernst & Young, Australia (EY
Australia) Financial Services Law team. Nikki has a
demonstrated track record of assisting clients in
the wealth and asset management sector on a full
range of corporate, commercial, and regulatory
issues facing their businesses.
Nikki has a particular focus on ﬁnancial services
regulation, regulated and unregulated corporate
transactions and structuring new ﬁnancial products
and investment funds, with a particular focus on
alternative investments. Nikki regularly assists offshore
managers entering the Australian market.

Nikki Bentley
Partner
nikki.bentley@au.ey.com
+61 2 9276 9544
www.ey.com
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Nikki has been recognised as a leading lawyer in
Investment Funds and Financial Services Regulation
by Chambers Asia Paciﬁc since 2012. Nikki is
currently the Hon. Legal Counsel and Chair of
the Regulatory Committee of AIMA (Alternative
Investment Management Association) Australia. Nikki
is also a member of the executive committee of the
Australian chapter of 100 Women in Finance.

EY Australia
BIO
Henry is a director in the Ernst & Young, Australia (EY
Australia) Financial Services Law team with over 17
years of experience as an investment funds lawyer,
with a particular focus on private equity and venture
capital funds and private investments.
Henry has assisted many Australian private equity
and venture capital fund managers with their fund
launches and has acted for some of the largest
private equity fund raisings in Australia. He also has a
particular focus on ﬁnancial services law and funds
management, having advised leading Australian
and global fund managers in relation to their fund
products and regulatory issues.

Henry Wong
Director

Henry is also actively involved through the Australian
Investment Council, as a member of the Legal and
Tax committee, where he engages on regulatory
developments impacting the private equity and
venture capital industry in Australia.

henry.l.wong@au.ey.com
+61 2 9248 4917
www.ey.com
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Key developments and the latest regulatory trends in
Australia’s funds management sector

Introduction
The Australian funds management industry has been
growing at a rate of around 9% per annum over the last 30
years, largely driven by compulsory superannuation fund
contributions.1 As at March 2021, there was around AU$2.5
trillion in assets under management, with a large portion
of this sourced from Australian institutional superannuation
funds.2 Alternative funds, such as hedge funds and private
equity or venture
capital funds, also
continue to be a
key focus area for
investment, with many
Environmental, social and
investors planning
governance (ESG) issues
to increase their
remain an important
allocations to these
risk consideration.
sectors.

“

We have seen several
new entrants to the
Australian market,
with global ﬁrms
setting up operations
in Australia. This is in
part due to the COVID-19 pandemic, with an increasing
number of Australians wanting to return home and global
fund managers seeing opportunities to further expand
their business models into Australia. Despite the COVID-19
pandemic and its associated lockdowns in Australia, we
have also seen plenty of new start-up Australian fund
managers setting up their own ﬁrms, particularly in the
alternative funds and venture capital space.
The Australian ﬁnancial services sector remains a strong
focus area for acquisitions. In particular, there have been a
number of divestments by the Australian big four banks of
their wealth and asset management and insurance arms
to overseas private equity ﬁrms or institutions.
Environmental, social and governance (ESG) issues remain
an important risk consideration, following litigation against
a large superannuation fund by a member claiming
the trustee had breached its duties by not considering
climate change as a material risk to long-term investment
performance. While this case was ultimately settled,
Australian superannuation funds are now increasingly
focused on ESG risks and have placed an increased

level of scrutiny on fund managers to take active steps to
consider, measure and manage ﬁnancial risks posed by
ESG.
Australia is also in the midst of a number of regulatory
changes, following the Royal Commission into Misconduct
in the Banking, Superannuation and Financial Services
Industry. While a lot of these regulatory changes have
impacted local Australian entities, there are also several
changes that will impact global ﬁrms wanting to do
business with Australia, as outlined below.

Introduction of a new corporate collective
investment vehicle
In August 2021, the Australian Government released
updated drafts of tax and regulatory laws for the proposed
corporate collective investment vehicle (CCIV) regime.
The CCIV regime, which has been the subject of signiﬁcant
industry consultation over the last few years, is intended to
provide Australian funds managers with an internationally
recognizable collective investment vehicle with ﬂow
through tax treatment that would speciﬁcally attract more
foreign, as well as domestic, investors. The fact that CCIVs
are corporate vehicles makes them more aligned with
commonly used investment vehicles in other key foreign
jurisdictions than the local managed investment scheme
(MIS).
The Australian Government announced in its 2021 Budget
that the regime will be operational from 1 July 2022, and
draft legislation was introduced to Parliament towards the
end of 2021.
Under the new regime as currently proposed, each CCIV
will be a company registered under the Corporations
Act that is limited by shares and which satisﬁes certain
regulatory requirements. Each CCIV will have a corporate
director who will be responsible for the operation of the
CCIV.

1 Source: Investment Company Institute, Quarterly Worldwide Mutual Fund Market, Historical Worldwide Public Tables, Second Quarter 2020 (released 24 September 2020)
2 Source: Australian Bureau of Statistics, Managed Funds, Australia, Mar 2021, cat. no. 5655 (3 June 2021).
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These corporate directors may act as the investment
manager or appoint an external investment manager.
The corporate director must be a public company with an
AFSL authorizing it to operate the business and conduct the
affairs of the CCIV.
All CCIVs are to be governed by a constitution, with retail
CCIVs also required to have a compliance plan. Each
CCIV must have at least one sub-fund and each sub-fund
may establish different currency classes. Each single subfund can also be listed on a ﬁnancial market. A sub-fund’s
assets and liabilities will need to be strictly segregated
from the assets and liabilities of other sub-funds, but
cross-investment between sub-funds is permitted. This will
assist fund managers who wish to establish umbrella fund
structures for cost efﬁciencies and economies of scale.
Some of the proposed features of the CCIV regime apply
to both retail and wholesale CCIVs, imposing a greater
regulatory oversight on wholesale CCIVs than the existing
regime for wholesale MISs. This could create a regulatory
arbitrage between wholesale MISs and CCIVs and could
discourage fund managers from using the CCIV regime
for wholesale funds. Industry submissions on this issue
have been made during the consultation period for the
draft legislation and it is hoped that there will be some
amendments before the legislation is passed.
From an Australian tax perspective:
• Each CCIV sub-fund will be deemed to be a separate
unit trust for tax purposes, with the CCIV as trustee and
the members of the sub-fund as beneﬁciaries.
• Where it meets the eligibility criteria, a CCIV sub-fund
can qualify as an attribution managed investment
trust (AMIT) and provide ﬂow through tax treatment to
investors.
• It is intended that CCIVs will have equivalent tax
treatment to AMITs.

global leader in regulating the digital economy.
Among the 12 recommendations aimed at increasing
Australia’s attractiveness to global digital and crypto-asset
businesses are:
• The establishment of a new market licensing regime
for digital currency exchanges (DCE), including
capital adequacy, auditing and responsible person
tests
• The establishment of a custody and depository
regime for digital assets with minimum standards
• Conducting a token-mapping exercise to determine
the best way to characterize the various types of
digital asset tokens in Australia
• The establishment of a new decentralized
autonomous
organization
company
structure
• Amending the
capital gains tax
In October 2021, the
(CGT) regime so
Australian Senate Select
that digital asset
Committee released its
transactions
highly anticipated ﬁnal
only create a
report on the regulation
CGT event when
of digital assets
they genuinely
result in a clearly
deﬁnable capital
gain or loss
• Encouraging
businesses undertaking digital asset “mining” and
related activities in Australia to receive a company tax
discount of 10% if they source their own renewable
energy for these activities
• A review of the anti-money laundering and counterterrorism ﬁnancing regulations to ensure they are ﬁt for
purpose for DCEs.

“

Regulation of digital assets

Changes to the Foreign Financial Services
Providers licensing regime

In October 2021, the Australian Senate Select Committee
released its highly anticipated ﬁnal report on key issues
affecting the competitiveness of Australia’s technology,
ﬁnance and digital asset industries. The report outlined 12
recommendations to the Australian Government to update
its regulatory framework, drive innovation and enhance
Australia’s competitiveness and put the country in a better
position to compete alongside Singapore and the UK as a

Since 2003, the Australian Securities and Investments
Commission (ASIC) has provided relief from the
requirement to hold an Australian ﬁnancial services
license (AFSL) for foreign ﬁnancial service providers (FFSPs)
looking to provide ﬁnancial services to wholesale clients
in Australia, including marketing their offshore funds or
providing portfolio management services to Australian
wholesale clients.
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This relief was available to FFSPs regulated by an overseas
regulatory authority that ASIC had deemed to be
“sufﬁciently equivalent,” which included Germany, Hong
Kong, Luxembourg, Singapore, the UK and the US.
Following a comprehensive review and consultation of
the licensing regime for FFSPs, ASIC introduced a new
foreign AFSL regime for FFSPs in March 2020 – repealing
the sufﬁciently equivalent relief and the more limited
connection relief
– with a transitional
period until 31 March
2022 to allow FFSPs
time to apply for and
obtain a foreign or
The outcome of the
standard AFSL, or
Australian Government’s
rely on an alternative
consultation is expected
arrangement.

“

to be released
in early 2022.

The application
process for a foreign
AFS license was
more streamlined
than a standard AFS
license application, and FFSPs holding a foreign AFSL will
be exempt from certain obligations that apply to AFS
licensees, such as ﬁnancial requirements and organization
competence requirements. However, a foreign AFS
licensee is still subject to a number of obligations including
the need to have adequate arrangements in place for
the management of conﬂicts of interest, risk management
systems and breach reporting requirements. ASIC’s list of
“sufﬁciently equivalent” regimes was also expanded to
include Denmark, France, Ontario Canada and Sweden.
Surprisingly, as part of the Federal Budget released in May
2021, the Australian Government announced that it would
undertake consultation to revisit the revocation of the
licensing reliefs that were previously available for FFSPs. This
initiative is part of an effort by the Government to make
Australia a more competitive jurisdiction to do business
in and to reduce the regulatory compliance burden for
FFSPs. This was an unexpected announcement given the
extensive consultation prior to settling the foreign AFSL
regime and that many FFSPs had already applied or were
in the process of applying for their foreign AFSLs.
Since then, the Australian Government has issued a
consultation paper seeking feedback on options to:
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• Restore the licensing relief for FFSPs who are licensed
and regulated in “sufﬁciently equivalent” or who have
limited connection to Australia, including proposals
to incorporate additional conditions and periodical
reporting requirements to ASIC as part of the licensing
relief
• Create a fast-track licensing process for FFSPs who
wish to establish more permanent operations in
Australia, including options for a modiﬁed licensing
regime for regulated FFSPs from IOSCO MOU
signatory jurisdictions who provide ﬁnancial services
to wholesale clients only, or an automatic grant of an
AFSL to such FFSPs
The outcome of the Australian Government’s consultation is
expected to be released toward the end of 2021 or early
2022. Pending the outcome of the consultation, ASIC has
extended the transitional period for the FFSP licensing reliefs
for a further 12 months, to 31 March 2023.

Other regulatory changes
Performance benchmarks for superannuation funds
The Australian Government has introduced a new package
of reforms impacting local superannuation funds, including
the introduction of an annual performance test for MySuper
products commencing from 1 July 2021. The objective
of the new reform is to provide transparency in respect of
underperforming superannuation funds and protect new
members from investing in underperforming funds.
Should a product fail the performance test, superannuation
trustees are required to notify members who hold the
product within 28 days after the Australian Prudential
Regulation Authority (APRA) gives the trustee notiﬁcation
of the failure. If a product fails the test in two consecutive
years, no new members will be able to sign up to the
product until APRA lifts the prohibition. The ﬁrst annual
performance testing found that 13 large superannuation
funds had failed the performance test.
The performance test proposal has been the subject of
much industry controversy, with concerns that it might drive
unintended behaviors such as forcing underperforming
funds to take higher risks to meet the performance test or
encouraging superannuation funds to allocate investments
conservatively to match the performance benchmarks for
fear of failing to meet the performance test.

Changes to the foreign investment review regime

Updated fees and costs disclosure regime

The Australian Government has also made several new
changes to Australia’s foreign investment laws – the
“FIRB regime” – with a focus on national security. The
changes came into effect from 1 January 2021 and are
expected to have an impact on a wider range of private
capital investments, with more transactions and investors
expected to come within the scope of FIRB review. One
of the key amendments was to introduce a zero-dollar
monetary screening threshold for the new category of
“notiﬁable national security actions.” This means that all
foreign investments will need to be screened to consider
if the investment could fall within the broad deﬁnition of
“national security business” or “national security land.” Other
changes include the removal of the temporary zero-dollar
monetary screening thresholds that were imposed during
the COVID-19 pandemic, as well as new “call-in” and “last
resort” powers for FIRB to review transactions that might
pose a national security risk.

In the last few years, ASIC has made signiﬁcant changes
to the fees and costs disclosure for superannuation funds
and managed investment schemes in the prescribed
product disclosure statements (PDS) provided to retail
clients. Australia is different to most other jurisdictions in that
alternative funds, such as hedge funds, can be offered to
retail clients as well as wholesale clients.

Design and distribution obligations
The Australian Government has also passed legislation
introducing new design and distribution obligations (DDO).
This legislation is aimed at helping consumers obtain
appropriate ﬁnancial products by requiring product issuers
and distributors to have a consumer-centric approach
to the design and distribution of products. DDO came
into effect on 5 October 2021 and applies to products
distributed to retail clients. Under the new regime:
• Issuers must design products that are likely to be
consistent with the likely objectives, ﬁnancial situation
and needs of the consumers for whom they are
intended, including preparation of a target market
determination.
• Issuers and distributors must take “reasonable steps”
that are reasonably likely to result in the products
reaching consumers in the target market deﬁned by
the issuer.
• Issuers must monitor consumer outcomes and review
products to ensure that consumers are receiving
products that are likely to be consistent with their
objectives, ﬁnancial situation and needs.

The changes to the fees and costs regime includes
simplifying some of the previous complexities with the
disclosure, such as reformatting the fees and costs
summary and specifying that all performance fees are to
be calculated based
on an average of the
previous ﬁve ﬁnancial
years, which includes
performance fees paid
In the last few years, ASIC
in any underlying funds.

“

has made signiﬁcant
changes to the fees and
costs disclosure for
superannuation funds

The new fees and costs
disclosure requirements
apply to PDSs issued on
or after 30 September
2022, with the ability
for issuers to opt-in
earlier. Accordingly,
global fund managers
may receive updated requests from superannuation funds
and responsible entities for fees and costs information
calculated under the new disclosure regime.
In conclusion, there are many regulatory developments
that will impact global ﬁrms as Australia seeks to put
in place polices designed to help drive its economic
recovery and growth and compete on a global scale as a
destination for funds management business.
Nikki Bentley is a Financial Services Law Partner at Ernst &
Young, Australia (EY Australia). Henry Wong is a Director in
the Financial Services Law team at Ernst & Young, Australia
(EY Australia).
The views reﬂected in this article are the views of the
authors and do not necessarily reﬂect the views of the
global EY organization or its member ﬁrms.
EYG: 009702-21Gbl
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Brazil
The Brazilian asset management industry and how it can scale
up the green finance development.

PwC
BIO
Education
• Bachelor in Economics, Accouting and Actuarial.
• Certiﬁed Public Accountant (CPA) by the State of NY.

Caio Arantes
PwC Partner AWM Leader- Financial Services
caio.arantes@pwc.com
+55 11 94454 5119
www.pwc.com

Experience
• With over 26 years of experience in PwC’s audit
practice in Brazil in the ﬁnancial service industry
auditing and due diligence work, specialist in ﬁnancial
services.
• Experience in acting as a team leader in several
audit projects for ﬁnancial institutions, insurance
companies, pension entities, etc. with the most
diversiﬁed proﬁles of performance and size.
• Experience in acting as team leader in actuarial audit
projects and actuarial support to audit teams.
• Conducted several due diligence work on mergers
and acquisitions, focusing on identifying potential risks
and opportunities, including the largest transactions
between ﬁnancial companies in the country.
• International experience at PwC in New York and
Washington DC (USA), participating in audits of
investment funds and brokerage ﬁrms.
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PwC
BIO
Education
• Lawyer and Accountant, Bachelor of Philosophy and
Law.
• Certiﬁed lawyer and accountant (OAB and CRC)

Lindomar Schmoller
PwC Partner - Financial Services Brazil Leader
lindomar.schmoller@pwc.com
: +55 11 98426 3927
www.pwc.com
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Experience
• With over 26 years of tax experience in PwC’s tax
practice in Brazil. In addition he has over 15 years
in the ﬁnancial service industry. He holds a strong
background performing tax services to domiciled and
foreign companies, ranging from ﬁnancial institutions,
insurance companies, asset management, retail and
consumer, among others.
• In addition to tax consultancy work for large banking
institutions, he dedicates his time to the management
of special projects, mainly related to acquisitions
and associations of ﬁnancial institutions and other
activities aimed at the development and analysis of
tax planning and corporate.
• His experience includes a key participation on
several tax areas, such as Compliance Services, Tax
Consulting and Mergers & Acquisitions.

The Brazilian asset management industry and
how it can scale up the green finance development

The impact of the COVID-19 pandemic on all global
industries is undoubted. In Brazil, although the adaptation
to the new economic reality (“the new normal”) starting
in 2020 has had adverse effects on many sectors of
the economy, the recovery of the country’s economy is
noteworthy. We have gone from a decrease in GDP (gross
domestic product) of -3.9% in the last quarter of 2020 to a
growth of 3.9% in the third quarter of 2021.

Source: Brazilian Institute of Geography and Statistics (IBGE)
Even amid the turmoil caused by the pandemic, the asset
management industry has recorded new growth records in
the country. The funds’ total equity was raised from BRL6.1
trillion in December 2020 to BRL6.9 trillion in November
2021, an increase of approximately 13%. Disregarding the
period’s inﬂation of 9% measured by the IPCA (National
Consumer Price Index),
the growth still amounts
to an outstanding 4%
in the last 11 months of
2021.

“

Even amid the turmoil caused
by the pandemic, the asset
management industry has
recorded new growth records.

Source: Brazilian Financial and Capital Markets Association
(Anbima)

This expansion is even more substantial in some segments,
especially in the most representative, the ﬁxed-income
sector, which accounts for 38% of the total assets under
management (AuM) in the Brazilian market. From January
2021 to November 2021, the segment jumped 18%,
from BRL2.19 trillion to BRL2.59 trillion, following a slight
rise of 2.4% in 2020, which saw a wave of growth in other
sectors, like multimarket and equity investment funds. This
movement denotes how investors moved from equity
funds to ﬁxed income funds to protect themselves from the
high inﬂation, which reached historic levels in 2021 due to
the impact of the health crisis. The IPCA (Brazilian ofﬁcial
price index) closed in 2021 at 10.06%, which pushed the
basic interest rate (Selic) to 9.25% at the end of the year.
Other less representative segments also experienced
signiﬁcant growth in AuM values by the end of November
2021. These are the investment funds in credit rights
(70% increase), equity (32% increase) and real estate
(20% increase). Their growth rates are explained by the
dynamism that Brazilian and multinational institutions found
in these structures while adopting them for operational
development. Such funds worked as vehicles to raise
capital for expanding activities and gaining economic
and ﬁscal efﬁciency, given the possibility they provide of
classifying investors, especially non-residents, in special
taxation regimes that substantially reduce taxes levied on
income earned in these funds.
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The growth observed in the sector is a consequence of
investors’ trust in the asset management industry and its
product diversiﬁcation. Brazil has a range of regulations
that drive professional excellence and lead to one of the
highest levels of governance in the world. As a result, the
number of funds created by November 2021 grew at the
substantial rate of 16.4% in the year, led by the increased
offer of multimarket funds (1,707 new options out of 3,680
in total).
Innovation is the word that deﬁnes the Brazilian market.
New products and forms of distribution are constantly
emerging. Their success is seen in the growing participation
of local and non-resident investors. Recent efforts to
internationalise the national portfolio have attracted
even more investors. Extended limits for concentrating
international assets in the funds’ portfolio and reducing
bureaucracy for non-resident investors entering the market
are moves under extensive discussion and for which the
Brazilian Securities and Exchange Commission (CVM) has
already structured some projects. One example is the
Public Consultation 08/20, which aims to revamp the fund
industry regulation (CVM Instruction 555).
There is an exciting path of development ahead, and the
potential of the assets management industry is promising.
Even amid an unprecedented global crisis, the sector
has achieved all-time highs over the past two years. And
this growth trend could accelerate even further, given
the potential of Brazilian asset managers to adapt their
portfolio to embed sustainable development and green
ﬁnance metrics.

However, like when we start trading other ﬁnancial
instruments, there are many challenges and barriers
to overcome. Players need reliable information, a safe
environment, liquidity, an increased supply of securities,
among other aspects that, historically, we know are
fundamental to ﬁnance and promote signiﬁcant changes
to the way investors select their portfolios.
There is still a long way to go for our ﬁnancial market to
recognise the importance that ESG matters must have
in our society. Many scattered initiatives seek to bring
innovative and disruptive solutions to foster this market
niche, but, as seen with other ﬁnancial instruments, the
problem lies in demonstrating trust and creating value to
investors.
As already mentioned,
the critical barriers
to be overcome are
very similar to those
found for other new
instruments available
on the market, as
follows:
•

•
•

Based on these concepts and on the wave of global
awareness created by the ESG (environmental, social and
governance) agenda, we observe an increasing appetite
for green ﬁnance – investments that promote sustainable
returns. More than proﬁtability, this trend emphasises
building productive channels and infrastructure to combat
climate change, promote social inclusion and, of course,
generate sustainable returns.
The ﬁnancial market, especially the asset management
industry, is the agent responsible for developing new
investment perspectives and disseminating them – not only
because of its ﬁnancing capability but also the existing
regulatory, technological and operational infrastructure for
collective investment.
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•

“

New products and
forms of distribution are
constantly emerging.

Supply and
demand for
sustainable
ﬁnancial
instruments.
Reliable and comparable information for sustainable
ﬁnancial instruments.
Global infrastructure for investing in sustainable
ﬁnancial instruments.
Trust in agents that promote green ﬁnance (issuers,
intermediaries, stock exchanges, etc.).

The “barriers” are not different from those found for
cryptocurrencies, for example. The technology to
overcome them already exists and must be applied
efﬁciently and with a focus. On the demand side, while
sustainable ﬁnance remains oversubscribed, unstructured
information leads to difﬁculties in making informed
investment decisions.

The differences in taxonomy and criteria for ESG
performance have also led to different asset classiﬁcations
and ESG scores, all with varying methodologies that, at
best, further complicate comparability. There is a gap
between the expectations of issuers and investors as to
what is considered “green” or “sustainable”. In general, it is
due to miscommunication and misperceptions.
Regional nuances further complicate the sustainable
ﬁnancial landscape. Europe is by far the most developed
and diverse ESG market, accounting for 82% of the global
sustainable investment funds. The European Commission’s
move to issue bonds of up to EUR100 billion during the
COVID-19 pandemic advanced the continent’s leading
position.
Emerging economies like Brazil have smaller sustainable
ﬁnancial markets but have strong sustainable ﬁnancial
ambitions and growth prospects. The Brazilian agribusiness
sector is known for its economic relevance but also as a
source of environmental pollution. That is why Decree-Law
10,818, issued in October 2021, aims to create a ﬁnancial
instrument to ﬁnance environmental conservation activities
in the agricultural sector, such as the cession/construction
of renewable energy generation parks, water treatment,
deforestation/reforestation, among others.

Furthermore, the Brazilian market has an incredible
capacity to absorb securities linked to the carbon market
and can easily be a leader in this segment. Regulating
Article 6 of the Paris Agreement, which deals with the
instruments for creating a global carbon market, can
generate USD167 billion a year in 2030 and USD347 billion
a year in 2050. Brazil is one of the countries with the most
potential for selling carbon credits and could generate
net revenues of USD16 billion to USD72 billion by 2030.
(Valor Econômico 14/10/21 – “Brazil’s gain from the carbon
market could reach USD72 billion”)
To realize this potential, there is a need to develop the
Brazilian ﬁnancial market, encourage initiatives to improve
the Global Sustainable
Financial Market
Infrastructure (GSFMIs –
clearinghouses, stock
exchanges, etc.), and
take part in them.
These initiatives include:
The differences in taxonomy

“

and criteria for ESG
•

•
One example of the Brazilian government’s initiatives to
boost the country’s capital market towards the concept
of green ﬁnance is the Rural Product Note (“CPR Verde”).
It is an offshoot of a ﬁnancial product that traded
more than BRL 80 billion on the stock exchange since
it’s development, a value still discreet due to the low
popularity of the product among investment funds.
Representatives of the Ministry of the Environment estimate
that CPR Verde can generate more than BRL 30 billion
in the next four years. (Valor Econômico, 10/01/21,
“Sustainable ﬁnance market will reach R$ 30 billion in four
years, according to undersecretary”)

•

Encouraging
performance have also
greater
led to different asset
sustainable
classiﬁcations and ESG scores.
ﬁnance issuance.
Improve the
processing of
ESG information
between market
participants.
Expanding the reach of the sustainable ﬁnancial
market.

The tool for developing these opportunities can be the
recent tokenisation technology. Tokenisation involves using
blockchain technology to create a digital representation of
an asset. Once there is sufﬁcient data harmonisation, data
tokens can be explored for proof of environmental impact.
It is possible to measure the impact of actions such as
opening a school, planting trees or removing tons of CO2
from the atmosphere, all of them represented by tokens.
Registered via blockchain, these impact tokens can
provide investors with quick access to information. Creating
impact tokens could be one way to integrate proof of
impact reporting into asset servicing.
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GSFMIs could create a blockchain system where issuers
of sustainable securities and investors are invited to back
the operations. GSFMIs will be responsible for creating and
registering the tokens.
Tokenising proof of impact could lead to many beneﬁts:
•

•

•

Easier and faster access to data – investors can
access post-issuance reporting on proof of impact as
soon as the data is available.
Automated data collection and real-time
environmental impact data – connecting
measurement sensors to the data tokens allows for
data collection to be automated and the updating
of proof of environmental impact data to occur in
real time. This provides investors with more accurate
impact data and, consequently, more certainty for
decision-making.
Immutability strengthens trust – registering impact
data on a blockchain ledger creates a transparent,
secure record of the impact performance of a
sustainable asset. This helps to prevent greenwashing
(fraud with sustainable securities) and promotes
accountability in issuers, thus increasing investors’ trust
in these assets.

The impacts of the tokenisation technology, aligned with
collaborative efforts to develop GSFMIs, will be crucial
to accelerate the scaling of the green ﬁnance market
and help drive the initiatives required to overcome the
challenges of building a more sustainable planet.
Resilient amid an unprecedented crisis, the asset
management industry in Brazil allows for the rapid and
efﬁcient diffusion of new ﬁnancial instruments and safe
forms of distribution. It reveals the ability of the Brazilian
ﬁnancial system to adapt and even be ahead of the
challenges that the ESG and green ﬁnance concepts are
bringing to the sector.
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“
The asset management
industry in Brazil allows for
the rapid and efﬁcient
diffusion of new
ﬁnancial instruments.

10
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Lawyer Li graduated from China University of Political
Science and Law (LLB), Peking University (LLM) and Cheung
Kong Graduate School of Business (EMBA), and is a
visiting scholar at the University of Washington. Lawyer
Li provided legal services for a number of ﬁnancial
institutions, investment institutions, listed companies and
group enterprises,etc. She provided legal services for the
whole process of fund raising, establishment, ﬁling and
investment of lots of private equity funds, i.e CCB Pilot
Strategic Emerging Industry Development Fund (30 billion).
As an arbitrator of CIETAC and other arbitration institutions,
She also tried dozens of fund investment arbitration cases.

Legal and Regulatory Development of China’s Private
Equity Fund Industry

According to the data released by asset management
association of china, as of the end of June 2021, there
were 24,476 private fund managers and 108,848 private
funds in China’s private fund industry, with a management
scale of 17.89 trillion Yuan. The purpose of this paper is to
sort out and introduce the legal and regulatory policies of
China’s private equity industry.

I. The evolution of the legal supervision system
of private equity
funds
1. Before 2006: a
blank period

“

In the mid-1990s, with
the development of
the Internet industry
and the entry of
foreign investment
institutions such as
IDG, Softbank and
UBS, venture capital
began to appear in
China. However, at
that time, the state
did not have special regulations on the private equity
fund industry, but there were only some policy documents
encouraging venture capital and venture capital. The
National Development and Reform Commission (NDRC)
of China also explored the drafting of measures for the
management of industrial investment funds, but the
documents eventually ran aground.

In the Netherlands, it is in
principle prohibited to
offer participation rights in
an AIF without an
‘AIFMD license’
from the AFM.

2. 2006-2012: the period under the charge of
NDRC
In November 2005, under the leadership of the National
Development and Reform Commission, ten ministries and
commissions jointly promulgated the Interim Measures
for the Administration of Venture Capital Enterprises
(implemented in March 2006), which made it clear that
venture capital funds should be ﬁled with the National
Development and Reform Commission, and investment
operations can enjoy policy support, while industrial funds
continue to follow the examination and approval system.
The Partnership Enterprise Law was implemented in June
2007, in which the mode of separating partner contribution

and partnership affairs execution in limited partnership
enterprises is to fully learn from the experience of Europe
and the United States, breaking some constraints on
managers in terms of investment amount, voting rights,
management mode, etc., and rapidly promoting the
development of the private equity fund industry. Lawyers
invented many fund structure modes more creatively,
and emerged a lot of professional VC/PE funds with
distinguished investment performance.

3. From 2013 to the present: the period of supervision by CSRC and industry self-discipline
In December, 2012, the Standing Committee of the
National People’s Congress revised the Securities
Investment Fund Law (hereinafter referred to as the Fund
Law). On the basis of regulating public funds, it added the
related contents of regulating non-public raised funds (that
is, private funds), and determined that the China Securities
Regulatory Commission should supervise and manage the
activities of securities investment funds including private
funds, and private funds ofﬁcially entered the era of the
CSRC.
Private equity funds ushered in a blowout period, and a
number of fund managers (some established in 20002005) becoming world famous with outstanding investment
performance, such as Hillhouse Group, Sequoia China,
CDH investments, Shenzhen Capital Group, Legend
Capital etc. At the same time, social security funds,
insurance funds and other large institutional funds have
also begun to become the LP of the funds. However,
there are also mixed situations at this stage, and there
have been some cases of engaging in illegal fund-raising
business such as P2P in the name of private equity funds.

II. The current main regulatory framework
1. Basic Law
At present, the private fund industry is a legal framework
system with the Fund Law as the core and the Trust Law,
Securities Law, Company Law, Partnership Enterprise Law as
the auxiliary ones.
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2. Departmental regulations
According to the Fund Law, CSRC has issued a number of
departmental regulations to regulate private equity funds.
The Interim Measures for the Supervision and
Administration of Private Equity Funds published in August
2014 is the ﬁrst special document after the extensive
development of the private equity fund industry for 20
years. It sets up the core framework for the registration
of private equity fund managers and the ﬁling of private
equity funds, and establishes basic management
systems such as qualiﬁed investors, fund raising and
investment operation. In July 2016, the Interim Provisions
on the Operation and Management of Private Equity
Management Business of Securities and Futures Operating
Institutions was announced. In December 2016, the
Administrative Measures on the Appropriateness of
Securities and Futures Investors (revised in 2020) was
announced, and in December 2020, Several Provisions on
Strengthening the Supervision of Private Equity Investment
Funds.
The foregoing provisions draw lessons from the mature
private equity fund management experience represented
by the United States, that is, it mainly focuses on two
things. First, it emphasises that investors must have high
risk tolerance, must have investment experience and
investment ﬁnancial constraints, mainly institutional investors
or high net worth individuals; Second, the investment
consultant in charge of investment (in China, it mainly
refers to the senior managers of fund managers) must
have corresponding qualiﬁcation certiﬁcates.
According to the above regulations and supporting rules,
the requirements for private equity investors are divided into
ordinary investors and professional investors. Professional
investors include ﬁnancial institutions, wealth management
products issued by ﬁnancial institutions, social welfare
funds, QFII, RQFII, and legal persons or other organisations
that meet certain asset conditions (it is necessary to meet
the net assets of not less than 20 million Yuan at the end of
the last year; The ﬁnancial assets at the end of the last year
are not less than 10 million Yuan; With more than 2 years of
investment experience in securities and other conditions)
and natural persons (to meet the ﬁnancial assets of not
less than 5 million Yuan, or the average annual income
of individuals in the last 3 years is not less than 500,000
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Yuan; With more than 2 years investment experience in
securities or similar work experience), investors other than
professional investors are ordinary investors, and ordinary
investors are not allowed to invest in private equity funds in
principle. For the qualiﬁcation of investment consultants,
senior executives such as the legal representative of the
fund manager and the person in charge of risk control are
required to obtain the qualiﬁcation of fund practitioners.

3. Self-discipline management system
The Interim Measures for the Supervision and
Administration of Private Equity Funds stipulates that fund
industry associations should carry out industry self-discipline
on private equity funds.
According to this, fund
industry associations
have published
more than ten selfdiscipline rules, such
the requirements for
as the Measures for
private equity investors
Registration of Private
are divided into ordinary
Equity Fund Managers
investors and
and Fund Filing (Trial).
professional investors.
The fund industry
association mainly
manages private funds
through three core
systems, namely, asset
management business
comprehensive submission platform (AMBERS system),
private fund information disclosure backup system and
fund employee management platform. With the rapid
development of Internet software and hardware level in
China, the implementation monitoring and management
capabilities of these three systems should rank ﬁrst in the
world.

“

At present, the core points of fund industry supervision can
be summarised as follows:
Private investment funds should be raised in private and
from qualiﬁed investors. Managers should be honest and
trustworthy, diligent and responsible, and insist on giving
priority to the interests of investors. Investors should “enjoy
their own beneﬁts and bear their own risks”.
Private equity funds can be organized in the form of
limited partnership, company or contract. According to
the regulations, there should be no more than 50 investors
in the limited partnership and limited liability company
system, and no more than 200 investors in the joint-stock
company and contract fund. Investors should ensure that
the source of investment funds is legal, and should not
pool other people’s funds to buy private investment funds.
Encourage private investment funds to make portfolio
investment, and the proportion of private asset allocation
funds investing in a single asset management product
or project shall not exceed 20% of the total subscribed
capital contribution of the fund. The duration agreed by
private equity investment funds and private asset allocation
funds shall not be less than 5 years, and managers are
encouraged to set up private equity investment funds with
a duration of 7 years or more.

III. Supervision of special types of private equity
funds
At present, in addition to meeting the above regulatory
requirements, special types of private equity funds also
need to meet the special requirements of cross-border or
industry, such as:

1. QFLP (qualiﬁed foreign limited partnership)
system
The main advantage of QFLP is that foreign exchange
funds can be settled into RMB at the fund level, and
foreign equity investment can be made in RMB. Taking
the relevant regulations issued by Beijing in April 2021 as
an example, pilot fund management enterprises should
satisfy that the controlling shareholder, actual controller
or executive partner is a ﬁnancial enterprise or a fund
management enterprise with a management scale of not
less than 100 million Yuan or equivalent foreign currency,
the scale of the pilot fund is not less than 100 million Yuan
or equivalent foreign currency, and the qualiﬁed limited

partners investing in the pilot fund include institutions
or individuals. The core requirements are as follows: 1.
Institutional investors need to have a sound governance
structure and perfect internal control system, and have
not been punished by the judicial authorities and relevant
regulatory agencies in the country or region where they are
located in the past three years. The minimum net assets
and single investment amount of overseas institutional
investors are respectively equivalent to 5 million US dollars
and 1 million US dollars, and the minimum net assets
and single investment amount of domestic institutional
investors are 10 million Yuan and 1 million Yuan; 2. The
ﬁnancial net assets and ﬁnancial assets of domestic
and foreign individual investors are not less than 3 million
Yuan and 5 million
Yuan respectively, or
the average annual
income in recent three
years is not less than
500,000 Yuan, and
the single investment
Private investment funds
amount is not less than
should be raised in private
1 million Yuan.

“

and from qualiﬁed investors.

2. Insurance funds
participate in private equity investment
At present, the main
basis for insurance funds to participate in private equity
investment is Administrative Measures for the Use of
Insurance Funds and Interim Measures for Investment
in Equity of Insurance Funds (No.79 Document), etc. In
addition to meeting the requirements of fund industry
associations, insurance funds should also register with
China Insurance Asset Management Association, requiring
fund managers to have a registered capital of not less
than 100 million yuan and a balance of assets under
management of not less than 3 billion yuan, and establish
a scientiﬁc and perfect system, and the scale of any
insurance fund should not be less than 500 million yuan.
The target company invested by the fund should comply
with the national industrial policy, and the industry is in the
growth stage, mature stage or strategic new industry, or
has clear listing intention and high M&A value.
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IV. The evolution of the judgment ideas of private
equity fund investment dispute cases
In order to ensure smooth withdrawal, private equity funds
will agree on certain Valuation Adjustment Mechanism
(VAM) when investing in the target company. Once the
target company fails to achieve the agreed targets (such
as IPO time and certain revenue/proﬁt amount, etc.), the
controlling shareholder and/or the target company shall
bear the repurchase and/or guarantee responsibilities.
China’s judgment thinking on such fund investment cases is
also developing and changing.

1. Typical fund investment litigation cases of the
Supreme Court
Generally speaking, the court holds that the controlling
shareholder’s commitment to repurchase or guarantee
does not violate the principle of capital maintenance,
does not harm the interests of the company or creditors,
and should be effective. However, whether the target
company bears the corresponding responsibilities needs
speciﬁc analysis.
In November, 2012, in the judgment of Haifu VS Shiheng
case, the court held that the agreement that the target
company should bear the gambling responsibility made
the investors obtain ﬁxed income, which deviated from
the target company’s operating performance, violated
the principle of maintaining the company’s capital, and
damaged the interests of the company and creditors, so it
was invalid. In September 2017, in the judgment of Tonglian Capital VS Jiuyuan Company case, the court held that
the guarantee provided by the target company for the
repurchase obligation of the controlling shareholder was
not approved by the shareholders’ meeting, and the guarantee clause was invalid. Both the investor and the target
company are responsible for this, and the target company
should bear half of the responsibility for the part that the
controlling shareholder cannot pay off. In September,
2018, in the judgment of Qiangjingyan VS Hanlin Company
case, the court held that the investor had provided guarantee to the target company after the resolution of the
shareholders’ meeting, and had fulﬁlled the obligation of
careful attention and formal examination. The guarantee
provided by the target company was beneﬁcial to its own
business development and did not harm the rights and
interests of the company and its minority shareholders, and
determined that the guarantee clause was effective.
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However, in the “Minutes of the National Court Civil and
Commercial Trial Work Conference” in November 2019,
the court tightened the referee standards. If the investor
requested the target company to buy back the equity, the
court should consider the principle of capital maintenance
and whether it has gone through the target company’s
capital reduction procedures. If the investor requests the
target company to undertake the monetary compensation
obligation, the court shall determine whether to support the
investor’s request according to the criteria such as whether
the target company has proﬁt or not.
It has been less than one year since the Civil Code of China came into effect on January 1, 2021. At present, there
are no typical cases of
fund investment cases
in the Supreme Court.
We will wait and see.

“

2. Typical fund investment arbitration
cases

At present, there are no
typical cases of fund
investment cases in the
Supreme Court.

In a fund investment
case, based on the
principle of autonomy
of will and encouraging
trading, CIETAC thinks
that the VAM should be
effective, and both the
controlling shareholder and the target company should
bear the responsibility of repurchase or guarantee as
agreed in the contract. This view has also been adopted
in many cases of arbitration institutions such as BAC and
SCIA etc.
With the rapid development of the private fund industry,
China’s law and supervision of the private fund industry
has gone through a stage from framework to continuous
improvement. China hopes to promote the long-term
development of the private fund industry by continuously
strengthening the supervision and standardisation of the
private fund industry.
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Key developments and latest trends in Cyprus

I. OVERVIEW
Despite the ongoing COVID-19 pandemic and the
impact it has had on economic and social aspects, the
funds sector in Cyprus continued to grow and evolve,
once again proving its resilience and strong foundations.
According to the Management Companies and
Undertakings of Collective Investments Sector Quarterly
Statistics (published in December 2021) of the Cyprus
funds regulator, the
Cyprus Securities and
Exchange Commission
(CySEC), in the third
quarter of 2021, assets
The funds sector in Cyprus is
under management
determined to stay at
increased by 8.6%
the forefront of
compared to the
industry developments.
second quarter of
2021. Between the
second and third
quarters of 2021, there
was a steady increase
in the registration of
externally managed
funds and fund
managers (non-AIFMs). More than 70% of assets under
management are managed by AIFMs and sub-threshold
AIFMs, with the remaining percentages being managed
by UCITS management companies, entities holding dual
AIFM and UCITS licenses and regulated funds managed
by foreign fund managers. Alternative investment funds
invest in diverse sectors such as private equity, real
estate, energy, sustainable investments, shipping, ﬁntech
and cryptocurrencies, with assets under management
invested in the sectors of sustainable energy, shipping
and cryptocurrency increasing between the second and
third quarters of 2021. The investor base for UCITS is retail
(99.4%) while for alternative investment funds, investors
are predominantly well-informed investors (55.2%) and
professional investors (32.7%), with the remaining 12.1%
comprising of retail investors.

“

The funds sector in Cyprus is determined to stay at the
forefront of industry developments, and this has been
evidenced by the continuous review and innovation in
the sector; in 2018, with the modernisation of the existing
alternative investment funds legislation and enactment of
the Alternative Investment Funds Law (AIF Law), a new type
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of fund, namely the registered alternative investment fund
(RAIF) was introduced; the RAIF proved to be a popular
choice for an investment vehicle by fund managers due
to its set-up ease and versatility. Its ﬁrst three years proved
to be successful, and it is expected that its popularity will
surge in 2022 and onwards. In 2020, the legislation for
sub-threshold AIFMs (small AIFMs) was enacted, further
strengthening the toolbox for asset managers and
providing an additional option for an AIF manager with
lesser capital and organisational requirements from those
of a fully-ﬂedged AIFM. In 2021, the Cyprus Companies
Law was amended to introduce speciﬁc provisions for
variable capital investment companies, as part of targeted
efforts to harmonise the provisions of the Companies Law
with existing funds legislation.

II. THE REGISTERED ALTERNATIVE INVESTMENT FUND –
A BRIEF PRESENTATION AND ITS CHARACTERISTICS
In 2021, the registration of RAIFs introduced in the AIF Law,
followed the successful rates of 2020 (where 41.2% of the
currently operational RAIFs were registered), with 39.2%
of currently active RAIFs being registered. It is expected
that the RAIF will meet with even greater success in 2022
onwards, with both local and foreign fund managers
expressing interest. One of the reasons for the popularity of
the RAIF is the quick and convenient registration process,
as the vehicle does not undergo separate authorisation
scrutiny by the regulator, the CySEC. As RAIFs are always
externally managed by a licensed fund manager, once
the RAIF is registered as an investment company or limited
partnership with the Cyprus Registrar of Companies, or if
structured as a common fund its common fund rules are
drafted, the external manager submits within one month
the RAIF documents and information about its investment
strategies to CySEC, for the purposes of registration of the
RAIF in the relevant CySEC register.

A RAIF is always externally managed, with eligible
managers being a licensed AIFM (of Cyprus, or another
EU member state, or of a non-EU state passporting its
services in accordance with the AIFMD rules and having
determined an EU member state as its state of reference).
It is possible for a non-AIFM entity to manage a RAIF,
provided that such RAIF is established as a closed-ended
limited partnership (with or without a separate legal
personality), and with at least 70% of its assets being
illiquid. Eligible investors of RAIFs are professional investors
(as deﬁned under MiFID) and well-informed investors (as
deﬁned in the AIF Law and herein below). There are no
restrictions in the type of investments or policies that can
be pursued by a RAIF, and accordingly currently active
RAIFs are invested in various sectors and pursue a diverse
mix of investment strategies. The external manager must
appoint a depositary for the RAIF, with such depositary
having the same duties and obligations as under the
AIFMD. There are many available legal forms for a RAIF,
namely common fund, an investment company which
may either have ﬁxed or variable capital, and a limited
partnership with or without separate legal personality. In
all legal forms, a RAIF can be established with separate
investment compartments, each compartment being
ring-fenced from the rest and eliminating any risk of crosscontamination. A RAIF managed by an AIFM must raise
from investors at least €500,000 worth of capital in the ﬁrst
12 months following its registration, and in case of a RAIF
with multiple investment compartments, such obligation
applies to each such compartment.
Deﬁnition: A Well-informed investor is an investor who is not
a professional investor and further conﬁrms in writing that:
(i) he has sufﬁcient knowledge and experience in
ﬁnancial and business matters, so as to be in a position
to assess the beneﬁts and risks related to the proposed
investment and is further aware of the risks related with
the proposed investment; or
(ii) his business activities are related to the
management, acquisition or sale of assets, either on his
own account or for the beneﬁt of third persons, of the
same type as the investments of the fund, and
(i) Either his investment in the fund amounts, at least,
to €125,000, or
(ii) he receives an assessment as a well-informed
investor, by the regulated entities listed in the AIF Law,
and the assessment shows that he has the sufﬁcient

knowledge and experience in ﬁnancial and business
matters, so as to be in a position to assess the
beneﬁts and risks related to the proposed investment
of the fund on the basis of its investment policy, or
(iii) is employed in any of the entities providing
the assessment and his remuneration is on the
same scale as that of natural persons carrying out
effectively one of the business activities of those
entities or with the executive members of the
management body effectively carrying out one of
their business activities, and Irrespective of the above
provisions, is the person effectively managing the
fund or its manager, or is a person carrying out the
portfolio management of the fund.

III. VARIABLE CAPITAL INVESTMENT COMPANY AMENDMENTS TO THE CYPRUS COMPANIES LAW AND
HARMONISATION WITH AIF LAW AND UCI LAW

“

As the variable capital
investment company is
a corporate form only
available under the AIF
Law and the OpenCurrently active RAIFs are
Ended Undertakings for
invested in various sectors
Collective Investment
and pursue a diverse mix
Law of 2012, as
of investment strategies.
amended (UCI Law
- domestic law on
UCITS), it was deemed
necessary by the
Cyprus legislator to
amend the Companies
Law for the purposes of
harmonising the variable capital investment companies’
regime among the various legislations.
Following the amendments, a dedicated section on
variable capital investment companies was included in
the Companies Law, containing provisions such as the
contents of the memorandum of association of a variable
capital investment company, the powers for redemption
of own shares, and the procedures for amending the
memorandum of association.
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The model memorandum and articles of association was
further enclosed as an annex to the Companies Law, and
although a variable capital investment company is not
under an obligation to adopt the same in the said form, it
can nevertheless act as informed guidelines when drafting
the variable capital investment company relevant rules
and regulations. It is noted that the model articles include
as provisions, the contents required by CySEC to be present
in such fund documentation, pursuant to the AIF Law and
the UCI Law.
Brief description of selected parts of the amendments to
the Companies Law will be made in the present section:
(a) a company incorporated under the Companies Law
(which by default must always have its share capital
divided into shares of
nominal value), may
now easily convert
into a variable capital
investment company
with its share capital
Variable capital investment
being divided into
companies are exempted
shares without nominal
from creating a reserve
value, by lodging
account on the
with the Registrar
redemption of shares.
of Companies a
prescribed form
and a relevant court
order obtained from
the Cyprus Court of
the district where the company’s registered ofﬁce is
situated.

“

(b) When calculating the actual value of the variable
capital investment company, the value of the issued
shares is always equal with the value of the variable
capital investment company’s assets minus its liabilities,
and the redemption of shares is effected, either directly
or indirectly, by utilising the variable capital investment
company’s assets, provided that the number of issued
shares does not fall below the minimum number of
shares in which the company’s share capital is divided,
as stated in its memorandum of association.
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(c) Variable capital investment companies are
exempted from creating a reserve account on the
redemption of shares, which is a requirement on the
redemption of shares under certain circumstances, for
companies incorporated under the Companies Law.
(d) It was further clariﬁed that the annual return for a
variable capital investment company may contain
lesser information that those submitted for a company
incorporated under the Companies Law, such as the
shares acquired since incorporation until the date
stated on the return, or lists containing the names and
addresses of shareholders and the number of shares
held by them.
It is noted that a variable capital investment company
must nevertheless, despite its registration under the
Companies Law, comply with the provisions of the AIF
Law or UCI Law (depending on the type of fund) and that
any amendment to its memorandum and articles of
association must be approved by the CySEC prior to their
submission with the Registrar of Companies, which must be
performed within one month from the amendments.
Within 12 months from the amendments to the Companies
Law, by November 2022, variable capital investment
companies that are currently registered in accordance
with the AIF Law or the UCI Law are obliged to act, by
submitting to the Registrar of Companies a special
resolution for their conversion as a variable capital
investment company under the Companies Law (as
amended), until which time the variable capital investment
company will only be considered to be an entity governed
under the aforementioned funds laws.

IV. OTHER DEVELOPMENTS IN THE WIDER ASSET
MANAGEMENT SECTOR
A. UK MiFID II FIRMS POST-BREXIT; THE TEMPORARY
PERMISSION REGIME
In December 2020, the CySEC launched a temporary
permission regime allowing UK MiFID II ﬁrms (which
became, post-Brexit, third country ﬁnancial institutions no
longer beneﬁting from the MiFID II passport) to continue to
provide investment services without a physical presence in
Cyprus, provided that such services will only be offered to
eligible counterparties and/or professional clients situated
in Cyprus.

88 companies secured such a temporary permit until 31st
December 2021, as a transitional arrangement, while
restructuring their operations in Cyprus as third-country
ﬁnancial institutions in line with the provisions of MiFID II.
In the meantime, such ﬁrms would need to establish a
physical presence in Cyprus for the purposes of continuing
to service clients, by either establishing a branch, or
setting up a new MiFID-compliant Cyprus investment
ﬁrm, or acquiring qualifying holding in an existing Cyprus
investment ﬁrm, and many have chosen to do so by
submitting their relevant applications to CySEC. It was
decided by CySEC to allow such entities to continue to
operate under the temporary permission regime until the
review of their application was completed, in the event
this was still ongoing by the 31st December deadline. On
the success of an application, it was further decided that
the entity in question will have an additional six months
to establish a physical presence and become fully
operational in Cyprus.
B. THE REGISTRATION AND SUPERVISION OF CRYPTO ASSET
SERVICE PROVIDERS
As of 2021, CySEC introduced a bespoke national
framework regulating crypto assets activities within
Cyprus, and accordingly requires Crypto Asset Service
Providers (CASP) within the meaning of the Prevention and
Suppression of Money Laundering and Terrorist Financing
Law of 2007 (as amended) that provide services in or
from Cyprus, to formally register with the authority and
be subject to all obligations under the aforementioned
framework.
The framework includes the rules and provisions relating
to the ﬁtness and probity of the persons behind the
CASP (beneﬁciaries and persons holding management
positions), conditions for registration, organisational and
operational requirements, policies for KYC and other
client due diligence and clients’ source of funds checks,
provisions for monitoring of client transactions, assessing
and reporting suspicious transactions and undertaking
comprehensive risk assessments with respect to clients’
activities.

To perform activities in Cyprus, a CASP must ﬁrst submit
an application for registration to the CASP register to
CySEC. A CASP established in the European Economic
Area, provided that it has registered with a relevant
competent authority for the relevant services, must submit
a notiﬁcation to CySEC prior to commencing the offering
of any services in Cyprus. Provision of services in or from
Cyprus is only allowed once registration is effected.
A CASP is subject to minimum initial capital requirements,
depending on the services offered, and obliged to
inform CySEC (in the process of the application for
registration) of its shareholders (including beneﬁciaries) and
executives. Registration charges apply on submission of
the application, and for renewal of the registration on an
annual basis.

V. CLOSING REMARKS

“

Although 2021 was
subject to its own
challenges and
difﬁculties due to the
CySEC introduced a
continuing pandemic
bespoke national
which, inevitably,
framework regulating
caused working
crypto assets activities
norms and habits to
within Cyprus.
be rethought and
readapted, the Cyprus
funds sector remains
determined to continue
to evolve, in line with
global trends and
the ever-changing European regulatory and supervisory
framework. With both the services sector and the regulatory
authorities identifying and responding swiftly to market
challenges and needs, even during these arduous
times, the Cyprus funds sector is willing and in a position
to constitute, and continue to constitute, an attractive
destination for funds, fund managers and investors alike.
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Asset Management Trends in Germany 2022

The asset management industry in Germany fared
well in 2021 despite the pandemic-driven situation
throughout the entire world and the market volatility
created by the uncertainty. In addition, the government
in Germany changed, which created an additional
phase of uncertainty. As the uncertainty around potential
Covid-19 variants is expected to remain in 2022, the
asset management industry will face challenges and
the success of players in the industry will be driven by
the creation or
improvement of strong
models, operational
improvements,
alignment with
In Germany the asset
investors’ and
management industry
other participants’
faces an additional
expectations, and
challenge, as the German
employee resilience.
regulator is also setting up
The following trends
local requirements for
and factors will play
sustainable funds.
a key role in the
developments in
2022:

“

1. Increasing regulatory pressure on asset
managers
Asset managers are confronted with a challenging
regulatory landscape, which is driven by general topics
such as the CSDR and ESG in addition to speciﬁc topics
for the industry, namely AIFMD, ELTIFs/LTAFs, the prudential
regime for investment ﬁrms (IFD/IFR), UCITS as well as PRIIPS
effects. In addition, asset managers in Germany are facing
local developments.
The Central Securities Depositories Regulation (CSDR) as
the latest step in establishing an EU-wide harmonised
regulatory framework for ﬁnancial market infrastructures
has an effect on the asset management industry which
will have to be addressed in implementation projects. The
main objective of this regulation is to increase the safety
and efﬁciency of securities settlement and settlement
infrastructures in the EU. The rules shall apply from the date
of entry into force of the RTS on Settlement Discipline (1
February 2022). At the trialogue meeting on 24 November
2021, it was agreed to decouple the mandatory buy-in
regime from the rest of the settlement discipline regime. As
the cash penalty regime is not expected to be delayed,
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the asset management industry will have to handle the
new requirements in this area in cooperation with the
custodian banks and brokers. Key questions regarding
application, such as the setting off of paid and received
penalties and thresholds, will have to be resolved to avoid
a fragmented application in Germany and the EU.
On the topic of ESG, the ﬁrst SFDR product level reports for
Article 8 and 9 SFDR products are required according to
Article 11 SFDR in 2022; the entity disclosures – except for
those regarding principal adverse impact (PAI) indicators
– had been required since 10 March 2021. The SFDR RTS
have been beset with delays and will come into force in
January 2023. The publication of the ﬁnal RTS draft, which
bundles SFDR disclosure and Taxonomy disclosure into one
consolidated RTS, is expected for the beginning of 2022. As
a result, the industry will have nearly a year to establish the
operational framework required by these RTS prior to the
rules coming into effect.
In Germany the asset management industry faces an
additional challenge, as the German regulator is also
setting up local requirements for sustainable funds and in
November 2021 started to consult on guidelines for such
funds to avoid greenwashing. According to the opening
statement of the German regulator, the requirements of
the draft directive apply regardless of the SFDR and the
Taxonomy Regulation. It will therefore become a speciﬁc
challenge for German companies in 2022 to comply with
local requirements in addition to the EU guidance. Such
developments are not surprising, as on a political level
the objectives that fall under the deﬁnition of “sustainable”
vary greatly between the European countries. The
change in government in Germany will accelerate such
developments, for example in the question of whether the
nuclear industry is seen as sustainable.

The EU Commission has adopted proposals to amend the
AIFMD, the UCITS Directive and the European Long-term
Investment Funds (ELTIFs) Regulation. These proposals
include harmonisation and tightening of the requirements
around minimum substance of AIFM and UCITS ManCos,
new requirements around liquidity management for UCITS
and open-ended AIFs, targeted amendments to rationalise
the requirements around depositories and new eligibility,
conduct and reporting requirements for AIFs that undertake
lending. There is no mention of the long-promised AIFMD
passport for non-EU AIFMs. Non-EU AIFMs operating under
the Article 42 AIFMD regime should be aware that some of
the new requirements shall apply to them.
The Commission noted that the advantages of ELTIFs have
been diminished by restrictive fund rules and barriers to
entry for retail investors. The Commission’s proposal aims
to make ELTIFs more popular among retail investors by
broadening the scope of eligible investments, reducing
barriers preventing retail investors from accessing ELTIFs and
easing the rules for fund distribution solely to professional
clients.
The year 2022 will see ﬁrms in Germany ﬁnalising and
implementing the prudential regime for investment ﬁrms
(IFD/IFR) which has been in effect since June 2021. There
are also several key regulatory publications to come in
2022.
While the core objective of the PRIIPs regime of enabling
consumers to make informed investment decisions
through increased transparency and comparability of
products is undoubtedly well intentioned, the KID has
proven to be problematic. The UK and EU have proposed
changes to their PRIIPs regimes to address these concerns.
In November 2021, the European Parliament voted to
extend the transitional rule exempting UCITS managers that
provide a UCITS KIID to EU retail investors from also needing
to provide a PRIIPs KID.
Further, after being criticised for its role in the so-called
cum ex and Wirecard scandals, the German regulator
BaFin will increase its pressure on the industry, including the
asset management industry. In spring 2021, the German
Federal Ministry of Finance set in motion a comprehensive
program to modernise BaFin and to improve the
effectiveness of ﬁnancial supervision, introducing a sevenpoint plan and drawing up the Act to Strengthen Financial
Market Integrity.

In an interview with the BaFin Journal on 15 November
2021, the new BaFin president Mark Branson explained
what changes need to be made at BaFin for it to achieve
the target announced by the German Finance Minister
of providing “ﬁnancial supervision with bite”. Part of the
modernisation and new supervision approach involves a
consultation on the Regulation Concerning Reports and the
Submission of Documentation in accordance with Section
36 of the German Investment Code at the beginning of
December 2021. The draft would expand the information
obligations of regulated asset management companies
in Germany with regard to outsourcing massively and for
this reason has been criticised by industry representatives.
It is already clear that the form of notiﬁcation to BaFin will
change from a paperbased to a digital one
with more information
which will have to be
sent to BaFin.

“

The Commission’s
An amendment
proposal aims to make
of the outsourcing
ELTIFs more popular
rules of the German
among retail investors.
Investment Code will
force outsourcing
partners of German
asset management
companies outside the
European Community
starting in 2022 to
designate domestic authorised delivery agents with a
registered ofﬁce in Germany to whom BaFin can direct
announcements and deliveries.

2. The next phase of tokenisation
Blockchain technology is changing the ﬁnancial services
industry. The recent trend of asset tokenisation continues
unabated. Tokenisation has the potential to create new
opportunities for the core activities of asset management,
as it will allow asset managers to use the beneﬁts of
blockchain to generate funds and liquidity. It is a way to
make illiquid assets and intangible assets tradable and
increasingly liquid. With blockchain technology asset
managers might be able to raise liquidity without selling the
entire asset as with real estate and without going through
complex listings as in the case of real estate investment
trusts (REITS).
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To ensure long-term success, the following challenges will
have to be solved:
• Some harmonisation of the taxonomies is needed,
as according to research by the Cambridge Centre
for Alternative Finance (CCAF) there are at least eight
different terminology taxonomies referring to crypto
assets as of February 2019.1
• Further, the legal protection of crypto assets will have
to be increased as the deﬁnition of ownership and
requirements for the assignment of virtual assets may
lack legal clarity.
• In addition, regulation of the crypto business should be
expanded to cover all involved parties, something which
is still partly unregulated. Without general protocols or
legislation, investors may not develop the necessary trust
in this highly promising technology.

3. ESG products
The focus in the previous year was on developing and
launching ESG products to satisfy the increasing demand
for all products labeled as ESG.
It is expected that this trend will change in 2022, as clients
will start to recognise that their needs are not being fully
met through simply buying products labeled as ESG.
Products will have to fulﬁll customer needs including ESG in
the future and ESG will just be one aspect of the product
that satisﬁes greater, overarching needs.

4. Virtualisation of asset management
As in other industries, over the last two years the pandemic
has forced asset managers to change their operating
models very drastically and at short notice. While most
asset managers set up hybrid working models, in which
some of the staff stayed in the ofﬁce and enabled the
rest of the staff to work from home, developments in the
coming years should enable employees to decide for
themselves depending on their position whether they want
to leave the ofﬁce and in-person contact behind. Due
to this, digitalisation must continue to increase and even
in-person meetings with clients will be reduced in the long
term and replaced by digital communication. Whether
this trend fully takes hold in the institutional business will be
critical.

1

5. Pressure on commission-based models
The process of selling fund shares and asset management
products has not changed much over the last decade
even while fund platforms and tokenisation have been on
the rise. Sales processes remained product-led processes
with performance illustrations and explanations, which are
driven in the retail business by commission-based models
for distributors.
The commission-based
model is still seen as
suspicious by some of
the parties in the new
German government
and has come under
some pressure as a
result. In the course
of the coalition
negotiations for the
new government,
strict demands such
as a general ban on
commission or similar
did not succeed.

“
Products will have to
fulﬁll customer needs
including ESG
in the future.

6. Investments in China
Further growth in asset management products covering
the Chinese market is expected. China is still one of the
fastest-growing emerging markets in the world. After
recording high single-digit growth over the past two
decades, the country is expected to surpass the United
States and become the world’s largest economy over the
next few years. Due to its enormous population, China’s
economic growth is not expected to slow down soon.
Throughout the last two years, the Covid-19 pandemic has
affected China’s economy in much the same way as the
rest of the world, triggering a massive decline. However,
in previous years, the general trend was one of increased
growth.

Global Cryptoassets Regulatory Landscape Study 2019, https://www.jbs.cam.ac.uk/faculty-research/centres/alternative-ﬁnance/publications/cryptoassetregulation/#.YdQLuGjMJaQ
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The experience of the last two years has nevertheless
shown that full digitalisation may be closer to reality than
expected.

There are many different ways to invest in China, ranging
from listed exchange-traded funds, tailor-made fund
products to securities listed on its two domestic exchanges.
The asset management industry is offering more and more
products to enable clients to invest in this market and this
trend will continue in 2022.

7. Transformation and transitions
Major asset management companies and service
providers for this industry are considering transformations
including M&A transactions in the post-Covid period as
economies of scale become too big.
Due to the further increase in operational burdens for the
industry created by regulatory requirements, economy
of scale becomes more and more of a competitive
advantage. Many of these new regulations require data,
data analysis and data use. As a result, the race for
spending on advanced technology and quantitative
elements is based on investments and therefore on
economies of scale for operating models. Improved
distribution reach is a further driver for such developments.
In parallel, small boutiques and private equity ﬁrms will
move into the gap left behind by the big players.

“
There are many different
ways to invest in China,
ranging from listed
exchange-traded funds,
tailor-made fund products
to securities listed on its
two domestic exchanges.
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Recent legal and market developments in the
Hong Kong investment funds industry

Market overview
Hong Kong maintains a system that allows both domestic
and overseas investment funds to be authorised for
public sale. The Securities and Futures Commission (SFC)
supervises the offering of collective investment schemes
to the public and regulates asset managers. Funds that
are not authorised by the SFC can only be marketed on a
private placement basis or to professional investors.

“

Whilst the local stock
market was volatile
in 2020 due the
COVID-19 pandemic,
the SFC has reported
that Hong Kong’s
In July 2017, the People’s
asset and wealth
Bank of China announced
management
a Bond Connect scheme.
business continued
to grow, with a 21%
year-on-year increase
in AUM to US$4,505
billion. Net fund inﬂows
of US$262 billion were
recorded for the asset
and wealth management sector during 2020. Public funds
accounted for 38% of the asset management and fund
advisory business, followed by managed accounts (31%),
private funds (16%) and pension funds (7%).

Market developments
Hong Kong’s investment fund industry has seen some
signiﬁcant shifts in recent years. These are broadly
attributable to the government’s initiatives towards the
development of a leading asset management centre,
and to various schemes which promote mutual access to
markets and products between Hong Kong and Mainland
China.

Connectivity with Mainland China
On 10 September 2021, authorities announced the launch
of Wealth Management Connect (WMC). Under the WMC
connect pilot scheme, eligible residents of Hong Kong,
Macao and nine cities in Guangdong Province (together,
the Greater Bay Area) are permitted to carry out crossboundary investment in wealth management products

through bank distribution channels. Eligible products
include Hong Kong domiciled funds authorised the by SFC.
Opening up a potential investor base of some 72 million
people in the Greater Bay Area, the WMC scheme presents
signiﬁcant opportunities for Hong Kong based retail fund
managers as well as international managers who are able
to structure retail products in Hong Kong.
The WMC scheme follows the successful roll-out of
other “connect” initiatives between Hong Kong and the
Mainland, notably Stock Connect, Bond Connect and
ETF Connect. Stock Connect, which allows Hong Kong
investors access to Mainland Stock Exchanges and vice
versa, started with the Shanghai scheme in 2014, and has
since expanded to include the Shenzhen Stock Exchange.
In December 2020, the exchanges agreed to expand the
scope of eligible stocks.
In July 2017, the People’s Bank of China announced
a Bond Connect scheme. Although the initiative was
designed to cover both a northbound and southbound
trading link, only the northbound programme was available
at the outset. All bonds circulated in the China Interbank
Bond Market were eligible. The southbound programme
was launched in September 2021.
The ETF Connect scheme is in the form of a cross-listing
programme. To be eligible, Mainland products must invest
at least 90% of their assets in an ETF listed in Hong Kong,
and Hong Kong products have to invest at least 90% of
their assets in an ETF approved by the China Securities
Regulatory Commission (CSRC). Following the cross-listing
of Hong Kong ETFs on the Shenzhen Stock Exchange in
October 2020, the scheme has expanded to cover the
Shanghai Stock Exchange, with the ﬁrst pair of ETFs crosslisted on the Hong Kong and Shanghai exchanges in June
2021. According to the SFC, the total AUM of four crosslisted ETFS as at 31 March 2021 was HK$729.3 million.
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Mutual recognition of funds
The Mainland-Hong Kong Mutual Recognition of Funds
(MRF) scheme was implemented in July 2015. Under the
scheme, as at 26 March 2021, 50 Mainland fund have
been authorised by the SFC for public sale in Hong Kong,
and 32 Hong Kong funds have been approved by the
CSRC for public sale in Mainland China. According to the
SFC, the AUM of Mainland MRF funds attributable to Hong
Kong investors stood at RMB874 million as at 26 March
2021, whilst the AUM of Hong Kong MRF fund attributable to
Mainland investors was RMB16,959 million.
The SFC has announced that it is working with the CSRC to
enhance the Mainland-Hong Kong MRF regime, including
relaxing the sales limit and restrictions on overseas
delegation to offer Mainland investors a more diversiﬁed
pool of funds managed in Hong Kong.
Whilst the WMC programme is much more ﬂexible with
fewer restrictions than the MRF scheme, MRF products are
available to investors throughout Mainland China and not
just those residing in the Greater Bay Area.
The Mainland MRF funds are one example of various
renminbi ﬁnancial products which are available in Hong
Kong, making Hong Kong a pre-eminent offshore renminbi
centre.
Since the launch of the Mainland-Hong Kong MRF
scheme, the SFC has announced similar arrangements
with a number of regulators in overseas jurisdictions, to
enable eligible products to enjoy a streamlined process
of authorisation for sale to the public in Hong Kong. These
include France, Luxembourg, the Netherlands, Switzerland,
Thailand and the United Kingdom.

At the outset, interest in launching OFCs was lukewarm,
largely due to drawbacks such as investment restrictions.
However, in September 2020 the SFC announced
welcome enhancements to increase the competitiveness
of the OFC, including the removal of investment restrictions
for private OFCs. Shortly after, the government promised
ﬁnancial incentives to promote the regime, and issued
a much-anticipated proposal to allow offshore funds to
migrate to Hong Kong.
Similarly, a major drawback at the outset related to the
limited and complex tax exemption for private OFCs.
This was addressed in 2019, when Hong Kong enacted
legislation which extended an existing tax exemption for
offshore funds to those
domiciled in Hong
Kong. In terms of Hong
Kong proﬁts tax, this
created a level playing
ﬁeld between Hong
The enhancements to the
Kong domiciled and
OFC regime has culminated
offshore funds.
in a signiﬁcant surge in

“

interest in establishing OFCs

In May 2021, the
SFC announced the
commencement of
a grant scheme to
assist with OFC set-up
costs. The government
has allocated HK$270
million to the scheme, which covers 70% of the expenses
paid to Hong Kong-based service providers for the
establishment or re-domiciliation of OFCs, subject to a
cap of HK$1 million per OFC. The grant is available on a
ﬁrst-come-ﬁrst-served basis and is limited to a maximum
of three OFCs per fund manager. The grant scheme will
expire in 2024.

Hong Kong domiciled fund vehicles
Hong Kong introduced the open-ended fund company
(OFC) regime in 2018 to provide an option for collective
investment funds to be established in corporate form.
For many Hong Kong-based hedge fund managers, the
default structure was historically an offshore segregated
portfolio company. The advantages for a Hong Kong
manager in setting up an OFC over an offshore
fund mostly centres on the simplicity and savings in
management time and money in dealing with a single
jurisdiction and a single regulator.
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The enhancements to the OFC regime has culminated
in a signiﬁcant surge in interest in establishing OFCs, or
converting existing funds to an OFC structure.

In addition to the OFC, the government has introduced
another new fund vehicle, the limited partnership fund
(LPF), primarily aimed at the private equity and venture
capital market. The LPF legislation, which enables private
funds to be registered in the form of limited partnerships,
came into effect in August 2020. A fund qualifying for
registration under the LPF regime must be constituted by
one general partner who has unlimited liability in respect
of the debts and liabilities of the fund, and at least one
limited partner with limited liability. As at 12 October 2021,
351 LPFs had been registered.
In a further boost to attract more private equity funds to be
operated and managed in Hong Kong, during 2021 the
government passed legislation to provide tax concessions
for carried interest distributed by eligible private equity
funds. The legislation in effect exempts qualifying carried
interest from proﬁts tax and salaries tax by taxing such
receipts at 0%, thereby rendering payments of carried
interest tax neutral in Hong Kong.
Re-domiciliation legislation in respect of OFCs and LPFs
came into effect on 1 November 2021. With regards to
OFCs, existing funds may re-domicile and register as an
OFC in Hong Kong provided they meet the same OFC
eligibility requirements as a new fund. The existing fund’s
identity is preserved on re-domiciliation, and therefore:
• any contract made or resolution passed prior to redomiciliation remains intact;
• all rights, functions, liabilities, obligations and property
of the fund is preserved;
• previous legal proceedings by or against the fund
are not rendered defective; and
• the re-domiciliation does not amount to a transfer of
assets or a change in beneﬁcial ownership, hence
no stamp duty implications arise.

Legal and regulatory changes
In addition to changes to the regulatory regime to allow
for the various initiatives outlined in the above section on
market developments, fund operators in Hong Kong have
seen a number of other signiﬁcant legal and regulatory
developments in recent months.

ESG fund disclosures
In June 2019, the SFC published guidance to managers
on enhanced disclosures for authorised funds which
incorporate environmental, social and governance (ESG)
or climate change or green or sustainability factors as a
key investment focus (together, ESG factors). The number
of ESG funds offered to the public in Hong Kong has more
than doubled over the past two years. In June 2021 the
SFC updated its ESG disclosure requirements for SFCauthorised funds that incorporate ESG factors as a key
investment focus. The new requirements will come into
effect on 1 January 2022, with managers expected to
update their offering documents in the meantime. There
are about 60 SFCauthorised ESG funds
listed on the SFC’s
website.

“

Climate-related
risks

Re-domiciliation legislation
in respect of OFCs and
LPFs came into effect
on 1 November 2021

In seeking to further
address the impact
of climate change
within Hong Kong’s fund
management industry,
the SFC announced
in August 2021 the
introduction of new climate-related requirements for fund
managers to incorporate climate-related risks into their
investment and risk management processes and make
appropriate disclosures. All type 9 (asset management)
licensed corporations with investment management
discretion in respect of collective investment schemes
are required to comply. Managers of authorised and
unauthorised funds are equally in scope. Licensed
corporations that simply manage discretionary accounts
are not required to comply at this stage.

Licensed corporations are required to assess whether
climate-related risks are relevant and material to their
investment strategies being employed in relation to funds
under discretionary management. The regulations include
(i) baseline requirements for all fund managers and (ii)
enhanced standards for managers with AUM of HK$8 billion
or more (Large Fund Managers).
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The baseline requirements cover the following areas:
1. Governance, i.e. requirements on the role and
responsibilities of the board and managementlevel positions; implementation of policies and
procedures to comply with the amendments to
the Fund Manager Code of Conduct in respect of
climate change.
2. Investment management, i.e. identiﬁcation and
incorporation of climate-related risks for each of the
licensed corporation’s investment strategies.
3. Risk management, i.e. implementation of risk
management procedures to identify, assess,
manage and monitor climate-related risks for each
of the licensed corporation’s investment strategies.
4. Disclosure, i.e. licensed corporations that are
responsible for the overall operation of a fund are
required to make appropriate disclosures to investors
in respect of the licensed corporation’s governance
and risk management roles and responsibilities;
climate-related risks relevant to the investment
strategies; and risk management policies and
procedures.
Licensed corporations that qualify as Large Fund Managers
are subject to additional obligations to assess the
relevance and utility of scenario analysis in measuring the
resilience of investment strategies against climate-related
risks and if relevant, to develop a plan to implement
scenario analysis within a reasonable period of time.
In addition, Large Fund Managers are required to take
reasonable steps to identify and calculate the portfolio
carbon footprint of Scope 1 and 2 greenhouse gas
emissions associated with the relevant funds’ underlying
investments where the data is available or can reasonably
be estimated. Such calculation must follow a prescribed
formula set out in the SFC’s requirements.
Large Fund Managers have until 20 August 2022 to
comply with the baseline requirements and 20 November
2022 to comply with the enhanced standard. Other fund
managers falling within scope must comply with baseline
requirements by 20 November 2022.
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Regulatory regime for trustees and custodians
In September 2019, the SFC launched a public
consultation on plans to introduce a new regulated activity
under its licensing regime for depositaries of SFC-authorised
funds. The SFC will publish its conclusions in due course,
and has announced that it will launch a further consultation
on proposed amendments to subsidiary legislation and
SFC codes and guidelines.

Conclusion
Whilst the SFC has
introduced a number
of new regulations
in recent years and
there are more in
the pipeline, such
regulations ultimately
aim to offer better
investor protection.
At the same time,
these initiatives offer
new opportunities to
facilitate Hong Kong
in becoming a wealth
management centre
and the gateway to
Mainland China.

“
Licensed corporations
that qualify as Large
Fund Managers are
subject to
additional obligations
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Enforcement of Insider Trading and Market Manipulation Regulations
against Foreign Institutional Investors in Japan

1. Introduction
The Securities and Exchange Surveillance Commission
(“SESC”), the enforcement agency for the securities
market in Japan, has been very active since 2012 in
bringing enforcement actions against foreign hedge fund
managers and other institutional investors in relation to
cases of insider trading or market manipulation. In Japan,
both insider trading and market manipulation constitute
violations of the
Financial Instruments
and Exchange Act
(“FIEA”). In 2012, the
SESC uncovered a
series of manipulative
transactions by Tiger
The enforcement agency
Partners LLC (“Tiger
for the securities market
Asia”), a company
in Japan, has been very
that was managed by
active since 2012
Bill Hwang who now
manages Archegos
Capital Management,
which recently caused
a sensation after it
was found to have
incurred massive losses. This article touches upon various
topics including the regulatory frameworks under the FIEA
as well as the SESC’s enforcement activities for the purpose
of providing guidance to foreign institutional investors who
conduct asset management business in Japan.

“

2. Regulatory Framework
2.1 Insider Trading Regulations
The FIEA is modeled after the U.S. Securities Act of 1933
and the U.S. Securities Exchange Act of 1934, but the
insider trading regulations are very different from those
of the U.S. The U.S. insider trading regulations are formed
based on case law relating to the general antifraud
provisions of Section 10(b) of the U.S. Securities Exchange
Act and Rule 10b-5 thereunder. On the other hand, the
FIEA sets out very detailed and complicated requirements
in respect of each element of insider trading. For example,
the FIEA provides deﬁnitions for terms such as “corporate
insider” and “material fact”, and sets out the requirements
for publication of non-public material facts. In general,
however, any person who is in possession of non-public
material information of a listed company is prohibited from

trading shares of that company. The non-public material
information of a listed company includes its executive
body’s decision to conduct, or to start preparations to
conduct, a public/private offering or share buyback
transaction. In addition, the FIEA sets out insider trading
regulations in relation to a tender offer under which any
person, who is in possession of non-public information that
a purchaser has made a decision regarding a launch of a
tender offer of the shares of a listed company, is prohibited
from purchasing shares of that company. Furthermore,
the 2013 amendments to the FIEA introduced new insider
trading regulations regarding the so-called “tipper liability”,
which prohibits any person in possession of non-public
material information from disclosing non-public material
information or (without disclosing non-public material
information) recommending trades to a third party.

2.2 Market Manipulation Regulations
The U.S. Securities Exchange Act has a speciﬁc provision
prohibiting manipulative transactions carried out for the
purpose of inducing trades by others. In practice, however,
the general antifraud provisions that require no such
purpose is commonly used in the U.S. SEC’s enforcement
actions against market manipulations. On the other hand,
the FIEA sets out detailed regulations prohibiting various
types of market manipulations, including wash trades
and matched orders as well as manipulative transactions
carried out for the purpose of inducing trades by others.
Although the FIEA has a general antifraud provision, it is
not applicable to market manipulation. Therefore, in order
to bring enforcement actions against cases of suspected
manipulative transactions, the SESC is required to establish
that such transactions were carried out for the purpose of
inducing trades by others. Such purpose is essentially a
subjective requirement, but from a practical point of view,
it is determined by objective elements such as motives for
transactions and trading patterns.
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3. Sanctions and Enforcement

4. SESC’s Approach

The FIEA contains criminal penalties and administrative
actions against insider trading and market manipulation.
The SESC is authorized to conduct investigations to uncover
the FIEA violations, but it has no power to take ﬁnal actions
based on its ﬁndings. In criminal cases, the SESC ﬁles a
criminal complaint to a public prosecutor, who has the
power to make an indictment. In administrative cases,
the SESC makes a recommendation of an administrative
action to the Financial Services Agency (“FSA”) who then
imposes an administrative monetary surcharge against the
wrongdoer. In general, criminal punishment is imposed in
high-proﬁle cases, but it is not an ideal enforcement tool
for resolving such matters and restoring market conﬁdence
in a timely manner. Therefore, the SESC is currently
using administrative monetary surcharges as its main
enforcement tool.

In the past, the SESC’s main target for its enforcement
actions were retail investors in Japan. Even when a foreign
institutional investor engaged in fraudulent transactions in
Japan, the SESC did not conduct any enforcement actions
but instead referred the case to the foreign regulatory
body supervising the relevant foreign institutional investor.
For example, the SESC referred a possible fraudulent
transaction of Japan Airlines shares by Oasis Management,
a Hong Kong Company, to the Hong Kong Securities and
Futures Commission, who then took disciplinary action
against Oasis Management in 2011.

The FIEA’s method of calculating administrative monetary
surcharges is formulated on the basis of depriving a violator
of the ill-gotten gains that such violator can generally
expect to receive at the time of the violation. For example,
the expected ill-gotten gains of insider trading to purchase
shares will be calculated as the difference between the
purchase price and the highest share price during the
two week period following the day on which the relevant
material fact was made public, irrespective of whether the
purchased shares were actually sold or not in the two week
period. The SESC or the FSA has no discretion to increase
or reduce the amount of the administrative monetary
surcharge. This means that the SESC or the FSA will give
no credit to a wrongdoer even if such wrongdoer has selfreported an act of misconduct or fully cooperated with the
SESC’s investigation.
In the case of insider trading, it should be noted that even
if there is no intention to make proﬁts or avoid losses by
using a non-public material fact, any transaction made
by a person in possession of a non-public material fact
will generally constitute an act of insider trading under the
FIEA. There have been a few enforcement cases relating
to unintentional insider trading in the past, but the SESC is
now unlikely to bring enforcement actions against such
unintentional insider trading because such enforcement
would give a chilling effect to the market.
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In 2011, however,
the SESC established
a special team for
the investigation of
fraudulent transactions
The SESC or the FSA has
carried out by
no discretion to increase
domestic and foreign
or reduce the amount of
institutional investors
the administrative
and then started
monetary surcharge.
actively carrying out
investigations on
foreign institutional
investors who were
trading in Japan.
The SESC brought an
enforcement action against a foreign investor with no
footprint in Japan for the ﬁrst time in 2012. Since then, the
SESC has steadily built up a track record of enforcement
actions against insider trading and market manipulation by
foreign institutional investors.

“

5. Case Studies of SESC’s Enforcement Actions
5.1. First New York Securities
In June 2012, the SESC found that First New York Securities
L.L.C. (“First New York”), a U.S. securities ﬁrm, had engaged
in an incident of insider trading, and recommended
that the FSA issue an administrative monetary surcharge
payment order. In June 2013, the FSA imposed an
administrative monetary surcharge of JPY14 million against
First New York. The SESC alleged that a First New York trader
had obtained non-public information about TEPCO’s public
offering from a salesperson of the lead underwriter through
a consulting ﬁrm and that First New York sold the shares on
its own account before the public announcement.

Under the FIEA, a corporate insider includes an employee
of the lead underwriter who has obtained non-public
information of a public offering of a listed company in
relation to the share subscription agreement between
the company and the underwriter. In general, primary
recipients who obtain such information from corporate
insiders will also be subject to the insider trading
regulations. However, secondary recipients who obtain
non-public material information from primary recipients are
not subject to the insider trading regulations. In this case,
the First New York trader could be said to be a secondary
recipient because he/she obtained the non-public
information through the consulting ﬁrm. However, the SESC
treated the First New York trader as the primary recipient,
ﬁnding that the salesperson of the lead underwriter had
tipped the consulting ﬁrm off about the non-public
information with the intention of passing on the non-public
information to the consulting ﬁrm’s client, First New York.
First New York initially denied the allegation, but eventually
admitted the wrongdoing.

5.2. Tiger Asia
In December 2012, the SESC found that Tiger Asia, an
asset manager of two U.S. hedge funds, carried out
manipulative transactions of Yahoo Japan shares for the
purpose of inducing trades by others and recommended
that the FSA issue an administrative surcharge payment
order. In January 2013, the FSA imposed an administrative
surcharge of JPY65 million against Tiger Asia. Tiger Asia had
allegedly inﬂated the closing share price in the afternoon
session on March 17, 2009 by placing discretionary orders
with four brokerage ﬁrms within a certain range of prices.
On the following day, it sold the shares at the inﬂated share
price in response to Yahoo’s share buyback announced
after the market close of the previous day.

In addition, at the time of the violation, the asset managers
trading on the account of customers were subject to
administrative surcharges as long as they were registered
ﬁnancial ﬁrms in Japan. Tiger Asia was not registered in
Japan. Therefore, the management fee earned by Tiger
Asia was not recognized as ill-gotten gains for the purpose
of the administrative surcharge. This big loophole was
later blocked by the subsequent 2012 amendments to
the FIEA. However, in this case, the SESC found that Tiger
Asia had a 4.82% stake in the LP and a corresponding
portion of the transactions were then recognized as
having been carried out on Tiger Asia’s own account for
the purpose of calculating the administrative surcharge.
This method of calculating administrative surcharges for
asset managers of
partnership type funds
was applied for the
ﬁrst time in this case,
and the SESC adopted
the same method in
subsequent similar
In January 2013, the FSA
cases. In calculating
imposed an administrative
the administrative
surcharge of JPY65 million
monetary surcharge,
against Tiger Asia
not only Tiger Asia’s
actual share positions
but also its positions
in equity swap
transactions were
factored into the basis
of the calculation. Tiger Asia had no footprint in Japan but
cooperated with the SESC investigation and did not contest
SESC’s ﬁndings.

“

It is important to note that one of the hedge funds under
Tiger Asia’s management was structured as a Delaware
limited partnership (“LP”), and Tiger Asia carried out the
manipulative transactions as the general partner of the
LP. Under the FIEA, any person is subject to insider trading
and market manipulation regulations. However, there is
no deﬁnition of “person” under the FIEA and it is therefore
not clear whether a partnership or LP is subject to the
FIEA regulations. In this case, no enforcement action was
brought against the LP but the SESC treated Tiger Asia as
the person who had violated the FIEA.
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2.3. Prospect Asset Management
In March 2017, the SESC found that Prospect Asset
Management, Inc. (“PAMI”), a U.S. SEC-registered
investment advisory ﬁrm, had engaged in insider trading,
and recommended that the FSA issue an administrative
surcharge payment order. In June 2017, the FSA imposed
an administrative surcharge of JPY3 million against PAMI.
PAMI had allegedly purchased Trystage shares while
in possession of non-public information relating to the
buyback of Trystage shares. Although PAMI appeared
to have provided investment advice for a Cayman LP
fund on a contractual basis, it was found to have had
substantial power to manage the assets in the fund. PAMI’s
parent company had a 66% stake in the fund and a
corresponding portion of the transactions were recognized
as having been carried out on PAMI’s own account for
the purpose of calculating the administrative surcharge.
In addition, the remaining portion of the transactions was
recognized as being PAMI’s transactions for the account
of its customers and an administrative surcharge of three
times the monthly management fee was imposed in
accordance with the 2013 amendment to the FIEA.

6. Final Remarks
The SESC, the watchdog of the security market in Japan,
was once seen as a weak enforcer, but it is now actively
bringing enforcement actions against errant foreign
institutional investors. Therefore, special care should be
taken by foreign institutional investors when conducting
asset management business in Japan.
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“
the watchdog of the
security market in Japan,
was once seen as a
weak enforcer,
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The Dutch Regulatory Framework for Alternative Investment
Funds and Discretionary Asset Managers
An Introduction and Some Important Developments

The EU produces ﬁnancial legislation at a
staggering speed.
The credit crisis reached its peak in 2008. It caused the
European legislator to produce new ﬁnancial legislation

remuneration rules for ﬁnancial companies and (4) the

at a staggering speed. It seems as if the production of

proposed EU Regulation on artiﬁcial intelligence.

new legislation since then, never got to a halt. The EU aims
to address the topics that dominate the current state of
the world, such as

“
In the Netherlands, it is in
principle prohibited to
offer participation rights in
an AIF without an
‘AIFMD license’
from the AFM.

The Dutch regulatory framework for
investment funds.

Covid-19 and climate
change. The ﬁnancial

Investment funds that fall under the UCITS Directive are, in

law of the Member

short, characterised by: (1) collective investments, (2) in

States belonging

transferable securities or other liquid ﬁnancial assets, (3)

to the European

with capital raised from the public, (4) operating on the

Economic Area (all

principle of risk-spreading and (5) with units that are, at

EU Member States

the request of holders, repurchased or redeemed out of

plus Liechtenstein,

those undertakings’ assets. In short, collective investment

Norway and Iceland)

undertakings (1) that raise capital from a number of

is dictated more and

investors, (2) with a view to investing it in accordance with a

more by EU Directives

deﬁned investment policy for the beneﬁt of those investors,

and EU Regulations.

(3) not licensed under the UCITS Directive, qualify as an

Dutch ﬁnancial law

alternative investment fund as deﬁned in the AIFM Directive

forms no exception

(an “AIF”). The intention behind this broad deﬁnition was

to this rule. Dutch ﬁnancial law is importantly codiﬁed

to include investment funds in the AIFM Directive or in

in the cross-sectoral Dutch Act on Financial Supervision

the UCITS Directive, without any gaps. In other words: an

(“Wft”), but also and increasingly in EU legislation. Important

investment fund not qualifying as a ‘UCITS fund’, is an

examples are the Regulations under MiFID2 and the

‘AIFMD fund’. ESMA’s AIFMD Q&A’s (regularly updated) and

AIFMD, the Prospectus Regulation and of course the

its AIFMD Key Concepts (2013) are helpful documents in

sustainability related disclosures pursuant to SFDR. These

this context. The following paragraphs shall focus on AIFs

Regulations all have a direct effect in the Netherlands. This

because by far most investment funds in the Netherlands

Europeanisation of Dutch ﬁnancial law also means that

qualify as such.

the views and opinions of EU supervisors, such as ESMA
and EBA, are increasingly important when interpreting and

It is in principle prohibited to offer participation rights in an

implementing Dutch ﬁnancial law. Of course, the opinions

AIF in the Netherlands without an ‘AIFMD license’ issued

and views of the Dutch Authority for the Financial Markets

by the AFM. It is also in principle prohibited to manage a

(“AFM”) and the Dutch Central Bank (“DNB”) must also be

Dutch AIF, to manage an AIF as a Dutch manager or to

closely observed.

offer participation rights in an AIF, without such license.
Licensed AIF managers based in the Netherlands, are

After a brief introduction to the Dutch regulatory framework

allowed to offer participation rights in EU AIFs in the EEA

for alternative investment funds and discretionary asset

to professional investors by making use of the ‘European

managers, four important legislative developments will

passport system’. On the basis of this system they are also

be highlighted, being: (1) the upcoming amendments to

allowed to manage EU AIFs and offer participation rights

MiFID2, (2) the new rules for the marketing of investment

to professional investors in other Member States. Offering

funds, (3) the upcoming amendments to the Dutch

participation rights to non-professional investors is not
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harmonized in the EU. EU managers offering participation

seems to be limited to professional investors only.

rights in the Netherlands to non-professional investors
must follow additional rules, importantly in the form of

Currently, non-EU managers cannot apply for an AIFMD

information obligations. These ‘retail rules’ do not apply

license with the AFM (‘third country passport’). Non-EU

when the participation rights can only be acquired against

managers seeking to offer participation rights on the Dutch

a value of at least EUR 100.000 per investor or have a

market must follow the rules for third country managers or

nominal value of at least EUR 100.000.

for managers based in so-called ‘appointed states’. These
appointed states are currently: Guernsey, Jersey and under

There are exemptions to this license obligation. Small AIFs,

conditions also Hongkong SAR and the United States of

for instance, can be excluded from the license obligation

America. Third country managers (in non-appointed states)

when making use of the ‘Dutch light regime’. This regime,

are only allowed to offer participation rights if their home-

which isn’t so light at all, can be used by Netherlands

state is not on the list of non-cooperative countries of FATF

based AIF managers that, in short, directly or indirectly

and if a cooperation agreement is in place between their

manage AIFs of which the total of assets managed does

home-state supervisor

not exceed EUR 100 million or EUR 500 million when no

and the AFM. Offering

leverage is used, and investors have no redemption

is only allowed to

rights exercisable during a period of ﬁve years following

qualiﬁed investors.

the date of initial investment. This license-exemption also

Qualiﬁed investors are

applies when offering to non-professional investors, if the

professional investors

participation rights are offered to less than 150 persons

(including opt-up

(each offer counts), can only be acquired against a value

professionals) and

of at least EUR 100.000 per investor or have a nominal

eligible counterparties,

value of at least EUR 100.000. The AFM holds the view that

as deﬁned in MiFID2.

online offers are per deﬁnition aimed at more than 150

These third country

persons. Managers making use of this regime must register

managers must also

with the AFM, abide to certain information obligations, but

follow prospectus

also follow other legislation such as, for example, the PRIIPs

obligations, report to

Regulation (when offering to non-professional investors) and

DNB and AFM and under circumstances abide to asset-

Dutch AML and sanctions legislation.

stripping rules. Managers based in appointed states can

“

The Dutch legislator
is currently looking to
open the Dutch market
for EU based
‘light managers’
as per 2022

also make use of the Dutch ‘appointed states regime’.
A European passport is currently not available for

This regime has the advantage that offering participation

managers under the light regime, so offering must be

rights to non-qualiﬁed investors is also allowed. The Dutch

restricted to the Dutch market, unless the small AIF (1)

legislator is currently looking to open the Dutch market for

applies for a full AIFMD license on a voluntary basis or

EU based ‘AIF light managers’ as per 2022, but this seems

(2) it registers as a European Venture Capital Fund or

to be limited to professional investors only.

a European Social Entrepreneurship Fund, as meant in
the EuVECA respectively the EuSEF Regulation. These
regulations both contain a European passport-system on

The Dutch regulatory framework for discretionary
asset managers.

the basis of which participation rights can be offered to
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professional investors (including opt-up professionals), but

In the Netherlands, discretionary asset management (or:

also to investors that commit to invest a minimum of EUR

portfolio management) is most importantly regulated by

100.000 and conﬁrm to be aware of the associated risks.

the Wft and the legislative package of MiFID2. Providing

The Dutch legislator is currently looking to open the Dutch

investment services and performing investment activities,

market for EU based ‘light managers’ as per 2022, but this

in principle requires a ‘MiFID license’ from the AFM. Certain

ﬁnancial companies are excluded from the license

for ESMA to prohibit or restrict the provision of investment

requirement, such as banks. AIF managers and UCITS

services or activities.

managers are allowed to provide certain MiFID services,
such as asset management and investment advice,

Third country investment companies that want to provide

without a MiFID license, when making use of the ‘MiFID top-

investment services in the Netherlands to non-professional

up regime’. The AFM steers a tight course when it comes

investors or opt-up professionals must open a branch ofﬁce

to investment companies providing investment services for

in the Netherlands and apply for a license. Investment

which it has no license. Fiduciary managers that only have

companies seated in Australia, the USA and Switzerland

a license to provide asset management services, are, for

providing investment services to eligible counterparties

example, not allowed to provide investment advice when

or professional investors or professionally trading for own

this service is not explicitly mentioned on the license. The

account can be exempt from the license requirement and

MiFID license for investment companies functions as a

certain prudential- and behavioral rules, on the basis of the

European passport. That means, in brief, that a license

Dutch Exemption Rule Wft.

in other Member States is not required after following a
notiﬁcation procedure.
Investment companies (in this context also including
banks that provide MiFID services) seated in non-EU

Amendments to
MiFID2 to help
the recovery from
COVID-19.

Member States are allowed to provide investment services
or perform investment activities, without a license, to

The Netherlands, like

clients seated or residing in the Netherlands, when these

all Member States,

activities take place cross-border and on the exclusive

must, on a very short

initiative of the client (the initiative test). When a third

notice, implement

country investment company (or someone on behalf

various amendments

of it) promotes or advertises its services or activities to

to MIFID2, as set out in

these ‘Dutch clients’, there is no such exclusive initiative,

Directive (EU) 2021/338.

according to ESMA and the AFM.

These amendments,

“
The MiFID license for
investment companies
functions as a
European passport.

which, according to the title of the Directive, must help
Third country investment companies are allowed to provide

the recovery from the COVID-19 crisis, must apply in

investment services or perform investment activities in the

the Member States no later than 28 February 2022.

Netherlands to eligible counterparties and professional

Information should no longer be provided on paper but

clients when the third country is declared equivalent

should, as a default option, be provided electronically.

by the European Commission, when the investment

Non-professional clients, however, can still request for

company is registered in ESMA’s third-country ﬁrms register

information on paper. Services provided to professional

and when abiding to certain information requirements.

clients and eligible counterparties shall be exempted from

This registration functions as a European passport. ESMA

the costs and charges disclosure requirements, except with

published extensive technical standards to specify the

regard to investment advice and asset management. A

information that the applicant third country investment

third mentionable amendment is that it shall no longer be

ﬁrm must provide to ESMA in its application for registration.

required to provide eligible counterparties with mandatory

Also, IFR introduces changes to, inter alia, the existing

service reports. Professional clients will have the possibility

MiFIR regime for third-country ﬁrms that intend to provide

to opt in. Some of the amendments shall also apply to

investment services and activities to eligible counterparties

AIF managers and UCITS managers that provide asset

and professional investors, including a signiﬁcant reporting

management services in combination with the other

ﬂow from third-country ﬁrms to ESMA and the authority

allowed services and activities under the MiFID top-up
regime.

New rules for the marketing of investment funds;
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introducing a deﬁnition of ‘pre-marketing’.

makers are temporarily exempt from the 20% bonus
cap, in anticipation of new legislation entering into force

As per 2 august 2021, the new rules on the cross-border

in the Netherlands presumably in 2022, conﬁrming this

distribution of investment funds (including AIFs and

exemption.

UCITS) apply, as set out in Regulation (EU) 2019/1156.
The accompanying Directive (EU) 2019/1160 on the
same topic must also be applied as per 2 august

A proposal for a Regulation on artiﬁcial
intelligence (AI Regulation).

2021. The Dutch Act implementing the Directive is,
however, not yet adopted. ESMA’s Guidelines on funds’

Although not expected to enter into force on a short term

marketing communication, clarifying the requirements

(2025/2026), the proposed EU Regulation on artiﬁcial

of the Regulation, shall apply in Member States as per 3

intelligence is worth mentioning, considering this may

February 2022. The new rules stipulate, amongst others,

rightly be called cutting edge legislation. The AI Regulation,

that marketing communication addressed to investors or

that ﬁts in the EU objective to be a front-runner in the digital

potential investors (regardless of the medium) must be

economy, introduces

identiﬁable as such and describe risks and rewards in an

a regulatory framework

equally prominent manner. A disclaimer must be added,

for AI-systems that can

identifying the marketing purpose and drawing attention

have a high risk for

to the prospectus and other (key) information, unless such

damaging health and

disclaimer is not ﬁt to the format and length of the (for

safety or a negative

instance: on-line) marketing communication. In that case

effect on fundamental

a shorter identiﬁcation of the marketing purpose is allowed.

rights and AI-systems

The legislative package contains a deﬁnition of (and

that directly interact

clariﬁes) ‘pre-marketing’, which is not considered marketing

with natural persons

material.

(such as chatbots). The

“
The Dutch government
has decided to
implement stricter
remuneration rules for
various ﬁnancial
companies

AI Regulation takes on

Remuneration rules: increasing complexity.

a risk-based approach.
Most importantly the

The Dutch government has decided to implement stricter

persons that offer or use AI-systems that are deemed

remuneration rules for various ﬁnancial companies, such

‘high risk’, but also persons distributing or importing such

as (i) a bonus cap of maximum 20% of annual ﬁxed

AI-systems will have to abide by the strict rules of the AI

pay for all employees and (ii) the rule that at least 50%

Regulation. Although ﬁnancial companies using AI-systems

of the bonus should be based on non-ﬁnancial targets.

(internally or in the course of ﬁnancial services or ﬁnancial

In respect of asset managers with a MiFID license, these

products) already fall under several Dutch ﬁnancial law

rules are fully applicable, whereas funds managers with an

requirements, such as the requirement to guarantee

AIFMD or UCITS-license are exempt from the 20% bonus

a business conduct with control and integrity, ﬁnancial

cap. Fund managers with an AIFMD or UCITS license and

companies working with AI-systems should monitor the

a MiFID top-up are also exempt from the 20% bonus

legislative developments of the AI Regulation closely. Not in

cap. Other remuneration rules are still applicable to these

the least because the AFM and DNB, but also IOSCO, have

managers, however, including but not limited to the

issued reports and discussion papers reﬂecting detailed

rule that at least 50% of the bonus should be based on

responsibilities of ﬁnancial companies using AI that closely

non-ﬁnancial targets. In addition, rules on deferral and

resemble the provisions of the AI Regulation.

payout in instruments following from the AIFMD/UCITS and
IFD, respectively, may apply for asset managers and
fund managers. To enhance complexity, MiFID market
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The Limited Qualified Investor Fund (L-QIF): a new fund category to increase the
attractiveness and competitiveness of Switzerland as a fund domicile
By Jean-Claude Spillmann, PwC Switzerland

Introduction
Switzerland has traditionally had a strong asset
management industry. Nevertheless, Switzerland has
not yet been able to gain international signiﬁcance as

Current state

a fund domicile. The funds distributed and managed
in Switzerland are often foreign funds, particularly

On June 26, 2019, the Federal Council published the L-QIF

those domiciled in Luxembourg. Some of the decisive

proposal to amend the collective investment schemes

factors behind this

law (“CISA”) and opened the consultation process. The

include certain tax

latter lasted until October 17, 2019. On August 19, 2020,

disadvantages, such

the Federal Council then approved the dispatch and a

as the 35 percent

draft that had been adapted based on the results of the

withholding tax which

consultation. Parliamentary deliberations started in the

is levied on interest

summer session of 2021. On December 17, 2021, the

and dividend income

bill was accepted in the ﬁnal vote. It has not yet been

at source. On the

determined when the amended law (hereinafter “nCISA”)

other hand, Swiss funds

will come into force. However, entry into force at the

cannot be distributed

beginning of 2023 seems possible.

in the European

The law will be further elaborated in the Collective

Economic Area by

Investment Schemes Ordinance (“CISO”). The

means of a passport

corresponding adjustments to the CISO are currently being

due to Switzerland not

worked out, and are expected during the course of 2022.

being a member of

The amended CISO will come into force together with the

“
The funds distributed
and managed in
Switzerland are often foreign
funds, particularly
those domiciled
in Luxembourg.

the EU or the EEA. In addition, the available fund vehicles

amended CISA.

have thus far not been ﬂexible enough, especially in the
alternative assets area, and the required FINMA approval

Classiﬁcation and permissible legal forms

(and licensing) process has sometimes proven to be
complex, lengthy and expensive.

The L-QIF represents a new fund category, and will be
regulated in the CISA. It therefore qualiﬁes as a collective
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The Swiss Asset Management Association (“AMAS”) has

investment scheme according to Art. 7 CISA, and in

therefore initiated the idea of a Limited Qualiﬁed Investor

principle all general provisions of the CISA also apply to the

Fund (“L-QIF”), which should at least solve the latter

L-QIF. However, the provisions on the licensing requirement

problems and contribute to increasing the attractiveness

(Art. 13 CISA) and the approval requirement (Art. 15 CISA)

and competitiveness of Switzerland as a fund domicile.

do not apply, since the L-QIF is characterised by the fact

The L-QIF is modelled on the Luxembourg RAIF, which was

that it requires neither a license nor approval from FINMA.

introduced into Luxembourg law in 2016 and has been

The provisions on the investment regulations (Art. 53-71 and

extremely popular ever since. In fact, there are signiﬁcantly

Art. 103 CISA) and the provisions that give FINMA the power

more RAIFs launched in Luxembourg today than regulated

to make decisions in individual cases or a supervisory

funds.

power also do not apply (cf. Art. 118d nCISA).

The L-QIF does not represent a new legal form, but can be

5. Administration of the L-QIF

set up in the already known legal forms of the contractual
investment fund (FCP), the investment company with

In the event of the L-QIF being in the legal form of a FCP,

variable capital (SICAV) or the limited partnership for

a (Swiss) fund management company must be appointed

collective investment (LPCI) (Art. 118c nCISA). Contrary

to manage it. The fund management may delegate the

to what was originally intended in the preliminary draft of

investment decisions to a (Swiss) manager of collective

the law, the legal form of an investment company with

assets in accordance with Art. 2 para. 1 lt. c FinIA or to a

ﬁxed capital (SICAF) is not available for the L-QIF. In view

foreign manager of collective assets (Art. 118g nCISA).

of the fact that the SICAF has never gained any practical
relevance under the applicable law, this restriction seems

In the event of the L-QIF being in the legal form of a

mostly irrelevant.

SICAV, the management and the investment decisions
must be transferred to one and the same (Swiss) fund

4. Authorization and Supervision
4.1 No license or approval requirement

management company in accordance with Art. 2 para.
1 lt. d FinIA (Art. 118h

“

nCISA). In the event of
Like the successful Luxembourg RAIF, the L-QIF is

the L-QIF being in the

characterised by the fact that it neither requires an

legal form of a LPCI,

approval for the product nor a license for the institution

the management

from FINMA (Art. 13 para. 2bis and Art. 15 para. 3 nCISA).

must be transferred

This means that the L-QIF can be set up without the

to an administrator

involvement of FINMA. The relevant documents are

of collective assets

checked primarily by the fund management company

in accordance with

involved or the manager of collective assets. The fact that

Article 2 para. 1 lt.

the L-QIF can be set up without the involvement of FINMA

c FinIA, unless the

will shorten the launch process and thus also the time-

general partner is a

to-market. It also reduces costs. Not only are the costs of

bank, an insurance

FINMA for the approval or license eliminated, which can be

company, a securities

substantial depending on the legal form, but also the costs

ﬁrm, a fund management company or a manager of

for the licensing auditor which is required for the SICAV and

collective assets.

The fact that the
L-QIF can be set up
without the involvement
of FINMA will shorten the
launch process and thus
also the time-to-market.

the LPCI.
It should also be noted that a ﬁnancial institution that is

4.2. Indirect Supervision

regulated higher in the “regulatory pyramid” than a fund
management company or manager of collective assets

The aim of the L-QIF was to eliminate the double

may, of course, also manage an L-QIF.

supervision of products and institutes. The L-QIF is therefore
not directly supervised by FINMA. Instead, the L-QIF is

In the case of an L-QIF single investor fund, investment

supervised indirectly via a ﬁnancial institution that must

decisions may be delegated back to the sole investor

be involved in its management (see Section 5 below).

provided that the individual investor is subject to prudential

Therefore, no regulatory audit is to be carried out for the

supervision (cf. Section 7 below).

L-QIF but instead only a ﬁnancial audit (audit of the annual
and, if applicable, the consolidated ﬁnancial statements).
The same auditing company must be instructed to audit
the L-QIF as the institute responsible for administration
(Art. 118i para. 3 nCISA). Compliance with the legal
requirements in the L-QIF is thus ensured via the regulatory
audit at the institute responsible for the management.
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6. Eligible Investors
In addition to professional clients, private clients can also

“
According to Swiss law,
a collective investment
scheme must have at least
two independent investors.

Due to the lack of

participate in an L-QIF in accordance with Art. 4 para.

product approval and

2 FinSA, for whom a domestic ﬁnancial intermediary is

the fact that the L-QIF

subject to prudential supervision or a foreign ﬁnancial

is generally not subject

intermediary is subject to equivalent prudential supervision,

to any investment

within the framework of long-term asset management

restrictions, only

– or investment advisory relationship provides asset

qualiﬁed investors within

management or investment advice – at least insofar as

the meaning of Art. 10

these private customers have not declared that they do

para. 3 or 3ter CISA

not want to be considered as qualiﬁed investors.

may participate in an
L-QIF (Art. 118a para. 1

7. Eligibility as a Single Investor Fund

lt. nCISA).
According to Swiss law, a collective investment scheme
The L-QIF is therefore

must have at least two independent investors. Investors are

open to professional clients in accordance with Art. 4 para.

independent of each other if they provide assets that are

3 FinSA. These are:

mutually independent in legal and de facto terms (Art. 5
CISO). According to Swiss law, single investor funds are only

•Domestic and foreign ﬁnancial intermediaries subject

permissible if the sole investor is an insurance company,

to prudential supervision (so-called institutional clients),

a public corporation with professional treasury operations

i.e. ﬁnancial intermediaries under the Banking Act of

or a pension scheme with professional treasury operations

November 8, 1934 (BankG), the Financial Institutions Act

(Art. 7 para. 3 CISA in conjunction with Art. 5 para. 4 CISO).

of June 15, 2018 (FINIG), insurance companies under

This also applies to the L-QIF. An L-QIF can therefore not be

the Insurance Supervision Act (VAG) and foreign ﬁnancial

set up for a private individual.

intermediaries and insurance companies, which are
subject to comparable prudential supervision;
• Central banks;

back to the sole investor in a single investor fund, whereby

• Public entities with professional treasury operations,

FINMA can exempt the sole investor from the obligation to

whereby a professional treasury operation is present if

subject itself to a recognised prudential supervision (Art. 7

a professionally qualiﬁed person with experience in the

para. 4 CISA). Re-delegation is also possible with the L-QIF.

ﬁnancial sector is entrusted with the management of the

However, in the case of the L-QIF, the aforementioned

funds over the long term;

exemption from being subject to prudential supervision is

• Occupational pension schemes and other occupational

not possible. Accordingly, investment decisions can only

pension institutions that serve the purpose of providing

be delegated back to prudentially supervised investors.

occupational pensions with professional treasury

This means that with the L-QIF, re-delegation to insurance

operations;

companies is generally permitted, whereas public entities

• Large companies, whereby a company is considered
large if two of the following thresholds are exceeded: (1)
total assets of CHF 20 million, (2) sales of CHF 40 million,
(3) equity of CHF 2 million;
• Private investment structures with professional treasury
operations set up for wealthy private clients.
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Swiss law allows investment decisions to be delegated

and occupational pension institutions cannot have
investment decisions delegated back to them.

8. Eligible Investments

10. Tax Implications of the L-QIF

Unlike the investment vehicles previously provided by the

The L-QIF is treated in the same way for tax purposes as the

CISA, the L-QIF is not subject to any restrictions with regard

other collective investment schemes. As a result, no direct

to the permitted investments. The currently known fund

taxes are levied at the level of the L-QIF, regardless of the

categories “securities funds”, “real estate funds”, “other

chosen legal form (an exception is the L-QIF with direct real

funds for traditional investments” and “other funds for

estate ownership). In contrast, the L-QIF is also subject to

alternative investments” do not apply to the L-QIF, which

withholding tax. This means that 35 percent withholding tax

is why an L-QIF may not be designated accordingly (Art.

is levied on income – including interest and dividends. No

118e nCISA). The L-QIF thus offers maximum ﬂexibility with

withholding tax is due on capital gains, income from direct

regard to the permitted investments. As a consequence,

real estate holdings and on the repayment of capital

an L-QIF may, for example, also combine several asset

contributions, provided that such distributions are declared

classes. In addition, there are no rules with regard to risk

via a separate coupon.

diversiﬁcation. This means that an L-QIF can in principle
invest in a single ﬁnancial instrument.

Swiss resident
investors are entitled

However, in order to create the necessary transparency for

to fully reclaim Swiss

investors, the fund contract (for an L-QIF with the legal form

withholding tax

of an FCP), the investment regulations (for an L-QIF with the

deducted at source.

legal form of a SICAV) or the limited partnership agreement

On the other hand,

(for an L-QIF in the legal form of a LPCI) must regulate the

depending on the

investments and investment techniques with sufﬁcient

double tax treaty

clarity (Art. 118n nCISA) and describe the distribution of risk

between Switzerland

(Art. 118o nCISA). In the case of alternative investments,

and the domicile of

the special risks associated with these investments must

a foreign investor,

also be referred to in the designation, the aforementioned

it can become an

documents and in the advertising (Art. 118n para. 2 nCISA).

effective tax burden

“
The L-QIF is treated in
the same way for tax
purposes as the
other collective
investment schemes.

in part or in full – namely when the double tax treaty does

9. Conversion of Existing Funds into an L-QIF

not provide for a zero rate or if no double tax treaty is
applicable. This effective tax burden and the sometimes

It is expressly provided that an existing collective investment

complex and lengthy refunding process portends that Swiss

scheme which has a license or approval from FINMA

funds are unattractive for foreign investors, depending on

can be converted into an L-QIF (Art. 118b nCISA). The

the investment strategy. The L-QIF is also affected by this

prerequisite for this is that only qualiﬁed investors are

fundamental problem.

involved in the collective investment scheme and that the
requirements of the L-QIF with regard to management are

However, it also follows from this that the withholding tax

met (cf. Section 5 above). At the same time, it should be

problem does not have to apply to all Swiss funds with

possible for an L-QIF to be converted into an approved or

foreign investors. Funds that have capital gains-oriented

licensed collective investment scheme at a later date, as

strategies or other strategies that generate income that is

is also possible with the RAIF under Luxembourg law.

not subject to withholding tax are not affected.
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In addition, the so-called afﬁdavit procedure allows foreign

12. Conclusion

investors to be exempted from withholding tax on income
that is in principle subject to withholding tax if at least 80

After many regulatory projects in recent years have had a

percent of the taxable income originates from foreign

rather restrictive effect on the ﬁnancial industry and, above

sources.

all, led to higher costs, the L-QIF represents a sensible deregulation project that will create new opportunities for both

11. Foreseen areas of application
First of all, the L-QIF is suitable as an alternative to foreign
investment vehicles which are aimed exclusively at
qualiﬁed investors domiciled in Switzerland, such as
pension funds or insurance companies. In this area, the
L-QIF could displace offshore structures in particular but
also the Luxembourg RAIF and comparable European
investment vehicles.

“
After many regulatory
projects in recent years
have had a rather
restrictive effect on the
ﬁnancial industry and,
above all, led
to higher costs.

Depending on the
investment strategy
of the fund, i.e. if the
investments do not
generate any income
subject to withholding
tax or if more than 80
percent of the taxable
income comes from
foreign sources and
the afﬁdavit procedure
can therefore be used,
the L-QIF could also
be attractive to foreign
investors.

Due to the fact that the L-QIF does not have any restrictions
with regard to the permitted investments, it is suitable for
both traditional and all alternative investment categories
such as private equity, real estate, infrastructure or digital
assets (crypto). For digital assets funds in particular,
the L-QIF could also be interesting in an international
comparison, since Switzerland in general offers a
favourable regulatory environment for this new asset class.
An example of this is the DLT Act, which came into force on
August 1, 2021.
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the Swiss asset management industry and for investors.
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Ron also routinely counsels clients in connection
with regulatory investigations and actions. His broad
background with federal and state securities laws,
and the rules, regulations and customary practices
of the SEC, Financial Industry Regulatory Authority,
Commodities Futures Trading Commission and
various other regulatory bodies, enables him to
provide strategic guidance to a diverse clientele.
He provides legal services to hundreds of hedge
funds, private equity funds and venture capital funds
organised in the United States and offshore.

Successfully Launching an Open-End Fund

Successfully Launching an Open-End Fund
Over the last twenty years, the open-end fund industry
(also referred to as hedge funds) has matured. Investors
and regulators continue to evolve, becoming more
sophisticated and asking more probing questions and the
laws governing open-end funds have become increasingly
complex. Now more than ever, successfully launching
an open-end fund is dependent upon selecting the
proper structure and complying with the ever-changing
regulations governing such funds. Structuring an open-end
fund involves both the creation of one or more entities
through which: (a) investments will be made - the structure
and domicile of the entity through which investments will
be made is dependent upon the type and location of
prospective investors; and (b) the management entities
through which advisory and other related services will
be provided to the open-end funds - in the European
Union, this is referred to as the alternative investment fund
manager, but is also known as the investment manager.
The structure and domicile of the open-end fund is
primarily dependent upon two variables: (i) the nature of
the fund’s prospective investors (e.g., retail or institutional)
and the demographics of the fund’s investors (e.g., taxable
vs. non-taxable, and domicile of primary residence or
principal place of business); and (ii) the investment strategy
employed by the investment manager. The structure
and domicile of the investment manager is primarily
determined by the citizenship and tax considerations of
its owners, as well as by the regulatory regime of the cities
and countries in which the investment manager maintains
its ofﬁce(s). Due to the pandemic and the increase in
the number of persons who work remotely, the actual
physical location of each of these persons must be taken
into consideration for an accurate assessment for tax and
regulatory implications.

Structuring the Open-End Fund.
In the United States, investors can be divided into three
categories: (i) U.S. taxable investors, (ii) U.S. tax exempt
investors, and (iii) non-U.S. persons. In the majority of
circumstances, if the fund’s investors are U.S. taxable
investors, the fund will generally be formed as either a
limited partnership or limited liability company. In the
United States, this fund is often referred to as a “domestic
fund.” Most domestic funds are organised in Delaware as
the laws in Delaware are perceived by industry participants
to be more favourable to the sponsor. If the fund’s

investors are U.S. tax-exempt investors or non-U.S. persons,
the fund will generally be formed in a jurisdiction outside
of the U.S. as a corporation (or other analogous entity).
The non-U.S. fund entity is often referred to as an “offshore
fund.” Most offshore open-end funds organised on
behalf of U.S.-based investment managers are organised
in Bermuda, the British Virgin Islands and the Cayman
Islands. U.S. tax-exempt investors typically prefer to invest
in an offshore fund set up as a corporation because, if
an offshore fund purchases securities on margin or utilise
leverage and such offshore fund is set up as a corporation,
then such structure serves to “block” a tax known as
“unrelated business taxable income” (“UBTI”) that would
otherwise be levied on U.S. tax-exempt investors.
Economic Analysis. In
determining whether to
form both a domestic
and an offshore
open-end fund, the
investment manager
In the United States,
should: (x) determine
investors can be divided
the amount of assets it
into three categories:
expects will be invested
(i) U.S. taxable investors,
in the funds within a
(ii) U.S. tax exempt investors,
few months after the
and (iii) non-U.S. persons.
launch of the funds
and (y) conduct a
cash ﬂow analysis to
determine its ability to
sustain the operating
expenses of running the funds. If a relatively small amount
is expected to be invested in the fund structure in the short
term, it may not justify the formation of both a domestic
fund and an offshore fund and initially launching both may
impair the investment manager’s ability to survive due to
the organisational expenses and the costs of maintaining
both funds (i.e., domestic and offshore). It may take
several years to attract assets. Thus, the likelihood of
success of an emerging manager is dependent, in part,
upon the manager’s ability to sustain itself economically
and provide itself with a longer period of time in which
to attract investment assets. With early-stage managers,
cash burn is often overlooked and can be critical to the
survival of the newly-formed asset management ﬁrm. The
investment manager must have an opportunity to establish
a proven track record.

“
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Side-by-Side, Master-Feeder and Mini-Master
Structures.
Managers seeking to launch both domestic and offshore
funds have several options available in structuring such
funds. The three most common structures are: side-byside, master-feeder and mini-master. In a side-by-side
structure, the domestic fund and the offshore fund make
direct investments pursuant to the same investment
strategy, and trade
tickets are allocated
between the domestic
fund and the offshore
fund. In a masterfeeder structure, a
Taxable investors may
third entity is created
be of little beneﬁt
(called the “master
or even detrimental to
fund”) and both the
U.S. tax-exempt investors
domestic fund and
and non-U.S. persons.
the offshore fund,
rather than making
direct investments,
invest all or
substantially all of their
assets into the master fund, and, in turn, the master
fund makes investments on behalf of the domestic fund
and the offshore fund (in this context, often referred to
as the domestic feeder and offshore feeder). Finally,
the mini-master structure generally is comprised of two
entities as follows: an offshore feeder fund entity and a
master entity domiciled in the U.S. In both structures with
a master fund, while the offshore feeder is taxed as a
corporation to beneﬁt U.S. tax-exempt investors and block
UBTI, the master fund may be structured for tax purposes
as a partnership. Rather than the U.S.-based manager
receiving its incentive-based compensation as a fee from
the offshore fund and being subject to ordinary income
tax, the U.S.-based manager may receive its incentivebased compensation as an allocation from the master
fund entity, and potentially beneﬁt from capital gains tax
treatment.

“

There are many legal and commercial drivers in
determining the ideal structure for a fund. For example,
if the strategy calls for signiﬁcant investment in illiquid
or thinly-traded positions which are difﬁcult to allocate
among two brokerage accounts, a master-feeder structure
may be preferred as the investments will be allocated
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on a pro rata basis at the master fund level, yet will only
require the investment manager to purchase and sell the
positions through one brokerage account. Also, in many
transactions involving early-stage or “seed” investments,
if the seeder is located offshore, it may prefer a masterfeeder structure so that all fees and allocations may be
taken at the master fund level and thereby allowing it to
avoid the U.S. tax regime. Conversely, employing a taxefﬁcient strategy for U.S. taxable investors may be of little
beneﬁt or even detrimental to U.S. tax-exempt investors
and non-U.S. persons. Thus, a side-by-side structure
allows the investment manager the ability to employ tax
efﬁciency with the domestic fund, while maximising the
entry and exit points of securities positions without regard to
long-term tax gains for the offshore fund.

Structuring and Domicile of the Investment
Manager.
Empirical evidence suggests that the supermajority
of open-end funds that are managed by investment
managers domiciled in the United States are managed
by entities formed in the United States which are structured
as either limited liability companies or limited partnerships
that are taxed as ﬂow-through vehicles (rather than as
corporations). In connection with United States federal
tax obligations, we often advise clients domiciled in the
United States to structure the investment manager as a
limited partnership to reduce the self-employment tax.
The structure and domicile of the investment manager is
primarily determined by the citizenship and residency of its
principals, generally focusing on enhancing tax efﬁciency
and minimising regulatory impact. Tax efﬁciency and
regulatory requirements may be impacted by the
location(s) where the investment manager maintains its
ofﬁce(s) in the United States, as well as the location(s) of
those persons performing services for or employed by
the investment manager. Due to the pandemic, the
work force is increasingly working remotely. In the last two
years, less and less people are deeply rooted to any one
location, making the foregoing analysis more challenging
as staff move from one location to another without
realising that working from different locations may have
legal repercussions. The location of each of these persons
must be considered in order to provide an accurate
assessment with respect to tax and regulatory implications.
Certain states have very speciﬁc tax methodologies or
regulatory registration requirements. For example, certain

states require an investment manager that has an ofﬁce
or an employee working from their home in those states
to register as an investment adviser prior to the launch of
the private fund, regardless of the amount of assets under
management. In circumstances in which principals of the
investment manager are non-U.S. persons, if the non-U.S.
persons own the majority of equity in or receive the majority
of the economics from the investment manager and their
interests are controlling, the investment manager may be
organised in an offshore jurisdiction to accommodate the
tax needs of the non-U.S. persons.
Investment managers should also consider creating more
than one management entity to work in concert with one
another such that one management entity receives the
management fee, while another management entity
receives the incentive allocation/carry. Not only is this
recommended for tax efﬁciency in certain jurisdictions
(e.g., to minimise unincorporated business tax in New
York City), but it also reduces cross-collateral risk for the
principals of the investment manager. Given that the
incentive allocation often is the greatest source of a private
fund manager’s wealth, protecting the incentive allocation
from litigation is a worthwhile exercise. Pursuant to this
structure, the entity receiving the incentive allocation/carry
(e.g., the general partner or the management company)
ideally should have no counter-parties. Conversely, the
entity receiving the management fee (e.g., the investment
manager), should be the party to various contracts,
such as employment agreements and real estate and
equipment leases. As investment managers launch new
products utilising different strategies, they would have their
existing investment manager provide advisory services
to the new product and receive the management fee,
but would organise a new corporate entity to receive the
incentive allocation rather than using a preexisting entity
which receives the incentive allocation from another
product. Imagine two open-end funds—one which trades
ﬁxed income and another which trades digital currency.
One product may materially outperform the other product.
If the incentive of both products is allocated to the same
entity, the investors of the underperforming product may
bring an action against that entity and, if meritorious, will
have access to the incentive allocation derived from the
product which has not underperformed.

Additionally, for those managers utilising proprietary
technology for trading, such as algorithms, consider
forming a corporate entity solely for the purpose of
owning the codes whereby the entity that owns the codes
would enter into a licensing agreement with its afﬁliated
investment manager. There are many circumstances in
which the algorithm is successful despite the fact that the
fund has failed for reasons unrelated to the algorithm (e.g.,
failure of trade execution also known as slippage).

Responding to Investor Due Diligence.
Due diligence is a critical part of the open-end fund
investment process. A successful fund launch also
depends upon
providing prospective
investors with
comfort regarding
non-investment
As investment managers
considerations, such
launch new products
as the investment
manager’s operations,
utilising different strategies,
compliance, and
they would have their
risk management.
existing investment
Having a standard
manager provide
due diligence
advisory services.
questionnaire (“DDQ”)
is recommended. It is
critical that managers
be consistent in
all of their disclosures to investors. Consistency across
documents is vital to the maintenance of a manager’s
credibility in the due diligence process. The same level of
care and consideration should be invested in marketing
materials, DDQs and requests for proposals. Each of these
documents should respond to each item in the same
manner. A different sentence, or even a single word, can
materially change the message or meaning and may
result in a different understanding to the investor.

“
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Conclusion.
While cash burn is critical to a new manager, the quality
of the ﬁrm’s infrastructure cannot be sacriﬁced. Having
spent over twenty-ﬁve years practicing law in this industry,
both as an enforcement attorney with the SEC and in
private practice, I have had the beneﬁt of witnessing
many successes and failures. It is important to use
service providers who have corporate, tax and regulatory
experience in connection with structuring open-end
funds. Failure to properly structure your ﬁrm will have
material opportunity costs. A ﬁrm with structural issues is
less likely to attract investment assets and more likely to be
plagued with investor litigation, regulatory investigation or
even prosecution, limitation on capital resources and/or
reputational damage. The costs associated with ﬁxing a
problem far exceed the costs of doing the job correctly at
the outset.

“
Failure to properly
structure your
ﬁrm will have material
opportunity costs
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