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Less stellar returns over the past couple of
years have done little to brake the
enthusiasm of European hedge fund
managers and their institutional investors,
with both the number of new fund launches
and the level of total fund assets run by
European managers setting new records in
the first half of 2006. And as the industry
grows in size, London’s grip as the
undisputed centre of the continent’s hedge
fund management industry continues to
tighten.

According to a survey by EuroHedge,
more than 170 new European hedge funds
were launched in the first six months of this
year, up from 150 in the same period a year
earlier. However, the total assets raised by
the new funds fell back to USD11.4bn from
USD13bn in the first half of 2005, when the
numbers were buoyed by five funds that
were launched with assets in excess of
USD1bn.

According to the survey, equity strategies

dominated the new European funds
launched this year. European long/short
equity was the largest category with 41 funds
raising USD2.2bn, followed by global equity
with 32 funds and USD1.6bn, Asian equity
with 12 funds and USD1.3bn and equity
market-neutral with five funds and USD 1.1bn.
Macro, event-driven, multi-strategy and fixed
income funds each raised more than
USD800m.

Total European industry assets reached
USD401bn at the end of June this year, an
increase of 44 per cent from the June 2005
total of USD280bn and of 23 per cent from
the total of $325bn at the beginning of 2006.
The asset growth came partly from the
impact of fund performance, but mostly as a
result of fresh capital inflows, especially from
private sector and local authority pension
funds.

But ‘European’ is something of a
misnomer. Nearly 80 per cent of all European
hedge fund assets are in fact managed by
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Demand continues to be strong for funds of
hedge funds because with more than 6,500
funds in the hedge fund universe, few
investors have the extensive resource
capabilities to research the market, let alone
the experience and expertise to determine
the optimum blend of strategies and
managers that will provide the best risk-
return profile. While basic due diligence on
long-only funds is possible from information
in the public domain, this is not an option
with less regulated hedge funds where
information is much more difficult to obtain.

Multi-strategy funds of hedge funds are
currently most popular among investors.
GAM’s flagship multi-strategy fund of funds,
GAM Diversity, has around 50 underlying
hedge funds and can cover all available
strategies across the hedge fund universe.
Manager David Smith and his team make
allocations by strategy, then by sub-strategy
and manager.

However, more sophisticated hedge fund
buyers such as private banks and family
offices are increasingly carrying out their
own research and due diligence and
devising their own investment processes.
These investors may buy more specialist
funds of hedge funds, such as arbitrage or
macro funds, often from different providers,
but still prefer a fund of funds approach that
diversifies the risks associated with single-
manager funds. As with a multi-strategy fund,
the performance of a single strategy fund of
hedge funds depends on blending managers
with different styles and approaches.

This kind of granularity is starting to justify
the prediction some years ago of Smith,
chief investment director of GAM’s fund of
hedge funds business, that in the future

funds of funds could become much narrower
in focus – for example, moving from
investing solely in Europe to specialising in
hedge funds investing in France. However,
this remains some way off, and for now
more than 80 per cent of demand at GAM is
for global or regional multi-strategy funds.

A continuing conundrum for the UK
investment sector is that since nearly all hedge
funds are domiciled offshore, and therefore fall
into the non-distributor fund category, there is
an active tax disincentive for investors in the
UK, who are required to pay income tax on
capital gains achieved by the fund.

To some extent this has been overcome
by the recent introduction of investment
trusts that invest in hedge funds. Since the
investment trust is a quoted security, capital
gains are taxed as such, rather than as
income. However, investment trusts face the
problem of liquidity. Investors may lose out
significantly if they buy at a premium to NAV,
when the fund is in strong demand, and sell
at a discount as other investors try to
liquidate their holdings.

With Barclays Capital, GAM has overcome
this problem by creating a ten-year note to
be listed on the London Stock Exchange that
tracks the performance of GAM Diversity’s
sterling class. Many issues associated with
close-ended company structures, such as a
lack of true liquidity and the additional equity
risk premium of the shares going to a
discount or premium to NAV, are countered
by the note. The value exactly matches that
of the GAM fund, and the note is available
for inclusion within SIPPs or SASSs, and at
present qualifies for an ISA. In addition,
liquidity is available daily rather than monthly
as with GAM Diversity. ■

G A M
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London-based managers, according to the
survey, up from 76 per cent in mid-2005. In
fact, according to the financial industry
promotional organisation International
Financial Services London, the UK’s
proportion of the continent’s hedge fund
assets probably rises to 90 per cent when
the European offices of US hedge funds are
included.

The increase in the share of London-
based managers reflects the fact that asset
growth has been fastest at the largest hedge
fund management groups, which are
overwhelmingly London-based. The top 25
European managers accounted for
USD180bn, or 44 per cent of overall industry
assets, at the end of June, and several of the
biggest groups have seen assets grow by
more than 50 per cent, and in some cases
more than 100 per cent, over the previous 12
months.

All of Europe’s top 10 managers ranked by
assets – Man Group/AHL, GLG, BlueCrest,
Brevan Howard, Lansdowne, Sloane
Robinson, The Children’s Investment Fund,
Cheyne, BlueBay and Marshall Wace – are
based in London, which accounted for
USD317.5bn, or 79.2 per cent of all European
hedge fund assets, and 856 funds out of
1,332, or 64 per cent. Next by asset volume
came French-based managers, who ran
USD20.6bn, or 5.1 of all European assets,
while Swiss managers’ 102 funds
represented assets of just USD8.6bn.

The growth in both funds and assets run
out of London is all the more striking
because across the hedge fund industry as
a whole, the number of fund launches has
fallen over the past year. Says Paul Watthey,
marketing director for Europe with leading
hedge fund IT systems provider Advent
Software: “The number of new start-ups has
fallen globally and was 50 per cent lower at
the end of June this year than at the same
time last year. But that seems to be down to
a trend among US funds – the European
marketplace is still very buoyant.”

In addition, London has also taken the
lead in the exchange-traded fund of hedge
funds sector, an area of the industry in
which it had been hitherto lagging. Following
the raising of more than USD1.9bn by funds
of hedge funds on the London Stock
Exchange in the first eight months of this

year, London boasted 22 listed funds of
funds with nearly USD4.8bn in assets,
compared with seven funds totalling
USD2.7bn for its nearest rival, Zurich.
Typically listed in Guernsey, these closed-
ended investment companies benefit from
the fact that they are not considered
collective investment schemes, so unlike with
open-ended offshore funds, UK investors are
liable to capital gains tax rather than income
tax on disposing of their shares.

European hedge fund assets also
continue to outpace the global trend, even
though Chicago-based Hedge Fund
Research reported that asset flows into
hedge funds set new records in both the
second and third quarters of this year, of
USD42.1bn and USD44.5bn respectively. HFR
estimates that total industry assets grew by
19 per cent in the year to June 30, to
USD1.225trn, less than half the rate for
European managers. This continues a trend
evident since 2003, according to EuroHedge,
with European head fund assets growing by
80 per cent between 2003 and 2005,
compared with 28 per cent for US managers.

Industry professionals see few signs of a
let-up given the continuing pressure on
pension fund managers and other
institutional investors to seek both higher
returns than those available from the
traditional equity markets and diversification
into less correlated asset classes. Says
Andrew Collins, a director of Fortis Prime
Fund Solutions: “Pension funds need to
produce greater returns than traditional asset
classes can deliver, and alternative assets

O V E R V I E W
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While in 2006 there has been a continuing
stream of new hedge fund set-ups, the
development of the industry this year has
also been characterised by the success of
existing funds in increasing their assets
through both new investment inflows and
performance. It’s too early to say whether
this is a lasting trend, but it certainly would
appear that the bar is being raised in relation
to capital raising and that gathering assets is
becoming more difficult for new managers,
given the wide choice of good opportunities
for potential investors. 

Of course, the ability of existing funds to
accommodate fresh investment varies widely
depending on their structure and strategy.
The capacity of certain esoteric single
manager strategies is limited by the
availability of investment opportunities, while
funds of funds may face constraints in highly
specialised areas such as asset-based
lending due to the number of managers
active in the area. However, more generic
strategies such as long/short equity continue
to be able to offer substantial capacity.

It would appear that the continuing inflow
of assets to funds managed by London’s
hedge fund community is being driven more
by institutions than by private investors, and
stems principally from the need of pension
funds and other institutional investors to
achieve greater returns than traditional asset
classes can deliver. 

However, the particular needs of this type
of investor appear to be having an impact on
the performance of hedge funds. Hedge fund
performance, it seems, is currently
characterised by both lower returns and
lower volatility – which is the risk-reward
profile favoured by institutional investors.
Their lower tolerance of volatility could be

the reason that managers’ returns are not as
high as in the past.

The flow of institutional money is having
other effects on the hedge fund industry in
London. Demand is growing from investors
for greater transparency as well as increased
professionalism with respect to middle and
especially back-office capabilities and
functions. This focus on operational issues is
being led by the European industry because
it has been shaped by the outsourced
administration model, in contrast to the
United States where self-administration
remains fairly common.

While it is partly the quality of its
investment managers that has made London
a centre of excellence for the hedge fund
industry, its other industry-leading
characteristic is the high quality of the
outsourcing available for back office
functions. The typical model of a Cayman-
domiciled fund with an Irish listing and
independent administrator, and an
investment manager regulated by the FSA,
seems to offer an appropriate level of
regulation and comfort for many investors.

The greater robustness of the European
model may be one reason why the hedge
fund industry here has tended to suffer fewer
fund scandals and blow-ups than in North
America. Indeed, its success is reflected in
an increasing trend within the US industry
toward third-party administration. European
investors wouldn’t for a second tolerate a
self-administered fund, which doesn’t fit
within the model of what is considered
acceptable, and the evidence suggests that
the level of regulation of UK-managed funds
is doing its job of protecting the investor
without throttling the industry with excessive
caution. ■

F O R T I S
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are the most obvious way to achieve this.
Institutional and pension fund inflows will
continue to drive the hedge funds industry.”

Martin Harrison, the UK head of mutual
funds at GAM, notes that institutional
investment remains patchy and that many
investors will have to increase their allocation
substantially in order to benefit from
diversification effects. “A lot has been said
about the average institutional investment in
hedge funds still being tiny at about three
per cent,” he says. “In reality this is made up
of some institutions that have 15 per cent
and others who have none. Hedge funds will
only have a significant impact in reducing
volatility if you have got a decent weighting.”

But old habits die hard in the pension
industry and to some observers the pace of
its switch to alternative assets remains
glacial. Says Joe Seet, senior partner with
compliance accountants Sigma Partnership:
“So much is entrenched in pension practice,
tax rules and suchlike, that a significant shift
of UK pension assets into hedge funds will
take a few more years. Even Hermes, which
said it would put 10 per cent of its enormous
pool of assets into hedge funds, hasn’t
achieved it, because its pension fund clients
fail to act on its advice. Hermes can only
execute if it has a mandate to do so.
Pension funds may be looking at hedge
funds but actual investment is still
minuscule.”

Institutions such as pension funds and
insurance companies have been among the
investors driving interest in so-called portable
alpha strategies, although GAM’s product
development director, Nora O’Mahony,
argues that they also have applications for
individual investors. The fund of funds
manager combines an alpha generator such
as its flagship multi-strategy GAM Diversity
fund with the returns of an index like the
S&P 500, delivering the beta of a highly
efficient market where it’s very difficult to
beat the index.

“We put the two together to give an
improved risk-return trade-off compared with
investing directly in the traditional markets,”
O’Mahony says. “We invest 100 per cent of
the client’s assets in GAM Diversity and
enter into a swap that provides the return of
the S&P 500, paying the counterparty a
LIBOR-plus spread. GAM Diversity has a very

high correlation to LIBOR-based returns,
which is a very important component of any
portable alpha structure. It’s a natural play
for pension funds that are buyers through
indexes of the S&P 500, the FTSE 100 or
other official markets to which they feel they
need exposure, by offering a structure that
can enhance their returns.”

She adds: “There’s been talk about
portable alpha for a long time, but only more
recently has the swaps market developed
enough to provide the kind of liquidity
required to offer portable alpha in smaller
sizes. At the same time, investment banks
are more comfortable with the credit risk
they’re taking on the hedge funds. Until
recently that wasn’t something they were
willing to do, but they’re now happy dealing
with funds that have long track records and
very significant assets.”

O’Mahony also notes that the use of Self-
Invested Personal Pensions is set to grow
markedly following the reform of pension
taxation earlier this year and that listed funds
of hedge funds in particular are likely to be
prime beneficiaries of the relaxed investment
restrictions applicable to SIPPs. She says:
“Simplification of the pension rules and the
relaxation of restrictions, combined with a fall
in cost and a massive increase in supply,
have made SIPPs the preferred pension
wrapper. Because SIPPs are tax-exempt,
investors don’t have to worry about offshore
versus onshore funds, so they have much
greater freedom. In this environment, hedge
funds are set to become a natural part of
any pension.”

Another important development that could
also potentially boost inflows for London-
based managers is the stated intention of
the Financial Services Authority to ease
restrictions on retail access to funds of
hedge funds next year. Given that investors
can already buy products such as listed
funds of hedge funds, structured hedge fund
index products and Ucits III absolute return
funds, the regulator reasons that it makes
sense to permit the retail marketing of
onshore funds of hedge funds under the
protection of the authorised funds regime.

The FSA plans to consult the industry on
its proposals but says that authorised funds
of hedge funds would be subject to
structural and operational safeguards such

O V E R V I E W
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Times are changing for hedge fund
managers. The greater focus on regulation in
the industry is forcing funds to think more
about transparency and audit trails, and in
turn to examine the capabilities of their IT
infrastructure. At the same time, the growth
in the number of new funds entering the
market is creating a highly competitive
landscape, which obliges managers to focus
on the actual return of their funds.

Finding new ways to generate that return
may involve different types of financial
instrument and more complex strategies,
posing a further challenge to the managers’
IT infrastructure. Meanwhile, funds may need
to ensure that their IT systems are capable
of dealing with more complex operational
requirements, such as dealing with a range
of prime brokers rather than just one.

The need for effective operational controls
and risk management systems has been
thrown into stark relief by a handful of recent
high-profile setbacks for hedge funds. In
particular, the spectacular losses incurred by
Amaranth Advisers has turned the spotlight
on the organisation of hedge fund managers
and their investment processes, risk
management systems, and ability to monitor
positions through real-time data.

The increasing flow of institutional money
into hedge funds is adding a further source
of pressure on managers to ensure that their
technological infrastructure is capable both
of handling larger investment flows and of
standing up to the due diligence
examinations that these more demanding
investors insist on.

Funds are also facing new requirements
in terms of the level of transparency required
by investors and the depth and frequency of
reporting. Traditionally, funds have been used
to reporting what they wanted when they
wanted, but they must now adapt if they

want to attract big pension funds and other
institutions, which need evidence of a solid
operational infrastructure to be sure that their
investment will not be a step in the dark.
Meanwhile, funds of hedge funds are facing
their own challenges as they adapt to a new
willingness by regulators in Europe to
contemplate direct investment in alternatives
by retail clients.

With more than 500 hedge fund manager
clients globally, including around 20 in the
Europe, Middle East and Africa region of
which some 15 are based in London, Advent
Software is in the frontline of changes in the
industry as managers respond to these
challenges. Managers increasingly require
systems that enable them to access data in
real time, track transactions from front to
back office, and provide an audit trail and
evidence of best execution.

Traditionally many smaller funds have relied
on spreadsheet-based systems or other more
basic products geared to the requirements
and pockets of start-ups. If these funds thrive
and grow, however, they may find that their IT
systems cannot keep pace with the new
levels of complexity and volume required by
their development, and that in order to remain
competitive in the market and attractive to
new investors they need to take a step up to
a more sophisticated and flexible
technological infrastructure.

Demand for software providers such as
Advent is being driven by various factors
including greater transaction volumes,
increased requirements from institutional
investors or the need for multiple prime
broker support. But in a ruthlessly
competitive marketplace, all managers are
starkly aware that they need the right tools
to generate the returns their investors require
while avoiding the pitfalls of inadequate risk
management. ■
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as the requirement for an independent
depositary. In addition, the range of
underlying hedge funds in which fund of
funds managers can invest will be
constrained by liquidity criteria in order to
enhance investor protection.

Says Harrison: “The FSA is actively
looking now at regulating the retail
distribution of funds of hedge funds, which
would be very positive. Hedge funds may
historically have been seen as products for
the wealthy investor, shrouded in mystery
and with an image of high risk and volatility,
but this is not what 95 per cent of the hedge
fund industry is about. These investments
are becoming more mainstream anyway
because under Ucits III, long-only managers
are allowed to do more in their portfolios to
hedge out risk.”

Unlike other parts of the UK financial
services industry, and in contrast with their
counterparts in some other jurisdictions,
London’s hedge fund professionals are
broadly content with the regulator’s approach
to the industry. For example, Seet describes
Hector Sants, the FSA’s managing director
for wholesale and institutional markets, as “a
very reasonable guy” and applauds his
emphasis on principles-based regulation.

Says Seet: “Unlike many compliance
consultants who will go in and check tickets,
we think it is a waste of time and the FSA
has said it’s a waste of time. Our whole
attitude toward compliance is principles-

based. If people want to break rules, you
can only stop it by being sensitive to the
pattern of their revenue and of their risk.
That’s what the FSA is focusing on through
the risk assessment programme it is now
rolling out, with the top 30 hedge fund
managers being relationship-managed.”

Some London-based managers have at
least seen the shadow of double regulation
lifted following the court defeat of the
Securities and Exchange Commission’s rule
requiring investment advisers to funds with
more than 14 US-resident investors to
register with the SEC and submit to
inspections, even if they were based outside
the United States and, in the case of
London-based managers, already regulated
by the FSA.

For some the relief is palpable, says Gray
Smith, head of the London office of leading
offshore law firm Ogier. “A lot of people in
the US hedge fund industry were quite
surprised that the regulation was passed in
the first place. A number of UK-based
managers found the process [of SEC
regulation] painful and tortuous. They would
say, ‘If the FSA is happy with me, why
should I have to be inspected by someone
else?’

“Others simply decided they would not
market their funds in the United States or
closed the funds off to US investors to get
out of the registration requirement. Now
there’s a sigh of relief and while not many
managers may have deregistered yet, I think
they will at some point.

“The point is that regulators have to be
able to trust each other. In any case, the
FSA is probably better resourced to
supervise someone in the industry than the
SEC.”

Perhaps most importantly, there is a large
degree of confidence across the industry
that the UK authorities understand the
industry or at least appreciate its importance
to the country’s economy. Seet cites a recent
meeting involving representatives of the FSA,
HMRC and the Treasury in which the officials
candidly acknowledged the importance of
hedge funds to the City and the fact that
hedge funds were there to stay. “It’s very
evident that the government recognises this,
even if it would like to get more tax from
hedge fund people,” he says. ■
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The Cayman Islands fund with a London-
based manager remains the standard model
for Europe’s hedge fund industry. And while
both Cayman and London can expect to face
greater competition in the coming years, as a
growing clutch of rival jurisdictions look to
boost their position as a domicile for funds,
an attractive environment for managers or
both, there’s no sign that either centre is set
to lose their dominance any time soon.

Cayman has long been the market leader
for hedge fund domiciliation and continues to
resist the challenge of other jurisdictions
seeking to emulate its delicate balance of
regulation and flexibility. For more than a
decade, the islands’ Mutual Fund Law has
provided the vehicle of choice for managers,
subject only to the occasional adjustment
and without any need to create specialised
legislation geared to funds for sophisticated
investors.

The regulation of funds in Cayman is
based on the principle of disclosure of any
information that is material to the investor,
rather than a complicated checklist of detailed
requirements that imposes a more intrusive
regulatory model. The disclosure principle
enshrined in the Mutual Funds Law leaves
investors with similar levels of protection and
similar remedies as would be available in
other jurisdictions. This is complemented by
the assurance provided by a UK-regulated
investment manager, in many cases listing on
a stock exchange in Dublin or the Channel
Islands, and by a third-party administrator
subject to its home-territory regulation.

Dublin, and to a lesser extent the Channel
Islands and Luxembourg, are the main
centres for third-party administration of
Cayman funds managed out of London.
Jersey and Guernsey have had one or two
successes in attracting investment managers
to establish a physical presence in the
islands, and we are starting to see hedge

funds managed in other parts of Europe
including Russia, Switzerland and the
Benelux countries. But London remains the
centre of choice for the vast majority of
European managers.

To a degree the pattern of hedge fund
activity reflects the confidence of investors in
a tried and tested model. Managers setting
out to raise capital don’t have to justify a
domicile in Cayman, administration in Dublin
and investment management in London’s
West End. They can concentrate on talking
to investors about their fund’s strategy and
investment policy rather than why they chose
to domicile it in the Cook Islands and
manage it from Egypt.

Still, a group like Ogier can help its clients
to establish hedge funds in whatever
domicile they prefer – especially following its
recent merger with the leading British Virgin
Islands firm of WSmiths. The BVI has
reinvented itself successfully in recent years
by moving upmarket, and is today the
second-ranking offshore hedge fund domicile,
with strong interest from US managers.

While most London managers continue to
prefer Cayman, the range of alternatives
includes Jersey and Guernsey, in the same
time zone as London and only an hour’s
flight away. As well as providing a domicile
for hedge funds, Guernsey and Jersey are
important centres for private equity business,
and Jersey for real estate funds.

Ogier, which established itself in Cayman
through an earlier merger with leading hedge
funds practice Boxalls, has consolidated its
place in the “magic circle” of law firms that
offer services in most of the main offshore
jurisdictions. With all its offices enjoying a
sizeable presence in their respective
markets, more than 500 employees
worldwide and a global reach stretching from
Hong Kong to Montevideo, the group has
critical mass in the marketplace. ■

O G I E R

LONDON Hedgeweek Special Report Dec 2006 www.hedgeweek.com | 14

The Cayman-London
axis flourishes

By Gray Smith

Gray Smith is managing
partner of Ogier LLP in London



London has many qualities that have lured
the cream of Europe’s hedge fund managers
to set up their headquarters in and around
the West End: a tax regime that meets with
widespread acceptance if not necessary
unanimous approval, a regulator generally
credited with striking the right balance
between flexibility and oversight, and the
presence close at hand of a broad range of
high net worth and institutional investors.
That’s before one gets down to the
intangible yet important factors wrapped up
in the concept of ‘lifestyle’.

But probably more important than any of
these factors is London’s remarkable pool of
talent, drawn from all over the world and
found not only in the city’s hedge fund
management firms but across the array of

service providers that make it possible for
managers to flourish, from domestic and
offshore law firms, auditors and tax advisers
to IT specialists, business consultants and
prime brokers.

This blend of talent and experience owes
much to the internationalisation of the City of
London 20 years ago following the financial
services liberalisation process dubbed ‘Big
Bang’. It not only confirmed London’s
position as the leading European financial
centre but, through the swallowing up of UK
merchant banks by foreign rivals, created a
powerhouse of investment banking activity
that in recent years has spun off a wave of
new hedge fund managers.

To the chagrin of other European cities
that would like to challenge London’s
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Bear Stearns has long recognised the
challenges for prime brokers as the hedge
fund industry grows in size, diversity and
complexity. One of the features that make our
firm unique in the sector is that our prime
brokerage business is proportionately much
larger relative to the rest of the organisation
compared with most of our competitors. This
has enabled Bear Stearns to build a range of
capabilities and expertise focused on the
hedge fund community and to respond by
creating new products and services as hedge
funds diversify into new markets.

The relationship between hedge funds
and prime brokers continues to evolve. For
example, there has been a trend in recent
years among bigger managers to develop
more than one prime brokerage relationship,
in some cases expanding their panel of
prime brokers to numbers that became
difficult to manage.

Many hedge funds now have settled on
relationships with two or three prime brokers
after finding that having numerous prime
brokers added to the complexity of their
business. This rationalisation has contributed
to the intensified competition in the market.
As hedge funds reduce the number of
counterparties they use, prime brokers need
to prove themselves worthy of making the
short list.

In the European market, investors are
increasingly attracted toward larger hedge
funds and a more institutional type of
manager. Start-up managers must scale higher
hurdles as institutional investors demand solid
operational platforms and compliance
procedures, reputable service providers, sound
business policies and procedures, and
experienced front, middle and back office staff
- all the trappings of a well-run business.

When we launched our business consulting
group over three years ago, we built the

model based on the needs of the start-up
manager. Today, more than half of our
consulting group’s engagements are with
global, multi-billion-dollar funds seeking
assistance in building out their infrastructure in
order to establish and maintain best practices. 

In turn, more institutional type managers
expect prime brokers to provide a broad
platform of capabilities and support a diverse
range of investment strategies. Bear Stearns
offers an integrated fixed income, equities and
derivatives trading platform to suit more
sophisticated hedge funds, and has devised
services for derivatives such as our
DerivClear platform for margin management
with multiple counterparties. Prime brokerage,
structured products and equities were recently
brought together to form a new Global
Equities group at Bear Stearns, reflecting the
integrated nature of hedge funds’ relationships
across multiple product areas.

In some ways, the increasing demands of
institutional investors are overshadowing the
role of regulators. For example, despite the
withdrawal of the SEC registration
requirement for hedge fund managers
following a successful court challenge,
investor demand continues to drive the
standards of professionalism and mature
infrastructure expected of hedge funds.

Funds using multiple prime brokers and
spreading their borrowing across different
lenders has made it more difficult to assess
whether the leverage being utilised poses
systemic risks to the financial markets. Bear
Stearns has made monitoring of such risks
central to our prime broker business. The
success of this approach speaks for itself –
no defaults in the sector for nearly 20 years.
The close attention paid by all prime brokers
to the amount of leverage extended to their
clients represents a strong safeguard for the
financial system as a whole. ■
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dominance, it is a magnet for many of the
continent’s best and brightest – who in turn
are eagerly sought after for skills that may
not be so readily available at home. Exclaims
Joe Seet, senior partner with compliance
consultants and business advisers Sigma
Partnership: “Look how many French hedge
fund managers are in London! Every hedge
fund manager wants French employees,
because the French education system
focuses on maths and science, abilities that
are greatly in demand in London.

He adds: “London is now the second
biggest hedge fund centre in the world and
will always be a strong place in which to do
business because it is a melting pot for
talented people. This came about during the
investment banking bull market, when they
were bringing in people to London from all
over the world. The diversity of talent is
incredible. For example, West Coast law
firms may have Chinese-speaking lawyers,
but you find them in London, too. And I was
recently speaking to a law firm that has a
branch in Montevideo, Uruguay.”

London’s domination of the European
market is not just solid but increasing. “It
now accounts for 79 per cent of European
assets, up from about 70 per cent two years
ago,” says Andrew Collins, a director at
Fortis Prime Fund Solutions. What makes the
industry’s momentum seem unstoppable for
the foreseeable future is its critical mass in
terms of infrastructure, something none of its
rivals can match. Adds Collins: “The support
network for the hedge fund industry includes
the best law firms in the world, and tax
advisers are very strong.”

Gray Smith, managing partner at the
London office of leading offshore law firm
Ogiers – which acquired that Montevideo
office through its merger in October with
British Virgin Islands-based WSmiths – notes:
“There are very good onshore law firms with
a great deal of expertise, and the main prime
brokers are in London. It’s just geared up for
the hedge fund business.”

It helps that even before the hedge fund
boom began in earnest in the late 1990s,
London was already a major centre for the
traditional asset management industry,
according to Paul Watthey, marketing director
for Europe, the Middle East and Africa at
Advent Software, a leading supplier of
sophisticated IT systems for the financial
services industry. “There’s a good pool of
expertise in terms of staff that understand
the investment management industry,” he
says. “There’s a favourable regulatory
environment, a lot of clients are here, so
there’s close proximity to the market, and the
hedge fund ecosystem of lawyers,
accountants, prime brokers and fund
administrators is in plentiful supply.”

For prime brokers, the all-round strength
of the financial sector made London a logical
choice for expansion out of the industry’s US
East Coast heartland. Says Lou Lebedin,
senior managing director and co-head of
prime brokerage services with Bear Stearns
in New York: “All the large financial
institutions recognised a long time ago that
this was where the infrastructure was in
place to build out the alternative investment
market. We have a vertically integrated
capability for prime brokerage as well as our
trading of fixed income, equity and derivative
products.”

The London Stock Exchange and its junior
AIM market, a listing platform of choice for
closed-ended investment vehicles, are part of
that infrastructure, but one of the key
strengths of London is that its financial market
is global rather than primarily domestic in
outlook. Says Seet: “You can trade
internationally, across all markets, aside from
direct access to the LSE and other European
stock exchanges. You can physically trade
any market in the world from London,
something you can’t do from Paris, or from
New York without using local brokers.”

The industry is also attracted by the
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The explosive growth of the hedge fund
industry over the past few years has
prompted many investment professionals,
including long-only fund managers, analysts
and proprietary traders at investment banks,
to consider setting up their own hedge fund
management firms. 

However, the key factors that will
determine whether a manager succeeds or
fails are often less about their professional
skills in picking investments or predicting
market movements than their ability to build,
manage and develop operational capabilities
in a sustainable business. These are key
factors that can give investors the
confidence to invest in a fund.

Sigma Partnership is a firm of compliance
accountants whose partners have extensive
professional experience with investment
banks and investment firms. We do much
more than just providing FSA compliance
and accounting services; we evaluate the
entirety of our client’s business, including the
investment objectives and processes of the
fund, as well as corporate governance for
both the fund and management companies.
We also offer appropriate and pragmatic
compliance, tax and accounting advice to
ensure the client’s business has solid
foundations, the fund’s strategy meets
investors’ expectations, and it can secure at
least $50m in assets within, say, two years.

The first two years of a business,
especially for investment bankers branching
out on their own, is like the same period in
the life of a child who needs to learn how to
walk and feed itself. No matter how talented
the principals of the new firm and how acute
their investment abilities, running a new
business presents new challenges of which
they may not be fully cognisant.

Sigma Partnership helps new and
established managers, particularly inbound

broker-dealers and managers from the US,
continental Europe and Asia, by assisting
them with the advice they receive from experts
such as tax advisers and lawyers. A common
problem is that much professional advice is
predicated on success, such as minimising
tax liabilities on incentive fees, when the
likelihood of generating substantial incentive
fees in the first two years is usually remote. 

During this time, the key issues are
business stability, building risk management
processes, actively managing cash flow, and
the tax-efficient accounting of any losses
between the principals. For example, a firm
into which four partners have each
contributed £250,000 might well lose £1m over
the first couple of years; discussions can be
difficult if the principals have not fully thought
through how the loss is to be shared.

Our discussions with prospective hedge
fund managers also cover the likely level of
interest from potential investors and
comparison of the fund’s projected
investment performance with its future peer
group. We advise on compliance and tax
issues, different types of fee structure,
corporate structures and fund domicile and,
if requested, can recommend service
providers such as fund lawyers, auditors,
prime brokers and administrators.

It may be only after several meetings that
Sigma Partnership is formally appointed to
prepare the hedge fund manager’s
FSMA2000 Part IV authorisation application
to the FSA, finalising the firm’s business
plan, financial forecasts, regulatory capital
and funding requirements, advising on MiFID
and other relevant regulatory requirements
and perhaps also to advise on fund
presentation and cross-border marketing.
Only if all these issues are successfully
resolved can the principals focus fully on
their core business of managing money. ■
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English legal system. “From an institutional
point of view London is a good place to do
business because its legal system is
supportive,” he adds. “English law is flexible
rather than prescriptive, unlike US or French
law. Companies will always want to be
domiciled here because the legal system is
fair from a contractual and torts point of
view. The corporate governance rules also
appeal to US companies which don’t want to
have to deal with Sarbanes-Oxley.”

Nor is the regulation of investment
managers by the Financial Services Authority
a deterrent, despite its willingness to take on
high-profile managers with enforcement
actions, as demonstrated by the recent case
against GLG Partners and Philippe Jabre, and
the regulator’s new focus on enhanced
supervision of so-called “high impact” fund
managers through a relationship
management approach.

Says Smith: “It may be easy to set up an
investment management company in Geneva,
where you certainly don’t have anything like
the FSA’s regulation. But most people in the
industry quite like the idea of the investment
manager being FSA-regulated – and I know
investors do. London management of a
Cayman fund is a good balance. Cayman
has light regulation that allows managers to
invest in anything they want to, provided they
inform their investors, but on a day-to-day
basis they’re covered by the FSA.”

In any case, Collins argues, institutional
investors are more than ever in a position to
demand that hedge funds set up effective
compliance procedures covering problem
areas such as conflicts of interest and
insider information quite independently of the
regulatory regime. “The larger hedge fund
managers like GLG – notwithstanding the
recent FSA disciplinary case – are very much
driven by the institutional requirement for
protective mechanisms such Chinese walls
and focus on operational practices,” he says.

“As the hedge fund industry matures, it
will look more like the mutual fund industry
in terms of the requirement for robust
operations and giving investors confidence
that they are investing in very robust
products.” These developments make it
unlikely that London will be undercut by any
other centres on the basis of regulatory
arbitrage.

Says Smith: “One of the basic things is
lifestyle – the fact that people want to be in
London. A lot of managers came from big
London investment houses, and when they
do their own thing, they’re to remain living
and working in London. In addition, a lot of
start-ups are still raising money, so they want
to be on the ground where they can easily
see who their investors are.”

To some extent the industry may start to
see more fragmentation as a result of a
greater regional focus; some argue it can be
easier to run a fund investing in markets
where local knowledge and contacts are
particularly important, such as Eastern
Europe or the former Soviet Union, from
Prague or Moscow than London. Says Smith:
“There are an increasing number of hedge
funds in the wider sense from other parts of
the world such as the Middle East, Russia
and Switzerland, even the Benelux
countries.” But Mats Berggren, Advent’s sales
manager for the EMEA region, notes that
most funds investing in Eastern Europe are
based in London and open satellite offices in
the target countries they are investing in.

Nor do industry members see a serious
threat from the efforts of a number of
offshore centres, notably the Channel Islands
and the Isle of Man, to lure hedge fund
managers with a package of tax incentives.
Jersey has already had some success with
individual managers moving their families
and businesses to the island, and the Isle of
Man is highlighting a cap of £100,000 for any
individual’s personal income tax liability. Even
the Cayman Islands now have at least one
hedge fund manager and others are
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rumoured to be showing interest in a move.
But Collins says: “Most UK managers are

quite happy in London, and I can’t see a
compelling reason for most of them to move
to an Isle of Man-type jurisdiction. It’s a
matter of personal choice, but most
managers would want to be at the centre of
the market – the research ideas generated by
the investment banks, the support, the
networks are here, and it would seem
sensible to run the money from here as well.”

Seet argues that despite their obvious
attractions, the Crown Dependencies are not
a panacea for a hedge fund business. “There
are extra costs, because both Jersey and
Guernsey have two-tier property markets
which makes housing expensive for incomers,
and while tax might be lower, there is a
smaller talent pool so employee costs will go
up,” he says. “And while the Isle of Man
Treasury Minister Allan Bell may be able to
say the maximum tax you will pay is £100,000,
what he can’t do is change the climate.”

At present most people in the hedge fund
industry regard the tax arrangements
governing the business as satisfactory. “The
investment manager exception is an
acceptable way forward from the tax point of
view,” Smith says, referring to the guidelines
that investment managers must satisfy,
notably to demonstrate an arm’s length
relationship with the offshore funds they
advise, in order to ensure that funds’ profit is
not taxable in the UK.

But that could be under threat, according
to John Neighbour, a tax partner with KPMG
who previously was in charge of a review of
the investment manager exception tests for
HM Revenue and Customs, following the
publication of proposed changes to the
guidelines. He says: “Assuming these new
draft guidelines are adopted, investment
managers, particularly in alternatives such as
hedge funds, will need to review their
arrangements as a matter of extreme
urgency to ensure that the funds for which
they act maintain their tax-free status.”

Neighbour says that significant changes
are proposed to two tests, regarding
‘customary remuneration’ and
‘independence’. HMRC proposes to use the
concept of arm’s length pricing, as defined
by the OECD Transfer Pricing Guidelines, to
determine whether the remuneration received

by the manager is not less than is customary
for that class of business. This clarifies the
test, he says, but makes it more onerous
than in the past because the burden of proof
as to whether the payments are appropriate
or not will effectively shift from the tax
authorities to the manager.

By contrast, he says, the proposed
changes to the remuneration test introduce
greater uncertainty. Whereas the existing
guidelines set out a list of circumstances
under which HMRC regards manager and
fund as independent of each other, the new
guidance says no single factor will be
treated as decisive and that the list simply
illustrates what may be significant.

While Neighbour expects managers to
adapt their arrangements with the funds they
manage in order both to keep their UK base
and keep the funds out of the UK tax net, he
says: “There is a perception that some fund
managers have played a little fast and loose,
and HMRC is tightening up the rules in
response. Everyone in the industry will need
to pay attention to these proposed changes
and, at the very least, review their
procedures.”

Seet argues that hedge fund managers
already “pay their way” as far as the UK tax
authorities are concerned and that few push
the boundaries too far, but he says: “The
biggest issue for hedge fund managers is
taxation. Although our clients don’t give the
impression that they are ready to relocate to
other countries, although they might change
the pattern in which they do business, there
is a natural level at which any of us thinks
enough is enough with regard to taxation.

“At the moment UK taxation is running at
about 52 per cent including national
insurance. If the threshold reached 65 per
cent, a lot of people would question the point
of working eight hours a day, when so much
of it was going to the government. That’s
when people would reassess, but it can’t be
an instantaneous or an easy decision when
you have a family, children in school, friends
and parents to consider. One hedge fund
manager who was contemplating a move to
Monaco took a year to make the decision
and sort out issues such as schooling and
how he would continue to see his family. It’s
not a case of saying: ‘I want to pay less tax,
so I’m getting on a plane now.’” ■
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The United Kingdom has missed out as a
domicile for European long-only funds to the
benefit of Luxembourg and Ireland because
of a burdensome and over-complex tax
system, according to a report commissioned
by the Investment Management Association.
However, say the report’s authors at KPMG,
it’s not yet too late for the UK to become a
significant domicile for alternative investment
products including hedge funds, property
funds and absolute return funds using a
UCITS structure.

According to IMA chief executive Richard
Saunders and Jane McCormick, head of tax
and financial services at KPMG, while the UK
is demonstrably a vibrant investment
management centre and by far the leading
European location for hedge fund managers,
during the decade to the end of 2005
Luxembourg and Ireland saw domiciled fund
assets grow six and 31 times respectively,
while the assets of UK funds grew only
threefold.

In addition, the report found, since
legislative changes in July 2004 lifted tax
penalties on some offshore funds,
Luxembourg and Irish funds authorised for
distribution throughout the European Union
have started to make inroads into the UK
domestic market, which previously had been
largely restricted to locally domiciled funds,

rising from one to 21 per cent of total sales.
However, only a handful of asset managers
have sought to distribute UK funds in other
European markets.

The UK-based asset managers and
administrators surveyed by KPMG, which
together account for around 60 per cent of
UK authorised funds, mostly attribute this
apparent lack of competitiveness to an
unfavourable and over-complex tax regime.
The report quotes one participant as saying:
“We’re not yet at the tipping point, but the
tipping point will be with us within the next
five years – UK investors are no longer
suspicious of offshore funds.” However, the
report’s authors argue changes can still be
made in time to secure a significant share of
the domicile market for both traditional and
alternative funds.

“While there exists significant opportunity
to build on current market strength, through
selling UK-domiciled funds into the EU and
positioning the UK as an attractive fund
domicile for alternative asset funds, this will
not happen without a proportionate tax
regime,” the report says. “The desired
outcome for the industry is a simpler tax
regime able to compete directly with Ireland
and Luxembourg, backed by supportive and
constructive tax and regulatory authorities.”

Not everyone believes that the UK need
aspire to be a domicile for funds, whether
traditional or alternative. Says Andrew
Collins, a director at Fortis Prime Fund
Solutions: “I don’t see the UK wanting to be
a domicile for funds. It is a centre of
excellence for fund management, whereas
Luxembourg and Dublin are centres of
excellence for the domiciling and servicing of
offshore fund vehicles. London doesn’t want
to be a Cayman and can’t be, from a
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taxation point of view, a domicile for these
types of vehicles. What people want to do in
London is run the money.”

The authors of the report say a
combination of actual tax differences and
perceptions is currently deterring investment
managers from using the UK as a domicile
for alternative fund products including hedge,
property and absolute return funds. They
regard the tax authorities more as an
obstacle than a supporter of industry
development and growth, in contrast to the
tax and regulatory authorities in other fund
centres, who are often considered more
supportive by facilitating new developments
and innovations.

The report says: “Administration functions
for funds tend to follow domicile, primarily for
practical operational reasons, but also due in
part to regulatory requirements. Funds that
are managed in the UK but domiciled
overseas therefore result in a loss to the UK
of the economic benefits arising from
administration, employment and other indirect
services (for example, provision of tax, legal,
and accountancy services). This weakens
both the UK investment management industry
and the wider UK economy.”

The respondents to the KPMG survey cite
a broad range of tax measures and other
factors that make the UK less attractive than
either Luxembourg or Dublin as a domicile
for alternative funds – let alone other
offshore jurisdictions such as the Cayman
and British Virgin Islands.

These include uncertainty over the tax
treatment of derivatives used in structured
products; the decision of HM Revenue and
Customs to directly tax investors who hold
more than 10 per cent of a professional
investor fund; and the risk that UK property
funds could be subject to corporation tax at
fund level.

Respondents also cited the taxation of
total return – both income and capital gains
– imposed on UK-based funds that are
regarded as trading as opposed to carrying
out investment, which can result in investors
suffering more than one level of tax charge.
Since the distinction between trading and
investment is assessed on a transaction-by-
transaction basis, managers simply opt for
jurisdictions where this concern does not
arise because funds have tax-exempt status.

The report notes that the need to separate
income and capital under the UK funds tax
regime also increases the complexity of
administration, a factor that is “growing in
significance as the industry moves into more
alternative and complex products”. According
to one fund administrator, every UK fund
requires 0.66 administrators, compared with
0.42 administrators for every Luxembourg
fund and 0.27 for every Irish fund.

While the report’s authors do not believe
the dominant position of Luxembourg and
Ireland in long-only funds can be reversed,
they note that although preferred EU
domiciles exist for alternative investment
products, there is as yet no clear European
domicile of choice. There is still time for the
UK to establish itself as a viable fund
domicile centre, particularly by leveraging
existing expertise and strength in core
investment management and related
activities for more complex products.

Says the report: “The Financial Services
Authority will consult on the introduction of
funds of unregulated schemes in the first
quarter of 2007, and so the tax treatment of
UK based funds of hedge funds (if not hedge
funds) is likely to come under close scrutiny.
This is the next opportunity for the industry,
FSA and HMRC to demonstrate a joined–up
approach in developing an environment that
can support establishing and maintaining
products in the UK market.”

The report recommends various changes
to the UK’s tax regime, including agreement
on an appropriate tax regime for open-ended
property funds, allowing authorised funds to
trade without incurring a corporation tax
charge, and considering the case for full tax
exemption at fund level, if the industry can
reach a clear consensus on the benefits of
such a move.

“Participants believe that the EU domicile
of choice for alternative and progressive fund
types (for example, hedge funds and
property funds) has not yet been
determined,” the authors conclude. “There is
an opportunity for the UK to compete with
other locations and win this business. This
would require HMRC and other authorities to
work constructively and closely with the
industry to agree a tax regime that would
support rather than hinder the growth of this
type of business in the UK.” ■
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