
Institutions start
to warm to
hedge funds

Delivering tax
transparency in
Germany

Funds look to
Master KAG
structure

Hedge Funds
in Germany

2006

Aug 2006



In this issue…
03 Hedge fund liberalisation starts to bear
fruit
By Simon Gray

05 Derivatives take larger role with hedge
funds
By Stefan Engels, Eurex

09 Institutional market poised for take-off
By Jörg Sittman, Citigroup

12 Delivering tax transparency
By Claude Noesen, HSBC

13 The evolution of prime brokerage in
Germany 
By Antonello Russo, Deutsche Bank

14 German market growth benefits from
Master KAG structure

GERMANY Hedgeweek Special Report Aug 2006 www.hedgeweek.com | 2

CONTENTS

Special Report Editor: Simon Gray, simon.gray@hedgeweek.com 

Sales Manager: Simon Broch, simon.broch@hedgeweek.com 

Publisher/Editor-in-Chief: Sunil Gopalan, sunil.gopalan@hedgeweek.com 

Marketing Director: Oliver Bradley, oliver.bradley@hedgeweek.com 

Graphic Design (Special Reports): Siobhan Brownlow at RSB Design 

Photographs: Courtesy of German National Tourist Board & Frankfurt Tourist Board 

Published by: Hedgemedia Limited, 72 New Bond Street, London W1S 1RR

Tel: +44 (0)20 7692 7398 Web-Site: www.hedgeweek.com 

©Copyright 2006 Hedgemedia Limited. All rights reserved. No part of this

publication may be reproduced, stored in a retrieval system, or transmitted, in any

form or by any means, electronic, mechanical, photocopying, recording or

otherwise, without the prior permission of the publisher.

Publisher



When Germany liberalised its rules governing
hedge funds and taxation of their income at
the beginning of 2004 the initiative was
hailed in some quarters as a new dawn for
the sector. If Germany, with its tradition of
conservatism in investment choices and
reputation for pernickety rule-making, could
embrace hedge funds and funds of hedge
funds, the argument went, the rest of Europe
and other markets around the world would
surely soon be following suit.

With two related pieces of legislation, the
German Investment Act and the Investment
Tax Act, the authorities sought to put in
place the conditions to encourage the
growth of a domestic hedge funds industry.
At the same time they made it easier for
funds to attract customers by increasing the
extent to which institutional investors such
as insurance companies could invest in
hedge funds, and even set in place rules
that would allow retail investors to invest in
funds of hedge funds.

The Investment Act authorised the
establishment of hedge funds either as part
of an investment company, known in

Germany as a KAG, which provides
administration services to the funds set up
under its aegis, or in the form of an
investment stock corporation, an open-ended
fund vehicle modelled on the Luxembourg
Sicav that has lower regulatory, reporting and
capital requirements than a KAG. 

The German reforms were hailed at the
time as part of a widespread opening of
European markets to hedge funds, also
embracing countries such as France and
Italy, especially because one of the key
features of the legislation was that domestic
hedge funds and funds of funds were placed
on the same tax basis as foreign funds, as
long as the latter followed the same rules in
areas such as tax transparency and
investment restrictions.

There was speculation that with the
floodgates opened, as much as EUR8bn
might flow into German hedge funds in the
first year following market liberalisation. But
in fact, the total was less than EUR1bn, and
more than 80 per cent of the total was
attracted by funds of funds set up according
to the German rules but across the border in
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Surging flows of capital into hedge funds
over the past few years have aroused fears
that overcrowding in popular strategies will
drive returns down and reduce the appeal of
alternative investment approaches. However,
the growth of sophisticated investment
techniques involving the use of exchange-
traded derivatives, with their high levels of
liquidity and transparency, is offering
managers and investors new opportunities
to achieve higher returns, resulting in
increased usage of futures and options
worldwide.

The development is closely tied to the
surge in popularity of so-called portable
alpha strategies, in which managers – initially
alternative but now increasingly traditional as
well – use derivatives as a cheap and
efficient means to gain exposure to the
broad market, freeing up a larger proportion
of the fund’s capital to generate above-
benchmark returns through deployment of
the manager’s investment skills.

Capacity issues affecting popular hedge
fund strategies have grown in prominence in
recent years, as the patchy performance of
traditional asset classes has prompted an
ever-wider range of investors to increase
their allocation to alternatives. Estimates of
the overall size of the hedge fund industry
have recently risen to as much as USD1.5trn
in assets spread across more than 10,000
funds.

This growth has seen the volume of
assets invested in managed futures
strategies nearly triple to USD145bn over the
past three years, while other strategies that
use derivatives, such as global macro and
fixed income arbitrage, have regained their
appeal among managers and investors.
These trends have sharply increased the
share of hedge funds in the global volume of
exchange-traded derivatives transactions.

Increased use of derivatives is linked at
least in part to greater competition and lower
costs. In the world’s largest market, the
United States, the leading derivatives
exchanges have responded to the
technological lead of their European rivals
such as Eurex and Euronext.liffe to move
from the traditional trading floor to screen-
based trading, cutting costs and improving
efficiency.

Exchange-traded derivatives are also
seeing increased demand from European
hedge fund investors because the continent’s
alternative investment industry continues to
grow faster than the more mature US sector,
more than tripling its volume of assets over
the past three years to more than USD280bn.
Growth has been strongest in credit-related
strategies, prompting Eurex to work on its
first credit derivatives futures contract.

Equity index derivatives remain a key area
of activity, given the continued predominance
of long/short equity strategies among hedge
fund managers in Europe and beyond. The
options available to equity hedge managers
have also been increased through the
introduction of volatility futures at Eurex
including the Dow Jones EURO STOXX 50,
the Swiss SMI and Germany’s DAX, which
offer volatility hedging for classic equity
strategies as well as underpinning the
growth of volatility arbitrage funds.

But currently attention is focused on the
use of futures as the basis for portable alpha
strategies, by replicating exposure to equity
and bond markets at merely the cost of
margin requirements, enabling the excess
capital to be invested in alpha-generating
investments. The fact that this technique is
available to both long-only and hedge fund
managers is another development in the
blurring of boundaries between traditional
and alternative asset classes. ■

E U R E X
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Luxembourg. Even now, the sector’s total
assets amount to just EUR2.3bn

It must be said that the political and
economic environment was far from ideal.
During last year’s general election campaign,
Franz Muntefering, at the time secretary-
general of the ruling Social Democratic Party,
famously described hedge funds as “locusts”
after investors in Deutsche Börse, the
company that runs the Frankfurt Stock
Exchange, thwarted its efforts to acquire the
London Stock Exchange as well as ousting
the failed merger’s architects, chief executive
Werner Seifert and chairman Rolf Breuer.

Meanwhile there was also concern about
the practical impact of the 2004 reforms.
Foreign hedge managers complained that
despite liberalisation of the establishment
and marketing of hedge funds, they were
hamstrung by rules requiring that hedge
funds and funds of funds provide
transparency regarding the source of
income, such as dividend income or capital
gains, of any distribution to investors or
“deemed distributions”, revenues received by
the fund but not distributed.

If funds meet the full information
requirements set out by the Investment Tax
Act, their investors will be taxed as though
they had invested directly in the assets held
by the fund, or in the case of a fund of
funds, in the assets held by the underlying
target funds. By contrast, for investors in
funds that are not transparent, taxable
income is defined as all distributions
received plus 70 per cent of any increase
between the first and last redemption prices
of the calendar year, or six per cent of the
final redemption price of the year, whichever
is the higher.

It was initially assumed that most hedge
fund managers would be unwilling to provide
the kind of information required by the tax
authorities because it would rip away the
confidentiality of their investment strategies.
Promoters such as Pioneer Alternative
Investments started to design fund of fund
products based on their own families of
single-manager hedge funds on the basis
that this was the only way to guarantee
transparency of the underlying target funds.

At the same time, the greater ability of
investors such as insurers to invest in hedge
funds appeared to be meaningless because of

the additional risk monitoring efforts they
would have to put in place. Says Werner
Goricki, hedge funds director at investment
consultants Feri Trust: “Insurers [were] publicly
questioning why they should spent 50 per
cent of their time on investments that might
make up just three per cent of their portfolio.”

However, despite the slow start to
domestic hedge funds business, the
association of German fund managers (BVI)
never lost faith in the ultimate development
of the sector. “The first year of
implementation of the new investment law
may have been slow, but it is important that
the hedge fund industry grows steadily,
through a process of education of private
and institutional investors alike,” BVI
spokesman Frank Bock said at the time.
“Eventually we believe that allocations to
hedge funds will be in double digits.”

More than two and a half years after the
legislation came into force, it’s looking as
though the confidence of the association
may be justified. While there is no sign yet of
a flood of investment into German hedge
funds and funds of funds from either private
or institutional investors, market participants
say the vital development is that the barriers
to both providers and investors are
demonstrably coming down.

One of those barriers is the psychological
one. “The mistrust of hedge funds is
disappearing,” says Jörg Sittman, general
manager and chief operating officer of
Citigroup Investment Deutschland KAG, one
of the leading third-party service providers
for hedge funds. “There’s no longer
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discussion about Deutsche Börse, which has
other problems, and in the meantime the
economy is doing better and the government
is benefiting from an unexpected increase in
tax income. As a result of all these things
people feel more relaxed about hedge funds
than a year ago.”

At another level, one of the most
important realisations has been that tax
transparency does not require managers to
provide details of their strategy, which means
they are much more likely to be willing to
comply with the German rules. Says Sittman:
“There has been a misunderstanding. A tax
certificate does not mean that everybody
knows all the underlying investments in the
fund. It just shows the aggregated tax
numbers on what kind of gains and income
the fund has received. You really cannot see
the strategy behind it.”

In order for fund of hedge fund investors
to benefit fully from advantageous tax
treatment, tax transparency information must
be provided by all underlying funds; for
those that do not, taxation is governed by
the formula applicable to non-transparent
funds. Says Sittman: “You have to get the tax
numbers from the underlying target funds,
and then the auditor, or we as the KAG,
combine all the different certificates into a
single certificate for the fund of funds.”

A number of providers are setting up
facilities to help funds to achieve the
required tax transparency. One has been
created by HSBC in partnership with hedge
fund administration software provider Advent
Geneva, with advice from Pricewaterhouse
Coopers; completed last November, it now
provides tax transparency to around 25
hedge funds, mostly serviced in the US and
Ireland, that are in the main targeting
investment from German-domiciled funds of
hedge funds.

According to Claude Noesen, client
relationship manager with HSBC Alternative
Fund Services in Luxembourg, the group
was wary from the outset of the excessive
expectations that accompanied the opening
of the German market and always viewed its
involvement, including the creation of a
structure to service German-domiciled hedge
funds, as a long-term project.

“We always knew that it would be slow,
but we still decided to move in into the

market,” he says. “It looks better now, as we
see signs that a number of large traditional
investment houses are starting to add
alternatives to their offering. On the single
manager side the issue is getting people to
leave the banks. It’s not like in New York,
where talented traders will suddenly decide
to start their own hedge funds. There have
always been good traders, good arbitrageurs
in Germany, but to get them out there is very
difficult.”

One conclusion that many market
participants have reached is that setting up a
hedge fund using a Master KAG that handles
administration for all the funds belonging to
the structure, leaving the manager to focus
on investment management, marketing and
distribution, is preferable to using a stand-
alone investment company.

Says Sittman: “Without a Master KAG, if
you want to set up a new fund you have to
go through the whole procedure of setting up
a fresh legal entity. There are currently only
two in the market, and it is very expensive
because it is a highly regulated entity with a
full licence, board of directors and auditors,
just for one fund. The Master KAG is the
fastest and cheapest way to set up a fund
because overheads and costs such as audit
are shared across more than one fund.”

Citigroup estimates that German
investment in hedge funds is fairly evenly
divided between retail investors, high net
worth individuals and families, and
institutions, but it is in the latter market that
potential for growth is greatest. Says Sittman:
“The interest of insurers is increasing, but
their problem is that under the law governing
insurance companies, they can only invest
up to one per cent of their capital in one
single hedge fund, and up to five per cent in
a fund of funds.

“However, this might change at the
beginning of next year. There are proposals
to increase these levels, because institutions
have to beef up their risk control systems.
They are less keen on the effort required to
do due diligence if the investment is only
one per cent, so they want to invest bigger
amounts into one fund. Still, Allianz,
Germany’s biggest insurance company, has
certainly invested in hedge funds already.”

Sittman argues that for many institutional
investors an allocation to hedge funds is
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The change of the law in 2004 allowed
hedge funds and funds of hedge funds to
be launched under German regulations for
the first time. Under the German rules, a
Master KAG – service company for hedge
funds – can take charge not only of the
administration of a fund but its launch,
registration and ongoing reporting, leaving
the fund manager to focus on the
investment management, marketing and the
distribution.

A key element of reporting is the tax
certificate produced by the auditor, which is
necessary for a transparent fund in order to
allow German investors to be taxed on the
underlying gains of the fund, whether income
or capital gains, according to their own
individual tax rate. But a widespread
misunderstanding about the nature of tax
transparency and reporting is one of the
factors that have delayed the take-off of the
German hedge funds sector.

German investors like transparent funds in
order to have clean and straightforward tax
reporting. However, a tax certificate does not
mean that everybody can see the underlying
investments in the fund; it just shows the
aggregated numbers on the type of earnings,
the mix of capital gains or income, the fund
has received. It is impossible to detect the
strategy followed by the fund from its tax
certificate. In the case of funds of hedge
funds, the KAG must obtain the certificates
from all the underlying funds, and it or the
auditor combines these into a single
certificate for the fund of funds.

Initially these concerns about confidential
investment information were an impediment
to fund managers entering the market
because many regarded the rules as too
onerous. Now, however, leading hedge fund
administrators have changed their systems in
order to be able produce tax transparency

statements for the funds they service in
Luxembourg or Ireland.

The issue of tax transparency was not the
only hurdle that the hedge fund industry had
to overcome in Germany. Another was the
poor public image of hedge funds at the time
of the debate, now more than a year ago,
about whether they were “locusts” destroying
companies and whether they were good for
the German economy.

In fact the debate has ultimately been
beneficial because it has greatly boosted
knowledge of hedge funds and their
strategies, and has also helped people to
understand the difference between hedge
and private equity funds, which were
frequently confused in the past. Thanks in
large part to extensive coverage in the press,
individual and institutional investors in
Germany are becoming much more familiar
and comfortable with hedge funds.

Another obstacle was that insurance
companies that wanted to invest in hedge
funds had to establish risk-monitoring
systems for their investments. This was an
expensive procedure, although one that is
largely complete, and most experts now
believe insurance companies will now start
to exploit the relaxation of investment rules
in the 2004 legislation that increased their
permitted allocation to hedge funds.

A final factor that points to the belated
take-off of the hedge fund sector in Germany
is that long-only investment may not enjoy as
favourable a climate as it did in 2005. In an
environment where the blue-chip DAX index
gained 20 per cent last year, it was hard to
interest investors in hedge funds. But with no
guarantee that the equity market will be as
irresistible to investors this year, the moment
seems to have arrived for German hedge
fund investment finally to start fulfilling its
potential. ■

C I T I G R O U P
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only a matter of time. He says: “On the
institutional side people have now looked
into the funds. They always need about six
months to look at the track record, do due
diligence, and then they start to undertake all
the internal approvals that they need before
they can invest. So the second half of the
year is looking good, and once there is a
change in the law and the insurance
companies can invest more, it will give the
market a further push.”

Noesen says that while institutions are
“right at the beginning of the curve” toward
investing in hedge funds, they are already
enthusiastic investors in other types of
alternatives. “Germany is very big on private
equity and property funds,” he says. “That’s
why it’s strange that there was such a bad
feeling about hedge funds. In Germany, they
put container ships into funds, wind farms,
movies, things that can be a lot riskier than
hedge funds. They put everything into funds.”

There is already evidence that momentum
is building, he argues. “We are now seeing a
lot more demand, including from institutions
we were talking to two or three years ago
when people thought [hedge funds] was an
easy game. It turned out not to be the case,
but it is promising that some of these names
have popped up again. We used to have
something like EUR250m [under
administration] a few months ago, but now
we are approaching the EUR1bn mark. This
will increase as the insurance industry and

pensions funds in Germany open up to
alternative investments.”

Another change that market participants
would like to see is a lifting of restrictions on
borrowing by funds of hedge funds. This is
designed to prevent them using leverage but
its effect is to deny them liquidity to deal
with eventualities such as redemptions. Says
Noesen: “Some of the rules are extremely
cumbersome, such as the inability of funds
of funds in Germany to have a liquidity line
to help in cases like redemptions. 

“That’s something that makes funds of
hedge funds nearly impossible, and results
in most fund of fund structures being created
through managed account platforms instead.
However, it is hoped that this will change
when they review the legislation at the end
of this year or beginning of next year. If the
clause is changed, funds of hedge funds
would be able to take credit lines, not for
leverage but for liquidity purposes. That
would be very good for the market.”

Growth of direct retail investment, however,
is being held back by competition from
investment certificates, structured products
that provide a guarantee wrapped around
funds of hedge funds. “This is already a huge
market in Germany, and is now worth more
than EUR20bn,” Noesen says.

Says Sittman: “Certificates have an
advantage compared with hedge funds that
after 12 months their income is tax-free, but
their disadvantage is that they are very
expensive because of the structuring costs
in the fees, and they are not very
transparent. As people become more
involved in hedge funds they are starting to
see that they have to pay for the structuring
of the certificates. This is persuading some
people to invest directly in the funds,
because they have lower costs.”

In addition, he says, institutional investors
have to consider have issuer risk, for example
if they place 50 per cent of their investment in
certificates from a single large issuer. But
neither that nor the structuring costs are likely
to make much difference in the retail market.
Says Noesen: “Certificates may not very
efficient and their charges may be high, but
they are an established product, and people
like them. Remember that Germans still had
savings books when the rest of the world had
long discarded them.” ■
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When the new legislation governing alternative
investment funds came into force in Germany
more than two years ago, HSBC’s Alternative
Fund Services (AFS) took a two-fold approach
to capitalise on the development of the
market. On one hand, in partnership with its
software provider, Advent Geneva, and with
advice from PricewaterhouseCoopers, AFS
launched a project to deliver tax transparency
to their clients to enable them to distribute
their funds in Germany.

At the same time, AFS set up a structure
that will enable it to service German domestic
hedge funds using INKA, the KAG of HSBC
Group, which is already one of the largest
administrators of traditional long-only funds,
and HSBC Trinkaus & Burkhardt as custodian
bank and prime broker, both located in
Düsseldorf. This dual approach to the German
market is starting to pay off as interest starts to
grow among international investment houses,
and as German institutional investors start to
exploit their new-found freedom to invest more
widely in alternatives.

The German market has been slower to
develop following the introduction of the new
investment legislation than was expected by
many of those involved, including legislators
and regulators. To a certain degree, the
expectations about the speed at which the
hedge fund sector would grow were
unrealistic because although the law itself
was very liberal, the tax transparency issue
was a huge one for the market.

In fact, it turned out to be a long process to
get the tax transparency service in place and
work was only finished on it in November
2005. Initially, that stopped a number of
potential entrants coming into the market,
temporarily at least. However, tax transparency
has been resolved as an issue now that AFS
and a couple of other providers can deliver it,
and soon others will be in the same position.

The tax transparency project is run out of
AFS’s New York office, in part because their
software provider is US-based, and the US
office was working together with Advent
Geneva to set up this functionality. In
addition, most of the funds that are seeking
tax transparency need it in order to be
eligible for investment by funds of hedge
funds, and many of the managers are based
in or around New York.

The business is centralised in New York,
but there has also been strong demand from
funds administered in Dublin as well as from
Luxembourg, Singapore and Hong Kong. For
the moment, some 25 funds have been made
tax transparent for the German market; they
are mostly Cayman-domiciled funds but
under the German rules they can be from
anywhere as long as they are tax-transparent.

Putting in place and gaining approval for
AFS’s structure to service domestic German
hedge funds has also been a lengthy
process, since there are numerous regulatory
conditions to fulfil, but INKA received approval
also in mid-December last year. When offering
hedge fund services INKA can use certain
administrative tasks for which specialist
expertise is available in Luxembourg, Dublin
or any other Alternative Fund Services
business within the HSBC Group.

So far demand has been slow from
German-domiciled hedge funds, but this is
likely to change if some of the large traditional
investment houses – with whom INKA is
currently enjoying considerable success on
the long-only side – start to add alternatives to
their offering, following an example already set
by leading international asset managers such
as Gartmore, New Star and Jupiter. In the
meantime HSBC Trinkaus & Burkhardt has
launched its own long/short product, although
it may look to Luxembourg for expertise with
more complex strategies in the future. ■
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Since the introduction of the 2004 German
Investment Act, there has been debate on the
potential growth of the local hedge fund
market, and on possible ‘local’ prime
brokerage solutions. However, as well as
domestic hedge funds, the legislation deals
also with another important area: the regulation
and distribution of ‘foreign’ (non-German)
hedge funds. Furthermore, the related
Investment Tax Act enables local investors to
obtain favourable tax treatment on investments
in foreign funds, including hedge funds.

It can be said that the new German
Investment Act and Investment Tax Act have
explicitly launched a German hedge funds
market, in two main ways:
■ By introducing the concept of German

hedge funds.
■ By enabling foreign hedge funds to access

the German market in an efficient way.
Much of the debate has focused on the first
topic, including local hedge funds’ structure,
their potential growth, and their appeal to
local investors. However, the second area
may well prove more important for this
market’s evolution.

In fact, to date few local hedge funds
have been set up. This can be attributed to
the higher set-up and running costs, greater
operational complexity and lesser flexibility of
German structures over offshore ones. In
addition, offshore solutions are well tested,
and accepted by most of the traditional
investors. Finally, a good pool of expertise
exists among service providers.

In this light, German structures are still at a
relative disadvantage versus offshore entities –
which is to be expected when a new,
untested solution is compared with a mature
one. However, on top of this, the level playing
field between German and foreign funds
introduced by the new regulations has further
slowed the uptake of German structures. In

particular, the regulations do not seem to give
German funds a clear advantage over foreign
funds in the important areas of fund marketing
and distribution, and investors’ tax treatment.

It may be worth noting that, as the extra
cost and complexity of a German structure is
less marked for listed and OTC derivatives-
based strategies, local vehicles have been
relatively more common for these – but they
do not require a prime broker.

Finally, the recent strength of the equity
market may also have contributed to
dampening the growth of the local hedge
fund market. In the past few years traditional
long-only funds may have attracted more
interest than hedge funds. However, if the
market volatility persists, as has been the
case recently, the interest in hedged
strategies may well increase.

Currently, apart from a few local
structures, quite a number of hedge fund
managers have targeted this market through
foreign vehicles. Even when a European
domicile is chosen, the choice often falls on
Ireland or Luxembourg, both regarded as
established hedge fund domiciles.

As a result, the new German hedge fund
market has not produced a clear trend in
prime brokerage model solutions. A multitude
of solutions have been adopted, from
German to offshore vehicles to EEA-
domiciled vehicles as well as German and
foreign managed account platforms.

I believe that the evolution of this market
will be investor-led. Since the launch of the
Investment Act, interest from local investors
in hedge fund products has been modest
compared with the German investment
market as a whole. Once this increases, I
am sure a clear trend will emerge among the
various structures available to tap into this
market, and a clearer ‘local’ prime brokerage
trend will become evident. ■

P R I M E  B R O K E R A G E
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Christian Benigni expects to see strong
growth in the German hedge funds business
this year and next, and he is well placed to
know. Benigni is a principal in the asset
allocation group at the UK fund management
group, GLG, which launched its first German-
domiciled hedge fund in November last year.

As one of Europe’s top three hedge fund
managers with assets under management of
approximately USD14 billion, GLG’s every
move is closely watched. Its decision to set
up a German hedge fund was widely seen
as a vote of confidence in the marketplace.

The growth potential is obvious to all. The
German funds market tops the EUR1.2 trillion
mark – with around 63 per cent of that in
Spezialfonds (corporate pension funds) and
the rest in mutual funds. The 2004

Investment Act made it practical to launch
German-registered hedge funds for the first
time. It also allowed insurance companies
and pension funds to invest an additional
five per cent of their assets in hedge funds,
creating a new EUR60bn market. Managers
with proven track records and a good
solution in the German market will be best
placed to take a large share of this new
business.

“Last year, a lot of potential investors were
interested, but didn’t want to be the ones
that made the first move,” Benigni says. “A lot
of mandates were given out for tax-
transparent, offshore funds of funds. Now we
believe the marketplace is becoming more
receptive to domestic single-strategy funds.”

His view is supported by Jörg Sittman,
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general manager and chief operating officer
in Citigroup’s German KAG
(Kapitalanlagegesellschaft) team. In 2004,
Citigroup became the first bank in Germany
to be licensed to set up a KAG with the
focus on servicing hedge funds. The
Citigroup entity is designed as a Master KAG
to service and administer both long-only and
hedge funds. Citigroup Investment
Deutschland has successfully launched
several single-strategy hedge funds on behalf
of third-party clients, GLG among them.

Two other asset management firms,
arsago and the Munich bank, Baader
Wertpapierhandelsbank, have also used
Citigroup’s Master KAG to launch single-
strategy hedge funds in the German market.
The arsago fund is a global macro fund,
while the Baader fund, Herald Europe-CI, is a
long/short fund, like the GLG fund. While the
latter is a Europe-wide fund, Herald Europe-
CI invests only in the eurozone with a heavy
emphasis on DAX and M-DAX stocks.

According to Baader chief executive Uto
Baader, one of the reasons for the slow
uptake of German hedge funds to date is
that international investors do not fully
understand the tax implications of the 2004
Act. “They think that if they want to invest
tax-free, they can only invest in offshore
funds,” he says. “But under the investment
law, German-registered hedge funds are also
now tax-free investments. They have a
European passport. International investors
can buy them on the same terms as German
investors, with no tax deduction at all.”

Says Sittmann: “Last year there was a lot

of noise surrounding hedge funds, but not a
lot of action. One reason was that insurance
companies needed time to build the risk-
control systems they must have in place
under the regulations before they can invest
in hedge funds. They also needed to gain an
understanding of the different strategies.
Now many are ready to make a move.”

While Herald Europe-CI is Baader’s first
hedge fund, GLG manages 17 different
hedge funds. It has been active in Germany
since 1997 when it first started selling long-
only funds, and for the past five or six years,
the firm has also sold index certificates on a
bespoke basis to a limited number of
investors.

Index certificates are a fund of funds
product structured as an index and sold as
fixed income paper to overcome the penal
levels of taxation otherwise levied on hedge
funds. Index certificates, however, are
expensive to structure, and a number of tax
and other issues surrounding them were
only resolved in the 2004 Act.

GLG has also been selling an existing
European long-short fund domiciled in the
Cayman Islands. But according to Benigni, a
German-registered fund is a lot more
marketable to investors like pension funds,
Versorgungswerke (privately-run pension
schemes for doctors, architects and other
professional bodies) and, above all,
insurance companies. The act allows
insurance companies to invest an additional
five per cent of their assets in hedge funds,
taking the maximum to 10 per cent, creating
an even bigger investment pool.

Launching a hedge fund can be a
complex business for inexperienced market
players. German-domiciled hedge funds can
only be launched and sold by a German
KAG, which acts in law as the regulated
asset manager but can delegate the
investment advisory and other functions.

The KAG administers the fund. It liaises
with the regulator, helps establish the
strategy and define the risk parameters for
value at risk, writes the prospectus, helps
with capital introduction, provides monthly
client reporting, issues annual tax certificates
and gets the fund audited. It also monitors
the positions to ensure the fund is being
managed within the risk limits laid down.

The legislation also requires that a German
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Depotbank be appointed to provide all the
necessary fiduciary services, including
custody (though it can appoint a sub-
custodian, which is usually the prime broker).
The Depotbank verifies and approves the net
asset value calculations and monitors the
fund for compliance with the rules of the fund.

Few non-German asset managers are
likely to go to the trouble of setting up their
own KAG. According to Benigni, GLG chose
Citigroup’s Master KAG for two reasons. He
says: “When we looked at the market, most
of the other KAGs were either set up to
support only in-house funds, were not ready,
or were geared to support funds of funds
rather than single-strategy hedge funds.

“Citigroup’s KAG was the only one with
the capabilities we needed, but we would
have gone with them anyway. They have the
institutional strength and were very
supportive in every single aspect of the
setting up of the business.”

Citigroup is also the only provider offering
a one-stop shop service – what amounts to
a turnkey solution – which Uto Baader says
was an important. “We wanted to be able to
deal with one company,” he says. “Citigroup
were very helpful in guiding us through the
process. Their reputation and status was
also important to us.” 

GLG, like Baader and arsago, uses not
only the Master KAG, but also Citigroup’s
Depotbank and its prime broker in London.
The Master KAG is also set up to operate in
tandem with third-party custodians and prime
brokers, and hence offers a scalable
solution. There is no conflict of interest as
Citigroup does not have its own asset
management business.

Reputation matters in a German
marketplace that remains wary. Says
Sittmann: “Not many foreign hedge fund
managers are well known in this market. It
helps if you can say that Citigroup has done
the due diligence. We have a proven record
in the funds market.

“Investors are happier with a recognised
name, one where there is less operating risk.
Also, Citigroup has a competitive solution: as
well as Germany, our fund administration
systems are also used in Ireland and
Luxembourg so we have economies of scale
here and a proven track record.”

The Master KAG structure itself offers

benefits. First, it eliminates the high
structuring fees paid by investors for index
certificates or other bespoke programmes.
Second, it delivers transparency of
administration, control and reporting. Benigni
says that demystifying the hedge fund
business is key. “When it comes to a black
box, German investors shy away,” he says.
To overcome this, the Master KAG at
Citigroup produces monthly reports in the
same format as long-only fund reports.

“Translating it all into German-style
reporting is important,” Benigni says. “Money
will only come from well-informed investors
who can read a detailed risk report.
Transparency is important. German look-alike
reports allow investors to ask the right
questions and in turn, helps us find better,
more stable investors. If we reduce
redemptions, we reduce our own investor
risk and get better returns.”

Benigni and Baader agree that the
challenge this year and next is to increase
the number of insurance companies
investing in hedge funds. “Many have had a
mixed experience in funds of funds and are
beginning to understand that funds of funds
managers have their work cut out to deliver
performance,” Benigni says.

Ironically, the recent break in the bull
market may have been a catalyst to prompt
renewed interest in hedge funds. “In nearly
all markets, long-only funds were enjoying
a good run, so people were not as eager
as they might have been to invest in hedge
funds,” Baader says. “Perhaps new thinking
will emerge following the fall in the
market.” ■
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