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Regulation Uncertainty

Uncertain Times for Regulation
of Funds Industry
The funds industry is
facing into a period
of considerable
uncertainty due
to potentially very
significant proposed
changes in regulation
under the AIFMD,
the creation of
new over-arching
regulatory bodies and
the evolution of the
scope of others, the
uncertain outcome of
fund related litigation
before the courts of
various jurisdictions,
Andrew Bates
the continued fall
Dillon Eustace
out from the liquidity
crisis as well as many
other changes to how industry participants and products are
regulated. This is all occurring within an industry that is also
witnessing significant competition across all sectors, with new
waves of product launches and evolution in service offerings
and delivery, as well as competition from other sectors of the
broader financial services industry.
Legitimate fears have been expressed in many quarters
that as a result of some of the proposed changes the industry
may be left burdened with an unclear, inconsistent and in
many cases impractical regulatory regime which may fail to
serve the best interests of the investor community, whether
household, professional or institutional. At times it seems that
less attention is paid to assessing the interests of the investor
community than in justifying new political or regulatory activity.
Whilst at this time we don’t know what will be the final
outcome of what may be imposed upon us by the AIFMD,
it does not look pretty. At the same time we are faced with
both potential opportunities and uncertainties under the

“Regulators in many European
jurisdictions are likely to be faced with
the need to create and impose a new
regulatory regime for the real estate
and private equity industries.

Management Company passport as well as dealing with
corporate governance proposals from a number of different
quarters, implementation of the Third AML Directive, the
redomiciliation legislation etc. Perhaps we need to step
back a bit and look again at the bigger picture - how or why
fund products should be regulated, how or why the service
providers to such products should be regulated and how those
products or services should be delivered to consumers. If we
do not, the potential outcome of all these changes may be
that investors will be left with less choice, with higher costs but
without any obvious corresponding benefits.
The additional costs associated with these changes do
not only affect the industry directly. Quite apart from the
cost to service providers (asset managers, custodians, fund
administrators, distributors etc.), the impact on regulators
themselves will be significant. Regulators in many European
jurisdictions, including Ireland, are likely to be faced with the

need to create and impose a new regulatory regime for the real
estate and private equity industries (which to date have been
largely unregulated), in addition to hedge fund managers, and
will need to deal with those sectors’
products, service providers and distributors. The application
of a regulatory regime to those sectors will likely absorb
significant regulatory time in putting in place the regime but
equally in applying the regime, reviewing the new reporting
outputs, carrying out inspections, applying fitness and probity
regimes to directors and senior managers, taking enforcement
actions etc.
It also has to be borne in mind that the cost of the regulatory
regime is imposed on the industry itself (without the industry
having any real control over those costs) and that those costs
usually end up being borne by investors. This impact needs
to be assessed, with the investor community interests at the
forefront. [At this point, it may be worth pointing out that I
am not opposed to regulation. Regulation of the industry is
extremely important but it is the volume of regulation and
sometimes misplaced or inconsistent regulation (and its
interpretation) which should be of concern].
From an investor’s perspective, the principal considerations
seem to be availability of investment opportunities and
access to those opportunities in a cost efficient and controlled
environment. Key investor demands might (if they were
asked) include
•
choice of products and providers and ability to access
competing products from competing providers;
•
clarity as to the opportunity offered (exposure,
diversification, risks, leverage) by a product in product
literature to include presentation of the information in a
readily comprehensible format and availability of regular
updates;
•
transparency in relation to fees and other costs and
charges;
•
regulatory status of the product and of the various service
providers to the product and what safeguards that
regulation is intended to provide;
•
clarity as to the role of the distributor / intermediary
through which a product is sold.
There may be many distinctions between the desires or
demands of different types of investors whether these be retail,
professional or institutional type investors (and within those
classes). Those desires and demands need to be considered
and simple assumptions cannot be made. A detailed
assessment of what the investor communities want should be
carried out, with meaningful involvement of the industry as to
what it can or should deliver and at what cost.
For example, the level of appreciation of an institutional
investor as to the costs/benefits of fund administration or
custody services or what it gets for bearing asset management
fees may be different to that of a retail investor but this needs
to be examined and explained. One also should not assume
that the understanding or appreciation of risk or of costs or of
leverage for example, is higher or lower when dealing with a
particular investor simply because it falls into a particular class
or below or above particular financial thresholds.
In fact, the concept of distinguishing between retail,
professional and institutional investors by imposing monetary
thresholds on minimum investment or net worth criteria to
determine what products can be accessed by which type
of investor should be reconsidered as there is certainly
an inconsistent application of the concept across different
investment products and the concept may be simply wrong.
Access to Irish QIFs, for example, requires a minimum
subscription of Euro 250,000 and, for a natural person investor,
a high net worth test of at least Euro 1.25 million (excluding
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principal private residence and contents) applies. No such
rule applies to a policyholder taking out a unit-linked life policy
giving similar QIF type exposures nor to self-administered

“Politicians and regulators need to re

focus on what the investor community
may want (and what they are willing to
pay for). That might point us all back in
the right direction.

pensions nor to the extent of personal leverage. Many
arguments can be put forward as to why my analysis is too
simplistic but my basic point is that for certain products but not
for others and for certain exposures and not for others, EU
politicians and regulators adopt a very paternalistic attitude,
without any clear justification.
The paternalistic approach is again evident in the two
versions of the AIFMD most recently adopted by the European
Council and European Parliament. Whilst it may have been
the case that, at the outset, the process was designed to better
protect consumers, it is unclear as to how either version does
so and in fact they may have the opposite effect in many ways.
For example, investor choice as to product and as to
provider may be reduced and costs increased. Not only can
Member States exclude access by retail investors to alternative
investment funds, but AIFMD may limit access of the wider
European investment community to fund products and fund
managers from outside the European Union whilst at the same
time increasing costs of fund administration, custody and
asset management, all of which will ultimately be passed on to
the end investor. The costs, for example, of an independent
valuator may include the pricing of risk involved in the provision
of such a service. If custody providers have to assume the
obligations, liabilities and functions provided for under the
AIFMD again, at the very least, pricing will increase - but
equally likely access to particular markets may be limited, the
number of providers of custody services may reduce and again
the increased costs, reduced market choice and the effects of
decreased competition will be borne by the end investor. This
looks likely to spill over into UCITS as well.
This proposed legislation also creates confusion for the
regulatory regime for the asset management industry, both in
Europe and domestically. We may end up with the situation
where asset management firms could fall to be regulated
under the UCITS Directive, under MiFID, under the AIFMD or,
in Ireland, under the Investment Intermediaries Act, 1995 or,
potentially, under more than one of these. What the rationale
is for having different authorization regimes is unclear to me
– it seems just to have developed in this way. It would seem
to be more sensible to have a single regime applicable to
the nature of the service and not the nature of the scheme to
which the service is provided. In addition, we may end up with
one regime which will set out precise meanings of particular
services and others which do not, where one Directive will
cross-refer to another and to another so that the framework
becomes a labyrinth. If one wants an example of what can
happen one only need look at the Capital Requirements
Directive, a piece of European legislation that is almost
impenetrable.
The area of outsourcing by service providers is also
unclear – what can be outsourced, to whom, to where etc?
While some clarity may come out of the UCITS Management
Company deliberations will it be consistent with MIFID and with
what is allowed for competitors? Whatever is finally adopted
should be capable of being applied across all investment
product related sectors – funds, asset management, insurance

and banking.
A further impact of the AIFMD is the rise of the NEWCITS.
Without doubt, some of this is investor driven, some due to
the desire to have products housed within what is perceived
to be a strong regulatory framework. It is also true that, given
the absence of a harmonised marketing regime or private
placement regime for non-UCITS products, the marketing
opportunities of a UCITS products are seen as positive.
However, it is also clear that part of the push into the UCITS
space by some alternative managers is a reaction to concerns
about the impact of AIFMD (and “fortress” or “prison” Europe
fears). Products are being created which are designed
very much for the professional and institutional market and
are pushing at the boundaries of eligible assets, leverage
and liquidity. Whilst there is nothing inherently wrong with
NEWCITS, it does seem that the rise of these products is
itself creating questions about the acceptability of the UCITS
brand in certain jurisdictions outside of Europe, causing some
regulatory concern within Europe. In reality the lack of a proper
equivalent of the UCITS marketing regime for alternative
products is pushing product providers (and products) in a
direction they might not otherwise choose.
Politicians and regulators need to re focus on what the
investor community may want (and what they are willing to pay
for). That might point us all back in the right direction.

Andrew Bates is a Partner and Head of
Financial Services Department, Dillon Eustace,
andrew.bates@dilloneustace.ie

Dillon Eustace is one of the largest financial services legal
practice in Ireland serving clients across a whole range of
activities, including Asset Management and Investment
Funds, Derivatives, Investment Services, Insurance and
Pensions, Debt and Funds Listing and Regulatory and
Compliance.
Through our offices in Dublin, Cork, New York, Boston
and Tokyo and leveraging off our alliance with leading
Luxembourg law firm, Arendt & Medernach, we are at the
forefront of the financial services industry in Ireland as
a leading adviser to domestic and international industry
participants.
The Dillon Eustace Asset Management and Investment
Funds team - the largest investment funds team in Ireland
(35 lawyers) which includes Irish, US and UK qualified
lawyers acting for a wide variety of promoter types advises international and domestic asset managers, banks,
insurers, pension funds, supranational organisations, prime
brokers and other counterparties, fund administrators and
custodians, securities lending agents and others in relation
to all aspects of the asset management and investment
funds industries.
In the investment funds field, we advise on the full
spectrum of investment funds from long-only equity and
bond funds, to absolute return products, hedge funds and
FoHFs, index products (including commodity and hedge
fund index products), ETFs, UCITS alternatives, real estate
and private equity funds.
We also work closely with our Alliance partner, leading
Luxembourg law firm Arendt & Medernach, which is
the leading investment funds practice in the other main
European funds domicile.

For more information please contact Andrew
Bates, andrew.bates@dilloneustace.ie
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We can...

...see the wood
Dillon Eustace provides innovative advice on alternative
investment products such as single and multi-strategy
hedge funds, FoHFs, and UCITS alternatives.

For more information contact:

With the largest alternative investment legal team in Ireland
and benefitting from experience from all sectors of the
industry, Dillon Eustace advises international and domestic
asset managers, banks, prime brokers and other service
providers on all aspects of alternative investment products
including product design, launch, listing, tax and compliance.

Dillon Eustace,
33 Sir John Rogerson’s Quay,
Dublin 2.

2010 HFM Week European Hedge Fund Services Award –
Best UCITS Advisory Firm.
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