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affecting alternative fund managers; new 
rules, both European and domestic, 
governing financial sector remuneration; 
a significant increase in the tax burden 
on high-earning individuals; and tighter 
restrictions on the scope of non-domiciled 
status for UK residents that can allow 
qualifying individuals to escape taxation on 
their worldwide income.

At least part of the furore over the 
prospect of a mass exodus stemmed from 
a survey by consultants Kinetic Partners 
that suggested that hedge fund managers 
representing as much as 25 per cent of 
employment in the sector were in the 
process of moving or planning to leave for 
Switzerland, although the firm now plays 
down the issue, noting that London’s appeal 
remains powerful from both a professional 
and a lifestyle perspective.

After a year in which some reports 
suggested that London’s hedge fund industry 
was about to up sticks and move en masse 
to Switzerland, there are still few signs that 
the city’s dominance within Europe is coming 
to an end. The number of actual departures 
so far is small even if some of the names 
involved have been high-profile; meanwhile 
the ranks of the industry are being swelled 
by a surge of start-up operations launched 
by individuals exiting existing asset 
managers or the proprietary trading desks of 
investment banks.

But professionals caution that while 
London’s continuing appeal as an alternative 
asset management hub is evident, it is still 
too early to assess the long-term impact 
of a series of developments pressing on 
hedge fund managers: regulatory changes 
agreed by the European Union in November 

Hedge fund sector 
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Clouds start to lift for 
London managers

By Simon Dinning

The past year, like the two or three before it, 
has been a difficult one for the hedge fund 
industry in London, but there are signs of 
positive activity as the number of new fund 
launches continues to increase. A significant 
forward stride has brought some resolution 
on one of the industry’s biggest headaches 
over the past two years, the European 
Union’s Directive on Alternative Investment 
Fund Managers. While not perfect, it is in 
much better shape than many dared hope.

Last year started slowly in terms of new 
fund creation, but picked up significantly 
in the third and fourth quarters, with many 
managers looking to launch funds in the first 
months of 2011. Established managers are 
benefiting more than start-ups as institutional 
investors, still wary after the downturn of 
2008, look for a well-established track record 
of performance and stability. Average fund 
size appears to be down, but one must take 
the positives in an industry that has seen 
turbulent times.

Things have undoubtedly changed 
since the halcyon days of the mid-2000s. 
The financial crisis gave investors a 
much stronger voice, and they became 
much more aware of the role of boards 
in fund governance. Greater focus on the 
independence of directors is a good thing 
for the industry, as it indicates that managers 
are paying more attention to the needs of 
investors. Similarly, investors are conducting 
much more extensive due diligence on 
managers and prospects before they’re 
willing to part with their money.

Another sign of investors’ new-found 
strength in their relationship with managers 
is resistance to gating provisions in fund 
documentation. As the crisis unfolded, 
managers saw the importance of being 
able to prevent a run on their funds, but 
now we appear to have gone full circle and, 

understandably, investors are much more 
reluctant to countenance the imposition 
of gates.

Still, some things have not changed 
in the industry. There was considerable 
speculation that managers would have to 
move away from the 2-and-20 fee model to 
attract investors, but our experience is that it 
has survived the turbulence relatively intact. 
Also, despite all the rhetoric surrounding 
a clampdown on offshore centres and 
their role in the financial crisis, it is clear 
that London-based managers continue to 
find hedge funds domiciled in the Cayman 
Islands and British Virgin Islands best suited 
to their needs and those of their investors.

Following a lengthy period of uncertainty, 
the final form of the AIFM Directive is 
positive news for the offshore fund industry, 
especially established jurisdictions like 
Cayman and the BVI. Private placement 
has been the standard distribution model 
for the marketing of alternative investment 
funds both within and outside the EU for a 
number of years.

Cayman and BVI general partners of 
limited partnerships and locally-incorporated 
managers of corporate funds set up in 
the jurisdictions can continue to market 
alternative investment funds in the EU 
through private placements, until at least 
2018, when the directive will be subject 
to review.

However, once the directive comes into 
effect, EU managers will no longer be 
permitted to use the private placement rules 
to market alternative investment funds, even 
for domestic distribution, but will have to 
comply with the more onerous requirements 
of the proposed passporting regime. This 
may lead arrangers to prefer to use a third-
country manager and alternative investment 
fund formed in Cayman or the BVI. n

Simon Dinning is the managing 
partner of Ogier’s London 
office
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“London has always been the primary 
location for hedge fund [managers], and 
this is not going to change any time soon,” 
says Kinetic founder member David Butler. 
“It still offers an ideal location for fund 
managers in terms of the financial services 
offering, transport connections to global 
cities, networking opportunities and access 
to resources, and most importantly, it is still 
a fantastic, vibrant and ambitious city in 
which to live and do business. What is true 
is that London will have to raise its game 
to compete with emerging jurisdictions that 
offer lower taxes and lighter regulation.”

Other members of the industry concur 
that while many hedge fund managers have 
probably at least considered the idea of 
relocating to another jurisdiction, the number 
that have actually decided to take the plunge 
remains small. “Nothing has really changed,” 
says Chris Cattermole, sales manager 
for Advent Software’s Geneva system for 
Europe, the Middle East and Africa. “A 
handful of fund managers have moved some 
operations out to Switzerland, but in most 
cases it’s only certain parts of their business, 
and they still have a footprint in the UK.”

Much of the media furore has been 
sparked by the establishment of offices 
in Switzerland by firms including Brevan 
Howard (Geneva), BlueCrest Capital and 
Moore Capital (both Zurich), coupled with 
the departures of key individual such as 
Brevan Howard founder Alan Howard and 
BlueCrest’s Michael Platt.

“Many managers now, particularly if 
they’re not UK-domiciled, are much more 
willing to countenance conducting some of 
their activities offshore,” says Mark Stapleton, 
a partner in the international tax group of 
law firm Dechert. “That said, the people 
who have announced they are moving to 
Switzerland, I suspect, tend to be those who 
have made their money and are quite keen 
to live offshore anyway. But there’s no doubt 
that the increase in the top rate of income 
tax from 40 to 50 per cent has led to a lot 
more people doing tax planning.”

A more bullish view comes from 
Andrew Rubio, chief executive of financial 
outsourcing and consultancy firm 
Throgmorton, who says: “London is still the 
leader of the pack, the best place in Europe. 
Moving to Switzerland only works if you’re 

big enough to have an infrastructure there 
but still have the main part of your business 
in London, because it’s the centre of the 
capital-raising universe in Europe.”

Rubio notes that Frederic Denjoy, one of 
the Brevan Howard partners who moved to 
Switzerland, has now returned to London 
to start up his own business, and says that 
the needs and interest of family and children 
are another factor that make most industry 
professionals reluctant to move. “There’s a 
huge amount of inertia keeping people in 
London,” he says. “Unless you’re all ultra-
rich, it’s difficult to persuade your people 
to leave. It’s true that it has come close to 
a tipping point, but ultimately London has 
been reaffirmed.”

One of the key issues on the agenda of 
hedge fund managers over the next couple 
of years will be the implementation of the 
impending EU Directive on Alternative 
Investment Fund Managers. The directive, 
which will come into force early in 2013 and 
govern many aspects of how alternative 
managers do business, is regarded by 
most London-based professionals as a vast 
improvement on the first draft published in 
April 2009, but it remains far from popular 
across the industry.

While the directive will create a single 
European market for funds aimed at 
sophisticated investors and allow managers 
to market their products across EU borders 
with minimal formalities, some of the 
provisions still cause dismay. Overall the 
legislation is viewed as adding a significantly 

 3 
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increased regulatory burden out of proportion 
with any benefits it may bring in terms 
of investor protection or identification of 
potential systemic risk.

In addition, there are a couple of 
complications. First, although the directive 
sets out the regulatory framework within 
which funds marketed in Europe and their 
managers will operate, much of the detail 
must be filled out by secondary legislation 
or implementing regulations drawn up by 
the European Commission on the advice of 
the new European Securities and Markets 
Authority, a much more institutional body 
than the Committee of European Securities 
Regulators which it replaced.

Secondly, funds not domiciled within the 
EU – a large proportion of the products run 
by London-based managers – will not be 
able to qualify for an EU marketing ‘passport’ 
until 2015, two years after EU-domiciled 
funds of EU managers. Even then this will 
be subject to rules that have not yet been 
drawn up in areas such as regulatory 
co-operation between the fund domicile 
jurisdiction and any target market within 
the EU. Extending the passport system will 
itself require additional legislation and many 
industry members say they will believe it 
when they see it.

“Level one of the directive has been 
agreed, which means that the structure 
is there, and a phase of more detailed 
rulemaking has begun ahead of full 
implementation by 2013,” Butler says. “And 
so begins a fairly protracted implementation 
procedure and, to some extent, a ‘wait and 
see’ game leading toward full implementation 
by member states by 2013, which step by 
step will shed light on the final shape the 
directive will take and what this will mean 
for managers.

“Fears have been expressed that the 
directive will go too far in limiting the 
activities of investors and managers globally 
and will have a stifling effect on the industry. 
This will particularly affect London as 
many managers who up to now have had 
relative freedom in their activities will be 
under pressure to move to a regulated fund 
structure. Of itself, the directive is unlikely to 
have a material effect on London’s position 
in the hedge fund world, but negative factors 
such as tax, infrastructure and the attractions 

of other locations will have an impact.”
Overall, however, London has escaped 

“relatively unscathed’ under the final form 
of the EU legislation, according to Martin 
Cornish, who has just joined law firm K&L 
Gates as an investment management partner. 
He says: “Some of the more draconian 
aspects of the rules have been postponed 
for between three and five years, in terms 
of the marketing of Cayman and other funds 
into Europe. Those rules won’t rear their ugly 
head until between 2015 and 2018, which is a 
long time in any world.

“The new rules will increase compliance 
costs for sure. A lot more reporting to 
regulators and investors is required, so 
managers will find that being based here is 
more onerous than in the past, and more 
onerous than it might be in some non-EU 
jurisdiction. The decision for everyone will 
be whether they need to be here. However, 
I don’t expect that the rules will lead anyone 
to conclude that they cannot possibly 
conduct business here any more. It will be 
a bit more painful, and a bit more restrictive, 
and managers will have slightly higher 
running costs, but nothing in those rules will 
make it impossible for them to compete with 
rivals in other centres.”

Nevertheless, some industry members 
believe the various issues hanging over the 
alternative investment industry in London 
make it imperative to focus on marketing it 
effectively – at least as well as rival financial 
centres do. “A lot of what the UK could 
do to consolidate its existing fund industry 
base is around its branding and people’s 
perceptions,” says Eversheds partner 
Michaela Walker. “We need to do a better 
spin job, like Luxembourg does.” n

“Of itself, the directive is 
unlikely to have a material 
effect on London’s position 
in the hedge fund world, but 
negative factors such as 
tax, infrastructure and the 
attractions of other locations 
will have an impact.”
david Butler, Kinetic Partners
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No-one is ready to say that the good times 
have returned for London’s hedge fund 
industry, but professionals say the sector is 
definitely on the mend after the traumas of 
the past three years, when a near-across 
the board slump in performance and a 
resulting wave of investor redemptions sent 
the industry worldwide assets plunging by at 
least 30 per cent (possibly more) from peak 
to trough. Today the trend remains resolutely 
in the other direction.

Although up to date statistics are lacking 
and in some respects verge on the anecdotal, 
and the recent trend toward firms setting up 
operations in multiple jurisdictions makes 
calculation even harder, there is little reason 

to believe that there has been any substantial 
shift since 2009, when London accounted 
for around two-thirds of European hedge 
fund management firms and an estimated 
75 to 90 per cent of their total assets under 
management, according to promotional body 
TheCityUK and its predecessor, International 
Financial Services London.

The optimism is qualified, though. What 
is taken as a clear sign of the industry’s 
returning health, the number of new funds 
being launched and of start-up managers 
entering the market, has to be weighed against 
the evident difficulties managers, especially 
newcomers with little or no independent track 
record, are encountering in trying to raise 

‘Feel-better’ factor 
returns for London’s 
hedge fund managers

By Simon Gray
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Rethinking structures 
and processes  

By Chris Cattermole
brand in the alternative space, a single 
platform capable of handling multiple 
asset classes and product types. This is 
important because traditionally many hedge 
fund managers have used a multiplicity of 
applications within their organisation that 
provide the separate reporting capabilities 
and toolsets required by each asset class.

Although applications for asset classes 
such as equity, debt and swaps might work 
well within their individual silos, problems arise 
if an institutional investor asks to know the 
fund’s exposure to a certain issuer across all 
asset classes, which might include structured 
credit notes or credit default swaps.

Assembling the information from a 
patchwork of systems takes hours and 
contributes significantly to hedge fund staff 
generally being so overworked, whereas 
Geneva can deliver the cross-asset class 
transparency required by investors today at 
the touch of a button.

A system like Geneva can therefore open 
new vistas for an organisation and its staff 
alike, freeing people to spend time on their 
core activity of managing clients’ money. Jobs 
can change from tactical response functions, 
hunting and pecking through spreadsheets 
and working with off-line processes, to higher-
added value functions within the organisation.

This is an important consideration for 
management firms that often embrace much 
of the ethos of family-owned businesses, 
and for which a decision on changing 
system requires consensus across the 
organisation, from operations and IT teams 
to trade support and investor relations.

Not only does a comprehensive system like 
Geneva remove dependence on asset class 
specialists with expertise in their particular 
silos, it gives executives a much more strategic, 
consolidated view of the firm’s investments, 
performance and exposure, facilitating 
decisions in the firm’s best interests. n

The hedge fund industry is experiencing 
change as a result of money from pension 
funds and other institutions flowing back into 
the market. In the past this money would 
go principally to large firms with upward of 
USD5bn in assets under management, but 
in the current environment mid-tier to large 
managers with lower asset totals are also 
starting to benefit.

Investors are increasingly open to the 
prospect of better returns from this class 
of manager, especially those firms that 
have reinvented themselves over the past 
couple of years in the wake of the financial 
crisis and its fall-out on the hedge fund 
industry. Such managers have taken the 
opportunity to examine how they needed to 
improve their operational infrastructure, make 
themselves more scalable and increase their 
product offering, without having to add staff 
or rely on offline processes.

According to Hedge Fund Intelligence, 
between the end of 2007 and mid-2010 
UK hedge funds lost 64 per cent of their 
assets through negative performance and/
or investor redemptions. This has been 
especially difficult for managers that are still 
operating with the same number of staff as 
in 2007. They are now looking at options for 
reallocating their resources to allow them 
to offer a broader spectrum of products, for 
instance Ucits funds or managed accounts.

They are also under pressure from 
investors seeking not only increased 
transparency and insight into managers’ 
operations but more detailed and more 
frequent reporting. With the opportunity to 
attract these institutional inflows and grow 
in size, managers must think radically about 
how to organise their operating model more 
efficiently in order to provide superior client 
service without incurring additional costs.

Against this backdrop, Advent’s Geneva 
system enjoys the benefits of a well-known 

Chris Cattermole is Geneva 
sales manager for Advent 
Software EMEA
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capital, although firms with an established 
infrastructure that got through the downturn 
without infuriating their client base with 
redemption restriction seem to be faring better.

This is at a time when the increased 
transparency being demanded by investors, 
especially institutions, is adding to costs in 
areas such as compliance, risk management 
and reporting, and when regulatory changes 
are promising more of the same. And 
maddeningly, the downturn seems to have 
done little to tame the often-daunting costs 
inherent in using London as a base from 
which to do business.

“We found that rental prices were still very 
high when we moved office a year ago,” says 
Simon Dinning, London managing partner of 
offshore legal specialist Ogier. “Things seem 
to have gone full circle in recruitment, too. 
The reality is that it’s an employee’s market 
now. A lot of people were laid off, but things 
are picking up and firms need to recruit. 
Good managers are in a much stronger 
position than they were 18 months ago.”

“We found that rental prices were still very 
high when we moved office a year ago,” says 
Simon Dinning, London managing partner 
of offshore legal specialist Ogier. “Things 
seem to have recovered and indeed gone full 
circle in recruitment. The reality is that in the 
legal field it is an employee’s market now. 
Unfortunately some firms did have to let a 
number of people go, but things are picking 
up and firms are hiring again.”

He recognises that these trends reflect 
the rebound in business confidence in 
recent months. “We had a very busy end 
to last year, not just in funds but notably 
in equity capital markets transactions. This 
activity appears to be continuing in 2011. 
While I don’t believe anyone is predicting an 
exceptional year, there is certainly a degree 
of confidence returning.”

According to Dinning, fund launches 
are taking place with, on average, smaller 
amounts of capital being raised than would 
have been the case three or four years ago, 
but even then there are exceptions. “There 
are still some decent-sized launches taking 
place involving established managers with a 
track record and perhaps access to a larger 
pool of capital,” he says. “But it may take 
all of this year and perhaps some of next 
year before some of the new start-ups really 

begin to raise significant pools of capital.”
Recovery from the market turbulence of 

2008-09 may not yet be in full throttle but an 
improvement in the business environment 
is clear, according to Julian Korek, founding 
member of consultants Kinetic Partners. 
“What is noticeable is that funds that enjoy 
investor confidence have fared particularly 
well,” he says. “For example, there are new 
flows into funds that investors feel have 
good governance plus performance. In 
addition, there is a pattern of the larger funds 
getting bigger, which reinforces the view that 
larger managers with better infrastructure 
and governance are seen as better places 
to invest.”

He also notes the tougher environment for 
start-ups. “The influx of new managers into 
the market is picking up, but capital-raising 
for new funds is proving difficult unless the 
manager has come out of an environment 
where they are taking a fund with them,” 
Korek says. “For managers starting from 
scratch it is still an uphill struggle, but we 
expect an upturn in the establishment of 
new funds in 2011. Of particular importance is 
the significant number of prop teams leaving 
large banks and setting up on their own, 
often with bank support.”

Getting the right infrastructure in place is 
essential if these managers are to inspire 
confidence among investing institutions, 
according to Chris Cattermole, sales 
manager for Advent Software’s Geneva 
system for Europe, the Middle East and 
Africa. “A lot of managers spinning out of 
investment banks are used to having all the 
tools at their fingertips,” he says. “All of a 
sudden they need to think about building a 
business rather than just trading.”

The founders of start-up firms need more 
than just the technology, though. “They 
need to have someone who understands 
the industry as their de facto chief operating 
officer,” Cattermole says. “They have to keep 

9 “For managers starting from 
scratch it is still an uphill 
struggle, but we expect an 
upturn in the establishment 
of new funds in 2011.”
Julian Korek, Kinetic Partners
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abreast of all regulatory requirements, the 
requirements of the new EU alternative fund 
managers directive or the Ucits requirements 
if that’s relevant. In small firms there is often 
one person wearing multiple hats as the 
chief operating officer, chief financial officer 
and compliance officer. The need for such a 
person is often overlooked until the business 
starts to gain traction.”

Martin Cornish, an investment 
management partner at law firm K&L Gates, 
says the industry is probably benefiting from 
a lifting of some of the uncertainty that has 
surrounded it over the past couple of years, 
not only because of ongoing volatility in the 
markets, fears over the solvency of certain 
European issuers of sovereign debt and the 
risk of a ‘double-dip’ economic recession, 
but also the long-running soap opera of the 
European Union’s Alternative Investment 
Fund Managers Directive.

“It was beginning to clear by the third 
quarter of last year, but up to then there was 
so much uncertainty about regulation, tax 
and jobs that you’d have been a brave man 
to set up during that period,” he says. “Some 
probably did it out of necessity, but it wasn’t 
the ideal time, and money-raising was – and 
continues to be – a real issue.

“Some investors that lost a lot of money 
have adopted very conservative strategies 
going forward and won’t part with their 
money unless they’re pretty sure they 
know what they’re investing in and are 
confident that the manager has all the right 
capabilities. It’s taking a lot longer for people 
to get their chequebooks out, even where 
they may be keen to invest and ultimately 
will do so. Investors are conducting more 
due diligence, they are thinking about it 
harder, and they want to understand things 
that previously they did not feel they needed 
to understand. All these factors have affected 
money-raising for new funds.”

Meanwhile, managers face another 
headache in the increasing readiness of 
governments and regulators to set out 
stipulations on how individuals in the sector 
should be remunerated. Many UK-based 
investment firms have been caught up 
by the Financial Services Authority’s new 
Remuneration Code, which came into effect 
at the beginning of this year and is designed 
to prevent individuals within financial 

institutions having a monetary incentive to 
engage in behaviour that increases risks for 
their employer or the financial system.

There is certainly relief that the code’s 
provisions are based on proportionality rather 
than a one-size-fits-all approach, and most 
investment managers will find themselves in 
the fourth tier of firms that generate income 
from agency activity without putting their 
balance sheets at risk. The FSA says that 
in general, it does not expect tier four firms 
to find compliance with the code particularly 
onerous.

“The FSA remuneration code which has just 
been finalised has turned out to be a lot less 
invasive than was expected,” says Andrew 
Rubio, chief executive of outsourcing provider 
Throgmorton. “The FSA was smart enough 
to come up with this tiered approach, which 
means the bulk of asset managers are in the 
least onerous bracket. Obviously there are still 
issues to deal with, but they’re nowhere near 
what was expected at one point.”

Stuart Martin, an investment fund partner in 
the international financial services group of law 
firm Dechert, adds: “The general consensus 
is that it’s not as bad as originally thought, 
and as long as asset managers are within tier 
four, that should be OK.” But he notes that the 
EU’s AIFM Directive also contains provisions 
on remuneration, currently representing little 
more than broad principles that will have to be 
fleshed out over the next two years.

“The real sting in the tail is the extent to 

INDUSTRY
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investment restrictions from a regulatory 
point of view, but it’s the tax that is dragging 
behind, as is often the case. Without that 
clarity I don’t see people really using those 
rules. HM Revenue & Customs has not got 
off the fence and given us a clear picture of 
what the taxation of those funds would be. 
Until we have that, I can’t see it taking off.”

But Martin believes that in the new 
global regulatory environment, and given 
the upheavals in prospect once the AIFM 
Directive takes effect, UK-based fund 
structures may come to play a more 
prominent role. While most managers 
that prefer onshore vehicles are looking 
to Ireland’s Qualifying Investor Fund or 
Luxembourg’s Specialised Investment Fund, 
he believes the UK’s Qualified Investor 
Scheme also has potential.

“If you want a fund that is not subject to 
the constraints of the Ucits directives on an 
absolute return fund and might be happy to 
use derivatives to achieve synthetic shorting, 
a QIS might be very attractive,” he says. “One 
reason is that if a UK tax resident invests in 
an offshore fund, the fund generally has to 
seek reporting fund status in order for the 
investor to enjoy capital gains tax treatment 
when he realises his securities. The quid pro 
quo is that he would be taxed on the net 
income of the fund on an annual basis.

“The problem is that if you have a fund 
that is actively trading with a high turnover 
of securities or derivatives, a large part 
of its profit will probably be reportable. In 
those circumstances, a QIS has the benefit 
of white-listing, which means that trading 
activities are likely to be treated as capital 
activities provided it can demonstrate that 
it meets the diversity of ownership tests. A 
QIS might be attractive for people targeting 
UK tax-resident investors with a very 
specialised product.”

Martin’s colleague, Dechert tax partner 
David Gubbay, adds: “There are other reasons 
why UK management groups might want to 
have funds onshore. One is that the manager 
of an offshore fund has an additional 
compliance burden to ensure it doesn’t bring 
the fund into the UK tax net. You must have 
an offshore board that is credible, meets 
offshore and complies with various other 
rules, which can sometimes be a hassle and 
cost the fund additional fees.” n

which the remuneration provisions of the 
AIFM Directive are harsher than those of the 
FSA,” Martin says. “I think there will be a 
lot of tax planning around the remuneration 
provisions in any event. With the directive, 
the devil may be in the detail of the level II 
measures.”

One issue that continues to intrigue 
some members of the hedge fund industry 
in London is whether the government is 
capable of getting its legislation and tax 
code in line to attract managers to domicile 
their products in the UK – and if so, whether 
that would be enough to attract business 
that currently goes offshore to Caribbean 
jurisdictions or the Channel Islands, or 
onshore to Luxembourg and Dublin (and to a 
certain extent Malta).

Kinetic co-founder David Butler does not 
see this as particularly likely, especially when 
the UK has failed to attract a great deal of 
retail Ucits fund business despite years of 
efforts to do so. “The other centres make 
much more effort in this area, marketing 
themselves as a more pleasant and relaxed 
environment in which to base a fund with the 
attendant tax advantages,” he says. “While 
the FSA has been keen to promote the UK 
as a [domicile] for funds, tax issues and 
higher costs have got in the way.”

Cornish concurs, saying: “Tax is the big 
thing. We already have rules that enable a 
manager to form a hedge fund without any 


