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UCITS funds set
to grow in 2010

s investor priorities continue to change, so too does
the structure of the hedge fund industry. Over the
past two years, poor transparency, record losses and
the widespread implementation of redemption gates and
suspensions in a bid to stem mass fund withdrawals has
meant that investor confidence in the industry has been

severely shaken.

Today, as money slowly begins to flow
back into the hedge fund market, the
emphasis is less on performance and more
on liquidity. The sting of the recent finan-
cial crisis is still being keenly felt by inves-
tors around the world and regulated funds
that offer better liquidity have never been
so attractive.

It comes as no surprise, then, that the
popularity of UCITS-compliant hedge
funds is continuing to soar. With inves-
tor protection already a main aim of the
UCITS structure, the implementation of
UCITS III in 2001 also allowed for more
flexibility in terms of fund strategies.
And, with investors becoming increasingly
demanding in terms of the funds that they
are willing to invest in, a rising number of
hedge funds managers are opting to move
into the UCITS space.

What’s more, with the prospect of the
potential impact of the implementation
of the EC Alternative Investment Fund
Managers (AIFM) draft Directive still
looming on the horizon, it seems likely
that ever-more hedge fund managers will
choose to reap the benefits of UCITS
funds going forward.

Those managers who do opt to com-
bine the UCITS structure with hedge fund
strategies should also ensure that they are
fully aware of the implications of the pro-
posed implementation of the next stage of
UCITS: UCITS IV.

Designed to enhance the UCITS brand
and make cross-border fund mergers and
distribution more efficient, UCITS 1V is
set to be implemented in 2011 and it is
likely to lead to yet a further increase in
interest from hedge fund managers consid-
ering moving into the UCITS space.

There can be no doubt that the world of
hedge funds has changed and these chang-
es look set to be long term. If hedge fund
managers are to be successful in the future,
they will need to adapt to said changes
and UCITS funds certainly appear to form
a large part of doing so. There may be
challenges involved in combining abso-
lute return strategies with UCITS regula-
tion but the potential benefits in terms of
attracting investors make facing these chal-
lenges a more than worthwhile pursuit.

Shannon Hawthorne
Report editor
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James Orme-Smith is a
director in Global Prime Finance
within Deutsche Bank’s
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Brokerage, Securities Lending
and Synthetic Equity Finance.
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Prime Finance sales into hedge
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regulatory framework as well as
synthetic equity flow product.
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he events of the past 18 months have
undoubtedly had a dramatic impact
on the structure of the hedge fund in-
dustry. The discovery of Bernie Mad-
off’s $50bn Ponzi scheme in December
2008 has contributed to a substantial
increase in focus on regulation, transparency and
regular reporting requirements, while the recent
financial crisis, which led a number of hedge fund
to implement redemptions gates and suspensions
in a bid to stem capital outflows, has resulted in a
far greater investor focus on liquidity.

The desire and determination to meet these
changing investor expectations has led a grow-
ing number of fund managers to look to UCITS-
compliant hedge fund structures as a way of at-
tracting investors who may have otherwise been
wary about investing in hedge funds, and with
the newfound emphasis on fund regulation and
liquidity set to continue into the foreseeable fu-
ture, and an ever-growing number of hedge fund
managers entering the UCITS space in a bid to
gain access to a wider investor base, the poten-
tial for the growth of these funds is huge.

Drawing upon his own substantial experience
and knowledge of the topic, James Orme-Smith
of Deutsche Bank, which will be releasing a
white paper on UCITS funds in the near future,
talks to HFMWeek about the benefits of the
UCITS structure and the potential for growth in
the future.

HFMWeek (HFM): How would you describe the
current state of both the hedge fund and UCITS
markets?

James Orme-Smith (JO-S): Both the hedge fund and
UCITS markets have changed markedly over the
past 18 months, specifically since late Q4 2008. For
alternative strategies within UCITS, this has been
as a result of the woes of the hedge fund industry
and those underlying single managers, particularly
with reference to investor transparency and inves-
tor liquidity. The hedge fund investor is nowadays
more focused than ever on risk control, timely
access to their assets and portfolio transparency
against the backdrop of very strong performance

James Orme-Smith of Deutsche Bank believes that UCITS funds with their focus on
liquidity and regulation can attract investors back to the hedge fund arena

UCITS funds are
the way forward

across almost all hedge fund strategies. In sum-
mary, we think both the hedge fund and the UCITS
markets are in good health but believe the latter is
showing stronger signs of growth at this present
time which we expect to continue.

HFM: What is the process of setting up a UCITS
fund? What are the main challenges and how
might these best be faced?

J0-S: Once the UCITS structure has been approved
by the relevant regulator, this umbrella can quick-
ly and efficiently add on a single or multiple new
sub funds, each containing different strategies and
features. Once approved in a home state, a UCITS
fund can then “passport” into any member state
and be sold on an unrestricted basis to investors in
that country, subject to local marketing rules. This
opens a potential market of over 500 million in-
vestors globally and, in particular, allows access to
markets which have traditionally restricted the sale
of non-domestic funds. One of the main challenges
of setting up a hedge fund is deciding the jurisdic-
tion in which to locate the fund, the main choices
generally being the UK, Ireland, Luxembourg and
France. Also, it does take longer, and is more ex-
pensive, to launch a UCITS fund than a traditional
offshore unregulated vehicle.

HFM: What are the main differences between a
hedge fund and a UCITS fund?

JO-S: The first main difference is that, unlike a
traditional hedge fund, there are certain control
measures limiting what a UCITS fund may invest
in. Eligible assets within a UCITS structure can
be summarised as follows: transferable securities,
money market instruments, units of UCITS, de-
posits and financial derivative instruments. Sec-
ondly, there are a number of limits for investments,
operating on the principle of risk spreading, such
as the maximum exposure to a single counterparty.
In certain ‘unsophisticated’ funds, gross exposure
is limited to two times NAV, whereas in ‘sophisti-
cated’ funds some flexibility may be achieved. The
latter is recommended to use Value-at-Risk (VaR)
techniques to monitor risk, whereas the former
may use accepted market-risk monitoring tools

UCITS II REPORT 2009
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such as the commitment approach. There are also
liquidity constraints in that investors can only been
offered daily, weekly or fortnightly liquidity which
does hamper more illiquid strategies — by compari-
son most hedge funds will deal monthly, quarterly
or even longer.

HFM: What kind of strategies would be suitable
for a UCITS-compliant hedge fund?

JO-S: There are numerous strategies which are suit-
able for a UCITS-compliant hedge fund. Mainly,
these are: equity long/short, market neutral, CB
arbitrage, emerging markets, macro, managed fu-
tures and event-driven.

HFM: What are the advantages of UCITS-compli-
ant hedge funds in terms of distribution?

J0-S: UCITS products are arguably the most
broadly saleable fund product in the world and
when UCITS IV is implemented in mid-2011, dis-
tribution will become even easier. Enhancements
under UCITS IV will include creation of Master-
Feeder funds to achieve cross-border asset pool-
ing, a framework for cross-border fund mergers, a
management company passport and a more simple

disclosure document to replace the simplified pro-
spectus. Essentially, a UCITS-compliant fund is
theoretically saleable globally, except to onshore
North American investors.

HFM: Looking forward, what do you expect from
UCITS-compliant hedge funds in terms of growth
in the future?

J0-S: As a component of a total asset number under
UCITS of about €5tn, UCITS-compliant hedge
funds within this number are in the tens of billions.
However, we expect very strong growth in the short
to medium term as underlying investors search for
alpha either as a replacement for traditional hedge
funds or as a replacement for traditional long-only
funds. We do not expect alternatives within UCITS
to replace the traditional hedge fund investor base;
rather, we expect growth in overall assets in these
types of strategies from a broader and more diverse
investor base.

HFM: Which markets do you think hold the most
potential for these funds?

J0-S: We expect very strong growth from continen-
tal Europe and Asia. ll
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Barry McGrath and Elaine Keane of Maples and Calder, Dublin, discuss the
advantages that UCITS funds can provide hedge fund investors
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s the global financial storm appears to
ease, investors and fund managers alike
are taking stock of the new realities and
priorities of the funds industry. Investor
appetite for highly leveraged, illiquid, ag-

ressive trading strategies has reduced
and many are looking to more regulated products.
Nowhere is this better reflected than in the booming
popularity of UCITS.

Since the global financial crisis, the advantages of
UCITS have come into even sharper focus. In the
wake of the liquidity squeeze, where many investors
felt the pinch of redemption gates, lock-up periods,
lengthy notice periods and even suspensions, UCITS
come with the guarantee of at least fortnightly liquid-
ity. The UCITS requirements for robust, stress-tested
risk management procedures; diversified investments;
limitations on the use of leverage; and regulated service
providers are also attractive propositions for investors.

The result has been a surge of interest in UCITS
funds, with total UCITS assets under management
now exceeding €6.4tn (£5.8tn). Fund managers have
been enticed to the UCITS space by the unparalleled
market access available through the UCITS passport.
A UCITS authorised in one member state can eas-
ily and swiftly ‘passport’ that approval for marketing
to the retail public in other member states, creating
a genuine pan-European investor market. In recent
years, the UCITS brand has also spread its wings be-
yond the EU and become accepted for retail distribu-
tion in numerous developing economies across Asia,
Africa, South and Central America, to the point that it
is now a truly global product offered in over 140 coun-
tries worldwide.

UCITS funds and hedge fund strategies

During the course of the past six months, the Irish
funds industry has advised on and brought to market
a number of new exchange-traded funds (ETFs) that
bear the UCITS stamp of approval. This reflects the
global trend towards ETF establishment and invest-
ment, with asset managers and investment banks capi-
talising on the inherent advantages presented by ETFs
over traditional mutual funds, including lower costs,
improved transparency and increased liquidity and
diversification. The obvious benefits associated with
ETFs have been directly reflected by the net inflows

appeal of UCITS I

into ETFs during this period, while other types of
funds, particularly traditional mutual funds, have seen
large-scale outflows. A recent developmentin the ETF
space is the creation of ETFs which reference indices
comprised of actual hedge funds. We have also seen
an increase in interest in the establishment of long/
short ETFs and carbon-focused ETFs. This expansion
into new asset classes should open the market up to
a new range of ETF product, which would appeal to
an investor who wants something more that a “vanilla”
index tracking investment, but still wants the benefit
of liquidity.

A frequently voiced concern by hedge fund manag-
ers in respect of the UCITS wrapper is the constraints
surrounding what constitutes an eligible asset for a
UCITS fund. One technique used to address this issue
is investing in exchange-traded certificates (ETCs).
ETCs can be designed to reflect the performance of
commodity indices or individual commodities (such
as precious metals), hedge funds and any other techni-
cally “ineligible” asset classes and where the security
or certificate provides an unleveraged exposure to the
“ineligible asset”, the ETC is considered to be an “eli-
gible asset” under the UCITS Directive and can, there-
fore, be sold to UCITS funds. The certificate structure
enables these debt instruments to match the daily
trading flexibility of fund products through accessing
platforms like Xetra or SETS. As long as the security
or certificate provides an unleveraged exposure to the
underlying asset, there is no apparent limitation on the
type of asset class it can reference, which means that
UCITS fund can legitimately invest in asset classes that
were previously reserved for hedge fund products.

In addition, US managers, fund of hedge fund
managers and the investment banks continue to de-
velop UCITS products which reference hedge fund
indices, bespoke and strategy-based indices and
complex trading strategies (such as managed futures
strategies), which have until now been the domain of
hedge funds. The utilisation of indices and hedge fund
strategies, and the myriad opportunities they present,
has led to a new class of product which provides in-
vestors with access to asset classes as diverse and so-
phisticated as life settlements, credit and commodi-
ties with risk/reward appropriate for retail investors.
Moreover, they combine robust and consistent levels
of investor protection and regulatory compliance by

UCITS II REPORT 2009
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virtue of their status as UCITS funds.

We are now receiving enquiries from traditional
fund of hedge fund managers considering the estab-
lishment of fund of UCITS hedge funds which will
only increase this number of hedge fund type UCITS
established over the coming months.

Ireland as a jurisdiction

Ireland, already the world’s largest domicile for hedge
fund administration, is home to over 4,000 UCITS
funds, totalling €540bn of assets under management.
With over 9,000 professionals employed by the funds
sector in Ireland, and over 20 years of experience as
a leading international financial centre, the country
boasts unrivalled European expertise in fund adminis-
tration, custody, audit, tax and legal services.

The Financial Regulator in Ireland has also been
praised for its strong regulation balanced with a pro-
business, pragmatic approach. Coupled with the Fi-
nancial Regulator’s constructive and co-operative re-
lationship with the Irish Funds Industry Association
(the industry’s representative body), this has created
a regulatory environment which is pre-eminent in the
EU, both in facilitating speed of product launches to
market and exploring product innovation. Recent ini-
tiatives include an arrangement with China whereby
Irish-domiciled UCITS can now be sold to the vast
and largely untapped Chinese market.

Allied to the favourable tax regime, this combina-
tion of industry expertise and a reputation as a well-
regulated jurisdiction monitored by a responsive and
pro-active regulator has seen Ireland recently steal a
march on its rival EU markets as the domicile of choice
for UCITS structures seeking wide distribution.

Future developments

Acknowledging the significant rise of UCITS and the
potential for further expansion, the EU has approved
the UCITS IV Directive which is designed to iron
out many of the remaining structural creases and to
improve efficiencies. The Directive, due to be imple-
mented in 2011, will allow for UCITS master/ feeder
funds and cross-border mergers of UCITS for the
first time. It will further streamline the bureaucracy
involved in passporting a UCITS into other mem-
ber states, and will simplify the fund information
disclosed to investors. From a cost perspective, the
introduction of a workable management company
passport will allow for the cross-border management
of UCITS funds and in turn allow an even more effi-
cient pan-European distribution. So while UCITS IV
will not broaden the product scope, it should render
the operation of the current UCITS regime more ef-
ficient and therefore more appealing.

While there has been a significant increase in in-
terest among hedge fund managers in the UCITS
product, offshore jurisdictions such as the Cayman
Islands remain the jurisdiction of choice for the
establishment of hedge funds. The UCITS regime
does, however, appear to be well positioned for fur-
ther significant expansion. The distribution network
available through the UCITS passport is attractive
to asset managers seeking to extend their product
range and diversify their client base. The heightened
liquidity, transparency, risk management and regula-
tory scrutiny of the UCITS may appeal to investors
while also meeting their demands for consistent re-
turns, risk-adjusted absolute returns and competitive
fee structures. M
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hile recent market perfor-
mance suggests that the dark
days of the financial crisis
may be slowly moving behind
us, for investors who were
faced with poor transparency,
redemption gates and suspensions and disap-
pointing returns at the height of the downturn,
the need for an increased focus on regulation
and liquidity is a lesson that will not soon
be forgotten.

Add to this the prospect of the potential
implications of the EU ATFM Directive (still
currently in draft format) and it is perhaps
unsurprising that the hedge fund industry is
experiencing an increasing number of manag-
ers expressing an interest in moving into the
UCITS space.

Drawing upon a wealth of experience in both
UCITS and hedge funds, Paul Nunan, manag-
ing director of Capita Financial Group Ireland
speaks to HFMWeek about the growing interest
in UCITS funds and what changes to the UCITS
structure will mean for the hedge fund industry
in the future.

HFMWeek (HFM): What, in your opinion, are the
main advantages of UCITS funds?

Paul Nunan (PN): One key advantage of UCITS
funds is the brand appeal and the comfort that they
give to investors. UCITS are set up and regulated
with investor protection as a prime concern. Con-
trols are put in place that specify the asset classes
UCITS may gain exposure to and also outline the
level of risk-spreading and diversification limits
that must be followed.

At the same time, (as a result of UCITS III in-
troduced in 2001), flexibility in relation to the
ability to use a certain amount of leverage and use
synthetic shorting (subject to certain risk manage-
ment limits and a risk management framework)
has permitted UCITS managers to use strategies
that would have been previously seen primarily in
hedge funds.

It is this balance that has been found by the
regulators between flexibility and investor pro-
tection that has led in my view to the growing
popularity of UCITS funds. Latest figures show
as much as $6tn in UCITS funds as at the end of
March 2009 (EFAMA).

UCITS also have the ability to be “passported”
throughout the EU. This means that UCITS au-

Paul Nunan of Capita Financial Group tells HFMWWeek how investors are increasingly
becoming more interested in the regulation and protection that UCITS funds can provide

A popular choice

thorised in Ireland can be sold in any other of the
27 EU member states without any requirement
for further regulatory authorisation. The UCITS
brand has also gained popularity outside of the EU
and they are becoming more and more popular in
many Asian and Latin American countries. In Cap-
ita, we have seen and worked with several US as-
set managers who have set up UCITS funds in the
past 12 months and we see this trend continuing.
UCITS has moved beyond just a European retail
product and is now a global brand.

The fact that UCITS funds are required to offer
at least fortnightly liquidity is also a major benefit,
particularly in the current environment where li-
quidity is high upon investors’ list of concerns.

HFM: To what extent have the events of the past
24 months contributed to the growing popularity
of UCITS funds?

PN: It has certainly been a challenging time for the
industry. While capital has started to return to the
market over the past few montbhs, it is still not to
the same extent as it was prior to the economic
downturn. Today, investors have a decidedly big-
ger influence in relation to how funds are set up
and structured and, again, liquidity is a prime ex-
ample of this as more and more managers are by
necessity being forced to change the structure of
their fund and move to provide daily liquidity to
their investors.

Indeed, due to investor requests, we have seen
clients change from weekly to daily liquidity with-
in only a few months after launching the fund. This
increase in the demand for daily liquidity, and also
for more regulated fund products, has meant that
the UCITS brand is indeed becoming increasingly
popular.

HFM: What are the key differences between UCITS

Il and UCITS IV?

PN: The main differences are as follows:

1) The notification procedure has been simplified
and accelerated, which hopefully will reduce ad-
ministration requirements;

2) The procedure for UCITS mergers have been
established to facilitate cross-border merging;

3) Master-Feeder structures can now be created;

4) A new standardised Key Investor Information
(KII) document has been introduced; and

S) The management company passport will be im-
plemented which will mean that companies can
manage funds cross border.

UCITS II REPORT 2009
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HFM: How do you anticipate that these changes
will affect service providers, and in particular,
fund administrators?

PN: The increase in cross-border servicing will cer-
tainly increase the complexity involved — however,
speaking from an Irish perspective, most Dublin-
based administration providers already have exper-
tise and experience in cross-border servicing, so it
should not come as a surprise to many of them.

Ireland has built up significant experience in al-
ternative funds and this experience greatly assisted
in the move to UCITS III, particularly around the
increased flexibility permitted for investment — I
expect that we will experience something similar
in relation to UCITS IV.

HFM: How will investors be impacted by the im-
plementation of UCITS IV?

PN: Hopefully, it will have a positive impact. The
whole purpose of UCITS IV is to increase compe-
tition and efficiency in the funds markets as well
as increasing the distribution of UCITS funds —
this will not only give investors a greater range of
funds to choose from, but also hopefully reduce
the actual cost. The mergers of funds — if there
are significant fund mergers across Europe — will
hopefully result in larger funds which will then
drive down costs in relation to funds and this cost-
saving should, in theory, be passed on to inves-
tors.

HFM: To what extent will UCITS IV be affected by
the proposed EU AIFM Directive?

PN: It may end up driving more and more funds
towards a UCITS platform; funds which may not
have otherwise taken UCITS as their initial struc-
ture. However, it is still too early to know defini-
tively how the draft Directive will actually impact
upon UCITS - there is still a lot of discussion on
the horizon with regard to the Directive so for now
I think that the industry is watching developments
very closely.

IRELAND

HFMWeek: Do you think the shift toward UCITS is
a long-term shift?

PN: The recent shift towards UCITS is certainly in
part a reaction to the events of the past two years. I
do think, however, that the growth of UCITS funds
will continue. There is a space for both UCITS
and non-UCITS funds to sit comfortably together
— there is a balance to be found and I don’t think
we’re quite there yet. It is important that service
providers, especially administrators, are able to
service both types of funds for their clients.

HFM: Looking forward, how do you expect that
the UCITS structure will evolve in the future and
what impact do you think this will have on the
hedge fund industry?

PN: The UCITS structure will continue to develop
and mature and, going forward, I expect that UCITS
will form part of more and more investment manag-
ers’ product offering, in particular for the medium
to large investment managers. We have seen this
to be the case with an increasing number of hedge
fund managers over the past year or so. As the struc-
ture continues to grow and evolve, the flexibility
now permitted in regards to investment restriction
criteria means that some hedge fund strategies can
fit within a UCITS structure with minimal adjust-
ment — UCITS will increasingly be seen as a poten-
tial tool for hedge fund managers to use.

That said, there are still some local requirements
in various jurisdictions that have remained in place
and this continues to add operational difficulties
and costs to UCITS structures. Another issue that
needs to be addressed at some point is the taxation
implications of the changes.

UCITS has evolved at a controlled and steady
pace and this needs to continue in the future.

In order to offer greater choice to their clients
and help retain capital within their organisation,
UCITS should be seen by hedge fund managers as a
potential part of their overall product offering.

hfmweek.com 11
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hile investment market condi-
tions continue to improve, the
past 18 months have seen a seis-
mic shift in attitudes to risk and
regulation throughout the hedge
fund industry. The financial
crisis which struck in late 2008 triggered a major
period of introspection for politicians, regulatory
authorities and investment professionals which is
yet to play out fully in terms of new regulation and
financial oversight.

For alternative investment managers, the events
of 2008 were particularly unfortunate. The run up
to the financial crisis had seen a sustained surge in
interest in alternative investments such as hedge
funds, private equity and real estate and a growing
convergence between alternatives and traditional
asset classes. Alternatives looked fully poised to
enter the mainstream.

The financial crisis put an immediate check on
this growth, as redemptions soared and episodes
such as the Madoff affair shed unfavourable new
light on market regulation and the hedge fund in-
dustry in particular.

Maximising opportunities

Despite these events, the alternative investment
industry is now determined to regroup, tackle the
immediate challenges ahead and rekindle business
growth. Looking beyond recent setbacks it is clear
there is still strong investor appetite for alternative
investments. Institutions such as pension funds
continue to seek ways of generating index-beating
returns — albeit with a heightened focus on risk
management. Renewed interest in the retail hedge
fund sector — notably in the UK - is a sign that the
market still holds broad appeal.

This current climate presents a number of po-
tential opportunities for alternative investment
managers able to provide high yielding and well-
regulated products that are subject to robust regu-
latory oversight.

From a jurisdictional perspective the market
also creates significant opportunities for well-regu-
lated and established fund centres, such as Ireland,
which have a strong track record and the capability

Padraig Kenny of RBC Dexia Investor Services discusses the opportunities available
to alternative investment managers in UCITS structures, post the recent economic crisis

Alternative
options

to support both traditional fund structures such as
UCITS and alternative fund structures. Ireland in
particular offers specific advantages for promoters
seeking to utilise alternative investment strategies
within the UCITS wrapper. The market is a well-
established UCITS domicile and administration
centre. It also services over 40% of global hedge
fund assets.

The convergence of alternative and mainstream
investments has been reflected in Ireland via the
growing use of alternative strategies and instru-
ments within UCITS III-compliant funds.

While UCITS products were originally designed
as ‘plain vanilla’ retail fund structures, the imple-
mentation of UCITS III in 2003 significantly ex-
panded the range of investment structures which
could be used within the UCITS wrapper. For the
first time financial derivative instruments could
be used within UCITS products subject to certain
limits and tight regulation. Importantly, short ex-
posure through the use of derivatives was also per-
mitted, allowing for the creation of ‘sophisticated’
UCITS funds.

Sample instruments that can be used in UCITS
IIT structures include total return swaps, futures
and options, hedge fund indices, repos and other
derivatives used in efficient portfolio management
and, subject to criteria, OTC derivatives.

While many alternative investment managers
initially approached UCITS III with caution, a
growing number have since realised the benefits of
placing their funds within a well-regulated struc-
ture which can be easily distributed cross-border
and which enjoys a strong international brand
reputation. High profile non-regulated hedge fund
failures and regulatory lapses during the recent
financial crisis have prompted a growing number
of managers to reassess the potential UCITS III
offers amid calls for more robust and transparent
alternative investment structures.

At RBC Dexia, we have seen significant and
growing demand from alternative investment man-
agers to reconfigure their funds within a UCITS
framework that offers better protection and a new
level of transparency to end investors. Market
events have, perhaps unsurprisingly, encouraged
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many investors to take a closer look at the instru-
ments and funds they are actually investing in. In
turn, this trend has increased more general calls
for greater disclosure and transparency.

Looking ahead, other developing trends may
hasten moves to convert existing alternative invest-
ment funds into sophisticated UCITS products.
European Union proposals to regulate alterna-
tive investment managers under the controversial
AIFM Directive may act as an added incentive to
utilise well-regulated and reputationally strong
UCITS structures.

While there are clearly defined limits to the type
of investment structures and practises that can be
applied within UCITS funds, there is scope to en-
gage in dialogue with local regulators and explore
conversion options.

In Ireland we have a very robust and responsive
regulator in the Irish Financial Services Regulatory
Authority (IFSRA) which has taken the approach
of engaging closely with fund promoters interest-
ed in converting their alternative structures into
UCITS funds. The regulator is keen to understand
the strategies and needs of even the most complex
asset management operations. Its responsiveness is
also a major plus and the speed of execution when
decisions are made to convert funds to UCITS III
style structures is impressive.

There are many factors to consider when setting
up sophisticated UCITS structures. Investment
restrictions and risk management rules must be
adhered to absolutely and the complexity of in-

struments used can create operational challenges
in areas such as fund valuation and administration
for companies used to dealing with more conven-
tional UCITS structures.

In this regard, asset managers must ensure they
have service providers and ancillary support part-
ners they can rely on. As with other key fund cen-
tres such as Luxembourg, Ireland is extremely well
blessed with a wide number of premier service
providers, specialist law and audit firms and con-
sultancies and boasts a national stock exchange
which is well versed in fund listings.

Embracing UCITS structures

Looking ahead we anticipate that a growing num-
ber of alternative asset managers will seek to
adapt their offerings to utilise UCITS structures.
The benefits, in terms of regulation and ease of
distribution, are clear. The anticipated implemen-
tation of UCITS IV in 2011 may also draw increas-
ing interest from alternative asset managers at-
tracted by the reputation and flexibility of UCITS
structures.

The alternative investment market may have
suffered a number of setbacks over the past year,
but its potential to generate returns and attract
investors remains intact. UCITS III structures,
domiciled and administered in well-regulated cen-
tres such as Ireland and Luxembourg, could hold
significant advantages for the market, which look
set to be explored more widely and fully in the
months ahead. M
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he hedge fund industry has faced an un-
precedented age of uncertainty in the 18
months following the global economic
downturn and high-profile scandals
such as the Bernie Madoff $50bn Ponzi
scheme. The dramatic decrease in inves-
tor confidence which followed led to a heightened
demand for transparency, which the industry has
sought to answer through various measures includ-
ing the proposed EU Alternative Investment Fund
Managers (AIFM) Directive and new UCITS regu-
latory structures. A move towards more stringent
regulation is inevitable, with UCITS IV already in
the pipeline for 2011.

“The two key features of UCITS funds are the
security and transparency of the product,” explains
Christian Szylar, head of risk monitoring solu-
tions at Kinetic Partners. “Furthermore, it is easy
to distribute them all over Europe as well as them
being attractive to countries outside the EU, such
as in Asia and South America. The UCITS brand
provides great reassurance for investors, both retail
and institutional.”

Increasing interest in UCITS funds

Interest in UCITS funds has grown over the past 18
months, partly due to the increasing interest from
investment banks. “The big change for UCITS Il is
the usage of the financial derivative,” affirms Szylar.
“Initially we thought that the traditional manager
would use financial derivatives, but it was not really
the case at the beginning, mainly because of lack of
knowledge about these complex derivatives.

“Once the investment banks began to show more
interest in UCITS structures, they started to make
some interesting UCITS products and used finan-
cial derivatives for investment purposes,” he con-
tinues. “From this progression, we now see asset
managers of investment banks or hedge fund man-
agers trying to replicate typical hedge fund invest-
ment strategies under UCITS II1.”

According to Szylar, despite creating bad public-
ity for the hedge fund industry, scandals such as
that of Madoff have had a positive long-term effect.
“No regime is perfect by nature, and these issues
have raised the discussion at EU level about the re-

Christian Szylar of Kinetic Partners outlines how UCITS regulatory structures will
provide the hedge fund industry with much-needed transparency and security

Raising the bar
with UCITS I

sponsibilities of the global custodian, for example,”
he asserts. “In light of the market turmoil and all
of the losses that we have suffered, I believe that
UCITS III and the upcoming UCITS IV will bring
more transparency and security for underlying
investors than any other regime would do. The fi-
nancial crisis has compromised investors’ trust that
hedge fund products are regulated and safe, but so
much has been done now to correct this and bring
sustainability to the UCITS brand.”

Due to come into force in July 2011, UCITS IV
will give investors even more clarity than UCITS
III in line with the present emphasis on transpar-
ency and disclosure. “The big change with regard
to UCITS IV will be the key investors’ documenta-
tion, which will have to be released now” explains
Szylar. “The simplified prospectus was released
with UCITS III, but it was still too long and did not
contain the right information. In contrast, the key
investment information paper will enable investors
to compare funds’ performance and fees, as well as
the investment objective and policy, the historical
performance of the funds, the cost and most impor-
tantly, risk. UCITS IV will give more information
to investors so that they can select and understand
the funds in which they invest.”

While service providers already play an impor-
tant role in the formation of UCITS III funds, their
role will change with the introduction of UCITS
IV. “With all the failures we have seen, it has raised
the importance of maintaining a good oversight
of all the service providers and to make sure they
work efficiently,” asserts Szylar. “It is essential that
they work in compliance with all applicable rules
and regulations and so, while the duties of service
providers have always been important, UCITS IV
raises the bar. It is increasingly necessary that the
custodian works properly, as do the fund admin-
istrators, the transfer agent and the main distribu-
tors, so the oversight of all the service providers
will have to be more formalised than it was in the
past.”

Although the proposed EU Directive is still in its
early stages, it is certain that it will have an impact
on UCITS funds. “The question of what the impact
will be on UCITS fund structures is still too early
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to answer, as people are now considering whether
to create a fund under this new Directive or under
UCITS III,” Szylar states. “The new proposed Di-
rective has opened the debate and discussion over
the best shelter for new and existing hedge funds
and I expect that UCITS IV funds will increase
drastically over the next year.”

Szylar warns that the transition from UCITS III
to UCITS IV fund structures may prove challeng-
ing for hedge fund managers. “The fact is that the
hedge fund manager is coming from a different type
of investment culture and they will have to cope
with the learning process,” he says. “They’re going
to have to deal with different investment strategies,
as there are some limitations under UCITS IV they
are not used to, such as a maximum limit on Value
at Risk (VaR) in the portfolio.

“Other changes will be the subscription redemp-
tion in the funds, the valuation and whether build-
ing the legal structure of the fund is self-managed
or via a management company,” he continues. “The
tax and performance advantages are also an issue,
as there are some fees under UCITS IV that they
will not be able to claim as they used to claim under
lesser-regulated hedge funds.”

As an increasing number of hedge fund manag-
ers consider moving into the UCITS space, Kinetic
Partners offers a range of services to those who opt
to embark on the world of UCITS. “We can help
them select the right structure to build the fund,
the best location between Dublin and Luxem-
bourg, and we can help them tune their investment
strategies under UCITS III or IV to meet their

requirements,” explains Szylar. “We aid them in
selecting the service providers by performing due
diligence and we provide them with risk solutions
through the range of new risk services we offer at
Kinetic Partners. These services include counter-
party risk, compliance with investment limits, risk
management, stress testing, back testing, liquidity
risk monitoring and independent price verification.
There is so much that Kinetic Partners can offer
someone wishing to make a fund under UCITS.”

Providing transparency and security

While the progression from UCITS I to UCITS III
took 20 years, the progression from UCITS III to
UCITS IV was far quicker and Szylar believes that
the changes implemented by UCITS IV will be suf-
ficient for the industry for years to come. “We were
quite lucky because within five years we had two
UCITS regimes, UCITS Il and UCITS IV,” affirms
Szylar. “I think that the foundation built by UCITS
IV will give some peace for the industry, at least
within the next five years, because UCITS IV con-
tains everything that the industry needs.”

Looking forward, Szylar predicts that UCITS
funds will continue to grow in popularity for hedge
fund managers. “We can already see that there are
several hedge fund managers trying to replicate
hedge fund strategies under UCITS IV, he con-
cludes. “It is a fantastic brand, which helps them
to distribute the funds and get a certain interna-
tional recognition. Most importantly, UCITS of-
fers transparency and security to investors at a time
when trust and confidence are paramount.” ll
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Dr Frank Chetcuti Dimech and Frank Caruana of CDF Advocates outline the reasons
why Malta should be chosen as a domicile to form a UCITS fund

Maltais a leading
UCTS domidile
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Jurisdiction overview

Malta established a specific regime dealing with the

authorisation of collective investment schemes and

fund managers in the Investment Services Act (ISA)

0f1994. The ISA paved the way for the establishment

of retail funds and local fund managers. The number

of funds registered in Malta increased steadily over

the past few years and there are now over 400 funds

with a market capitalisation nearing €10bn. Malta

implemented the UCITS III regime immediately

upon accession to the European Union on 1 May

2004 and therefore both UCITS and non-UCITS

funds may be formed.

The choice of Maltese domicile for a UCITS is

motivated by several factors, including:

« the efficiency and flexibility of the Malta Financial
Services Authority (MFSA)

« quality support services

« low set-up and maintenance costs

- an exemption from income tax and capital gains tax
at fund level and at non-resident investor level ir-
respective of the legal form adopted

« the possibility of self-managed funds

« a fund manager may be established as a Maltese
company which will allow tax refunds upon distri-
bution of dividends

« the possibility to redomicile a fund from another
jurisdiction

UCITS funds
A UCITS fund is a fund that complies with specific
requirements set out in the EU Undertakings in Col-
lective Investment Transferable Securities (UCITS)
Directive. A Maltese fund that complies with the
provisions of the UCITS Directive can be promoted
throughout the European Economic Area (EEA)
(which includes the 27 member states of the EU).
The UCITS III amendments have broadened the
permitted investments that a UCITS-qualifying
fund may invest in. However, a UCITS investment
manager must still comply with restrictions such as
no more than 10% of the Net Asset Value (NAV) of
the UCITS qualifying fund is invested in any sin-
gle security. A UCITS-qualifying fund can invest,
subject to an overarching requirement to prudently
spread the fund’s investment risk, solely in financial
derivative instruments and such derivatives can be

used to leverage the fund by up to 100% of the fund’s
assets (up to two times the value of the fund, for ex-
ample).

A UCITS can be established as a self-managed
fund if its directors, or its individual investment
committee members, are considered by the MESA
as having the expertise and experience in the in-
vestments in which the scheme will invest. A self-
managed UCITS must have an initial share capital of
€300,000. By using the self-managed structure, fund
management can be outsourced to a fund manager
licensed in another EU jurisdiction and only a local
custodian bank and director performing the compli-
ance and anti-money laundering functions would be
required.

Redomiciliation of a fund to Malta (and its con-
version into UCITS by complying with the Direc-
tive) is allowed from all the EU, EEA and OECD
states, the Bahamas, Bermuda, the British Virgin Is-
lands, the Cayman Islands, Gibraltar, Guernsey, the
Isle of Man, Jersey and Mauritius.

Fund taxation

Once a fund is licensed by the MFSA, it is granted a
tax exemption for as long as it invests 85% or more
of its NAV in non-Maltese assets and irrespective of
the legal form of the fund — whether it is a company
(private or public), trust or partnership, for example.
This in itself can constitute a significant advantage
over other jurisdictions which limit tax exemptions
to particular corporate structures only. Furthermore
Malta has no subscription tax or net asset value tax.

Taxation of fund investors

Capital gains realised by investors who are not resi-
dent in Malta are not subject to tax in Malta. Trans-
fers of shares in a licensed fund are exempt from
stamp duty. The distribution of dividends to non-
residents and companies resident in Malta is not
subject to withholding tax.

Fund managers

Although a self-managed UCITS with outsourcing
to a non-Maltese fund manager is the more popular
UCITS structure, there is an increasing interest in es-
tablishing both the UCITS and the UCITS manager
in Malta due to the efficiency and flexibility of the
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MESA, cheaper wages and office rental costs than the
rest of Europe and the Maltese company taxation sys-
tem. The private limited liability company is the typi-
cal structure used for a fund management company.

Presence in Malta is mandatory and no licence will
be issued unless there is an active presence in Mal-
ta. Furthermore the four-eyes principle requires at
least two officers of the company to be permanently
present in Malta. One of these individuals would be
the compliance officer and/or prevention of money
laundering reporting officer. Employees who are not
citizens of Malta require a work permit which is in-
variably granted in the case of a fund manager or fund
licensed in Malta. The procedure would usually take
around five days in the case of a national of an EU
member state and around eight weeks in the case on
non-EU nationals.

Taxation of fund managers

The headline corporate tax rate (subject to specific
tax exemptions, as in the case of funds) and the high-
est personal tax rate are both 35%. However, one of
the essential characteristics of the Maltese tax law is
the full-imputation system. Through this system the
tax paid at company level is regarded as a prepayment
for the tax due by the shareholder upon the eventual
distribution of profits. Hence after the dividends are
paid out, the 35% paid by the company is given as
credit for the tax due by the shareholder, whether he
is resident in Malta or not.

Non-resident shareholders who receive dividends
from a Maltese company may apply for a refund of
six-sevenths of the 35% Malta tax paid hence result-
ing in an effective Malta tax rate of $% on such in-
come. However, distributions of profits derived from
passive interest or royalties are not subject to the
six-sevenths refund but are subject to a refund of five-
sevenths of the tax paid by the company.

The six-sevenths and five-sevenths refunds apply

to distributions made by companies that do not claim
any form of double tax relief. Dividends paid out of
profits arising outside Malta (which under Maltese
law are allocated to a foreign income account) in re-
spect of which profits the distributing company has
availed itself of any form of tax relief are subject to a
two-thirds refund.

Malta has a substantial treaty network with 45
income tax treaties in force and another 10 treaties
are in the pipeline awaiting signature, ratification or
both. Malta’s tax treaties are mainly with European
countries although it also has treaties with countries
in North America, Africa, Middle East and Asia. Mal-
ta has recently signed a tax treaty with the US. The
tax treaties are largely based upon the OECD model.
Moreover, dividends, interest and royalties may also
benefit from the EU Parent Subsidiary Directive or
the Interest and Royalties Directive.

Apart from treaty relief, domestic Maltese rules
also allow unilateral relief and a flat-rate foreign tax
credit. Unilateral relief provides relief from double
taxation on a unilateral basis where the overseas tax
is charged in a country with which Malta does not
have a tax treaty. Such overseas tax is allowed as a
credit against the tax chargeable in Malta on the gross
amount up to the extent that the credit does not ex-
ceed the total tax liability in Malta. The flat-rate for-
eign tax credit allows relief for deemed foreign tax
paid at the rate of 25% even if no actual foreign tax
has been charged.

Transfers of shares in the fund manager are cov-
ered by an exemption from stamp duty. Any capital
gains which may be realised on a transfer of shares
would be exempt from tax if the transferor is not a
resident of Malta.

The provision of management and other services
by licensed fund managers to a licensed collective in-
vestment schemes is exempt without credit for Mal-
tese VAT purposes. ll
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or along time, Luxembourg hedge funds and
funds of hedge funds (FoHFs) have been set
up under several wrappers, namely funds
submitted under part IT of the law of 20 De-
cember 2002 on UCIs (the 2002 Law) and
specialised investment funds (Sifs) governed
by the law of 13 February 2007. As of today, hedge fund
managers are considering launching Ucits platforms (es-
pecially ‘sophisticated Ucits’). As is widely known, Ucits
funds are harmonised European retail fund vehicles that
can be sold globally and which benefit from the Euro-
pean passport, enabling investment managers to easily
market their funds within the EU. The total amount in-
vested into Ucits was around €4.6trn ($6.87trn) at the
end of 2008, and experts forecast that it is set to grow
to between €7trn ($10.4trn) and €9trn ($13.45trn)
by 2012. As of 30 September 2009, the assets under
management (AuM) of Luxembourg Ucits were about
€1.39trn ($2.07trn) which represents 78% of the total
AuM of all the Luxembourg undertakings of collective
investments.

The Ucits framework is attracting attention from
hedge fund managers mainly because of the increased
demand from investors for regulated products, transpar-
ency and liquidity sought in the aftermath of the Madoff
case, the benefit of the European passport, the continu-
ous broadening of the eligible asset rules for Ucits, the
strong risk management framework, the future benefits
of Ucits IV (when implemented by 2011) and the impli-
cations of the recently proposed EU AIFM Directive for
non-Ucits vehicles.

European passport

As mentioned, the European passport provides hedge fund
managers with the possibility of distributing the shares or
units of the fund within the EU. The European passport
makes distribution easier for these fund promoters since
they no longer have to be reviewed for substance in other
EU member states but only with respect to formal compli-
ance. The new simplified notification procedure provided
by Ucits IV (to be in force by 2011) will also be of interest
to hedge fund managers, since it will speed up the cross-
border distribution of their funds.

As hedge fund managers express increased interest in the UCTS structure, Olivier Sdales and Rémi
Chevalier, of law firm Chevalier & Sdales, explain why Luxembourg UCTS funds are gaining in popularity
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Eligible assets

Managers, driven by the investor demand, are looking
for products that can deal with their alternative invest-
ment policy as well as replicating their hedge fund strat-
egies.

The Ucits directive adopted in 1985 (Ucits I) did not
provide a detailed definition of the term ‘transferable
securities) even though it referred to them repeatedly.
In order to ensure a uniform application of the Ucits di-
rectives as well as helping EU member states to develop
a common understanding as to whether a given asset
category is eligible for a Ucits, the European institutions
have decided to clarify such definitions in the eligible
assets directive of 19 March 2007 and the Committee
of European Securities Regulators’ (Cesr) guidelines
concerning eligible assets for investment by Ucits trans-
posed in Luxembourg by the Grand-Ducal Regulation of
8 February 2008 and the CSSF circular 08/339.
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Traditionally, Ucits investment strategies were limited
to long/short equity. The main innovation was to extend
the assets eligible for Ucits, in order to enable Ucits III
vehicles to invest in, inter alia, OTC derivatives (total
return swaps, contracts for difference etc), to adopt
synthetic shorting strategies (as physical shorting is not
allowed), 130/30 strategies, investments in hedge fund
indices and so forth.

These strategies are now possibly subject to certain
counterparty exposure limits, in the sense that the glo-
bal exposure through the use of derivatives does in prin-

€€ Today, hedge fund managers, driven by more risk-
averse institutional investors, are looking for more
regulated vehicles with superior risk management
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ciple not exceed 100% of the net asset value of the assets.
Hence Ucits’ overall risk exposure may in principle not
exceed 200% of the net asset value on a permanent ba-
sis.

Increased investor protection

According to article 42 (1) of the 2002 Law, Ucits must
implement a risk management strategy that enables
them to monitor and measure the risk of the positions
and their contribution to the overall risk profile at any
time. CSSF, the Luxembourg regulator, has classified
Ucits on the basis of their risk profile as sophisticated
Ucits and non-sophisticated Ucits.

A sophisticated Ucits (the funds which hedge fund man-
agers tend to set up) are Ucits that mainly use derivative
financial instruments and/or are making use of more
complex strategies. According to CSSF, a sophisticated
Ucits must entrust to a risk management unit which
is independent of the entities in charge of making in-
vestment decisions, the task of identifying, measuring,
monitoring and controlling the risks associated with the
portfolio’s positions. For instance, the risk management
unit must have:

1. A sufficient number of qualified personnel with the
necessary knowledge;

2. the necessary tools (IT and others) to do its task;
and

3. conducting persons of the board (in case of a self-
managed Sicav) or of the management company
that are actively associated with the risk manage-
ment process.

Sophisticated Ucits must use the Value-at-Risk approach
(VaR), which means that the potential loss that a Ucits
portfolio could suffer within a certain time period is es-
timated. In principle (subject to derogation granted by
the CSSF), a confidence interval of 99%, a holding pe-
riod equivalent to one month and an effective observa-
tion period of risk factors of at least one year are, among
others, the standards used for calculating the VaR.

Impact of Ucits IV

The Ucits IV Directive was adopted by the European Par-
liament on 13 January 2009 and by the European Council
on 22 June 2009. The Ucits IV package aims to introduce
the following amendments to the Ucits III legal regime:

1. A management company passport (allowing Ucits to
be managed by a management company authorised
in another EU member state).

2. Asimplified notification procedure for cross-border
distribution

3. Areplacement of the simplified prospectus by a key
investor information document.

4. A framework for Ucits mergers.

S.  Master-feeder structures leading to greater pools of
assets and economies of scale.

All of the above measures may provide hedge fund
managers with additional incentives to set up a Ucits
structure as they will allow economies of scale and re-
duce costs (in part because of the absence of the need for
a local management company and due to the simplified
notification procedure for cross-border distribution).

Impact of the proposed AIFM directive

On 29 April 2009, the European Commission submitted
a draft Directive on Alternative Investment Fund Manag-
ers (AIFM) to the European Parliament and the Euro-
pean Council, marking an attempt to create a regulatory
framework for European alternative investment fund
managers of non-Ucits funds — a common set of rules in
terms of licensing and supervision.

This Directive (ifadopted) would apply to all managers
that manage and market non-Ucits funds in the EU with
AuM exceeding €100m ($149.7m), or €500m ($748.5m)
if the funds are not leveraged and are not redeemable for
at least five years. An important point with respect to this
draft Directive is that the European passport for third-
party funds (non EU-domiciled funds - for example,
Cayman funds, BVI funds, Bermuda funds etc) would
only enter into force three years after the transposition
of the proposed Directive. In other words, the distribu-
tion of offshore funds to professional investors will only
be possible after such period and will therefore restrict
the possibility to raise funds in Europe. Even more strin-
gently, non-EU AIFMs wishing to market within the EU
will have to apply for an authorisation to a EU member
state, which will only be granted if the country where the
AIFM is based has put into place prudential regulations
equivalent to those of the Directive and has tax co-opera-
tion agreements in place with the relevant member state’s
regulators.

Certain hedge fund managers of non-EU domiciled
funds are anticipating these proposed changes and are
looking to re-domicile or restructure their existing funds
into Luxembourg Ucits funds or Sifs. For the time being,
this proposed Directive has been criticised by the indus-
try as being disproportionate and discriminatory, and
amendments should be expected.

Today, hedge fund managers, driven by more risk-
averse institutional investors, are looking for more regu-
lated vehicles with superior risk management procedures,
and as such, the appeal of the Ucits legal framework ac-
cessing hedge fund strategy returns and offering wide-
reaching investor protection rules and investor informa-
tion requirements has attracted their attention. Hl
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Law Firm

Chevalier & Sciales is a dynamic firm of highly
trained lawyers supported by administrative staff and
focused mainly on Investment Funds (UCITS and
SIFs), Securitizations, Corporate Law and Private
Equity. Chevalier & Sciales has been consistently
recommended by the major law firm directories such
as Legal Week, Practical Law Company, the World’s
Guide to the Leading Investment Funds Lawyers and
the Legal 500 for Investment Funds, Corporate and
M&A and Banking and Finance.

51, route de Thionville
L-2611 Luxembourg
Tel : (+352) 26 25 90 30
Fax : (+352) 26 25 83 88
www.cs-avocats.lu
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