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L. Terms;e@§ference
- ‘.\
¢ \73\)/ regulatory framework for investment funds

1. The extraordinary expansion of Q
and the creat@-z ingle market for non-UCITS

A. Pre-AIFMD: UCITS, NURS; 4nd unregulated funds
Since 1989 it has been p(()xkle to seck authorization as an ‘undertaking for collective invest-
ment in transferable.se@asities (UCITS) for EU based, open-ended collective investment
arrangements that i e in a diversified portfolio of transferable securities and seek to offer
participations t Qf’public.2 Authorization of an investment fund as a UCITS will permit
the offering@sa ticipations in the UCITS to the public in Member States other than the
Member State‘under the laws of which the UCITS is organized without further authoriza-
tion by the host Member State.?

The regulation of collective investment arrangements that are not UCITSs—including
investment funds offered to the public in only one Member State, known as non-UCITS

1 See Art 57(1) of Council Directive 85/611/EEC of 20 December 1985 on the coordination of laws, regu-
lations and administrative provisions relating to undertakings for collective investment in transferable securities
(O] 1985 L375/3) (the original UCITS Directive).

2 See Arts 1 and 3(b) of Directive 2009/65/EC of the European Parliament and of the Council of 13 July
2009 on the coordination of laws, regulations and administrative provisions relating to undertakings for col-
lective investment in transferable securities (O] 2009 1.302/32) (‘UCITS Directive’) (recasting Arts 1 and 2 of
Council Directive 85/611/EEC of 20 December 1985 on the coordination of laws, regulations and administra-

tive provisions relating to undertakings for collective investment in transferable securities).
3 See UCITS Directive, Arts 1(6), 5(1), 91.
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retail schemes or NURSs'—traditionally has been left to the Member States’ national initia-
tive. The Member States took different positions in relation to the scope of their national
regulatory frameworks for investment funds and otherwise similar schemes received differ-
ent regulatory treatment under the national frameworks. What was a ‘collective investment
fund’ was decided by reference to different criteria and, where arrangements were caught as
collective investment funds, national frameworks tended to treat the exclusions or exemp-
tions from the offering of participations in these funds differently. Equally, ‘managing a
collective investment scheme’ other than a UCITS fund was not a regulated activity in all
jurisdictions.

This resulted in a diverse collection of regulatory frameworks ranging from the fairly
liberal—which seek to regulate only investment funds that are offered to the public, thus
leaving certain qualified investors free to invest in unregulated investment funds—to the
conservative—which prohibit the offering of any unregulated investment funds in any
circumstances. For instance, a closed-ended investment trust was not trea d as a ‘collec-
tive investment scheme’ in the UK, but would have been an ‘investmene \(?t tion’ in the
Netherlands. Equally, the Netherlands and the UK exempted the offeryx foreign) funds
to qualifying investors subject to certain criteria, but Italy and Franc;,* %ted no such exemp-
tions for foreign funds. (,

QX

B. The AIFMD: a sweeping Directive A< \
The implementation of the Alternative Investment Fu ,;tl'agers Directive* (AIFMD) has
introduced maximum (sometimes permitting Me \\r State ‘gold-plating’) harmonizing
regulatory standards into the previously leCrSC:fe;b ape. The AIFMD brings the manag-
ing of ‘alternative investment funds’ (AIFs) frp;\\ . EU, and the offering of units, shares, or
other participations rights in AIFs to profes§ig=dl investors (ie non-retail investors) based in
the EU, within the scope of pan-EU 6\

oty framework.

AlFs are very broadly defined as ‘coli ~clive investment undertakings’ which are offered to ‘a
number of investors’, invest Ex&oﬂective assets ‘in accordance with a defined investment
policy’ and do not requirg : a(* vization as a UCITS. The definition purposefully does not
limit the catchment are "Q\n oly put, the AIFMD captures all arrangements that have some
collective investme kmacterlstlc and are not a UCITS. The definition ignores whether
the arrangemen?&n ended or closed-ended, what legal form it has, whether or not the
participation rights are listed, and, notwithstanding the name of the Directive,” what it

invests in.8

4 Directive 2011/61/EU of the European Parliament and of the Council of 8 June 2011 on Alternative
Investment Fund Managers and amending Directives 2003/41/EC and 2009/65/EC and Regulations (EC) No
1060/2009 and (EU) No 1095/2010 (O] 2011 L174/1).

> AIFMD, Art 4(a).

6 See AIFMD, recital (6).

7 'The term ‘alternative investment fund’ is commonly understood to refer to funds that aim to invest in
‘alternative’ asset classes, ie asset classes such as commodities, currencies, real estate, and private equity which
have return properties that are not highly correlated to the return properties of traditional asset classes such
as equities and fixed income. The definition of ‘AIF’ is not limited to collective investment arrangements that
invest in ‘alternative asset classes’.

8 See para 1.1 of the Explanatory Memorandum to the final Proposal for a Directive of the European
Parliament and of the Council on Alternative Investment Fund Managers and amending Directives 2004/39/
EC and 2009, COM(2009) 207 final.
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Chapter 1: The Alternative Investment Fund Managers Directive

The AIFMD is aimed at the managers of AlFs, referred to in the AIFMD as ‘Alternative
Investment Fund Managers’ (AIFMs), rather than the AIFs they manage.® AIFs may con-
tinue to be regulated and supervised at the national level. It is the AIFM’s, not the AIF,
responsibility to ensure that the management and offering of the AIF complies with the
AIFMD. The AIFMD applies to the EU or non-EU manager of an AIF regardless of whether
the AIF is an EU AIF or a non-EU AIF although non-EU AIFs may be exempted from cer-
tain provisions, particularly if the non-EU AIF is not marketed in the EU. But EU AIFMs
will always need some form of authorization under the AIFMD.

Subject to de minimis and other exemptions, and an implementation period for non-EU
managers and for (EU and non-EU) managers of non-EU AlFs, the AIFMD sets aside all
qualified investor, private placement, or similar exclusions or exemptions that operated on
the offering of funds that were not authorized to be offered to the public at national level
prior to the AIFMD coming into force. Outside the limited de minimis exemptions, there
are no options left for operators of non-UCITS investment funds to Q(er participations
within the parameters of these types of regulatory safe havens. : @»

The implementation of the ATFMD, therefore, amounts to angx@y »0idinary expansion of
the EU regulation of the management and offering of nopg-WANI'S collective investment
schemes. Had the European legislator wanted to give the [ﬁv veamore meaningful name,
it should have been called the ‘Professional Investor Futﬁ’ N ‘nager Directive’ or maybe even

the ‘Non-UCITS Fund Manager Directive’. P ~\'
y )

-

C. The creation of a single market for managa% At and marketing of AIFs

One of the aims of the AIFMD is to ensurés \oe,}once fully operative, it will create a single
market in which EU and non-EU ATFMé# thorized by one Member State may also manage
AlFs in all other Member States and¢fi ket their AIFs freely to professional investors in the
EEA subject to a harmonized o “iig r'egime.“’

The AIFMD makes a distil&ﬁ’%n between authorization of EU AIFMs and authorization
of non-EU AIFMs, and ek ther distinction between the management and marketing of
EU AlFs and the mapagfeinent and marketing of non-EU AlFs. As a result, the regulatory

framework has bee , complex. The table below is designed to assist in the navigation of

the AIFMDQ‘{

EU AIF Non-EU AIF
EUAIFM  Managing * Art 6: authorization by home * Art 6: authorization by home

Member State to manage EU Member State to manage non-EU
AIF established in Member State.  AIFs, if marketed under Art 35.

* Art 33: subject to notification, e Art 34: authorization by home
authorized EU AIFM may Member State to manage
manage EU AIFs established non-EU AIF if it is 7ot marketed
in another Member State in EU. Non-EU AIF must be
(European passport). AIFMD-compliant except Arts 21

(depositary) and 22 (disclosure).

9 AIFMD, recital (10) notes specifically that the AIFMD does not seek to regulate AIFs per se.
10" See AIFMD, recital (4).
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EU AIF Non-EU AIF

Marketing to
professional

investors

Non-EU  Managing
AIFM

Marketing ro
professional
investors

>N

&

Q&

e Art 31: authorized EU AIFM * Art 35*: subject to notification,
may market (feeders into) EU authorized EU AIFM may market
AlFs in home Member State. (feeders into) non-EU AIF in home
« Art 32: subject to notification, and other Member States (European

authorized AIFM may market passport).

any EU ATF cross-border * Art 36**: authorized EU ATFM on

(European passport). a per-Member-State basis may be
permitted to market (feeders into)
non-EU AIFs in accordance with
national regimes (‘private placement).
Non-EU AIF must be AIFMD
compliant except Art 21 (depositary).

* Art 37*: authorization by * Art 37*: if non-EU AIFM manages
Member State of reference to non-EU AIFs only, but intends to
manage EU AlFs established market these in EU per Art 40*, the
in Member State of reference. same rules appl@y to non-EU
Non-EU ATFM must comply AIFMs managi AlFs.
with AIFMD, but potential {;\\
non-compatibility relief per y\\,’

)
Art37(2). ‘¢
* Art 41*: subject to notification, W

authorized non-EU AIFM may > \

manage EU AIF established O‘\'

in a Member State other tha N\

the Member State of referepf\\

(European passport). .;. N7

* Art 39*: subject to nQri\& ions, ¢ Art40*: subject to notifications,
authorized non-E A@M may authorized non-EU AIFM may
market (feidés SRORaon-EU market (feeders into) non-EU AIF in

. b
AIF in Menfherestate of reference Member State of reference and other

and other M¥®ber States Member States (European passport).
(Euroia}_‘ passport). * Art 42**: same rules as apply to
. Ar&A : subject to compliance non-EU AIFM marketing EU AlFs.

* . tiansparency requirements
AN Arts 22-24, and provisions of
y Arts 26-30, Member States may
permit marketing of EU and
non-EU AIFs by non-EU AIFMs
in accordance with national
regimes (‘private placement’).

* Article 66(3) delays impleme

ntation of Article 35 and Articles 37—41 until activated by a Commission delegated act

made pursuant to Article 67(6). The delegated act must be adopted three months after the European Securities and
Markets Authority (ESMA) has given positive advice pursuant to Article 67(1) about extending passporting rights for

the marketing of non-EU AIFs
advice by 22 July 2015.

by EU ATFMs within the meaning of Article 35 and Articles 37—-41. ESMA must give

** Article 66(4) provides for termination of Articles 36 and 42 by a Commission delegated act made pursuant to
Article 68(6). The delegated act must be adopted three months after ESMA has given positive advice pursuant to
Article 68(1) about terminating the national regimes, if any, made under Articles 36 and 42. ESMA’s advice must
follow three years after the 22 July 2015 advice relating to extending passporting rights for the marketing of non-EU
AlFs by EU AIFMs within the meaning of Article 35 and Articles 37—41. In other words, ESMA must give termination

advice by 22 July 2018.
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Unlike the UCITS Directive, the AIFMD does not seek harmonization of the constitu-
tion and operation of the AIE. This was deemed to be ‘disproportionate’.’ In other words,
the AIFMD, subject to delayed implementation for non-EU AlFs and non-EU AIFMs,
introduces a single market for the managing and marketing of EU and non-EU AIFs by
authorized and passported EU and non-EU AIFMs without imposing a fully harmonized
operating regime on the AlFs.

The fact that a Member State may or may not regulate an AIF established in its jurisdic-
tion does not restrict an authorized AIFM’s rights under the AIFMD to market that
AIF in another Member State. For example, if an AIFM authorized by the competent
regulator in the UK manages an Irish qualifying investor fund (QIF) and seeks to mar-
ket that QIF in France pursuant to its passporting rights, the French authorities cannot
impose additional requirements on the Irish QIF nor the UK AIFM in respect of that

QIE™

2. Private law aspects of the AIFMD ;\(b»

The AIFMD is regulatory law and therefore, by its very nature, @%lic law. It prescribes
rules for AIFMs, who are persons who engage in activities thatYegulated pursuant to the
AIFMD. Accordingly, the purpose of the rules is to presegibe'gineral conduct and organi-
zational standards to which the regulated firm must }"{f\; in order to be authorized to

conduct its regulated business. N (/\‘\'
-

The purpose of regulatory law is not to create Swe law rights and liabilities between the
regulated firm and third parties, be they clfg«@}f the firm or otherwise. Nevertheless, the
AIFMD includes provisions that appeat &\*\v:terence private law rights of the AIF and of
the investors in the AIF in Article 19 Xliability of the AIFM for the valuation function),
Article 20(3) (liability of the AIPM % a’ delegated function), and Article 21(12) and (13)
(liability of the depositary). In ad®#on, Article 37(13) (jurisdiction clause) appears to imply
a mandatory forum choice i&fo“my contractual relationship.

Article 19(10) provide{fﬂ\he first paragraph that ‘AIFMs are responsible for the proper
valuation of AIF as «"&,\\n:e calculation of the net asset value and the publication of that net
asset value. The 'ii}i's liability towards the AIF and its investors shall, therefore, not be
affected by ﬁa that the AIFM has appointed an external valuer’. Similarly, Article 20(3)
provides that the ‘AIFM’s liability towards the AIF and its investors shall not be affected by
the fact that the AIFM has delegated functions to a third party’, and under Article 21(13) the
‘depositary’s liability shall not be affected by any delegation’.

These provisions could be read as regulatory requirements on AIFMs and depositories not to
seck to avoid responsibility for delegated functions. Indeed, Article 21(6)(e) specifies as one
of the conditions for the appointment of the depository that it must ‘by contract be liable to
the AIF or to the investors of the AIF, consistently with paragraphs 12 and 13’.

1 See AIFMD, recital (10).
12 See AIFMD, recital (10).
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If the provisions must be read as regulatory requirements, an AIFM or depository that
secks to contractually exclude liability for the delegated function would be breaching
regulatory requirements, but that breach per se would not also invalidate or subvert
the contractual arrangement. If the applicable private law recognizes some form of
limitation on the ability of a party contractually to exclude liability, it is conceivable
that breach of a regulatory requirement would be interpreted by the competent court
to constitute a failure of the contractual exclusion to meet the applicable test for, eg,
fairness or reasonableness, and therefore, that the attempted exclusion of liability is
set aside.

However, other provisions use much more direct language. The second paragraph of Article
19(10) reads: ‘notwithstanding the first subparagraph and irrespective of any contractual
arrangements providing otherwise, the external valuer shall be liable to the AIFM for any
losses suffered by the AIFM as a result of the external valuer’s negligence or intentional fail-
ure to perform its tasks’. Article 21(12) provides in the first paragraph that he ‘depositary
shall be liable to the AIF or to the investors of the AIF, for the loss... OS;@ cial instru-
ments held in custody’ and in the third paragraph that the ‘depositary(:‘é\', also be liable to
the AIF, or to the investors of the AIF, for all other losses suffered b Q{Qﬁl as a result of the
depositary’s negligent or intentional failure to properly fulfil its ﬂﬁmons pursuant to this
Directive’.’? N

This liability language is plain in intention and purpose.o-\bs}ports to create or preserve, as
the case may be under the applicable national privateamFrivate rights of action against the
AIFM and the depositary for the AIF and its invgsﬁ:@ if challenged in the national courts,
the European principle of effectiveness, knowr&& offet utile, will probably operate to the
effect that contractual arrangements or ru %¢ national private law that seek to exclude,
mitigate, or alter any liability of the A r-depositary as envisaged by Article 19(10),
20(3), or 21(12) and (13) will be sec §eice-"

It is not clear, however, what thg midtire of these private rights of action is. Is it a statutory
right of action? Is it to be impl %n the contractual relationship, if any, between the injured
parties and the AIFM or tt\‘repositary, ordoes itseta negligence standard that gives separate
actions in tort to the iajiwea parties? Further, are the rights of action meant to be indepen-
dently enforced@i&&s’tors in the AIF or is it a collective action? And if it is a collective

action, is the AIP\Esponsible for enforcement?

Article 37(13) contains a jurisdiction clause and provides that ‘Any disputes between
the [non-EU] AIFM or the AIF and EU investors of the relevant AIF shall be settled in

3 Emphases added.

14 See, on the principle of effectiveness in European Union law, inter alia: T. Tridimas, 7he General Principles
of EU Law (2nd edn, Oxford University Press, 2006), 418-76; W. van Gerven, ‘Of Rights, Remedies and
Procedures’ (2000) 37 CMLR 501. Cf. on the principle of effectiveness in relation to breach of duties under
Directive 2004/39/EC of the European Parliament and of the Council of 21 April 2004 on markets in financial
instruments (O] 2004 L145/1) (‘MiFID’): EC] 30 May 2013, C-604/11, Ars Aequi (2013) 663 with annota-
tion by D. Busch (Genil 48 SL and others/Bankinter SA and others), para 57, read in conjunction with ECJ 19
July 2012, C-591/10 (Littlewoods Retail, C-591/10), para 27.

1.20
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Chapter 1: The Alternative Investment Fund Managers Directive

accordance with the law of and subject to the jurisdiction of a Member State’. Again, it is
not clear how this provision is intended to work in the context of national civil procedure
rules. Are contrary contractual choices of law clauses set aside? What law of which Member
State applies? Does this affect conflicts of laws forum selection rules in the context of tortious
liability?

Itwould appear that these matters have not been given much consideration by the draftsmen
of the AIFMD. National implementation and judicial interpretation will have to provide
clarity.

3. Policy reasons for the expansion of the EU regulatory
[framework for investment funds

A. The stated case for the AIFMD

The first three recitals of the AIFMD aim to make the case for expansion,of the scope of the
EU regulatory framework for investment funds. Recital (1) notes that %Agers of AlFs are
‘responsible for the management of a significant amount of investd ‘assets in the Union,
account for significant amounts of trading in markets for ﬁna\"\“’d instruments, and can
exercise an important influence on markets and companie&’:t(_glich they invest’. Recital
(2) asserts that the ‘impact of AIFMs on the markets in wﬁe they operate is largely benefi-
cial, but recent financial difficulties have underlined ha% 1he activities of AIFMs may also
serve to spread or amplify risks through the ﬁnan@z@‘cfem’; and recital (3) concludes that
‘[r]ecent difficulties in financial markets have u Dhﬁed that many AIFM strategies are vul-
nerable to some or several important risks igr$§)n to investors, other market participants

and markets’. \
N

More detail relating to the policy rapi %c )can be found in an Explanatory Memorandum
to the Commission’s April 2009 ngfsal for the AIFMD. Here, the Commission wrote: s

The financial crisis has exposeia series of vulnerabilities in the global financial system. It has
highlighted how risks cry: N ising in one sector can be transmitted rapidly around the finan-
cial system, with serjougapercussions for all financial market participants and for the stability
of the underlying 2. ... The proposed legislation will introduce harmonised require-
ments for entiti@l;oaged in the management and administration of alternative investment

funds (AI K

The Commission justifies the need for ‘closer regulatory engagement with this sector’ with a
reference to reports produced by the European Parliament'® and the High-Level Group on
Financial Supervision chaired by Jacques de Larosi¢re."” Neither report, however, appears
to suggest that there is a need to expand the regulatory framework for investment funds
in the EU to the level the AIFMD has ultimately introduced. The reports merely note the
need for governments and regulators to gain a better understanding of the level of leverage

"5 See Proposal for a Directive of the European Parliament and of the Council on Alternative Investment
Fund Managers (n 8).

6 Report of the European Parliament with recommendations to the Commission on hedge funds and
private equity (A6-0338/2008) (‘Rasmussen report’) and on the transparency of institutional investors
(A6-0296-2008) (‘Lehne report’).

7 Report of the High-Level Group on Financial Supervision in the EU, 25 February 2009 (‘De Larosi¢re
report’) 25.
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and the size of the investments made by (specifically) hedge funds and private equity funds.
The limited findings of the Rasmussen and De Larosiere reports do not appear to provide a
proper basis for the Commission’s policy rationale for the introduction of the AIFMD in its
final form.

The Commission further observes in the Explanatory Memorandum that the ‘financial crisis
has underlined the extent to which AIFMs are vulnerable to a wide range of risks’ and that these
risks are ‘of direct concern to the investors in those funds, but also present a threat to creditors,
trading counterparties and to the stability and integrity of European financial markets’.

The Commission lists the following risk categories.

(a) Macro-prudential (systemic) risks, defined as ‘direct exposure of systemically impor-
tant banks to the AIFM sector’ and ‘pro-cyclical impact of herding and risk concentra-
tions in particular market segments and deleveraging on the liquidity and stability of
financial markets’. \

(b) Micro-prudential risks, defined as ‘weakness in internal risk man@wnt systems
with respect to market risk, counterparty risks, funding liquidity F.:\c nd operational
risks’. p A

. . . . ONY .

(c) Investor protection risks, defined as ‘inadequate investa {qisclosures on invest-
ment policy, risk management, internal processes’ argiv\q\. iicts of interest and fail-
ures in fund governance, in particular with respect Q\'«,muneration, valuation and
administration’. % Q:

(d) Market efficiency and integrity risks, deﬁned\,'“\hé ‘impact of dynamic trading and
short selling techniques on market functiqﬁi%v\}nd the ‘potential for market abuse in
connection with certain techniques, forf;\% ple short-selling’.

(¢) Risks relating to the impact on mar Qdorporate control, defined as ‘lack of trans-
parency when building stakes irﬁ!:‘ ‘companies, e.g. through use of stock borrowing,
contracts for difference, or conc®ted action in “activist” strategies’.

(f) Impact on companies contieli=d by AIFMs, defined as the ‘potential for misalignment
of incentives in mana, ex&k* of portfolio companies, in particular in relation to the

use of debt ﬁnancini{ ! the ‘lack of transparency and public scrutiny of companies

subject to buy—o"z:"\

B. The questio@e\ogic of the arguments for the AIFMD

Of the risk categories listed by the Commission in the Explanatory Memorandum, only
(b) and (c) appear special to the fund industry. Categories (a), (d), (e), and (f) are general
matters that concern all market participants, whether or not they are fund vehicles. The
question may be asked, therefore, whether the risks cited in categories (a), (d), (¢), and
(f) can serve propetly as (part of) the policy rationale for EU legislation that aims to regu-
late the fund industry. Prima facie, it would appear not. In this context, it is worth noting
that short-selling risks (see category (d)) are specifically addressed in a separate European
short-selling regulation applying to all market participants.'

Other arguments made by the Commission are similarly questionable. The Explanatory
Memorandum states that ‘AIFM were not the cause of the crisis’, but that the ‘risks associated

18 Regulation (EU) No 236/2012 of the European Parliament and the Council of 14 March 2012 on short
selling and certain aspects of credit default swaps (O] 2012 L86/1).
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with their activities have manifested themselves throughout the AIFM industry over recent
months and may in some cases have contributed to market turbulence’. By way of example,
the Commission observes that ‘hedge funds have contributed to asset price inflation and
the rapid growth of structured credit markets’, and that the ‘abrupt unwinding of large,
leveraged positions in response to tightening credit conditions and investor redemption
requests has had a pro-cyclical impact on declining markets and may have impaired market
liquidity’." Forced selling by funds will certainly have increased the pressure on market, thus
decreasing liquidity. This would qualify as a category (a) risk. However, forced selling in dis-
tressed market conditions is not special to investment funds and it is not clear why operators
of AlFs, or indeed the investors in AlIFs, ought to be singled out for regulation on this basis.
All market participants contribute to asset price inflation.

Equally, the fact that funds-of-hedge-funds have ‘faced serious liquidity problems’ causing
‘some funds-of-hedge-funds to suspend or otherwise limit redemptions’, as the Commission
notes,?® does not constitute a meaningful policy reason for regulation ofAIF in the manner
proposed. In the event that the markets in which assets comprised i &

porarily or permanently, to be accessible or reliable, the operator,o scheme may need
to suspend redemptions and contributions. That is a feature 0 \%ment in the particular
market, not a feature special to collective investment arrang% N6, Any participant in that
particular market, whether or not an ‘alternative investm® QL tund’, would be faced with a
dearth of trading opportunities as well as challenges ;o aAazining a reliable price.

ool ceases, tem-

While there may be good reasons in relation o hé"lar types of AlFs, notably funds that
operate a highly leveraged investment strategy. w0 seek transparency from the operators of
those types of AlFs in relation to the AIF=+{ Agﬁg positions—as argued in the Rasmussen
and De Larosiére reports—the policy r '{'035 put forward by the Commission to justify the
proposed regulatory intervention_i ‘an—UCITS investment fund industry appear to
lack focus. Even if there were speciil :ystemic risks associated with AIFs as defined in the
AIFMD, for which the Comn*isuuﬁ has provided no evidence, it remains unclear why such
risks justify, for i instance, Qau -brush strict restitutionary liability for depositaries of AlFs
that fail—in a smgulav“ iinformed manner—to recognize the complex legal reality of

&)
cross-border custod;\\v ces.

C. Conclus ?
It is difficult td avoid the conclusion that the AIFMD is the product of rushed and oppor-

tunistic rule-making, driven by the political environment du jour rather than considered and
informed policy. Indeed, the name of the Directive is a stark reminder of the (initial) lack of
political focus. It wrongly and opportunistically brands the AIFMD as merely designed to
regulate private equity funds and hedge funds.?'

" De Larosiére report (n 17) 25.

20 Proposal for a Directive of the European Parliament and of the Council on Alternative Investment Fund
Managers (n 8), Explanatory Memorandum.

21 Charles McGreevy, then European Commissioner for Internal Market and Services and a former Irish
Minister for Finance, noted in an EC hosted conference on alternative investment funds in February 2009 on the
topic of regulating hedge funds and private equity funds: ‘Hedge funds and private equity were the poster-boys
of the new finance. They surfed the wave of abundant liquidity and cheap credit. Now, as the financial system
crumbles, they are easy scapegoats for more deep-rooted problems’, quoted by D.A. Zetzsche, ‘Introduction’,
in D Zetzsche (ed.), The Alternative Investment Fund Managers Directive (Kluwer Law International, 2012) 4.
See also at p 9 in reference to the muddled political debate.
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I Terms of Reference

As a result, while the broad notions of regulating (the management of) non-UCITS funds
and creating a single market for the offering of these funds to professional investors undoubt-
edly make good economic policy, the AIFMD presents a chequered landscape that lacks
intellectual coherence.

When it concerns the ability of pension funds, insurance companies, and other financial
intermediaries to access the world’s asset managers so as to ensure optimized portfolio selec-
tion—which is the best guarantee for optimized risk-return calibration—investors and prod-
uct providers alike should be able to expect law-making based on careful consideration of
broad-based empirical evidence and technically sound and informed analysis. European law-
makers, high-minded in the wake of a financial crisis, did not quite manage to apply the care
and diligence required to make responsible law for the financial markets—the life blood of the
modern economical cycle for allocation of capital from household savings and investments.

4. Legislative structure

A. The Lamfalussy procedure f @

Since the mid-2000s, EU financial services legislation is created at s&x‘a ‘levels’. This pro-
cess is known as the ‘Lamfalussy procedure’.?? Level 1 constlt&@h Memework legislation,
typically in the form of a directive of the Council and the Eurdfedn Parliament that must be
implemented by the Member States through national legis \\Q 1

»

Level 2 consists of implementing measures that ar 'Q'\l‘e'oy the Commission, referred to
as ‘delegated acts’. Delegated acts are typically madeéun <’ combination of regulations, which
apply directly in the Member States, and direcs# %;&hlch must be implemented through

national legislation. Y

Level 3 consists of specialist work o rd%odles made up of representatives of national
regulators. The Level 3 bodies make C ‘latory guidelines that apply to market participants
and national regulators directly; as#zll as technical standards to assist the Commission in

making delegated acts. (k

The operative Lamfaluss \tgﬁnizing principle is that certain rules are clarified into further
detail at a later stag b 1eaving the setting of main principles at primary legislative level,
ie the European and the European Parliament, and permitting specialist rules to be
made at Level 2 a Level 3 without the need to seek ratification from the Level 1 legislative
bodies, although these bodies are typically given the right to object to proposals within a
certain period.?

The original Level 3 bodies were the Committee of European Banking Supervisors (CEBS),?*
the Committee of European Insurance and Occupational Pensions Supervisors (CEIOPS),?
and the Committee of European Securities Regulators (CESR).?¢ These committees have
recently been abolished and replaced by newly formed ‘European Supervisory Authorities’

22 A reference to the four-level regulatory approach recommended by the ‘Committee of Wise Men on the
Regulation of European Securities Markets’, chaired by Baron Alexandre Lamfalussy, whose proposals were
adopted by the Council of Economics and Finance Ministers, 22 March 2001.

2 See eg AIFMD, recital (86) and Art 58.

24 Established by Commission Decision 2004/5/EC and revised by Commission Decision 2009/78/EC.

25 Established by Commission Decision 2004/6/EC and revised by Commission Decision 2009/79/EC.

26 Established by Commission Decision 2001/527/EC and revised by Commission Decision 2009/77/EC.
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(ESAs), operative since 1 January 2011. The ESAs are the European Banking Authority
(EBA),? the European Insurance and Occupational Pensions Authority (EIOPA),? and the
European Securities and Markets Authority (ESMA).?°

The ESAs form part of the newly conceived ‘European System of Financial Supervision’
(ESES). The ESES is designed as an integrated network of national and EU supervisory
authorities, leaving day-to-day supervision to the national level. It seeks to ‘overcome defi-
ciencies’ in the pan-European regulatory framework and to ‘provide a system that is in line
with the objective of a stable and single Union financial market for financial services, linking
national supervisors within a strong Union network’.3° Apart from the ESAs, the ESFS com-
prises the European Systemic Risk Board (ESRB),*" the Joint Committee of the European

Supervisory Authorities,?? and the national regulators.??

B. The AIFMD framework

The ATIFMD constitutes Level 1 framework legislation. The AITFMD empgowers and instructs
the Commission to make further Level 2 rules by way of delegated acts ncerns: Article 3
(exemptions), Article 4 (definitions), Article 9 (initial capital an(}x}'\} funds), Articles 12
and 14-21 (operating conditions for AIFMs), Articles 22-24 ?\‘{ﬂf‘)arency requirements),
Article 25 (leverage), Articles 34-37, 40, 42, and 67-68 ( ié~\7d AlIFs and AIFMs), and
Article 57 (exchange of information between regulators) 4"

To date, the Commission has adopted three re u]f,tb)s to supplement the rules in the
AIFMD. The bulk of the Level 2 measures are ¢ br?ﬁned in Regulation No 231/2013 of
19 December 2012 (Implementing Regula’n'iéiﬁ -5 The Implementing Regulation deals
with most matters that are delegated tf<§§° “Commission under the ATFMD, except

)
—~

27 Regulation (EU) No 1093/ 201(51 ‘_,g European Parliament and of the Council of 24 November
2010 establishing a European Supervisd® = wuthority (European Banking Authority), amending Decision No
716/2009/EC and repealing Commision Decision 2009/78/EC (O] 2010 L331/12).

28 Established by Regulatio QU) No 1094/2010 of the European Parliament and of the Council of 24
November 2010 establishiy:;“uropean Supervisory Authority (European Insurance and Occupational
Pensions Authority), am;\\%ﬂg Decision No 716/2009/EC and repealing Commission Decision 2009/79/
EC(OJ2010L331/48%

29 Established b kg!ulation (EU) No 1095/2010 of the European Parliament and of the Council of 24
November 20 &lishing a European Supervisory Authority (European Securities and Markets Authority),
amending Decisign No 716/2009/EC and repealing Commission Decision 2009/77/EC (‘ESMA Regulation’).

30 See (the identical) recital (8) of each of Regulations (EU) Nos 1093/2010, 1094/2010, and 1095/2010,
establishing EBA, EIOPA and ESMA, respectively (the recitals further note that: “The Union cannot remain ina
situation where there is no mechanism to ensure that national supervisors arrive at the best possible supervisory
decisions for cross-border financial market participants; where there is insufficient cooperation and informa-
tion exchange between national supervisors; where joint action by national authorities requires complicated
arrangements to take account of the patchwork of regulatory and supervisory requirements; where national
solutions are most often the only feasible option in responding to problems at the level of the Union; and where
different interpretations of the same legal text exist’).

31 Established by Regulation (EU) No 1092/2010 European Parliament and of the Council of 24 November
2010 on European Union macro-prudential oversight of the financial system and establishing a European
Systemic Risk Board (O] 2010 L331/1).

32 Per Arts 54-57 of Regulations (EU) Nos 1093/2010, 1094/2010, and 1095/2010.

33 Per Art 1(2) of Regulations (EU) Nos 1093/2010, 1094/2010, and 1095/2010.

34 See recitals (78) et seq.; Art 56 AIFMD.

35 Commission Delegated Regulation (EU) No 231/2013 of 19 December 2012 supplementing Directive
2011/61/EU with regard to exemptions, general operating conditions, depositaries, leverage, transparency and
supervision (OJ 2013 L83/1) (‘Implementing Regulatior’). The remaining chapters of this book will refer to
this Regulation simply as the ‘Implementing Regulation’.

12
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the opt-in procedure for AIFMs that meet the exemption conditions of Article 3(2)3¢ and the
selection of the Member State of reference for certain non-EU AIFMs.3

The relevant ESA under the ATFMD is ESMA. Articles 10-14 of the ESMA Regulation
empower ESMA to make regulatory technical standards in relation to matters in which the
Commission has been given the power to make delegated acts.3®

The regulatory technical standards must be ‘technical’ so as not to ‘imply strategic decisions
or policy choices” and their scope is delineated by the scope of the delegated acts to which
they relate.** ESMA must conduct public consultations and cost/benefit analyses in rela-
tion to draft technical standards, except if disproportionate or in matters of urgency.®® The
Commission may reject ESMA’s proposed technical standards and ask for variations, and,
indeed, has done so in relation to a number of areas in connection with the AIFMD.

Article 16 of the ESMA Regulation empowers ESMA to make guidelines and recommenda-
tions. These apply to national regulators and/or market participants. The objective is to fur-
ther the consistency, efficiency, and efficacy of the ‘supervisory practices wi@
System of Financial Supervision’ (ESFS) and to ensure ‘the common, ul)iﬁ;\" and consistent
application of Union law’.#! Here, too, ESMA must conduct publi ¥olstiltations and cost/

e European

benefit analyses in relation to draft guidelines and recommend&%ds; except if dispropor-
tionate or in matters of urgency.*? N
\
AN
)

-

II. General Provisions ;&f\\,d AIFMD
. X
1. Subject matter ane 'Q'\:V'{Artz'cles 1-2)
R
OR
Article 1 sets the scene: the AIFM CL}QS a regulatory framework for the authorization
and regulation of ‘managers of alternaiive investment funds (AIFMs) which manage and/or

A. Subject matter (Articles 1 and 2(1))

market alternative investment "\1?& (AIFs) in the Union’.
Y

Article 2(1) puts beyond do@ that any connection of an AIFM with the EU, either because
the AIFM is based in d;\,d or, if not, manages an EU AIF or markets an AIF in the EU,
will bring the Al k’cope. Accordingly, EU AIFMs which manage one or more EU or
non-EU AlFs, nog-EU AIFMs which manage one or more EU AlFs, and non-EU AIFMs
which market one or more EU or non-EU AlFs in the EU, subject to applicable exclusions

and exemptions, all need authorization under the AIFMD.

36 Per AIFMD, Art 3(4). This delegated act is dealt with in Commission Implementing Regulation (EU)
No 447/2013 of 15 May 2013 establishing the procedure for AIFMs which choose to opt in under Directive
2011/61/EU of the European Parliament and of the Council (O] 2013 L132/1) (‘Opt-In Implementing
Regulation (EU) No 447/2013).

37 AIFMD, Art 37(14). 'This delegated act is dealt with in the Opt-In Implementing Regulation (EU) No
44712013.

38 In addition to the AIFMD giving the Commission the power to make delegated acts, similar provisions
may be found, inter alia, in MiFID (n 14) and the UCITS Directive (n 2): see ESMA Regulation (n 29), Art 1(2).

39 ESMA Regulation (n 29), Art 10(1).

40 ESMA Regulation (n 29), Art 10(1).

41 ESMA Regulation (n 29), Art 16.

42 ESMA Regulation (n 29), Art 16.
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The AIFMD, therefore, is not directed at AIFs per se.® It seeks to regulate the operators, or
‘managers’, of AIFs—the AIFMs. Naturally, certain elements of the constitution and opera-
tion of AlFs are regulated indirectly by requiring the AIFM as part of its continued authori-
zation to ensure that its AIFs are AIFMD-compliant.

Unless the AIF is a ‘self-managed’ AIE so that it is also authorized as the AIFM,* the compliance
of the AIF will not ultimately be within the control of the AIFM. The AIFM will be required to
resign as manager to the AIF in the event that the AIF fails to comply with the AIFMD.#>

Accordingly, the scope of the AIFMD depends on three operative concepts: AIF’, ‘managing’
an AIF in the EU, and ‘marketing’ an AIF in the EU. These definitions are addressed in turn.

B. Scope: what is an ‘AIF’? (Articles 2(2) and 4(1)(a))

An ‘AIF is defined in Article 4(1)(a) of the AIFMD as a collective investment undertaking,
which raises capital from a number of investors with a view to investing it in accordance with
a defined investment policy for the benefit of those investors and vyh' oes not require
authorization pursuant to the UCITS Directive.* .r\

Article 2(2) makes it clear that the structure of the arrangetp \ﬂorm (legal structure),
or substance (open-ended or closed-ended) is of no conse%ﬁ ¢ to the determination of
whether or not an arrangement is an AIE

The definition is clearly, and presumably purposeful]r ‘*)Nad and inclusive. ESMA has made
guidelines on the meaning of AIE* but this g\;,'{? W7 is of a very general nature and does
little to bring more certainty. ESMA does not ® Qs \unmtentlonally) to narrow the scope of
Article 4(1)(a).%8 '\\ o/

Accordingly, the only certainty is that U QT i Ss are not AIFs. All other elements—ie ‘collec-
tive investment’, ‘undertaking’, * ‘é\ cdpital’, from a number of investors’, ‘with a view to
investing’, ‘defined investment uy and ‘investing for the benefit of the investors—are
capable of variable interpre a8 ensuring that unless there is some form of exclusion, any

arrangement that has COILPA «e investment characteristics is potentially in scope.

For instance, the no, &\ of ‘collective investment’, ‘investing for the benefit of the investors’,
and ‘defined iny, gﬁ"umt policy’ are de facto largely non-descript. At first blush, it may be
tempting toQ de that this is about arrangements that enable a number of participants,
the investors, to ‘pool’ their assets and have the combined assets managed as a single fund
in accordance with a certain investment objective so that they may share equally, pro rata
to their participation, in the profits and losses of the pool as well as the cost of operation.
However, many commercial arrangements are based on the notion of pooling resources and
sharing profits and losses.

Even determining, for purposes of the definition of ATE whether an undertaking has a num-
ber of investors or only one investor is not straightforward. Except where the undertaking is

43 AIFMD, recital (10) notes specifically that the AIFMD does not seek to regulate AIFs per se.

44 AIFMD, recital (20).

45 AIFMD, recital (11).

46 AIFMD, Art 4(1)(a).

47 ESMA, Guidelines on key concepts of the AIFMD, ESMA/2013/611, 13 August 2013.

48 See ESMA, Final Report— Guidelines on key concepts of the AIFMD, ESMA/2013/600, 24 May 2013,
para 4.
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legally prevented, for example by law or its constitutional instrument, from raising capital
from more than one investor, it should be considered an AIF notwithstanding that, de facto,
there is only one investor.#® Naturally, if the sole investor is funded by multiple investors,

look-through applies.>®

In practice, it will be necessary for providers of investment and other financial products
to consider each product offered in the EU carefully to assess whether it is caught by the
AIFMD. That means screening against the implementation rules of the Member State in
which the AIFM manages the AIF as well as the rules of each Member State in which the
AIF may be offered.

C. Exclusions from the definition of AIF (Article 2(3))

Certain arrangements have been excluded from the definition of AIF by Article 2(3) AIFMD.
The most obvious exclusion is the company, ie a business enterprise that participates in com-
merce in contractual or corporate form and secks capital funding, privately or publicly, by way
of a fixed number of equity participations. Where the enterprise concerns; %Ig, building,
manufacturing, or the sale of goods or services, it will not be difficult ?‘z\e tlfy the factors
that distinguish the company from a collective investment arrangg,* 5051 T, however, the
company’s enterprise is the purchase and sale of financial mvestme\qﬁur its own account, the
matter is less straight forward. Holding companies are therc:g)rs luded from the definition
of AIE*? But the definition of holding company itself lCaVF' @iey areas.

Pension funds also operate collective investment aqp}' gg’“’lents A defined benefit scheme
disconnects the participants’ entitlements from thiha tual investment return and may be
characterized more properly as a form of insurange “Wfined contribution schemes, however,
often offer participants a choice of investme: \t\\ptlons which are each organized and man-
aged as a pool and may in some manner n-Qracterized as investment funds. Most pension
schemes would qualify as AIFs but f((:&\: Exclusion from the definition of AIES3

Other exclusions are supranati\xa‘~ «nd national governmental bodies, including central
banks and bodies that mana

helpfully, employee part1§\§(a)n and savings schemes.>*

i cets meant to fund social security obligations, as well as,

Equally, unit-linked {(}'“nce policies, which pay out by reference to the value of a portfolio
of investment fi t the policyholder may select during the life of the policy to invest the
insurance premiums in, are well within reach of the definition of AIE. Interestingly, Recital
(8) of the AIFMD observes that the Directive ‘should not apply to the management of pen-
sion funds; employee participation or savings schemes; supranational institutions; national
central banks; national, regional and local governments and bodies or institutions which
manage funds supporting social security and pension systems; securitisation special pur-
pose entities; or insurance contracts and joint ventures'.>> All these arrangements have been

4 ESMA, Guidelines on key concepts of the AIFMD (n 48), Guideline 17.

50 ESMA, Guidelines on key concepts of the AIFMD (n 48), Guideline 18.

>1 Indeed, ESMA has no difficulty excluding ‘undertakings’ that have a ‘general commercial or industrial
purpose’ from the definition of AIF: see ESMA, Guidelines on key concepts of the AIFMD (n 48), Guideline 12.

52 AIFMD, Art 2(3)(a).

33 AIFMD, Arc 2(3)(b), (e).

>4 AIFMD, Art 2(3)(c)—(f).

55 Emphasis added.
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listed as excluded from the definition of ‘AIF’ in Article 2(3), with the exception of insur-
ance contracts. Notwithstanding, presumably, insurance services and insurance contracts are

intended to be excluded from the scope of the AIFMD.

D. Grey area: notional pools may or may not be AIFs

The distinction between financial arrangements that constitute collective investment proper,
and other financial arrangements, which operate to pay the participants a share of the profit
and loss butare not collective investment, is most clearly obfuscated in the case of (off-balance
sheet) asset-backed securitizations and (on-balance sheet) ‘structured debt’ instruments.

In the case of asset-backed securitizations, a special purpose vehicle will issue debt instru-
ments. The proceeds of the issue will be used to buy a portfolio of assets from the originator,
the arranger of the securitization, for example credit card debts or mortgaged loans. The
returns of the portfolio of assets are used to fund the payments due under the issued debt
instruments. The ATFMD does not aim to capture these arrangementssand ‘securitisation

ial ities’ have b luded f1 he definiti fAl
special purpose entities” have been excluded from the definition o '®

Unlike securitization vehicles, structured debt arrangements g{@él excluded and may,
prima facie, be caught. Structured debt arrangements entail af§a2ncial institution that has
the benefit of a commercial credit rating to issue debt expressea-o pay interest and principal
by reference to the return of a notional pool of assets. >\

Consequently, all debt holders will share equally Q;?r'ise and fall of the reference value.
Similarly, total return swap transactions ma M sence baskets of financial instruments
arrangements. If the swap provider writes a }it Q.}}r of swaps referencing an identical basket,
the swap counterparties will share in the tefvte of that basket. From some perspective, it may
be said that these series of bilateral cgfitiectual arrangements amount to collective invest-
ment and are therefore ATFs. Thattdueiusion, however, would not be right and appropriate
in view of the definition of ‘AIF’ fa.tie AIFMD, certainly not if interpreted in the context of
the AIFMD’s stated rationale.

The primary raison dé‘f;ﬁx the AIFMD is the management of systemic risk. Structured
debt and swap tran ;‘\1‘5\6.?8 are balance sheet events for the issuer. The proceeds are not used
to invest in an a&@ pool of assets for the benefit of its counterparties. The reference value
remains a n | pool and the issuer will typically ensure that it can make payments by
entering into Swap and other investment transactions that will protect the issuer from any
adverse movement in the value of the notional pool.

It is difficult to see how, in these arrangements—per Article 4(1)(a)(i)—capital has been
raised from a number of investors ‘with a view to investing it’. The proceeds of the transac-
tions—it’ in the definition of AIF—are not invested but will fund the issuer’s general opera-
tions and will be used by the issuer as principal, not as operator of a collective investment
scheme. Systemic risk arising from these arrangements should be addressed as a matter of
the regulation of the operations of the issuer as a financial institution, for example a credit
institution, not as an AIFM.

The secondary aim of the AIFMD is investor protection. It concerns protection from certain
market and other operational risks. In that context, the AIFMD secks to impose operational

56 AIFMD, Art 2(3)(g).
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requirements on the AIFM that aim to mitigate the potential impact of certain events. In
particular, the ATFMD imposes risk and liquidity management and requirements in Articles
15 and 16 and a depositary requirement in Article 21.

These risk mitigation requirements are not meaningful in the context of a notional pool.
Again: the proceeds, ‘it’, are not invested. The AIFMD, therefore, is not the right tool to
regulate investment products which are bilateral contracts that determine the product
provider’s payment obligations by reference to a notional pool of assets. A better approach
is to regulate the governance of these products, and risk mitigation, as a matter of the
regulated business of the issuer, ie either in the context of authorization as an investment
firm under MiFID or in the context of the authorization as a credit institution under the
Banking Directive.”” Indeed, the governance of unit-linked insurance policies is left to
be regulated under the Life Insurance Directive.5® Naturally, a level playing field should
be preserved in terms of operative conduct of business rules and product restrictions on
market access.*®

It may perhaps also be argued in certain circumstances that contracts thz@' out by refer-
ence to notional pools are not ‘undertakings’ within the meaning of Agr “%(1)(a). However,
itis not clear what is meant by an ‘undertaking’. Article 2(2) refers \by ‘legal form’, which
seems to make clear that the AIF does not need to have a lega§v\. uahty, but not whether
and to what extent an arrangement must have a separate isedice of some description to
constitute an AIE Since capital must be raised from ‘az;miper of investors’ in order for
there to be an AIF, arrangements that do not ha\le da”personality should at least be a

multi-partite arrangement to be considered as an M Q
AN/
E. Scope: ‘managing’ an AIF (Article 4(1)(w:

A
The AIFMD lists the key components of; ,§aging an AIF in Article 4(1)(w) and Annex I,
. . . / . .
which together stipulate that ‘managidg Alr's’ means performing ‘atleast’ the ‘investment man-
. . > .
agement functions’ of ‘portfolio manayeinent or ‘risk management for one or more AlFs.

'The drafting gives rise to conﬁ&%n because Article 4(1)(w) appears to suggest that to be the
AIFM, it is sufficient to b{Q{D ointed either as the portfolio manager or as the risk manager.

(‘c’

57 Directive 200%/EC of the European Parliament and of the Council of 14 June 2006 relating to the
taking up and pursuit of the business of credit institutions (O] 2006 L177/1).

%8 Directive 2002/83/EC of the European Parliament and of the Council of 5 November 2002 concerning
life assurance (O] 2002 1L.345/1).

%9 See also Proposal for a Regulation of the European Parliament and of the Council on key information
documents for investment products, COM(2012) 352 final, 3 July 2012 (also known as the ‘Packaged Retail
Investment Products Regulation’ or ‘PRIPs’). According to PRIPs, ‘investment products’ must be accompanied
by a key information document (KID) when sold to ‘retail investors’. ‘Investment product’ is broadly defined
and captures all investments where, regardless of the legal form of the investment, the amount repayable to the
investor is exposed to fluctuations in reference values or in the performance of one or more assets which are
not directly purchased by the investor (Art 4(a)). According to the Explanatory Memorandum (p 7), [sJuch a
definition would include products with capital guarantees, and those where, in addition to capital, a proportion
of the return is also guaranteed; investment funds, whether closed-ended or open-ended including UCITS;
all structured products, whatever their form (e.g. packaged as insurance policies, funds, securities or banking
products), insurance products whose surrender values are determined indirectly by returns on the insurance
companies own investments or even the profitability of the insurance company itself as well as derivative instru-
ments. Some of these products may be used as individual retail pension products, i.e. accumulation vehicles for
the purposes of retirement planning’. Although not explicitly mentioned, AIFs offered to retail investors appear
to be within the scope of PRIPs as well.
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Chapter 1: The Alternative Investment Fund Managers Directive

The wording in paragraph 1 of Annex I of the AIFMD does not use the word ‘or’, however,
and Article 6(5)(d) provides that an AIFM must be appointed by the AIF to perform both
functions in order to be authorized under the AIFMD. %

For a collective investment scheme to run properly, in essence, three different categories of
functions must be performed: portfolio management functions (the investment and rein-
vestment of the assets of the collective investment scheme); administrative functions (the
valuation of the assets, pricing of the shares or units, and cancellation and issue of units
or shares, including settlement of the transactions with the investors, an activity known as
‘transfer agency’); and marketing and distribution functions.

In this context, it is instructive to compare the AIFMD’s definition of ‘managing an AIF to
the UCITS Directive’s definition of ‘managing a UCITS’. Annex IT of the UCITS Directive
is clear on the point that ‘managing a UCITS’, also referred to as ‘collective portfolio man-
agement’, includes all three categories.®! In other words, the person who secks to ‘manage a
UCITS’ must be appointed by that UCITS to perform, and must have ed responsibil-
ity to the UCITS for the performance of, all three categories of functiefid, together defined
as ‘collective portfolio management’ by Annex II of the UCITS D@%ive.

The AIFMD takes a different approach. Although Annex I *Cé\f\he words ‘collective man-
agementofan AIF and clearly implies that this concept, isSQr, ar to the concept of ‘collective
portfolio management’ used in the UCITS Directive, ‘\_‘;\nncx I also implies that, unlike a
management company authorized under the UCK™ Directive, it is not mandatory for an
AIFM to be appointed by the AIF to perfor \.‘scndministrative or marketing functions.
Responsibility for investment managemer}}ﬁ Quycions, ie portfolio management and risk
management as defined in Annex I of the &\&MD, is sufficient.

Portfolio management and risk ma W:Cﬁeﬁt are not defined in the AIFMD. Some confu-
sion may therefore arise about he )néaning of ‘portfolio management in the context of
‘management of a collective in:(é?tu'lent undertaking’ (be that a UCITS or an AIF).

It is clear that there is no ffkkional difference between managing a portfolio of investments
that belongs to an incﬁi‘@,al and managing a portfolio of investments that belongs to a col-
lective investmensgadertaking. In both cases the portfolio manager is responsible for the
investment a %rs'estment of the portfolio, on a discretionary basis, with a view to pursu-
inga certainQrestment objective.

A person who manages the investment and reinvestment of the portfolio of an AIF is there-
fore not necessarily the ‘manager’ of that AIE, ie the AIFM. If that were true, all persons who
provide MiFID portfolio management services to an AIF would be managing the ATF within
the meaning of the AIFMD, and they are not.% For a person to be the AIFM, there needs to
be an additional, collective element. That must logically mean that the ATIFM is the person
who has assumed responsibility for the overall performance of the various functions listed in
Annex I of the AIFMD in the context of the operation of the collective investment scheme.

60 See also recital (21), which (definitively) proclaims that an AIFM ‘should never be authorised to provide
portfolio management without also providing risk management or vice versa'.

61 See UCITS Directive (n 2), Art 6(2), (3) and Annex II.

62 AIFMD, Annex I, paras 2(a), (b) are exact copies of the second and third bullets of Annex I of the UCITS
Directive (n 2).

63 See paras 1.140-1.142.
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For instance, where it concerns portfolio management, responsibility for portfolio liquidity
management in view of expected redemptions and contributions is a collective element in the
management of the portfolio that is not present in individual portfolio management. This dis-
tinguishes the portfolio management role of an AIFM, or indeed a UCITS management com-
pany, from the portfolio management role of a MiFID investment firm. Naturally, the AIFM
(or UCITS management company) can delegate the responsibility toa MiFID investment firm.

Merely advising the AIF is not sufficient, even if that function is accompanied by risk man-
agement.®* There must be discretionary investment powers, ie the AIFM must have discre-
tion to make investment decisions within the boundaries of the agreed investment policy
and the investment restrictions.

E Scope: ‘marketing’ an AIF (Article 4(1)(x))

‘Marketing’ is defined in Article 4(1)(x) AIFMD as a ‘direct or indirect offering or place-
ment’, made ‘at the initiative of the AIFM’ or ‘on behalf of the AIFM’, to onwith investors
who are domiciled in the EU or who have a registered office in the EU, ‘of, or shares of
an AIF’ managed by the AIFM. \\\

The offering or placement must be made ‘at the initiative of t fZQ‘\/[ or persons in its
distribution channel. Accordmgly, if the units or shares are pu@
tive, commonly referred to as ‘reverse solicitation’, no marl@ i L\‘ within the meaning of the
AIFMD has occurred. Recital (70) clarifies that the AIF/\'%'ls not intended to apply if an
EU-based professional investor ‘invests in AIFs on,ushu initiative, irrespective of where

the AIFM and/or the AIF is established’. . O
o S

Pension funds and other institutional mvestorx?t often assisted by professional consultants
who solicit product information from mve% cht managers through so-called ‘requests for
proposals’ or ‘RFPs’. It is very likely tments in AIFs pursuant to these RFPs prop-
erly qualify as having been made at th? Yiative of the i investor, rather than the AIFM. Much

d at the investor’s initia-

of this is fact and context bound,;ef €ourse, and will also depend on national implementation
and guidance from the natlom&\ zulators.

0

Given that the offer or )’)Q\n ent must be made ‘at the initiative of the AIFM’ or ‘on behalf
of the AIFM’, it foll \(Q)hat the AIFM is only responsible for offerings or placements made
through a distri K channel controlled by the AIFM. If a person, for example a broker,
who is not authorized by or on behalf of the AIFM (eg by way of a distribution agreement
or otherwise), offers or places units or shares in an AIF to or with an investor in the EU, the
offering or placement does not cause the AIFM to be in breach of the AIFMD.

That would potentially leave a hole in the regulatory net because an AIF is a collective invest-
ment scheme and, therefore, units or shares in an AIF are financial instruments within the
meaning of Section C of Annex I to MiFID. Investment firms authorized under MiFID and
credit institutions authorized to provide MiFID services would therefore be able to offer or
place units in non-compliant AlFs in the EU in accordance with their regulatory permissions.

The AIFMD deals with the potential gap in Article 6(8), which provides that ‘investment

firms’, which ‘directly or indirectly, offer units or shares of AlFs to, or place such units or

64 See also E. Wymeersch, “The European Alternative Investment Fund Management Directive’, in E.
Wymeersch (ed.), Alternative Investment Fund Regulation (Kluwer Law International, 2012) 437.
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shares with, investors in the EU, may only do so to the extent the units or shares can be mar-
keted in accordance with’ the AIFMD.%

In view of recital (9) AIFMD, the term ‘investment firm’ as used in Article 6(8) ought to be
interpreted within the meaning of Article 1(1) MiFID, without reference to any exemptions
so as to capture all firms that engage in investment services within the meaning of MiFID,
regardless of whether or not these firms are based in the EU, and regardless of whether or not
they are authorized under MiFID.

The wording of Article 6(8) suggests that the prohibition on ‘offering’ or ‘placing’ of units by
an investment firm is limited to activities that amount to marketing. Therefore, an invest-
ment firm should be free to advise a client within the meaning of Article 4(1)(4) of MiFID
to purchase units in an AIES6 even if that AIF could not otherwise be marketed to that client
in accordance with the AIFMD. Equally, per the definition of ‘marketing’ in Article 4(1)(x)
and recital (70), if the firm executes an order on behalf of but at the initiative of the client,®”
the resulting transaction ought not to amount to offering or placing. (b'

2. Exemptions (Article 3) @ ;\

Separately from the exclusions in Article 2(3), the AIFMD ¢ lﬁi\number of exemptions in
Article 3. Group company investment vehicles are exenst?@a d the AIFMD does notapply
to the extent that the AIF’s only investors are the AI

these are not themselves AIFs.%8

\o its group companies, provided

R \:"
In addition, the AIFMD operates a materlahtv’ b) shold and does not apply to an AIFM to
the extent that: RN

(a) in the case of AIFs that employ le \‘o! the aggregate value of the long assets of all the
leveraged ATFs under commofreaiu ol of the AIFM does not exceed EUR 100 million;®
(b) in the case of AlFs that do n-€mploy leverage and are closed-ended for a period of at
least five years, the aggregat=value of the long assets of all the AIFs under common con-

trol of the AIFM doesk exceed EUR 500 million.”®

The Commission \\1 de Level 2 rules in relation to the calculation, monitoring, and
reporting of the Q’ts under management by an AIFM who seeks to avail of the materiality
threshold C)Qp{ons 7 In summary: annually, the AIFM must calculate the aggregate value
of all the asset$ held in each AIF it manages under common control, including those port-
folios delegated to third parties, but UCITS portfolios, portfolios delegated to the AIFM
by third parties, and cross-investments between the AIFs or their sub-funds, are excluded.”?

The assets must be valued in accordance with the rules that apply to the AIF per its constitutive
documents and the laws ofits place of organization.”® Derivative instruments, however, including

65 AIFMD, Art 6(8). See also recital (9).

Which is an investment service within the meaning of MiFID (n 14), Annex I, Section A(5).
Which is an investment service within the meaning of MiFID (n 14), Annex I, Section A(2).
68 ATFMD, Art 3(1). See also recital (16).

69 AIFMD, Art 3(2)(a). See also recital (17).

70 AIFMD, Art 3(1). See also recital (17).

71 Per AIFMD, Art 3(6).

72 Implementing Regulation, Art 2(1), (2), (4)—(6).

Implementing Regulation, Art 2(1)(b).
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instruments with embedded derivatives such as convertible bonds, must be valued in accordance
with the ‘conversion methodology’ set out in the Commission’s Implementing Regulation.”

AIFMs who have the benefit of the materiality threshold exemption are not fully exempted
from the AIFMD: the AIFM must register with its national regulator and regularly provide
information about its AlFs, the investment strategies, and the holdings and the principal
activities, as well as monitor the value of the assets under management and notify its regula-
tor immediately in the event that the AIFM fails to continue to qualify for the exemption due
to a breach of the applicable threshold.”® Breaches that are expected to be temporary may not
disqualify the AIFM if the AIFM is able to provide reasonable justification for its assessment
that the breach is temporary in nature.”® However, breaches that are likely to continue for
longer than three months are not considered to be temporary in nature.””

3. Determination of AIFM (Article 5(1))

A. Appointment to manage an AIF (Q

Article 5(1) of the AIFMD directs the Member States to ensure that eacﬂ\ ‘shall have a
single AIFM, which shall be responsible for ensuring compliance with \‘h\, AIFMD]’. To be
the ATFM, a person must ‘manage the AIF. Q\

As discussed in paragraph 1.75, Article 4(1)(w), in conjun iethwith Annex I, implies that,
unlike a management company authorized under the U(;,T »-Directive, it is not mandatory
for an AIFM to be appointed by the AIF to perfor%tkv ministrative or marketing func-
tions. Responsibility for investment managementafiiions, ie portfolio management and
risk management as defined in Annex I of the A.n ‘QTJ is sufficient.

The Directive’s splitting of ‘investment maifageraent functions” (portfolio management and
risk management) from other collect %ement functions reconciles with the fact that
the AIFMD does not regulate AIFs ly Unless an AIF is ‘self-managed’, so that it is also
authorized as the ATFM,7® the comg.tiance of the AIF will not ultimately be within the control
of the ‘external’ AIFM. Instead. \ AIFMD requires the AIFM, rather than each AIE, to ensure
that the ATFs under its poréy comply with the Directive.” The AIFM will be required to
resign as manager of thg‘\\k\in the event that the AIF fails to comply with the AIFMD.#

'The ability to al ertain collective management functions to different persons will allow
the depositary to assume responsibility for the administrative functions. This makes sense as, in
practice, it is the depositary who performs the valuation and transfer agency functions for the AIE

B. Internally managed versus externally managed AIFs

Article 5(1) permits the AIFM to be either a person which is appointed separately by or on
behalf of the AIF to manage the AIF (‘external AIFM’), or to be the AIF itself, if its legal

74 Implementing Regulation, Art 2(3). Under Art 10, the conversion methodology is set out in Annex II of
the Implementing Regulation.

75 AIFMD, Art 3(3) and the implementing rules in the Implementing Regulation, Arts 3-5. See also the
Implementing Regulation, recitals (6)—(9).

76 Implementing Regulation, Art 4(3).

7 Implementing Regulation, Art 4(4).
8 See AIFMD, recital (20).
9 AIFMD, Art 5(2).
0 See AIFMD, Art 5(3) and recital (11).

©0 NN

21

1.93

1.94

1.95

1.96

1.97

1.98



1.99

1.100

1.101

1.102

1.103

1.104

Chapter 1: The Alternative Investment Fund Managers Directive

form permits a governance structure that allows for self-management of the AIF (‘internal
management’) by a governing body of the AIF and the governing body has not decided to
appoint an external AIFM.#!

The distinction between the self-managed, or ‘internally managed’, AIF and an AIF that is
‘externally managed’, ie has appointed an AIFMD management company;, is of particular
consequence for the capital requirements imposed by Article 9.

In practice, investment funds are structured in one of four forms: in corporate form asa company
with variable capital; in contractual form as a partnership operated by a (usually incorporated)
general partner; in contractual form as a common fund held by a depositary company and man-
aged by a management company; or in the form of a (unit) trust operated by a (usually incorpo-
rated) trustee. Only the company with variable capital has a governance structure that permits
self-management through its governing bodies, the board of directors, and/or sharcholders.

ATFs that exist in contractual or trust form do not normally have indegendent governing
bodies. They are managed through their general partner, managem :&pany, or trustee
who, therefore, would in the first instance qualify as the AIFM. Hy \\ ver, nothing in the
AIFMD suggests that authorization as an internally managed \‘* 9t a trust or contractual
common fund is not permitted if the constitutive documen ﬁne AIF establish a board or
other governing body that is charged with the Annex ?e’@ ilent management functions.

For purposes of Article 9, it is conceivable that the c\\?l requirement of EUR 300,000
would be contributed to the trust or contractual ¢ 0‘ >n fund by the sponsor of the AIF by
way of subordinated units or shares thatare onl ’\5 Mededmable ifall ordinary unit or sharechold-

ers have been paid in full. » \ )

4. 75&7A]FM and AIFs

A. Open-ended and closed—enc@ ./}AFS

Application of Article 16 (llq\;‘dlt;l management), Article 19 (valuation), and Article 61
(transitional provisions) @e AIFMD differs depending on whether the AIFM’s AlIFs are
open-ended or closed f

Open-ended coll nvestment funds do not normally have a fixed term, and permit inves-
tors to make tions and request redemptions at certain times during the life of the fund.
The numbeg:mlts or shares issued to an investor in return for contributions to the fund and
the amount payable to the investor by the fund upon cancellation of units of shares following
a redemption request are based on the price of the unit or share on the day of the contribution
or redemption (known as the ‘dealing day’). The price is calculated by dividing the net asset
value of the fund—ie the assets minus the liabilities as determined based on prevailing market
prices and in accordance with the rules applicable to the fund under its constitutive documents
and the law of its place of organization—by the number of outstanding units or shares on the
dealing day. The contribution, or the redemption amount, as the case may be, is payable upon
the contribution or redemption becoming binding on the investor and the fund.

Closed-ended collective investment funds have a fixed term and do not permit additional
contributions of privately offered closed-ended funds after the fund has closed following the
capital-raising cycle. During the capital-raising period, each investor agrees on the amount of

81 See also recital (20).
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II. General Provisions of the AIFMD

capital it will commit to the fund. Once the aggregate of the investors’ capital commitments
reaches a certain threshold determined by the manager of the fund, the capital-raising cycle ends
and the fund is said to be ‘closed’. The next phase is the investment phase, in which the manager
will seek out investment opportunities. The investment will, apart from bank borrowing, be
funded by ‘drawing down’ capital commitments, or, later in the life of the fund, by the proceeds
from the sale of earlier investments. This will continue until the manager has invested the entire
committed capital. In the final phase, the manager will sell the investments of the fund one by
one and return capital, plus or minus the return on the particular investment, to the investors.

Accordingly, open-ended and (privately offered) closed-ended funds have fundamentally
different modi operandi. Open-ended funds accept contributions and will permit investors to
take their capital out on a continuous, all be it not always high frequency, basis. The share of
the investor in the pool is valued based on prevailing market prices that will be obtained from
public sources. Closed-ended funds are not open for continuous contributions and redemp-
tions and are perhaps best described as a series of collective investments in individual assets
that are funded by the investor and lenders at the time of purchase. Capi l@ ly returned
once the investment is sold. Thus, the values of the capital contribution’s.ff\Xnd the redemp-
tions from, open-ended funds are determined based on estimated A\\,‘S, notwithstanding
the fact that the manager will normally have to sell fund asse%té\ﬁneet the redemption
request. The values of the capital draw-downs and return f; O§© sed-ended funds, on the

other hand, are based on actual prices. \
oS

, . . g MG N
Different operational processes have different impliggsiyasror the liquidity profile and valu-
N3 . .
ation of the fund. The manager of an open-ended f{W¢ is concerned with meeting redemp-
i f the portfolio and ensuring{lt ¢he valuation of the redeemed units |
tion requests out of the portfolio and ensuring{*»t¢he valuation of the redeemed units is
accurate and fair to the remaining investorsy<fe ) edeeming investor should not be over- nor
underpaid. The manager of the closed-egeddund, on the other hand, returns the proceeds
. . / S
of the actual divestment to all invest@ss 1ice the asset has been successfully sold. Liquidity
. > . .
does not play a role in that process,ana the valuation is a mere calculus event based on the

actually achieved price, notan ‘Qin;ation based on a collection of prevailing market values.
R

Naturally, the ability to o’**(’;): an open-ended fund depends on the availability of reliable
market prices, as well v;;s‘qtively liquid markets for the assets in which the fund invests so
that the manager, ‘&ﬁ assets to meet the redemption requests. If the assets are less liquid,
the manager must{imit the frequency of the dealing days. Some funds that invest in illiquid
hedge fund strategies operate with annual or even less frequent dealing days. At some point,
it is tempting to conclude that the fund cannot be said to be open-ended.

Indeed, this is what ESMA, after consultation, wrote into its initial draft ‘regulatory techni-
cal standards’ (RTYS) relating to ‘types of AIFM’.82 Recital (3) of ESMA’s initial draft RTS
observes that the distinction between open-ended and closed-ended funds should be deter-
mined based on ‘an appropriate threshold for the frequency of redemption opportunities
offered to AIF investors given the particular relevance thereof to the rules on liquidity man-
agement and valuation procedures’ and that given ‘current market practice, it is appropriate
to consider as open-ended those AlFs which offer redemption frequencies of at least yearly’.

82 See ESMA, Final report Draft regulatory technical standards on types of AIFMs, ESMA/2013/413, 2 April
2013, submitted to the Commission for endorsement of the draft RTS pursuant to Art 10(1) of the ESMA
Regulation (n 29).
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As demonstrated, however, exactly because of the fundamental difference between valuation
of investor interests in open-ended and closed-ended funds, the redemption opportunity, no
matter how infrequent, would appear to be the wrong determinant. Rather, what matters is
whether contributions and redemptions are driven by the manager’s investment opportunity
and consequently by funding needs or liquidation proceeds of actual investment transactions.

The Commission concurs. In a letter dated 4 July 2013, the Commission wrote to ESMA
that it has ‘serious doubts’ whether the frequency of the ability to redeem is a criterion that
can be used to distinguish between open-ended and closed-ended funds. The Commission
observed that Articles 16(1) and 19(3) of the AIFMD, in conjunction, denote a closed-ended
fund as a fund which carries out valuations ‘in case of an increase or decrease of the capital
by the relevant AIF’, and concludes that in case of a closed-ended fund, the ‘valuation and
calculation frequency is therefore linked solely to increases or decreases of its capital’.

ESMA disagreed with the Commission’s response to its initial draft RT'S for several reasons,
mostly based on the practical implications of the liquidity and valuatlo es for funds that
have a low dealing frequency, ie less than once a year.® NotWIthstan , ESMA submit-
ted re-drafted RTS to the Commission ‘in order to ensure a nrg,eG iplementation of the
AIFMD provisions and move the process forward’.3

Article 1(2) of the re-drafted RTS provides that an op ?& AIF is an ‘AIF the shares or
units of which are, at the request of any of its sharebo$l < or unit holders, repurchased or
redeemed prior to the commencement of its liqui '/ phase or wind-down’. Under Article

1(3) of the re-drafted RTS, a closed-ended Ap’\h san AIF that is not an open-ended AIF
within the meaning of Article 1(1). » \ 0

This approach—to base the distinction 1\\' 1ether the fund returns capital to investors after

asale of investment rather than at theTaigest of the investor—is in line with what the market
o171 . . 4

will in practice deem to be the dif cigrice between open-ended and closed-ended funds.®

B. Leveraged and unlevera&'\ AlFs

In addition to the dlsxlf i between internally and externally managed AlFs, and between
open-ended or clos ’k\)ced AlFs, the application of the AIFMD may differ depending on
whether the AIF ousldered to be (substantially) leveraged or unleveraged. This affects the
appllcatlong‘ cle 5(2) (exemptions) and Article 16 (liquidity management). Separately,
AIFMs managing leveraged AlFs are subject to special duties under Article 25 (AIFMs man-
aging leveraged AIFs).

The dictionary definition of ‘leverage’ describes it as the mechanical advantage gained by the
use of a lever. A lever permits the use of the benefit of momentum so that less force is required
to lift an object than if the object were lifted directly. In the context of investment, leverage
denotes the momentum that is experienced when the market exposure of the investment of
own funds is increased through the use of financial levers, ie financial transactions that result
in the ability to make profits, or incur losses, from market movements of certain defined
investments without investing own funds equal to the principal value of those investments
at the time of the transaction.

83 See ESMA, Opinion—Draft regulatory technical standards on types of AIFMs under Art 4(4) of Directive
2011/61/EU, 2013/ESMA/1119, 13 August 2013, paras 10ff.

84 ESMA, Opinion (n 83), para 34.

85 At the time of writing, the Commission had not yet issued final RTS in relation to types of AIFM.
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Leveraged exposure can be achieved in different ways. The most straightforward is to invest
borrowed money. If the lender is prepared to provide an unsecured loan, the investor does
not need own funds and has maximum momentum. More commonly, the lender will require
the purchased investment as collateral and require the investor to invest own funds in addi-
tion to the borrowed funds, thus creating a buffer in the value of the collateral and protecting
the lender against adverse market movements.

A common way to achieve leveraged market exposure is to enter into a forward contract or
future. For instance, the purchaser of an index future will typically be required to provide only
10% of collateral value against the purchased value. EUR 10.00 thus permits the conclusion of a
forward contract that gives EUR 100.00 market exposure. Similarly, someone who writes a put
or a call option on an index may only have to provide collateral to the tune of 10% of the value
to which the put or call relates. The buyer of the option is in a slightly different position, as only
the premium is due and the option will naturally only be exercised if it is in the money.

Swap agreements can also provide leverage. For instance, an unfunded total \rn swap will
permit the purchaser against the payment of a periodic fee calculated as aded, for example
LIBOR plus 0.30%, applied on the value of the reference asset, W}}t as the ‘notional
value’, to gain market exposure to virtually any asset class, limitgd/aly by the requirement
to collateralize the future payments due to the provider of thegesalvCturn swap.

A more complex and common set of transactions that give 1:2 Seaged exposure is called ‘short-
ing’. The investor sells EUR 100.00 of certain ﬁnan % Struments that are not actually
owned and borrows the instruments from a third p Vo satisfy the delivery obligation. The
proceeds of the short sale, plus any top-up with ¢ OV }nds as may be required by the lender,
are provided as collateral for the securities loa,r1 \K the lender permits it, the short-seller may
also choose to use the proceeds to buy différeytfinancial instruments and provide those as
collateral instead of the cash proceed ve short transaction, in which case the short-seller
is said to have both a ‘long’ and a ‘shews{xposure to the market.

o
e

C. Determining whether an_ Nis leveraged

The term ‘leverage’ is deﬁ}\‘\\{‘r}l Article 4(1)(v) of the AIFMD as ‘any method by which the
AIFM increases the ezgisure of an AIF it manages whether through borrowlng of cash or
securities, or leve g-r bedded in derivative positions or by any other means’. This broad
definition capture§ the numerous ways in which any market participant, collective invest-
ment fund, or otherwise, can seek to gain exposure to certain investments without investing
own funds to the value of those investments.8

As instructed in Article 4(1)(3), the Commission has duly provided rules on the measurement
and calculation of leverage in Articles 6-11 of the Implementing Regulation. Article 6(1) of
the Implementing Regulation provides that leverage of an AIF shall be expressed as the ratio
between its exposure and its net asset value.

It is important to note that it concerns the exposure of the AIF and not the exposure of issu-
ers of instruments in which the AIF is invested. While investments with embedded deriva-
tives, for example convertible bonds, are captured, investment in a leveraged issuer is not a
leveraged transaction for the AIE This matters in the context of closed-ended funds, which
invest, for example, in private equity or real estate, as they tend to make investments through

8 Annex I of the Implementing Regulation lists methods that may be used to increase the exposure of an AIE.
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portfolio companies for tax and ring-fencing reasons. Portfolio companies typically obtain
bank loans to fund their investments. The AIF would become exposed, however, if it agreed
to guarantee any of the loans made to the portfolio companies.®’

In addition, calculation of exposure excludes ‘any borrowings that are temporary in nature and
fully covered by capital commitments from investors’,?® permitting the avoidance of settlement

failures through temporary bridging facilitieswithout tipping the AIF into aleveraged AIF regime.

The exposure must be calculated in two ways: using the gross methodology and using the com-
mitment methodology.®® Gross exposure is the ‘sum of the absolute values of all positions’ of the
AIE® but excludes cash and cash equivalents and unused cash borrowings.®' Positions are to be
valued in accordance with the rules set out in the AIF’s constitutive documents and the laws under
which the AIF is organized,® but derivative instruments are valued using the conversion method-
ology set out in Annex I and II of the Implementing Regulation.®? Positions funded through the
reinvestment of cash borrowings are to be valued at the higher of the value of the cash borrowing
or the position funded with the proceeds of the borrowing.® Repurchase ecurities lending
agreements are valued in accordance with paragraphs (3) and (10) to ( 13} nex .

The commitment methodology also starts with the sum of th s'«\‘Vémte values of all posi-
tions of the AIF.*® However, all cash and cash borrowings a tﬂ;‘uded Again, positions are
to be valued in accordance with the rules set out in the II? nstitutive documents and the
laws under which the AIF is organized.*’ Derlvatlve irf1huments are to be valued using the
conversion methodology set out in Annex I and Hﬁi‘ “ A, opt that total return swaps written by
the AIF are not included,® forward contract or Firiacs purchased by the AIF if fully covered
with cash positions are not included, ' ancﬁf@ ngn exchange forward contracts, if used for
currency hedging purposes, are not 1nclur*\’k V1 Positions funded through cash borrowings
are to be valued at the higher of the valie w{4he cash borrowing or the position funded with
the proceeds of the borrowing.'?Raturchase and securities lending agreements are valued
in accordance with paragraphs 2 10-13 of Annex I of the Implementing Regulation. %
Next, opposite positions must e netted where applicable'® and qualifying hedging arrange-
ments must be taken inte Q unt.0

39

87 Implementi gtulation, Art 6(3).

8 Imple egulation, Art 6(4). Revolving credit facilities should not be considered since they are
temporary in nafyre: see Implementing Regulation, recital (14).

9 Implementing Regulation, Art 6(2).

9 Implementing Regulation, Art 7.

9 Implementing Regulation, Art 7(a), (c).

92 AIFMD, Art 19(1).

9 Implementing Regulation, Arts 7(b), 10

9 Implementing Regulation, Art 7(d).

9 Implementing Regulation, Art 7(e).

% Implementing Regulation, Art 8(1).

7 Implementing Regulation, Art 8(1).

% Implementing Regulation, Arts 8(2)(a), 10.

9 Implementing Regulation, Art 8(4).

190 Implementing Regulation, Art 8(5).

101 Implementing Regulation, Art 8(7).

192 Implementing Regulation, Art 8(2)(c), Annex 1, paras 1, 2.

193 Implementing Regulation, Art 8(2)(d).

%4 Implementing Regulation, Art 8(2)(b), (8), which list the conditions for netting.

195 Implementing Regulation, Art 8(2)(b), (6), which list the qualifying criteria, which are, in essence, that
there must be identifiable and verifiable reduction of market exposure.

26



III. Authorization to Manage an AIF

The rationale put forward for the use of these two methodologies is that the combination
is the best basis for ‘an objective overview of the leverage used’.' The idea is that the gross
method provides the overall exposure while the commitment method ‘gives insight in the
hedging and netting techniques used’."®’

There is something to be said for that, as the gross calculation adds up all positions, minus
cash, regardless of whether the position is long or short, thus showing the absolute value
of the market exposure, treating cash as nil exposure. The commitment method shows the
relative value of the market exposure, including cash, but neutralizing all positions that may
be properly regarded as hedged or netted. If the commitment exposure is equal to the net
asset value (NAV), the AIF can be said to be not leveraged as it has not increased its market
exposure beyond the value of its own funds. Notwithstanding, the gross exposure may still
show whether or not the AIFM extensively employs derivatives for hedging and market
exposure purposes.

As noted, Article 6(1) of the Implementing Regulation provides that the le}gge of an AIF
‘shall be expressed as the ratio between the exposure of the AIF and its net‘;\ alue’. It does
not clarify what the position is if the ratio is 1 based on the committg@éxposure, suggest-
ing that the AIF is not leveraged, but greater than 1 if based on thg gfs2xposure. This could
happen if the AIF uses derivatives to hedge positions, for examplateieign exchange forward
contracts (‘fx forwards’), and gain fully funded market exp(}'{?.\

Y
The AIF is considered to be ‘substantially leveraged’ if (({;‘;io of the commitment exposure
to NAV exceeds 3.1 In that case, Article 24(4) o NSAIFMD imposes special reporting

R
. o LN
duties. PN,

Y
X
I1. Authogiza{ia® to Manage an AIF
\

1. Overviewsl: J AIFMs and non-EU AIFMs
A. Jurisdiction of a Member &§3
17N

Under Article 1(1), the A"Q{‘ﬁ)’s objective is to ensure that it is prohibited to ‘manage an
AIF’ in the EU withouyZ#yfor authorization. In practical terms, this means that each Member
State must ensuQ managing an AIF is a regulated activity that requires a licence or
some other form of authorization if it is carried out in that Member State.

An activity is carried out in a Member State if the AIFM is domiciled in the Member State or
a foreign AIFM manages an AIF that is domiciled in that Member State. The foreign AIFM

may seek to establish a branch or representative office.

In the case of a domestic AIFM, authorization from the home Member State is required pur-
suant to Article 6(1) of the AIFMD. Subject to conditions, an exemption from compliance
with Articles 21 (depositary) and 22 (disclosure requirements) applies by virtue of Article
34 to the extent that the domestic AIFM manages non-EU AIFs which are not marketed in
the EU.

1% Implementing Regulation, recital (11).
197 Tmplementing Regulation, recital (12).
198 Implementing Regulation, Art 111 and recital (132).
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In the case of a non-domestic EU AIFM, that AIFM may rely on its home state authorization

to provide management services cross-border into another Member State under Article 33.
An EU ATFM may also establish a branch in another Member State.

Non-EU AIFMs that manage an EU AIF will be required to be authorized by their Member
State of reference pursuant to Article 37. Non-EU AIFMs may rely on such authorizations
to provide management services cross-border into another Member State under Article 41.

A non-EU AIFM that is managing a non-EU AIE logically, is not ‘managing an AIF in
the EU’. However, if the non-EU AIFM wishes to market its non-EU AIF in one or more
Member States, it would need authorization to manage the AIF from its Member State of
reference under Article 37.

Articles 37 and 41 of the Directive will not come into force unil July 2015.7%° It is not imme-
diately clear from the text of the AIFMD what the position is in relation to authorization
of non-EU AIFMs ad interim. On the face of Article 6(1), which referssto AIFMs without
distinction between EU AIFMs and non-EU AIFMs, it would appea S\ until Article 37
comes into force, Member States have to treat non-EU AIFMs th, \\ age domestic AlFs
as domestic AIFMs. However, given that Article 42 permits \,Vctmg of both EU and
non-EU AIFs managed by non-EU AIFMs subject to a spe%‘y\ﬁrtly national) regime, the
better interpretation is that the authorization of non-EU ANFVis remains subject to national
authorization regimes until Article 37 comes into forc \ulebd that appears to be the posi-
tion most Member States are taking. \\,:,

The application of Articles 6, 33, 34, and 37 até@,gussed in detail in section I11.2.
L850

B. Scope of authorization .\\\\
Authorization to manage an AIF incl onrtfolio management and risk management, and
may include non-core AIFMD c‘n\mstratlve services (valuation and transfer agency) and
marketing.'" "

In addition, under Annex&*aragraph 2(c) of the AIFMD, authorization for non-core ser-
vices may include au\’}(l‘)y to engage in ‘activities related to the assets of AIFs’. These are
defined as: servicgsjnecessary to meet the fiduciary duties of the AIFM, facilities manage-
ment, real es &mmstratlon activities, advice to undertakings on capital structure, indus-
trial strategy afid related matters, advice and services relating to mergers, and the purchase of
undertakings and other services connected to the management of the AIF and the companies
and other assets in which it has invested. These are all activities that are usual in the context
of closed-ended funds that invest in real estate, private equity, and infrastructure projects.

C. MiFID services to an AIF are not in scope of the AIFMD prohibition

Individual portfolio management by investment firms or credit institutions of portfolios
owned by collective investment funds or collective pension schemes is the norm rather than
the exception. Typically, an MiFID portfolio manager is appointed as a delegated manager

109 AIFMD, Art 66(3) delays implementation of Arts 35 and 37-41 until activated by a Commission del-
egated act made pursuant to Art 67(6). The delegated act must be adopted three months after ESMA has given
positive advice pursuant to Art 67(1) on extending passporting rights for the marketing of non-EU AIFs by EU
ATFMs within the meaning of Arts 35 and 37—41. ESMA must give advice by 22 July 2015.

10 ATFMD, Annex I, para 2(a).
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by the fund if it is self-managed, or by the management company of the fund if it is managed

externally, to manage the fund’s assets. !

Article 6(8) of the AIFMD provides that investment firms authorized under MiFID and
credit institutions authorized under the Banking Directive do not require authorization
under the AIFMD to provide MiFID investment services, such as individual portfolio
management, to AlFs. Similarly, investment firms established in a third country, which,
under the applicable national law may provide investment services in respect of AlFs, do not
require separate AIFMD authorization."?

It is not obvious why the European legislator deemed it necessary to provide explicitly for
this exclusion. Investment services such as investment advice and portfolio management are
clearly not ‘management of an AIF’.

D. UCITS management company

UCITS management companies authorized under the UCITS Directive,must also be
authorized under the AIFMD if they wish to manage and market AIFs o;@u
activities as an AIFM.""3 However, the competent authorities do not gc( ie UCITS compa-
nies to provide information or documents which the UCITS magagZai:nt company already
provided when applying for authorization under the UCITSQ%NE (provided that such
information or documents remain up to date)."" >\

8
E. MiFID services by an AIFM R% \,‘.’
Member States have the option of authorizing an¢ erf \b al AIFM to carry out certain MiFID
services. The authorization would concern the 48 elisiness of ‘individual’ portfolio man-

agement,'"® and may include the non-core 'ﬁcsses of investment advice,"® safe-keeping,
117

p any other

and administration in relation to shares(\ ®aits of collective investment undertakings,
. .. / . .
and reception and transmission of ordet 11 relation to financial instruments.'®
>

" Which, in case of k;’n schemes, is permitted under Directive 2003/41/EC of the European Parliament
and of the Council e 2003 on the activities and supervision of institutions for occupational retirement
provision (OJ 2003 5/10), Art 19(1).

12 ATFMD, recital (9).

13 The reverse is also true: external AIFMs wishing to manage UCITSs require separate authorization pur-
suant to the UCITS Directive (n 2). See AIFMD, Art 6(2) in fine and recital (21).

114 AIFMD, Art 7(4).

115 AIFMD, Art 6(4)(a). See, for a similar provision with respect to UCITS management companies,
UCITS Directive (n 2), Art 6(3)(a).

16 See, for a similar provision with respect to UCITS management companies, UCITS Directive (n 2), Art
6(3)(b) ().

M7 See, for a similar provision with respect to UCITS management companies, UCITS Directive (n 2), Art
6(3)(b)(ii). Note that under the European Commission’s proposal for MiFID II of 20 October 2011 (COM
(2011) 656 final), safe-keeping and administration qualifies as an investment service and no longer as an
ancillary service. See MiFID II, Annex [, section A, sub (9). However, note that under the Council’s MiFID II
compromise text of 18 June 2013 (2011/0298 (COD), No 11006/13), safe-keeping and administration still
qualifies as an ancillary service and not as an investment service. See MiFID II, Annex I, section B, sub (7).

118 See AIFMD, Art 6(4)(b). Note that Art 6(4)(a) and (b) derogate from Art 6(2), which provides that
‘Member States shall require that no external AIFM engage in activities other than those referred to in Annex
I to [the ATFMD] and the additional management of UCITS subject to authorisation under [the UCITS
Directive, n 2]’.
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AIFMs authorized to carry out MiFID services must comply, inter alia, with the MiFID
initial capital requirements, organizational requirements, and conduct of business obliga-
tions.""? Accordingly, the AIFM will have to meet both MiFID and ATFMD initial capital
requirements, organizational requirements, and the conduct of business obligations.'?

There are some restrictions. AIFMs may not be authorized for MiFID business only.'!
Further, the MiFID authorization must at least include portfolio management to permit
authorization for the non-core MiFID business.'?2 This makes sense, as the core business of
an AIFM should be management of the AIF. In addition, the AIFM is not authorized only to
perform the non-core AIFMD services.'? Finally, AIFMs are not authorized to provide the
AIFMD core service of collective portfolio management without also providing the AIFMD
core service of risk management, or vice versa.'?* Both these restrictions may be explained
by the fact that the core business of an AIFM should always be collective portfolio and risk
management. However, these restrictions do not prevent an AIFM from delegating collec-
tive portfolio and risk management in accordance with the AIFMD. % \

0

2. Authorization and passporting of EU Alﬁ.

A. Authorization of EU AIFMs (Article 6)

A Member State will require an AIFM domiciled in its ?\er and which manages one
or more AlFs, regardless of the location of its AIFs aa\[c gardless of whether its AlFs are
marketed in the EU, to be authorized by the Mw’@>btates national regulator. In these
circumstances, the Member State is the home Mc* ;\Jer State’ of the AIFM..126

\
B. Exemptions for EU AIFMs from Artl"}' %And 22 where non-EU AIFs are
not marketed in the EU (Article 3

To facilitate the domestic EU m gt industry that provides services outside the EU,
Article 34(1) of the AIFMD pr *« ) for a partial exemption for EU AIFMs that manage
non-EU AIFs not marketed inwh= EU.

The EU AIFM is exempte; rom compliance with Articles 21 (depositary) and 22 (disclo-

sure requirements) m\*é Sect of those AlFs if it complies with all other requirements, and

&

19 See AIFMD, Art 6(6) in conjunction with MiFID (n 14), Arts 12 (initial capital requirements), 13
(organizational requirements), and 19 (conduct of business rules). See also AIFMD, Art 6(6) in conjunction
with MiFID (n 14), Art 2(2), which provides that ‘[t]he rights conferred by [MiFID, n 14] shall not extend to
the provision of services as counterparty in transactions carried out by public bodies dealing with public debt
or by members of the European System of Central Banks performing their tasks as provided for by the Treaty
and the Statute of the European System of Central Banks and of the European Central Bank or performing
equivalent functions under national provisions’.

120 Cf. Wymeersch, “The European Alternative Investment Fund Management Directive’ (n 64) 447, n 68.

121 ATFMD, Art 6(5)(a) and recital (21). See, for a similar provision with respect to UCITS management
companies, UCITS Directive (n 2), Art 6(3), last paragraph.

122 ATEMD, Art 6(5)(b) and recital (21). See, for a similar provision with respect to UCITS management
companies, UCITS Directive (n 2), Art 6(3), last paragraph.

123 ATFMD, Art 6(5)(c) and recital (21).

124 ATIFMD, Art 6(5)(d) and recital (21).

125 See AIFMD, Art 20 on delegation. See also Wymeersch, “The European Alternative Investment Fund
Management Directive’ (n 64) 444.

126 AIEMD, Art 4(1)(q).
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appropriate cooperation arrangements are in place between the national EU regulator and
the supervisory authorities of the third country where the non-EU AIF is established.

The purpose of the cooperation agreements is ‘to ensure at least an efficient exchange of
information that allows competent authorities of the home Member State of the AIFM to
carry out their duties’ under the AIFMD.'?

C. Passporting by EU AIFMs of management authorization (Article 33)

Member States must ensure that an EU AIFM authorized by another Member State may
manage EU AIFs established in their territory either on a cross-border basis or by establish-
ing a branch, provided that the AIFM is authorized by the other Member State to manage
that type of AIE2

An AIFM intending to manage EU AIFs established in another Member State for the first
time must notify its national regulator of the Member State in which it intends to manage

AlFs directly, or establish a branch,'?® and provide a ‘programme of oper. § stating in

particular the services which it intends to perform and identifying the it intends to
130

manage. v 75

\
If the AIFM intends to establish a branch, it must provide add 3611 information on: the
organizational structure of the branch;'3' the address in the>ho§¢c Member State of the AIF

from which documents may be obtained;'32 and the names M contact details of the persons
y RS,

responsible for the management of the branch.3> 134y ./

\,\
The competentauthorities of the home Member,Sm' \\ t the AIFM must, within one month
of receiving the notification in the case of dlre”r’ Yoar Jgement or within two months in the

case of establishment of a branch, transmitfe’: omplete notification file to the competent

£

127 AIFMD, Art 34(1)(b). Implementu\&kgulamon, Arts 113-115 contain rules designed to provide a
common EU framework to facilitate the essatlishment of those cooperation arrangements with third countries.

128 ATFMD, Art 33(1). See, for Qmiar provision, but formulated from the perspective of the UCITS
rather than the UCITS managerrr mpany, UCITS Directive (n 2), Art 16(3).

129 AIFMD, Art 33(2)(a). QQ similar provisions, UCITS Directive (n 2), Arts 17(2)(a) (branch) and
18(1)(a) (cross-border). ,"\

130 AIFMD, Art 33( %’bee, for similar provisions, UCITS Directive (n 2), Arts 17(2)(b) (branch) and
18(1)(b) (cross-bord order to ensure consistent harmonization, ESMA may develop draft regulatory
technical standards t cc1fy the information to be notified (AIFMD, Art 33(7), first paragraph). Power is del-
egated to the Commission to adopt these regulatory technical standards in accordance with ESMA Regulation
(n 29), Arts 10-14 (AIFMD, Art 33(7), second paragraph). Furthermore, in order to ensure uniform condi-
tions of application, ESMA may develop draft implementing technical standards to establish standard forms,
templates, and procedures for the transmission of information (AIFMD, Art 33(8), first paragraph). Power
is conferred on the Commission to adopt these implementing technical standards in accordance with ESMA
Regulation (n 29), Art 15 (AIFMD, Art 33(8), second paragraph).

131 AIFMD, Art 33(3)(a).

132 AIFMD, Art 33(3)(b). See, for a similar provision, UCITS Directive (n 2), Art 17(2)(c).

133 AIFMD, Art 33(3)(c) AIFMD. See, for a similar provision with respect to the establishment of a branch,
UCITS Directive (n 2), Art 17(2)(d).

134 In order to ensure consistent harmonization, ESMA may develop draft regulatory technical stand-
ards to specify the information to be notified (AIFMD, Art 33(7), first paragraph). Power is delegated to the
Commission to adopt these regulatory technical standards in accordance with ESMA Regulation (n 29), Arts
10-14 (AIFMD, Art 33(7), second paragraph). Furthermore, in order to ensure uniform conditions of applica-
tion, ESMA may develop draft implementing technical standards to establish standard forms, templates, and
procedures for the transmission of information (AIFMD, Art 33(8), first paragraph). Power is conferred on the
Commission to adopt these implementing technical standards in accordance with ESMA Regulation (n 29),
Art 15 (AIFMD, Art 33(8), second paragraph).
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authorities of the host Member State of the AIFM. Such transmission must occur only if the
AIFM’s management of the AIF complies, and will continue to comply, with the AIFMD
and the AIFM otherwise complies with the AIFMD. 3

The competent authorities of the AIFM’s home Member State must enclose a statement
to the effect that the AIFM is authorized by that state.'3¢ The competent authorities of the
home Member State must immediately notify the AIFM about the transmission. "’

Upon receipt of the transmission notification the AIFM may start to provide its services in its
host Member State.'3® The host Member State of the AIFM must not impose any additional
requirements on the AIFM in respect of the matters covered by the AIFMD. 13

In the event of a change to any of the information communicated in the notification file,
an AIFM must give written notice of that change to the competent authorities of its home
Member State at least one month before implementing planned changes, or immediately
after an unplanned change has occurred.' \

If, pursuant to a planned change, the AIFM’s management of the Alf;ﬁ@fd no longer com-
ply with the AIFMD, or the AIFM would otherwise no longer cq}r@&%ith the AIFMD, the
competent authorities of the AIFM’s home Member State ltz@form the AIFM without
undue delay that it is not to implement the change.™' N\

If a planned change is implemented notwithstandingi‘&* avove in paragraphs 1.157 and
1.158, or if an unplanned change has taken plac ({;:?uant to which the AIFM’s manage-
ment of the AIF would no longer comply wit \!sonIFMD or the AIFM otherwise would
no longer comply with the AIFMD, the corzip@}f authorities of the AIFM’s home Member
State must take all due measures in accord \Q\«: with Article 46.142

A
If the changes are acceptable because ¢ A%o not affect the compliance of the AIFM’s manage-
ment of the AIF with the AIFMD, ar'the compliance by the AIFM with the AIFMD other-
wise, the competent authorities ai. tiie AIFM’s home Member State must, without undue delay,

inform the competent autlxxncs of the AIFM’s host Member States of those changes.'*

R

N7
3 ‘Q/gborization and passporting of non-EU AIFMs
>
A. Authoriq Yo! non-EU ATFM:s (Article 37)

) and (8)

Article 37(5 of the ATFMD provides that the non-EU AIFM must apply for authori-
zation to its Member State of reference and follow the procedures and comply with the condi-
tions set out in Articles 6-11, subject to certain amendments set out in Article 37(8).1%

135 AIFMD, Art 33(4), first paragraph. See, for similar provisions, UCITS Directive (n 2), Art 17(3), first
paragraph (branch) and Art 18(2), first paragraph (cross-border).

136 AIFMD, Art 33(4), second paragraph.

137 AIFMD, Art 33(4), third paragraph.

138 AIFMD, Art 33(4), fourth paragraph. See, for similar provisions, UCITS Directive (n 2), Arts 17(7)
(branch) and Art18(2), last paragraph.

139 AIFMD, Art 33(5).

140 AIFMD, Art 33(6), first paragraph.

41 AIFMD, Art 33(6), second paragraph.

142 AIFMD, Art 33(6), third paragraph.

143 AIFMD, Art 33(6), fourth paragraph. See, for somewhat different provisions with respect to changes,
UCITS Directive (n 2), Arts 17(8) and (9) (branch) and Art18(4) (cross-border).

144" As discussed in para 1.136, Arts 37 and 41 do not come into force before 22 July 2015.
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Article 37(4) sets out the rules for determining the Member State of reference of a non-EU
AIFM that secks authorization to manage one or more EU AIFs or to manage a non-EU AIF
marketed in the EU. There are three reference points, set out in this table.

EU AIFs Non-EU AlFs
Not marketing [box 1] [not relevant]
Marketing with passport [box 2]* [box 3]**

* Marketing in accordance with Article 39 (EU AlFs).
**Marketing in accordance with Article 40 (non-EU AlFs).

If the non-EU AIFM ticks box 1, it is not marketing the EU AIF in the EU and the home
Member State of the AIF is the Member State of reference where the EU AIF is established.
If it concerns multiple AIFs in multiple Member States, the Member Statevof reference is
either the Member State where most of the AIFs are established or the Me@ State where

the largest amount of assets is being managed.'* N

If the non-EU AIFM ticks box 2 and it concerns only one EU IF{}SC marketed in only
one Member State, the Member State of reference, if the AlFgis b Ytered or authorized, is
the home Member State of the AIF or the Member State Vﬁcgc\me AIFM intends to mar-
ket the AIF or, if the AIF is not authorized or registerer “hea Member State, the Member
State where the AIFM intends to market the AIE IQ: %L AIF is to be marketed in several
Member States, the Member State of reference i is thhome Member State of the AIF where
the AIF is registered or authorized, or one of t}e h&nber States where the AIFM intends
to develop effective marketing, or, if the T not authorized or registered in a Member
State, one of the Member States where %1‘M intends to develop effective marketing,.
If it concerns several EU AlFs to be m‘kc‘ted in several Member States, the Member State
of reference is, if they are all registerea Sr authorized in the same Member State, that home
Member State or the Member te where the AIFM intends to develop effective marketing
for most of the AlFs, or, if t}"%Fs are not all registered or authorized in the same Member
State, the Member Statq&\t > the AIFM intends to develop effective marketing for most of
those AIFs.146 k’

If the non-EU A ticks box 3 and it concerns only one non-EU AIF to be marketed in
only one Member State, the Member State of reference is that Member State. But if the
non-EU AIF is to be marketed in different Member States, the Member State of reference is
one of those Member States.'¥

If the non-EU AIFM ticks both box 2 and box 3, the Member State of reference is the Member
State where it intends to develop ‘effective marketing’ for most of the AIFs.'* The non-EU
AIFM may prove its intention to develop effective marketing in a particular Member State by
disclosing its marketing strategy to the national regulator of that Member State.*

145 ATIFMD, Art 37(4)(a) and (b).
146 ATFMD, Art 37(4)(c), (e), (g).
147 AIFMD, Art 37(4)(d), (f).
148 AIFMD, Art 37(4)(h).

149 AIFMD, Art 37(4), final paragraph.
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If the rules point to more than one Member State of reference, the Member States shall
require that the non-EU AIFM submits a request to the national regulators of all of the
eligible Member States, who must jointly determine, within one month of receipt, which
will be the Member State of reference for that non-EU AIFM. If the non-EU AIFM is not
duly informed of the decision within seven days of the decision or if the decision is not made
within the one-month period, the non-EU AIFM may choose its Member State of reference
itself based on the criteria set out in Article 37(4).

B. Substitute compliance with non-EU law (Article 37(2))

In principle, the authorized non-EU AIFM must comply with all the provisions of the
AIFMD. Article 37(2) permits relief if compliance with one or more provisions of the
AIFMD is incompatible with compliance with the foreign law under which the non-EU
AIFM and/or the non-EU AIF marketed in the EU is organized.

If the AIFM can demonstrate that the foreign law is mandatory, it is ‘impossible’ to comply
with both the AIFMD and the foreign law, the foreign law provides» &

having the same regulatory purpose and offering the same level o ’;\') ection to the inves-
tors of the relevant AIF’, and the non-EU AIFM and/or the no (\QAIF complies with the
equivalent rule, the non-EU AIFM does not have to compl ﬂ> that rule of the AIFMD.

‘equivalent rule

.
Article 37(9) provides a procedure which must be folloxyd '\ the Member State of reference

where it considers thata non-EU AIFM is eligible for jbstitute compliance, which involves
. . W4z
consultation with ESMA. NN

In the event of disagreement between the I}ﬂf&}}r State of reference and another Member
State that has an interest in the matter, tbi\'\rhority in question has the right to petition to
ESMA, which may act in accordance it the powers conferred on it under the arbitration
procedure provided by Article 1 Q MA Regulation."Where the national regulators

\ . -
cannot reach agreement, ESMA *ay make a binding decision.'"

Article 37(11) of the AIFI r)\yrovides that further business development by the non-EU
AIFM in principle dpe(;\g change the Member State of reference. However, in the event
that the AIFM see :“(’L\\rﬁange its business plan within two years from the original deter-
mination of the, an;ber State of reference such that it would affect that determination,
the AIFM r@[&otify the national regulator in the original Member State of reference of
the intention Before permitting the change to be implemented, indicating which Member
State would be the Member State of reference if the change were implemented. It must
then change its legal representative to a person in the new Member State of reference. The
updating determination procedures are the same as the procedures that apply to the original

determination, including consultation of ESMA. 52

After the two-year period, the AIFM has the option but not the obligation to re-determine
its Member State of reference in case of a change of business plan.'s3

150 ATEMD, Art 37(9), final paragraph.
151 ESMA Regulation (n 29), Art 19(3).
152 AIFMD, Art 37(11).
153 ATEMD, Art 37(12).
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III. Authorization to Manage an AIF

A competent regulator may initiate the procedure of Article 37(11) if the AIFM fails to do
so following a change in its business.'>*

In the event of disagreement between the Member State of reference and another Member
State that has an interest in the matter, the arbitration procedure in Article 19 of the ESMA
Regulation applies.'>

C. Passporting by non-EU AIFMs of management authorization (Article 41)

Article 41 of the AIFMD provides that an authorized non-EU AIFM may manage EU AlFs
established in a Member State other than the non-EU AIFM’s Member State of reference
either directly or via the establishment of a branch, provided that the AIFM is authorized to
manage that type of AIE

Article 41 is the mirror image of Article 33, which gives the same rights to an EU ATFM who
wishes to manage AIFs in a Member State other than the EU AIFM’s home Member State.
Accordingly, the notification procedure for authorized non-EU AIFMs un \Article 41 is
essentially identical to the notification procedure in Article 33 and discu:s&Q n paragraphs
1.151 to 1.156. WO

70y
4. Application for authorization by EU and Q@su'A[FMS

A. Information to be provided upon application (Artic} e ?\\?\ )

Article 7(1) of the AIFMD provides that an AIF rh}'\‘gmks authorization must apply to
the competent authority of itshome Member StatgeRasuant to Article 7(2), the application
must include information about: AN/

(a) the persons effectively conducting th “}\I\ﬁess of the AIFM;'56

(b) theidentities of the AIFM’s sha r@? or members, whether direct or indirect, natu-
ral or legal persons, that have québ‘ing holdings and the amounts of those holdings;'?

(c) the business plan setting cutithe organizational structure of the AIFM,® including
information on how the A ‘M intends to comply with its key obligations under the

AIFMD;'5? @
N

>N
o
N\

154 AIFMD, Art 37(12).

155 AIFMD, Art 37(12).

156 AIFMD, Arts 7(2)(a) and 37(8).

157 AIFMD, Art 7(2)(b). ‘Qualifying holding’ means a direct or indirect holding in an AIFM which repre-
sents 10% or more of the capital or of the voting rights, in accordance with Arts 9 and 10 of Directive 2004/109/
EC of the European Parliament and of the Council of 15 December 2004 on the harmonisation of transparency
requirements in relation to information about issuers whose securities are admitted to trading on a regulated
market (O] 2004 1.390/38) (“Transparency Directive’), taking into account the conditions regarding aggrega-
tion of the holding laid down in Art 12(4) and (5) thereof, or which makes it possible to exercise a significant
influence over the management of the AIFM in which that holding subsists (AIFMD, Art 4(1)(ah)). See, for
similar provisions applying to UCITS management companies (but without any reference to the aggregation
rules), UCITS Directive (n 2), Art 8(1), first paragraph and Art 2(1)(j). Compare also MiFID (n 14), Art 10(1),
first paragraph.

58 See, for similar requirements with respect to UCITS management companies and UCITS investment
companies, UCITS Directive (n 2), Arts 7(1)(c) and 29(1)(a), respectively. Cf. also MiFID (n 14), Art 7(2)
with respect to investment firms.

159 ATIFMD, Art 7(2)(c). It concerns: ChsII (authorization of AIFMs), III (operating conditions for ATFMs),
IV (transparency requirements), and, where applicable, V (AIFMs managing specific types of AIF), VI (rights
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(d) the remuneration policies and practices; and
(¢) arrangements made for the delegation and sub-delegation to third parties of functions
as referred to in Article 20 (delegation).?

The application must also include information about the AIFs the AIFM intends to
manage.'®" It concerns information about:

(a) theinvestment strategies, including the types of underlying funds if the AIF is a fund of
funds, and the risk profiles and other characteristics of the AIFs it manages or intends
to manage, including information about the Member States or third countries in which
such AIFs are established or are expected to be established;'®2

(b) the location of the master AIF if the AIF is a feeder AIF;'63
(c) the rules or instruments of incorporation of each AIF;'6
(d) the arrangements made for the appointment of the depositary in accordance with

Article 21 (depositary) for each AIF;' and
(e) anyadditional information referred to in Article 23(1) ( dlsclosure }b' vestors) for each
AIF the AIFM manages or intends to manage. %

\
An application is deemed complete if the AIFM has submitted ),V\\ﬂftormatlon described in

the previous paragraphs.'®’ C
[

B. Additional rules for applications by non-EU AIFNE \(A\:tlcle 37(5) and (8))

Article 37(5) of the AIFMD provides that a non—’F {, _IFM that seeks authorization must
apply to the competent authority of its Member,% 1 e of reference. The provisions of Chapter
IT (Articles 6-11) apply mutatis mutandis,’ 3@.1; ided that references to an AIFM’s home

Member State in those provisions are to bg, \X as references to the applying non-EU ATFM’s
Member State of reference.'® ({Q ]

&

of EU AIFMs to m ?’a :d manage EU AIFs in the Union), VII (specific rules in relation to third countries),
and VIII (maer 0 retall investors).

160 ATFMD

61 By Arc 37(8) b) 1f the application is made by a non-EU AIFM, the information referred to in Art 7(3)
may be limited to the EU AIFs the AIFM intends to manage and to those non-EU AIFs managed by the ATFM
that it intends to market in the EU.

162 ATFMD, Art 7(3)(a).

163 ATFMD, Art 7(3)(b). ‘Feeder AIF’ means an AIF which (i) invests at least 85% of its assets in units or
shares of another AIF (the ‘master AIF’); (ii) invests at least 85% of its assets in more than one master AIF where
those master AIFs have identical investment strategies; or (iii) has otherwise an exposure of at least 85% of its
assets to such a master AIF (Art 4(1)(m)). ‘Master AIF’ means an AIF in which another AIF invests or has an
exposure in accordance with Art 4(1)(m) (Arc4(1)(y)).

164 AIFMD, Art 7(3)(c).

165 AIFMD, Art 7(3)(d).

166 AIFMD, Art 7(3)(e).

167 AIFMD, Art 8(5), second paragraph. A non-EU AIFM must also submit the information specified in
Art 37(8)(a): see Art 37(8)(e).

168 AIFMD, Art 37(8).

169 See the definition of ‘home member state’ in AIFMD, Art 4(1)(q). Article 37(8)(c)—(e) provides for a few
other logical variations of Art 8 as it applies to non-EU AIFMs, eg that the head office of the non-EU AIFM
does not have to be in the EU.
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III. Authorization to Manage an AIF

In addition to the information required under Article 7(2), the non-EU AIFM must include
the following information in its application:'”°

(a) ajustification by the AIFM of its determination of the Member State of reference;

(b) alist of the provisions of the AIFMD with which compliance is ‘impossible’ within the
meaning of Article 37(2);'"!

(c) written evidence in accordance with regulatory technical standards developed by
ESMA that the law of the AIFM provides for a rule equivalent to the provisions for
which compliance is impossible and that it has the same regulatory purpose and offers
the same level of protection to the investors of the relevant AIFs and that the AIFM
complies with that equivalent rule, supported by a legal opinion regarding the incom-
patible mandatory provision in the law of the AIFM that includes a description of its
regulatory purpose and the nature of the investor protection afforded by it; and

(d) the name and location of the legal representative of the ATFM.

The regulator who receives a request for authorization from a non-EU Al ust decide
whether the AIFM’s determination of its Member State of reference is cqrteée! If the regula-
tor disagrees, the application will be refused with reasons. If the IEgL(é;}l agrees with the
AIFM, the regulator must seek advice from ESMA, which mu %‘g\‘within one month,
during which the term in Article 8(5) is suspended.'”? V\\

The non-EU AIFM must appoint a ‘legal representative’ 1&‘59 Member State of reference,
who will be responsible for liaison with the nationak #gulator in the Member State of
reference and the EU investors of the relevant AM a1 relation to AIFMD-compliance
matters. The legal representative, together wj}lf@.@ AIFM, must perform the compli-
ance function in respect of the management 08 marketing activities of the AIFM under

N
the AIFMD. 73 =y

©

C. Ifthe applicantisa UCITS man(:ehgnt company (Article 7(4))

A management company authogized under the UCITS Directive which seeks dual authori-
zation does not have to proviéQ formation or documents which the UCITS management
company has already prox?i«{é) ~hen applying for authorization under the UCITS Directive,
provided that such inffa;’;\tlon or documents are up to date.””*

Q™

170 ATFMD, Art 37(8)(a).

71 See paras 1.168-1.175.

72 AIFMD, Art 7(5).

173 AIFMD, Art 37(2), (7)(b), (c).

74 AIFMD, Art 7(4). In order to ensure consistent harmonization of the application for authorization,
ESMA may develop draft regulatory technical standards to specify the information to be provided to the com-
petent authorities in the AIFM’s application for the authorization, including the programme of activity (Art
7(6), first paragraph). Power is delegated to the Commission to adopt these regulatory technical standards in
accordance with Arts 10-14 of the ESMA Regulation (n 29) (Art 7(6), second paragraph). Also, in order to
ensure uniform conditions of application of authorization, ESMA may develop draft implementing technical
standards to determine standard forms, templates, and procedures for the provision of information to the com-
petentauthorities in the AIFM’s application for the authorization (Art 7(7), first paragraph). Power is conferred
on the Commission to adopt these implementing technical standards in accordance with Art 15 of the ESMA
Regulation (n 29) (Art 7(7), second paragraph).

~

~
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5. Conditions for granting authorization

A. General

The AIFM’s national regulator must not authorize the AIFM unless it is satisfied that it
will be able to meet the conditions of the AIFMD.'”> AIFMs authorized in accordance
with the AIFMD must meet the conditions for authorization at all times, ie on an ongo-
ing basis.'”®

B. Management, shareholders/members, and head office (Article 8(1))

The persons who effectively conduct the business of the AIFM must be of sufficiently good
repute and sufficiently experienced in relation to the investment strategies pursued by the
AlFs managed by the AIFM. The names of those persons and of every person succeeding
them in office must be communicated to the competent authorities of the AIFM’s home
Member State. Conduct of business must be decided by at least two pe?sle meeting these

*

. ) o .
conditions (the four eyes’ principle). o\

The shareholders or members of the AIFM that have qualifyiny(ﬁ;:\lngs must be suitable,
taking into account the need to ensure the sound and prude Q})Agement of the AIFM. 178
The head office and the registered office of the AIFM mL&$ ocated in the same Member
State.'7? P \

o
C. Conditions relating to initial capital and oy, ds (Article 9)

\d

The AIFMD requires AIFMs to have a min:'yrégamount of initial capital and own funds.
In addition, as an alternative to additior}' "'q}?u'funds, the AIFM may hold a professional
indemnity insurance (PII) against liabiQﬁjlsing from professional negligence.

¥
v

P
L

175 AIFMD, Art RL"‘\‘\\\Xﬁec, for a similar provision with respect to investment firms, MiFID (n 14), Art
7(1). Art 37(8)(c) (AAIFMD states that, in the case of an application by a non-EU AIFM, Art 8(1)(a) is
without preju rt 37(2), which provides for substitute compliance with the non-EU AIFM’s law.

176 ATFMD, st 6(1), second paragraph.

77 AIFMD, Art 8(1)(c). Similar requirements apply to UCITS management companies, UCITS invest-
ment companies, and investment firms: see UCITS Directive (n 2), Arts 7(1)(b), 29(1)(b) and MiFID (n 14),
Art 9, respectively.

178 AIFMD, Art 8(1)(d). ‘Qualifying holding’ means a direct or indirect holding in an AIFM which repre-
sents 10 % or more of the capital or of the voting rights, in accordance with Arts 9 and 10 of the Transparency
Directive (n 157), taking into account the conditions regarding aggregation of the holding laid down in Art
12(4) and (5) thereof, or which makes it possible to exercise a significant influence over the management of the
AIFM in which that holding subsists (AIFMD, Art 4(1)(ah)). See, for similar provisions applying to UCITS
management companies (but without any reference to the aggregation rules), UCITS Directive (n 2), Art 8(1),
second paragraph and Art 2(1)(j). Compare also MiFID (n 14), Art 10(1), second paragraph and Art 4(1),
point 27. In order to ensure consistent harmonization of the conditions for granting authorization, ESMA
may develop draft regulatory technical standards to specify the requirements applicable to shareholders and
members with qualifying holdings (AIFMD, Art 8(6)(b)). Power is delegated to the Commission to adopt
these regulatory technical standards in accordance with ESMA Regulation (n 29), Arts 10-14 (AIFMD, Art
8(6), second paragraph).

179 AIFMD, Art 8(1)(e). Similar requirements apply to UCITS management companies and UCITS invest-
ment companies: see UCITS Directive (n 2), Arts 7(1)(d) and 27, third paragraph, respectively. By AIFMD, Art
37(8)(e), Art 8(1)(e) does not apply to applications made by non-EU AIFMs pursuant to Art 37(5).
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III. Authorization to Manage an AIF

An internally managed AIF must have an initial capital of at least EUR 300,000."8 Where
an ATFM is appointed as an external manager of AIFs, the AIFM must have an initial capital
of at least EUR 125,000."®"

If the value of the portfolios of AIFs managed by the AIFM exceeds EUR 250 million, the
AIFM must provide an additional amount of own funds. That additional amount of own
funds must be equal to 0.02% of the amount by which the value of the portfolios of the
AIFM exceeds EUR 250 million but where the required total of the initial capital and the

additional amount does not exceed EUR 10 million.82

Irrespective of the foregoing, own funds of the AIFM may never be less than the amount
required under the Capital Requirements Directive IV (CRD IV) and the Capital
Requirements Regulation (CRR). ® Own funds, including any additional own funds,
must be invested in liquid assets or assets readily convertible to cash in the short term and
may not include speculative positions. 8>

AlFs managed by the AIFM, including AIFs for which the AIFM has d @ed portfolio
or risk management functions,'® but excluding AIF portfolios that the, %M i
under delegation, are deemed to be the portfolios of the AIFM.'® ,,{\\ 7/

s managing

Given the cap on variable capital requirements, if a firm mangge multiple AlFs, it makes
sense to concentrate the management of those AIFs in a sirfgic :\LFM Indeed, the industry

would appear to be heading in the direction of ‘super Pg}‘z‘b

Member States may permit AIFM:s to cover up to v of the variable capital with a guar-
antee from an EU credit institution or 1nsurancgv@. )rtakmg A non-EU institution is also

& ‘

180 AIFMD, Art 9(1). The same amour\\pues to UCITS investment companies: sce UCITS Directive
(n2), Arc 29(1). &

181 AIFMD, Art 9(2). The same le applies to UCITS management companies: see UCITS Directive
(n2),Art 7(1)(a). x

182 AIFMD, Art 9(3). The S\Q 3 les apply to UCITS management companies: see UCITS Directive (n 2),
Art7(1)(a)(i).

183 (1) Directive 20 /%’ELJ of the European Parliament and of the Council of 26 June 2013 on access
to the activity of {asmunons and the prudential supervision of credit institutions and investment
firms, amending Dirégtive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC (OJ 2013
L176/338) and (2) Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June
2013 on prudential requirements for credit institutions and investment firms and amending Regulation (EU)
No 648/201 (O] 2013 L176/1).

184 ATFMD, Art 9(5). The same rule applies with respect to UCITS management companies: see UCITS
Directive (n 2), Art 7(1)(a)(iii). In the AIFMD (and also in the UCITS Directive (n 2) and MiFID (n 14)),
reference is made to Directive 2006/49/EC of the European Parliament and of the Council of 14 June
2006 on the capital adequacy of investment firms and credit institutions (recast) (O] 2006 L177/201)
(or, in the case of MiFID (n 14), even to Council Directive 93/6/EEC of 15 March 1993 on the capital
adequacy of investment firms and credit institutions (O] 1993 L141/1)), but according to recital (98) of
CRD IV (para 1.192) these references should be construed as references to the provisions governing own
funds requirements in CRD IV and CRR (in the case of MiFID (n 14) this should be read in conjunction
with Directive 2006/49/EC, Art 5).

185 AIFMD, Art 9(8).

186 See AIFMD, Art 20 (delegation). Note that the restrictions set out in Art 20 only apply to delegation of
portfolio and risk management functions, not to any additional functions an AIFM may perform in the course
of the collective management of an AIE See recital (31).

187 AIFMD, Art 9(4). The same rule applies to UCITS management companies: see UCITS Directive (n 2),
Art7(1)(a)(ii).
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eligible if it is subject to prudential rules considered by the competent authorities as equiva-
lent to EU law.'88

D. Cover for professional negligence liability (Article 9(7))

AIFMs must have appropriate cover for professional liability arising from negligence in
connection with the management of AlFs by a relevant person'® for which the AIFM has
legal responsibility.'®® The cover may be provided either by way of an appropriate amount of
additional own funds'’ or by way of a professional indemnity insurance.®

E. Exemption from capital rules for UCITS management company (Article 9(7))

With the exception of the requirements on coverage of potential professional liability risks
and the requirement that own funds must be invested in liquid assets, the rules on initial
capital and own funds do not apply to AIFMs that are also UCITS management com-
panies.'? These requirements already apply to UCITS management companies under the

UCITS Directive. \
N

6. Procedural aspects " G;\

. e N
A. Consultation of authorities in other Member States ‘¢
S
Where a subsidiary of (the parent undertaking of) an ﬁTP M, a UCITS management com-
pany, an investment firm, a credit institution, or an ) ssurance undertaking is authorized in

another Member State, the national regulators OWJther state must be consulted before

authorization is granted. ,-' N

i \.
The national regulator of another Memb \ -ate must also be consulted before authoriza-
tion is granted to: a company control )the same natural or legal persons as those that
control an AIFM, a UCITS m t company, an investment firm, a credit insti-

tution, or an insurance undertakipg, 1f any of these entities is authorized in that other
Member State.194

A\

o,

*
oy

&

188 AIFMD%t 9(6). The same rule applies to UCITS management companies: see UCITS Directive (n 2),
Art7(1), in fine.

'8 For the purpose of professional liability, ‘relevant person’ means any of the following: (a) a director, part-
ner or equivalent, or manager of the AIFM; (b) an employee of the AIFM, or any other natural person whose
services are placed at the disposal and under the control of the AIFM and who is involved in the provision of
collective portfolio management services by the AIFM; (c) a natural or legal person who is directly involved in
the provision of services to the AIFM under a delegation arrangement to third parties for the purpose of the
provision of collective portfolio management by the ATFM (Implementing Regulation, Art 1(2)).

190 Implementing Regulation, Art 12(1), made by the Commission pursuant to AIFMD, Art 9(9)(a). See,
for a further specification of professional liability risks, Implementing Regulation, Art 12(2), (3).

191 AIFMD, Art 9(7), first sentence, and (a). See Implementing Regulation, Arts 13, 14, made by the
Commission pursuant to AIFMD, Art 9(9)(b), (c), for a further specification of this requirement.

192 ATFMD, Art 9(7), opening words, and (b). See Implementing Regulation, Arts 13, 15 (based on AIFMD,
Art 9(9)(b), (c)) for a further specification of this requirement. See also G. Walker, “The Liability Insurance of
the AIFM’, in Zetzsche, The Alternative Investment Fund Managers Directive (Kluwer Law International, 2012)
(n21) 199 et seq.

193 AIFMD, Art 9(10).

194 AIFMD, Art 8(2). See, for a similar provision with respect to UCITS management companies, UCITS
Directive (n 2), Art 8(3).
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III. Authorization to Manage an AIF

B. Term for granting authorization (Article 8(5))

The competent authorities of the AIFM’s home Member State must inform the applicant
in writing within three months of the submission of a complete application, whether or not
authorization has been granted. The competent authorities may prolong this period for up
to three additional months where they consider it necessary due to the specific circumstances
of the case and after having notified the AIFM accordingly.'

C. Rejection of an application (Article 8(3))

Authorization must be refused if the effective exercise of their supervisory functions is pre-
vented by close links between the AIFM and other natural or legal persons,'® the laws, regu-
lations, or administrative provisions of a third country governing natural or legal persons
with which the AIFM has close links,97 or difficulties involved in the enforcement of those
laws, regulations, and administrative provisions.'*

D. Restriction of authorization (Article 8(3))
The scope of the authorization may be restricted, in particular in relat'e\}@.the range of
investment strategies of AIFs the AIFM has permission to manage. 10 7 \\ a

E. Disagreement about authorization of a non-EU AIFM (@%\ 7(8))

If a competent national regulator disagrees with the authoris Q( t.granted by the competent
regulator of a non-EU AIFM’s Member State of referenp(/‘we regulator has the right to peti-
tion to ESMA, which may act in accordance with theY >‘Ners conferred on it under ESMA
Regulation, Article 19.2 S \>

Article 19 of the ESMA Regulation provides Q A arbltratlon procedure. Where the national

regulators cannot reach agreement, ES make a binding decision.?'

\o

195 ATFMD, Art 8(5), first paragraph. i the case of authorization pursuant to the UCITS Directive (n 2),
the terms for granting authorization A‘ ditierent: the UCITS management company or, where applicable, the
UCITS investment company, ml{* nformed within two months (without any possibility of prolongation)
of the submission of a complg® \d lication, whether or not authorization of the UCITS has been granted
(UCITS Directive (n 2), A U‘\) second paragraph). However, where a UCITS investment company has not
designated a UCITS m k"nent company, the investment company must be informed, within six months
of the submission o lete application, whether or not authorization has been granted (UCITS Directive
(n 2), Art 29(2)). II@ case of authorization of investment firms, an applicant must be informed within six
months of the submission of a complete application, whether or not authorization has been granted (MiFID
(n 14), Art 7(3)).

196 ATFMD, Art 8(3)(a). Similar provisions apply to UCITS management companies, UCITS investment
companies, and investment firms: see UCITS Directive (n 2), Art 7(2), first paragraph, Art 29(1)(c), first para-
graph, and MiFID (n 14), Art 10(1), third paragraph, respectively.

197 AIFMD, Art 8(3)(b). Similar provisions apply to UCITS management companies, UCITS investment
companies, and investment firms: see UCITS Directive (n 2), Art 7(2), second paragraph, Art 29(1)(c), second
paragraph, and MiFID (n 14), Art 10(2), first part, respectively.

198 AIFMD, Art 8(3)(c). Similar provisions apply to UCITS management companies, UCITS investment
companies, and investment firms: see UCITS Directive (n 2), Art 7(2), second paragraph, Art 29(1)(c), second
paragraph, and MiFID (n 14), Art 10(2), second part, respectively. In order to ensure consistent harmonization
of the conditions for granting authorization, ESMA may develop draft regulatory technical standards to specify
the grounds for refusal (AIFMD, Art 8(6)(a)). Art 8(6)(c) seems merely to repeat Art 8(6)(a), but the status
of Art 8(6)(c) is not entirely clear. Power is delegated to the Commission to adopt these regulatory technical
standards in accordance with ESMA Regulation (n 29), Arts 10-14: AIFMD, Art 8(6), second paragraph.

199 AIFMD, Art 8(4).

200 AIFMD, Art 37(8), final paragraph.

201 ESMA Regulation (n 29), Art 19(3).
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F. Authorization effective (Article 8(5))

AIFMs may engage in the business of managing an AIF with investment strategies described
in the application as soon as the authorization is granted, but not earlier than one month
after submitting any missing information about: (i) (sub-)delegation arrangements, (ii) the
rules or instruments of incorporation of each AIF the AIFM intends to manage, (iii) deposi-
tary arrangements, and (iv) disclosure to investors with respect to each AIF the AIFM man-
ages or intends to manage.2%?

G. Changes in the scope of the authorization (Article 10)

Before implementation, AIFMs must notify the competent authorities of their home
Member State of any material changes to the conditions for initial authorization, in particu-
lar material changes to the information provided in accordance with Article 7 (application

for authorization) AIFMD.203

If the competent authorities of the home Member State impose restri(&s or reject those
changes, they must, within one month of receipt of that notiﬁcationi:[\ the AIFM. The
competent authorities may prolong that period for up to one megh-where they consider
this necessary because of the specific circumstances of the casea \ﬁ Fer having notified the
AIFM accordingly. The changes must be implemented ifé’l Snpetent authorities do not
oppose the changes within the relevant assessment peri}d\.“z

(¢
H. Withdrawal of authorization (Article 11) v@,‘
\

The authorization may be withdrawn if the AJF¥A:
AU
3
(a) does not make use of the authoriga"&. within 12 months, expressly renounces the

authorization, or has ceased the Q})y covered by the AIFMD for the preceding six

months, unless the Member @‘. provided for authorization to lapse in such cases;?%

(b) obtained the authorization b 13‘1king false statements or by any other irregular means;?%
(c) no longer meets the conditinns under which authorization was granted;?®’
(d) no longer complies { CRD IV and CRR if its authority also covers the MiFID ser-

vice of individual @trolio management;2%
(¢) has seriously = syscematically infringed the provisions adopted pursuant to the

AIFMD:225 21

202 ATFMD, Art 8(5), third paragraph.

203 ATFMD, Arc 10(1).

204 ATJFMD, Art 10(2).

205 ATFMD, Art 11(a). See, in a similar vein with respect to UCITS management companies, UCITS invest-
ment companies, and investment firms, UCITS Directive (n 2), Arts 7(5)(a), 29(4)(a), and MiFID (n 14), Art
8(a), respectively.

206 ATFMD, Art 11(b). Compare, in relation to UCITS management companies, UCITS investment com-
panies, and investment firms, UCITS Directive (n 2), Arts 7(5)(b), 29(4)(b), and MiFID (n 14), Art 8(b),
respectively.

207 ATFMD, Art 11(c). Compare, in relation to UCITS management companies, UCITS investment com-
panies, and investment firms, UCITS Directive (n 2), Arts 7(5)(c), 29(4)(c), and MiFID (n 14), Art 8(c),
respectively.

208 ATFMD, Art 11(d). Compare, in relation to UCITS management companies and investment firms,
UCITS Directive (n 2), Art 7(5)(d) and MiFID (n 14), Art 8(c), in fine. See nn 183 and 184.

209 ATFMD, Art 11(e). Compare, in relation to UCITS management companies, UCITS investment com-
panies, and investment firms, UCITS Directive (n 2), Arts 7(5)(e), 29(4)(d), and MiFID (n 14), Art 8(d),
respectively.
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(f) falls within any of the cases where national law, in respect of matters outside the scope
of the AIFMD, provides for withdrawal.2'°

I. Central public register (Articles 7(5) and 37(10))

Each national regulator must, on a quarterly basis, inform ESMA of authorizations granted
or withdrawn in accordance with Chapter III (authorization of AIFMs) of the AIFMD.2
ESMA must keep a central public register identifying each AIFM authorized under the
AIFMD, alist of the AIFs managed and/or marketed in the European Union by such AIFMs,
and the competent authority for each such AIFM. The register must be made available in
electronic format.?'?

IV. Operating Requirements

1. Overview \

‘The general operation conditions for AIFMs draw heavily on those establi;h@n the MiFID
and the UCITS Directive. The AIFMD aims to strike a balance bev§3§1 level of consist-
ency with those Directives, while taking into account the diversi (z\}ffs and the different
types of assets they invest in.?'3 Q\\

Existing MiFID firms and UCITS management companie$i§r consider they will be AIFMs
should be aware of several new general principles, includjez :dditional due diligence respon-
sibilities, requirements relating to the appointmentrq\f‘\uunterparties and prime brokers, and
the introduction of a fair treatment definition.? N7

Y
2. Genm%@/) (Article 12)
A. General C \ 4

AIFMs must at all times:

(a) act honestly, with .dy;\§x\1ll, care, and diligence and fairly in conducting their
o)

activities; AN
(b) actin the besti Q%ﬁ\db of the AIFs or the investors of the AIFs?'> they manage and the
integrity o ilﬁarket;216

210 ATFMD, Art 11(f). Compatre, in relation to UCITS management companies, UCITS investment com-
panies, and investment firms, UCITS Directive (n 2), Arts 7(5)(f), 29(4)(e), and MiFID (n 14), Art 8(e),
respectively.

211 AIFMD, Art 7(5), first paragraph.

212 ATFMD, Art 7(5), second paragraph. See Art 37(10) in relation to non-EU AIFMs. Compare MiFID
(n 14), Art 5(3) which provides that the Member States, not ESMA, must establish a register of all investment firms.

213 ESMA’s technical advice to the European Commission on possible implementing measures of the
Alternative Investment Fund Managers Directive (November 2011) (ESMA Advice (November 2011)) 39-40;
FSA, Discussion Paper DP 12/1, ‘Implementation of the Alternative Investment Fund Managers Directive’
(January 2012) (DP 12/1 (January 2012)) 28, paras 4.1, 4.2.

214 Cf. FSA, DP 12/1 (n 213) 29, para 4.5.

215 The best interests of the investors refers to the investors interests in their specific capacity as investors of
the AIF, and not their individual interests. See AIFMD, recital (12).

216 AIFMD, Art 12(1)(a), (b). See, for comparable provisions with respect to UCITS management compa-
nies and investment firms, UCITS Directive (n 2), Art 14(1)(a), (b) and MiFID (n 14), Arts 19(1) and 25(1),
respectively.

43

1.209

1.210

1.211

1.212



1.213
1.214

1.215

1.216

1.217

Chapter 1: The Alternative Investment Fund Managers Directive

(¢) have and employ effective resources and procedures that are necessary for the proper
performance of their business activities;?'?

(d) take all reasonable steps to avoid, identify, manage, monitor, and disclose conflicts of
interest in order to prevent them from adversely affecting the interests of the AIFs and
their investors and to ensure that the AIFs they manage are fairly treated;?'

(e) comply with all regulatory requirements applicable to the conduct of their business
activities so as to promote the best interests of the AlFs or the investors of the AlFs and
the integrity of the market;?' and

(f) treatall AIF investors fairly.?2°
The duties set out under (a)—(f) will collectively be referred to as ‘duty of care and diligence’.

When assessing the compliance of the AIFM with the duty of care and diligence set out in para-
graphs 1.212 and 1.213, the competent authorities must use az least the criteria laid down in
ChapterIII (operating conditions for AIFMs), section 1 (general principles) of the Implementing
Regulation.??" ‘At least’ means that these criteria are minimum stmdari@do not intend to

provide maximum harmonization. Member States may impose additiopral €équirements.

O
B. Acting in the best interest of the AIF or the AIF’s 1nvestors V\ﬁtne integrity of
the market (_

In order to act in the best interest of the AIF or its invesgerdand the integrity of the market,
AIFMs must apply policies and procedures for preve;‘ @.txnalpractlces including those that
might reasonably be expected to adversely affecr Y\:&ablhty and integrity of the market,
such as market timing and late trading.??? ,: \\

AIFMs must also ensure that the AIFs they iy \Q gg or the investors in the AlFs are not charged

undue costs.?23 Q )

C. Due diligence ('

a. General

AIFMs must: (i) apply a h&kstdndard of diligence in the selection and ongoing monitoring
of investments;224 (11) ¢ that they have adequate knowledge and understanding of the

217 AIFMD, Ar M’U (c). See, for a similar provision, UCITS Directive (n 2), Art 14(1)(c).

218 AIFM & 1)(d). The conflicts of interest duties are further elaborated in AIFMD, Art 14 and
Implementing ulatlon Arts 30-37. See, for a treatment of these rules, paras 1.268-1.281. See, for a similar
but less detailed provision, UCITS Directive (n 2) Art 14(1)(d). See also MiFID (n 14), Art 13(3).

219 ATIFMD, Art 12(1)(e). See, for a similar provision, UCITS Directive (n 2), Art 14(1)(e).

220 ATEMD, Art 12(1)(f). See, for a similar provision, Commission Directive 2010/43/EU of 1 July 2010 imple-
menting Directive 2009/65/EC of the European Parliament and of the Council as regards organisational require-
ments, conflicts of interest, conduct of business, risk management and content of the agreement between a depositary
and a management company (O] 2010 L176/42) (‘UCITS Implementing Directive’), Art 22(1), first paragraph.
However, fair treatment duty for UCITS management companies is much stricter than for AIFMs; see further n 234.

221 Implementing Regulation, Art 16. See, for the legal basis of the implementation rules set out in Implementing
Regulation, Ch I1I, section 1s, AIFMD, Art 12(3), providing that the Commission must adopt, by means of delegated
acts in accordance with Art 56 and subject to the conditions of Arts 57 and 58, measures specifying the criteria to be
used by the relevant competent authorities to assess whether AIFMs comply with their obligations set out in Art 12(1).

222 Implementing Regulation, Art 17(1) and recital (39). See, for a similar provision with respect to UCITS
management companies, UCITS Implementing Directive (n 220), Art 22(2), which is, however, restricted to
preventing malpractices that might reasonably be expected to affect the stability and integrity of the market.

223 Implementing Regulation, Art 17(2). See for a similar provision UCITS Implementing Directive
(n 220), Art 22(4).

224 Implementing Regulation, Art 18(1). See, for a similar provision, UCITS Implementing Directive (n 220),
Arc 23(1).
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assets in which the AIF is invested;?? and (iii) establish, implement, apply, and regularly
review and update written policies and procedures on due diligence and implementing effec-
tive arrangements for ensuring that investment decisions on behalf of the AIFs are carried
out in compliance with the objectives, investment strategy, and, where applicable, risk limits
of the AIE?2%

b. Hlliquid assers

Where AIFMs invest in assets of limited liquidity and such investment is preceded by a
negotiation phase, the AIFM must, in relation to the negotiation phase, in addition to the
requirements in paragraph 1.217:

(a) setoutand regularly update a business plan consistent with the duration of the AIF and
market conditions, seek and select possible transactions consistent with such business
plan, and monitor the performance of the AIF with respect to such business plan;

(b) assess the selected transactions in consideration of opportunities, if any, and overall
related risks, all relevant legal, tax-related, financial, or other valug ing factors,
human and material resources, and strategies, including exit strategi Nyand

(c) perform due diligence activities related to the transactions prior {L‘anging execution.
AIFMs must retain records of these activities for at least fiv ,t}c\m

L
D. Requirements to governing body and personnel AIFl\}\ N

In order to establish whether an AIFM conducts its agt'i(;.%'honestly, fairly, and with due
. .. - . . . .
skills, the competent authorities must assess, a¢ legs™ 7}4 no maximum harmonization is

intended), whether the following conditions areo;r‘é'\\
(4

RN
(a) The governing body of the AIFM musta;}}tcss adequate collective knowledge, skills,
and experience to understand the AIEMsactivities, in particular the main risks involved

in those activities and the assets@ ! ich the relevant AIF invests.

(b) In line with the Commission’s~p «¢en Paper on corporate governance in the financial
sector,28 the members of the $overning body must commit sufficient time to properly
perform their functio A\ie AIFM.

(c) Each member of thé\’Q,v{rning body must act with honesty, integrity, and independ-
ence of mind. ';’\

(d) The AIFM gg%évote adequate resources to the induction and training of members
of the govertfing body.??®

Similar requirements are currently?*® not in place for UCITS management companies and

investment firms.

225 Implementing Regulation, Art 18(2). See, for a similar provision, UCITS Implementing Directive (n
220), Are 23(2).

226 Implementing Regulation, Art 18(3), (4). See, for a similar provision, UCITS Implementing Directive
(n 220), Art 23(3), but without any explicit obligation to regularly review and update the written due diligence
policies and procedures.

227 Implementing Regulation, Art 19. Similar provisions do not apply to UCITS management companies.
This is explained by the fact that UCITS investment companies are as a general rule obliged to invest in liquid
assets: see UCITS Directive (n 2), Ch VII.

228 COM(2010) 284. See Implementing Regulation, recital (42).

229 Implementing Regulation, Art 21.

230 Note that Art 9 (management body) of the European Commission’s MiFID II proposal (n 117) provides
similar conditions. In addition, it seems likely that in the future similar conditions will apply to UCITS man-
agement companies. There seems to be no good reason in principle why similar provisions should not apply to
UCITS management companies.
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AIFMs must employ sufficient personnel with the skills, knowledge, and expertise necessary
for discharging the responsibilities allocated to them. For this purpose, AIFMs must take
into account the nature, scale, and complexity of their business and the nature and range of
services and activities undertaken in the course of that business.?3' Similar requirements are
not in place for UCITS management companies and investment firms.

E. Fair treatment of investors in the AIF

AIFMs must treat all AIF investors fairly.?*? An AIFM must ensure that its decision-making pro-
cedures and organizational structure ensure fair treatment of investors.?** No investor in an AIF
may obtain preferential treatment unless such treatment is disclosed in the relevant AIFs rules or
instruments of incorporation. However, the preferential treatmentaccorded by an AIFM to one
or more investors cannot result in an overall material disadvantage to other investors.?*

In its advice to the Commission, ESMA recognizes that fair treatment by an AIFM requires
a degree of subjectivity on the part of the assessor and it has therefore elected not to set out
a prescribed maximum harmonizing definition of what fair treatme, \ans in practice.
ESMA’s approach recognizes that most national regulatory frameyw\l( contain a principle
of fair treatment, and that introducing a strict definition may p;? \‘{competent authorities
from taking the necessary steps to prevent customer detrim®gtériiere it is evident from the

circumstances of a particular case that an investor has tg)t?@ treated fairly.

ESMA’s approach to fair treatment is based on the ury“ Mﬁng principle that investors should
be treated equally. No investor should obtain prqp{ E\} tal treatment causing an overall mate-
rial disadvantage to other investors. Howe\‘err' \\ recogmzed that fair treatment does not
prevent AIFMs from treating certain cust e ~\rf{11fferently, such as ‘seed’ investors having
better terms than those who invest la so, it does not appear that equal treatment
means equal financial treatment. Pri Ql#ﬁfﬁﬂtlatlon ought to be permitted, as long as it
does not prejudice other investofg’ 1\urests

o
\v

E Inducements

AIFMs are not regarde&‘;&tmg honestly, fairly, and in accordance with the best interests of
the AIFs they mana&;\\r the investors in these AlFs if they do not comply with the induce-
ment rules.236 k’

An ATFM may not give or receive inducements (whether in the form of a fee, commission, or
any non-monetary benefit) in relation to the performance of AIFMD services except where:

(i) the inducement is paid to or received from the AIF or a person acting on behalf of
the AIF;

21 Implementing Regulation, Art 22.

232 AIFMD, Art 12(1)(f). See, for a similar provision, UCITS Implementing Directive (n 220), Art 22(1),
first paragraph.

233 Implementing Regulation, Art 23(1).

234 AIFMD, Art 12(1), last sentence and Implementing Regulation, Art 23(2). The UCITS Implementing
Directive (n 220) takes a much stricter stance: UCITS management companies must refrain from placing
the interests of any group of unit-holders above the interests of any other group of unit-holders: UCITS
Implementing Directive (n 220), Art 22(1), second paragraph. This different approach may be explained by the
fact that UCITSs are designed as retail products and AIFs as wholesale products.

235 ESMA Advice (n 213) 51; FSA, DP 12/1 (n 213) 30, paras 4.12, 4.13.

236 Implementing Regulation, Art 24(1).
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(i) an inducement paid to or received from a third party or a person acting on his behalf
is disclosed in full, is designed to enhance the quality of the relevant service, and does
not impair compliance with the AIFM’s duty to act in the best interests of its AIF or the
investors of the AIF;

(iif) where proper third party fees enable or are necessary for the provision of the relevant
service and cannot, by their nature, give rise to conflicts with the AIFM’s duties to act

honestly, fairly, and in accordance with the best interests of the AIF or the investors of
the ATE2%

G. Best execution

a. Execution of decisions and orders in financial instruments

AIFMs must act in the best interests of their AIFs or investors of the AIFs they manage when
executing decisions to deal on behalf of the AlFs in the context of the management of their
portfolio.?3®

AN
Recital (45) of the Implementing Regulation observes that investors in Pg@nould benefit
from protection similar to that of AIFM clients to whom AIFMs prov1df{-r 26,
individual portfolio management, but that notwithstanding, the d1ffﬂy Cgs between the vari-
ous types of assets in which AIFs are invested should be taken i %& sunt, since best execu-
tion is not relevant, for instance, when the AIFM invests in r al \st:'te or partnership interests
and the investment is made after extensive negotiations op \SEVrms of the agreement.

FID service of

Whenever AIFMs buy or sell financial instruments«ite \kbr assets for which best execution
is relevant, they must take all reasonable steps tOOV\’Q the best possible result for their AIFs
or investors, taking into account (i) price, (11) Q > (’ 1ii) speed, (iv) likelihood of execution
and settlement, (v) size, (vi) nature, or (vii) Q% sher consideration relevant to the execution

of the order (‘best execution’).239 ( \

With a view to complying with the L&t execution rules, AIFMs must establish and imple-
ment effective arrangements. In &;Ft‘lcular, they must establish in writing and implementan
Y
. fé
237 These rules are curre \(hL same for UCITS management companies and investment companies: see

UCITS ImplemcntmE k"lve (n 220), Art 29 and Commission Directive 2006/73/EC of 10 August 2006

1mplement1ng Dir 04/39/EC of the European Parliament and of the Council as regards organisa-
tional requirements ahg operating conditions for investment firms and defined terms for the purposes of that
Directive (O] 2006 L.241/26) (‘MiFID Implementing Directive’), Art 26, respectively. However, Art 24(5) and
(6) of the European Commission’s MiFID II proposal (n 117) provides for a further tightening of the induce-
ment rules for investment firms. The proposal intends to ban third party inducements completely in relation to
investment firms providing investment advice on an independent basis and those providing individual portfolio
management (note that this aspect of the MiFID II proposal is a moving target).

238 Implementing Regulation, Art 27(1). See, for a similar provision, UCITS Implementing Directive
(n 220), Art 25(1). Whenever there is no choice of different execution venues, AIFMs are only subject to
Implementing Regulation, Art 27(1), not Art 27(2)—(5). However, AIFMs must be able to demonstrate that
there is no choice of different execution venues. See Implementing Regulation, Art 27(7).

239 Implementing Regulation, Art 27(2). See, for similar provisions with respect to UCITS management
companies and investment firms, UCITS Implementing Directive (n 220), Art 25(2) and MiFID (n 14), Art
21(1), respectively. The relative importance of such factors must be determined by reference to the following
criteria: (i) the objectives, investment policy, and risks specific to the AIF, as indicated in its rules or articles of
association, prospectus, or offering documents; (ii) the characteristics of the order; (iii) the characteristics of the
financial instruments or other assets that are the subject of that order; and (iv) the characteristics of the execu-
tion venues to which that order can be directed (Implementing Regulation, Art 27(2)(a)—(d); see, for similar
provisions, UCITS Implementing Directive (n 220), Art 25(2)(a)—(d) and MiFID Implementing Directive (n
237), Art 44(1)).
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execution policy to allow AIFs and their investors to obtain, for AIF orders, best execution.?4°
AIFMs must be able to demonstrate that they have executed orders on behalf of the AIF in

accordance with their execution policy.2*!

Recitals (45) and (46) of the Implementing Regulation clarify that best execution and order
handling obligations will not apply where there has been an extensive negotiation of the
terms of a particular investment (eg in real estate, partnership interests, or (in respect of order
handling obligations) non-listed companies).

b. Placing orders in financial instruments and other assets with third parties

Similar best execution rules apply when an AIFM does not execute orders on behalf of man-
aged ATFs itself, but instead places them with third parties. When doing so, the AIFM must
act in the best interest of its AlFs or their investors.?*? AIFMs must take reasonable steps to
obtain best execution, taking into account the factors that also apply to AIFMs executing
orders themselves (see paragraphs 1.226 to 1.230).24

With a view to complying with the best execution rules, AIFMs mus}@ish, implement,
and apply an order-placing policy to enable them to comply withesitg Best execution rules.
The order-placing policy must identify, in respect of each clas;. @tfstruments, the entities
with which the orders may be placed. An AIFM may only gl%‘a‘to arrangements for execu-

tion where such arrangements are consistent with the lﬁsr “xccution rules.

\
The AIFM must make appropriate information og iorder-placing policy, including any

material changes to the policy available to the inve 3';:;5 in its AIFs.2% AIFMs must be able

to demonstrate that they have placed orders ég ehalf of the AIF in accordance with the
\0’ N\

RO

)
240 Implementing Regulation, Art 2 (O :, for similar provisions, UCITS Implementing Directive
(n220), Art 25(3) and MiFID (n 14), Arc 2932

order-placing policy.2#

241 Implementing Regulation, Art 27%0). See, for similar provisions, UCITS Implementing Directive
(n 220), Art 25(5) and MiFID (n 14,"%Art 21(5). Furthermore, AIFMs must: (i) monitor on a regular basis the
effectiveness of their arrangemeg and policy for the execution of orders with a view to identifying and, where
appropriate, correcting any dehietencies; and (ii) review the execution policy on an annual basis, but this should
also be carried out when \'Q‘Jmterial change occurs that affects the AIFM’s ability to continue to obtain the
best possible result forJ‘:;\nanaged AlTFs (Implementing Regulation, Art 27(4), (5); see, for similar provisions,
UCITS Implemenginig Directive (n 220), Art 25(4) and MiFID (n 14), Art 21(4)).

242 Tmple nd, Regulation, Art 28(1). See, for similar provisions, UCITS Implementing Directive
(n 220), Art 26{]) and Commission Regulation (EC) No 1287/2006 of 10 August 2006 implementing
Directive 2004/39/EC of the European Parliament and of the Council as regards recordkeeping obligations for
investment firms, transaction reporting, market transparency, admission of financial instruments to trading,
and defined terms for the purposes of that Directive (O] 2006 L 241/1) (‘MiFID Implementation Regulation’),
Art45(1), (2). Whenever there is no choice of different execution venues, AIFMs are only subject to Art 28(1),
not Art 28(2)—(4). However, in such a case AIFMs must be able to demonstrate that there is no choice of differ-
ent execution venues. See Implementing Regulation, Art 28(5).

243 Implementing Regulation, Art 28(2), first paragraph. See, for similar provisions, UCITS Implementing
Directive (n 220), Art 26(2), first paragraph and MiFID Implementing Directive (n 237), Art 45(4), first
paragraph.

244 Implementing Regulation, Art28(2), second paragraph. See, for similar provisions, UCITS Implementing
Directive (n 220), Art 26(2), second paragraph and MiFID Implementing Directive (n 237), Art 45(5).

245 Implementing Regulation, Art 28(4). See, for a similar provision, UCITS Implementing Directive
(n220), Art26(4). Furthermore, AIFMs must: (i) monitor on a regular basis the effectiveness of the order-placing
policy and, in particular, the quality of the execution by the entities identified in that order-placing policy and,
where appropriate, correct any deficiencies; (ii) review the order-placing policy on an annual basis, but this
should also be carried out whenever a material change occurs that affects the AIFM’s ability to continue to
obtain best execution for the managed AIFs (Implementing Regulation, Art 28(3); see, for similar provisions,
UCITS Implementing Directive (n 220), Art 26(2) and MiFID (n 14), Art 45(6)).
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H. Order handling

a. General principles

AIFMs must establish, implement, and apply procedures and arrangements which provide
for the prompt, fair, and expeditious execution of orders on behalf of the ATE.2# These proce-
dures and arrangements must (i) ensure that orders executed on behalf of AIFs are promptly
and accurately recorded and allocated?”” and (ii) be executed sequentially and promptly
unless the characteristics of the order or the prevailing market conditions make this imprac-
ticable, or the interests of the AIF or its investors require otherwise.?*?

The financial instruments, sums of money, or other assets, received in settlement of the
executed orders must be promptly and correctly delivered to or registered in the account of
the relevant AIF.24°

An AIFM may not misuse information related to pending orders (ie front-running) and
must take all reasonable steps to prevent the misuse of such information by ansQf its relevant

persons.2>% 231 0@.

e

'The AIFMD order-handling rules correspond to those in MiFID angd (ﬁg\UCITS Directive
for reasons of consistency. The rules should not apply where the inv#: sh‘ent in assets is made
after extensive negotiations on the terms of the agreement, sueb.As \:Ivestment in real estate,
partnership interests, or non-listed companies, as in such cﬁ\a ™ order is executed. 25?2

b. Aggregation and allocation of orders % Q:\'

AIFMs may only carry out an AIF order in aggrega}e\v\'sm an order of another AIF, a UCITS,
or a client or with an order made when investingtfeipown funds, where (i) it can be reason-
ably expected that the aggregation of orders wi'\'\sbt work overall to the disadvantage of any
AIF, UCITS, or clients whose order is to 2etbgated?s? and (i) an order allocation policy

is established and implemented, proyidius n sufficiently precise terms for the fair allocation
\

o
i

246 Implementing Regulation, Arg.25(1). See, for similar provisions with respect to UCITS management
companies and investment ﬁr’my}fkf S Implementing Directive (n 220), Art 27(1), first paragraph and
MiFID (n 14), Art 22(1), first 'Qﬁ?iph.

247 Implementing Regub".{\. Arc25(2)(a). See, for similar provisions with respect to UCITS management
companies and investme ‘Q;’ﬂs, UCITS Implementing Directive (n 220), Art 27(1)(a), second paragraph and
MIFID (n 14), Art )Mirst paragraph, respectively.

248 ImplementingRegulation, Art 25(2)(b). See, for similar provisions with respect to UCITS management
companies and investment firms, UCITS Implementing Directive (n 220), Art 27(1)(b), second paragraph
and MiFID (n 14), Art 22(1), second paragraph, read in conjunction with MiFID Implementing Directive
(n237), Art 47(1)(b), respectively.

249 Implementing Regulation, Art 25(3). See, for similar provisions with respect to UCITS management
companies and investment firms, UCITS Implementing Directive (n 220), Art 27(1), third paragraph and
MiFID Implementing Directive (n 237), Art 47(1)(a), read in conjunction with Art 47(2), respectively.

250 ‘Relevant person’ means any of the following: (a) a director, partner, or equivalent, or manager of the
AIFM; (b) an employee of the AIFM, or any other natural person whose services are placed at the disposal and
under the control of the AIFM and who is involved in the provision of collective portfolio management services
by the ATFM; (c) a natural or legal person who is directly involved in the provision of services to the AIFM under
adelegation arrangement to third parties for the purpose of the provision of collective portfolio management by
the ATIFM (Implementing Regulation, Art 1(2)).

251 Implementing Regulation, Art 25(4). See, for similar provisions with respect to UCITS management
companiesand investment firms, UCITS Implementing Directive (n 220), Art 27(2) and MiFID Implementing
Directive (n 237), Art 47(3).

252 Implementing Regulation, recital (46).

253 Implementing Regulation, Art 29(a). See, for similar provisions, UCITS Implementation Directive, Art
28(1)(a) and MiFID Implementing Directive (n 237), Art 48(1)(a).
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of aggregated orders, including how the volume and price of orders determines allocations
and the treatment of partial executions.?>*

If an AIFM is allowed to aggregate an AIF order with one or more orders of other AlFs,
UCITSs, or clients and the aggregated order is partially executed, it must allocate the related
trades in accordance with its order allocation policy.?>

When transactions for the account of the AIF itself are involved, the following rules apply.
First, the AIFM, which has aggregated transactions for its own account with one or more
orders of AlFs, UCITSs, or clients, may not allocate the related trades in a way that is detri-
mental to the AIF, UCITS, or client.256

Second, where an AIFM aggregates an order of an AIE, UCITS, or another client with a
transaction for its own account and the aggregated order is partially executed, it must allocate
the related trades to the AIE, UCITS, or client in priority to those for its own account.?”?

However, if the AIFM is able to demonstrate to the AIF or client on, onable grounds
that it would not have been able to carry out the order on such adva us terms without
aggregation, or at all, it may allocate the transaction for its owry{- £3tint proportionally, in

accordance with its order allocation policy.?® C\
\\\

L. Execution of subscription and redemption orders

Where AIFMs have carried out a subscription or a r?f\vptlon order from an investor, they
must promptly provide the investor, by means 0{,\ turZole medium, with the essential infor-
mation®® concerning the execution of that Qrdﬁ'@ “the acceptance of the subscription offer,

as the case may be.?% U
-
Q
AIFMs must supply the investor, u \(uest with information about the status or the

order or the acceptance of the suf(:‘ wrioh offer, or both, as the case may be.?¢!

o
»

254 Implementing Regulati Qrt 29(b). See, for similar provisions, UCITS Implementation Directive
(n 220), Art 28(1)(b) and NV‘{% mplementing Directive (n 237), Art 48(1)(c).

255 Implementing Regliadn, Art 29(2). See, for similar provisions, UCITS Implementing Directive
(n 220), Art 30(2) and *4.51D implementing Directive (n 237), Art 48(2).

256 Implementi dgulation, Art 29(3). See, for similar provisions, UCITS Implementing Directive
(n220), Art 2 ahd MiFID Implementing Directive (n 237), Art 49(1).

257 Implemefiting Regulation, Art 29(4), first paragraph. See, for similar provisions, UCITS Implementing
Directive (n 220), Art 30(2) and MiFID Implementing Directive (n 237), Art 48(2).

258 Implementing Regulation, Art 29(4), second paragraph. See, for similar provisions, UCITS
Implementing Directive (n 220), Art 28(4), first paragraph, and MiFID Implementing Directive (n 237), Art
49(2), first paragraph.

259 The essential information must at least include the following information: (i) the identification of the
AIFM; (i) the identification of the investor; (iii) the date and time of receipt of the order; (iv) the date of execu-
tion; (v) the identification of the AIF; (vi) the gross value of the order including charges for subscription or the
net amount after charges for redemptions (Implementing Regulation, Art 26(3)). See, for a similar provision,
UCITS Implementing Directive (n 220), Art 24(2).

260 Implementing Regulation, Art 26(1). See, for a more or less similar provision, UCITS Implementing
Directive (n 220), Art 24(1), first paragraph, read in conjunction with Art 24(3). This obligation does notapply
where a third person is obliged to provide the investor with a confirmation concerning the execution of the
order and where the confirmation contains the essential information. However, AIFMs must ensure that the
third person complies with its obligations (Implementing Regulation, Art 26(2)). See, for a similar provision,
UCITS Implementing Directive (n 220), Art 24(1), second paragraph, but without a duty that the UCITS
management company must ensure that the other person complies with its obligations.

261 Implementing Regulation, Art 26(4). See, for a similar provision, UCITS Implementing Directive (n
220), Art 24(4) .
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J. Selection of counterparties and prime brokers

When selecting and appointing counterparties and prime brokers?6? AIFMs must exercise
due skill, care, and diligence before entering into an agreement and on an ongoing basis by
considering the full range and quality of their services.?%3

AIFMs must select prime brokers or counterparties of an AIFM or AIF in an OTC deriva-
tives transaction, securities lending, or repurchase agreement which (i) are subject to ongoing
supervision by a public authority,2% (ii) are financially sound,?* and (iii) have the necessary
organizational structure and resources for performing the services which are to be provided
by them to the AIFM or AIF.?%¢ To determine whether a prime broker is ‘financially sound’,
the AIFM must consider whether or not the counterparty or prime broker is subject to
prudential regulation, including sufficient capital requirements and effective supervision.?¢’
This requirement restricts the universe of eligible counterparties considerably.

The list of selected prime brokers must be approved by the AIFM’s seniog management.
AIFMs must appoint prime brokers from the list. However, in exceptional prime bro-
kers not included in the list can be appointed provided that they meet{t_]:{ quirements set
out in paragraph 1.246 and subject to subsequent approval by seni;&nﬁa‘.agement.

The ATFM must be able to demonstrate the reasons for sele '&\‘hd the due diligence it
exercised in selecting and monitoring prime brokers.?% Th f*\ requirements with respect
to prime brokers may be explained by the fact that durmg, &.M,dlt crisis many AlFs suffered
loss due to the insolvency of prime broker Lehman E'Q'Q;n in September 2008.

AN
K. Individual portfolio management ,0 (; D

If an AIFM is authorized to provide MiFI O\ ihdividual rather than collective) portfolio
management, the AIFM must not 1nvestd\ Part of any client’s portfolio in units or shares
of its AIFs unless it receives prior gex{tﬁ‘a

proval from the client.

The AIFM’s MiFID services will be sbject to Directive 97/9/EC of the European Parliament
and of the Council of 3 Martay1997 on investor-compensation schemes?® with regard
to the MiFID services of’(i‘(d} aividual portfolio management, (ii) investment advice, (iii)
safe-keeping in relatiop=l Shares or units in collective investment undertakings, and (iv)

reception and traénx&.’)n of orders in relation to financial instruments.?”°

262 “Prime broker’ means a credit institution, regulated investment firm, or other entity subject to prudential
regulation and ongoing supervision, offering services to professional investors primarily to finance or execute
transactions in financial instruments as counterparty and which may also provide other services such as clearing
and settlement of trades, custodial services, securities lending, customized technology, and operational sup-
port facilities (AIFMD, Art 4(1)(af)). See further on prime brokers: M. Berman (ed.), Hedge Funds and Prime
Brokers (Risk Books, 2009); D.A. Zetzsche, ‘(Prime) Brokerage’, in Zetzsche, The Alternative Investment Fund
Managers Directive (Kluwer Law International, 2012) (n 21) 489 et seq.

263 Tmplementing Regulation, Art 20(1).

264 Implementing Regulation, Art 20(2), opening words, and subparagraph (a).

265 Implementing Regulation, Art 20(2)(b).

266 Implementing Regulation, Art 20(2)(c).

267 Implementing Regulation, Art 20(3).

268 Tmplementing Regulation, Art 20(4).

269 0] 1997 184/22.

270 ATEMD, Are 12(2).
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3. Remuneration (Article 13)

A. O temporae, o mores

Populist belief appears to hold that ‘the bankers’ created the financial crisis through greed
and indifference. While greed and indifference, as common human traits, are certainly fea-
turing in the financial services industry, to suggest that this is the root cause of the financial
crisis is to ignore that, in essence, it concerned a fairly standard credit cum asset speculative
bubble, be it a sizeable one, that benefited all lenders and borrowers until the bubble burst.
“The bankers’ were a component part of the speculation that created the bubble, not the root
cause of it. Market euphoria, temporary madness of a crowd of investors, causes speculative
excess.

JK Galbraith may be quoted instructively:

‘The more obvious features of the speculative episode are manifestly clear to anyone open to

understanding. Some artefact or some development, seemingly new a irable—tulips

in Holland, gold in Louisiana, real estate in Florida, the superb CCOI}Q‘:&& esigns of Ronald

Reagan—captures the financial mind or perhaps, more accurateljxviac so passes. The price

of the object of speculation goes up.... The speculation buil@\p\l itself provides its own
AN

momentum.2’!

The operative notion is that the crowd converts the ind>w$11al ‘from reasonably good sense to
stupidity’, against which the ‘very Gods Themselves %‘nd in vain’.?”2 The artefact or develop-
ment that fuelled the speculative excess that en %008 was the belief that market risk, in
particular credit risk, could be measured witl};y@. gprecision.

After the stupidity has been and gone, '@}o‘c must be identified. However, ‘those who are
involved never wish to attribute stupi ,‘Qto themselves. ... The least important questions are
the one most emphasized: What :qualgd the crash? Were there some special factors that made
it so dramatic or drastic? Who :]aourd be punished?’.?” This is typically followed by the ques-
tion: What, if anything, s (Nld be done? Given the ample precedent of recurring financial

euphoria, Galbraith m}l@ ight when he observes that:

beyond a better f)f;’:&p\uon of the speculative tendency and the process itself, there probably is
notagreat a? can be done. Regulation outlawing financial incredulity or mass euphoria
isnotapr aa#possibility. If applied generally to such human condition, the result would be
an impressive, pethaps oppressive, and certainly ineffective body of law.

Galbraith wrote this in the early 1990s, but it is certainly an observation that applies to the
aftermath of 2008. Politicians and regulators alike, guided by the recurrent adage ‘never again’,
have been busily writing an ‘impressive, perhaps oppressive’ body of rules to tame the financial
services industry. Whether this body of rules will prove to be ineffective is perhaps too early to
tell. However, assuming that the all-too-repetitive patterns in the history of financial euphoria
are a useful guidance, the answer is most likely that it will be.

21 K. Galbraith, A short history of financial Euphoria (Penguin, 1993) 2-3. See also pp 18-19 on the
perception of ‘something new and exceptional’ as the necessary ingredient for speculative euphoria to arise.

272 Galbraith, A short history of financial Euphoria (n 271) 5, quoting Friedrich von Schiller.

273 Galbraith, A short history of financial Euphoria (n 271) 106-7.
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The regulation of remuneration of senior management and ‘risk takers’ in the financial services
industry has been a hotly debated and much politicized component part of the new rules that
‘will’ prevent speculative excess. Recital (24) of the AIFMD observes that to:

address the potentially detrimental effect of poorly designed remuneration structures on the
sound management of risk and control of risk-taking behaviour by individuals, there should
be an express obligation for AIFMs to establish and maintain, for those categories of staff
whose professional activities have a material impact on the risk profiles of AlFs they man-
age, remuneration policies and practices that are consistent with sound and effective risk
management.

Given its rhetorical nature, it is difficult to contend with this proposition. Naturally, remu-
neration structures should not be ‘poorly designed’. As is the case in the context of the
propositions made pursuant to the notion that ‘systemic risk’ must be managed, however,
the Commission is not really able to put forward empirical evidence or arguments that
persuasively underpin the chosen cause of action. What is or is not a poorly designed remu-
neration structure remains a mystery. The most that can be gleaned from th s is that the
underlying driver appears to be the desire to limit the variable componerf &f'the remunera-
tion relative to the fixed component. Why this is better is not explal&{aoperly

The remuneration principles, therefore, constitute remarkabl e&'\" ive action, particularly
given the fact that interference with market-set remuneratiog, idrterference with the valua-
tion mechanism for skill and talent, is not only contrary pﬂ} Dasic tenets on which a capi-
talist market model is organized but could also have uq?&?nded consequences.?’* [t must be
concluded that the remuneration principles are a p}l(\&ample of the typical post-euphoria
action so clearly specified by Galbraith, almed' \\t sérceived mischief, but utterly besides
the point. The last bubble was created, as w fs\\ previous bubbles, because the perception
of risk was converted ‘from reasonably Qﬁ’ hse to stupidity’. Remuneration principles
designed to change risk-taking based 6n hnanc1al incentives are ineffective logically if the
underlying perception of risk that dm 5 the behaviour is in error.

B. Basic principles (Artlcle kad Annex II)

Pursuant to Article 13(1 \t'ﬁe AIFMD (remuneration), AIFMs must have remuneration
policies and practices ’5 lnployees that ‘have a material impact on the risk profiles of the
AIFMs or of the, y manage’. This includes senior management, ‘risk takers’, control
functions, and anyemployees receiving total remuneration that takes them into the same
remuneration bracket as senior management and risk takers. The policies must be ‘consistent
with and promote sound and effective risk management and... not encourage risk-taking
which is inconsistent with the risk profiles, rules or instruments of incorporation of the AIFs
they manage’.

27% Not surprisingly, given the intrusive nature of the remuneration principles, recital (28) states that the
‘provisions on remuneration should be without prejudice to the full exercise of fundamental rights guaran-
teed by the Treaties, in particular Article 153(5) TFEU, general principles of national contract and labour
law, applicable legislation regarding shareholders’ rights and involvement and the general responsibilities of
the administrative and supervisory bodies of the institution concerned, as well as the right, where applica-
ble, of social partners to conclude and enforce collective agreements, in accordance with national laws and
traditions’.
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The AIFMs must set the remuneration policies and practices in accordance with a detailed
list of principles set out in Annex II. The principles apply to ‘remuneration of any type paid
by the AIFM, to any amount paid directly by the AIF itself, including carried interest, and to
any transfer of units or shares of the AIF’ made to staff that is in scope.?’>

Annex II sets out three categories of principles. The first category reinforces the key tenets
of Article 13 of the AIFMD, ie that the remuneration policy must be consistent with and
promote ‘sound and effective risk management and does not encourage risk-taking which
is inconsistent with the risk profiles, rules or instruments of incorporation of the AIFs’.276
The remuneration policy must be in line with the business strategy, objectives, values, and
interests of the AIFM, and the AIFs or the investors of such AIFs, and include measures to
avoid conflicts of interest.2”7

The second category addresses the governance structure. The remuneration policy must be
adopted, implemented, and periodically reviewed, at least annually, by the management
body of the ATFM.?”8 The compensation of staff engaged in control ﬁ:&%ﬁ

and risk functions, must be set independently of the performance of;

s, ie compliance
usiness areas they
control and be overseen by the remuneration committee.”? (};\

By paragraph 3 of Annex I1, in principle, AIFMs must estamq,ﬁ independent remunera-
tion committee. However, the provision applies only t (SOAIFMs that are ‘significant in
terms of their size or the size of the AIFs they managd S<ir internal organisation and the
nature, the scope and the complexity of their activi cf; The remuneration committee must
be organized in a way that enables it to exercis T;nupetent and independent judgment on
remuneration policies and practices and the;:u@.v\)ives created for managing risk. The remu-
neration committee advises the managemi\‘\‘aody about remuneration decisions and must
be chaired by a non-executive memberlot)ie management.?8

s

. o N
The third category sets prlnc1pleG tcation to payment structures. These address:
»

(a) performance-related pyy.11the context of the returns of the AIF and the overall results

7
of the AIFM (inclué;k§in a multi-year framework appropriate to the life cycle of the

Al @)
(b) guaranteed vafiadle remuneration, which must be exceptional and limited to the hiring
of new M to the first year; 282

(c) fixed and variable components of total remuneration, which must be ‘appropriately
balanced’ and the fixed component must represent ‘a sufficiently high proportion of
the total remuneration to allow the operation of a fully flexible policy, on variable
remuneration components, including the possibility to pay no variable remuneration
component’;?3

275 ATFMD, Annex II, para 2.

276 AIFMD, Annex 1, para 1(a).

277 AIFMD, Annex I1, para 1(b).

278 AIFMD, Annex 11, para 1(c), (d).
279 AIFMD, Annex 1, para 1(e), (f).
280 ATFMD, Annex II, para 3.

281 AIFMD, Annex 1, para 1(g), (h).
282 AIFMD, Annex I1, para 1(i).

283 ATFMD, Annex 11, para 1(j).
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(d) payments relating to early termination of a contract, which must ‘not reward failure’;?%

(e) the measurement of performance used to calculate variable remuneration, mandatory
minimum 50/50 cash/equity split of variable compensation, mandatory deferral of at
least five years of at least 40% of variable compensation, the operation of a retention
policy on variable compensation, malus, or claw-back arrangements;?%*

(f) the pension policy, which must have a mandatory retirement benefit pay-out struc-
tures, etc;286

(g) anti-avoidance principles, such as a prohibition on use of personal hedging strategies
and remuneration- and liability-related insurance if that would ‘undermine the risk
alignment effects embedded in their remuneration arrangements’, and a prohibition on
the payment of variable remuneration ‘through vehicles or methods that facilitate the
avoidance of the requirements of the AIFMD.2%

C. Proportionality

Paragraph 1 of Annex II introduces the principle of proportionality. AIFI\@.\mst comply

with the Annex II principles ‘in a way and to the extent that is appropiigte to their size,

internal organisation and the nature, scope and complexity of theiy{%@des’. The ESMA

Guidelines provide guidance on how this concept of proportio li,ﬂ(":@:o be applied.?®
A\

D. ESMA Guidelines A

Article 13(2) of the AIFMD instructs ESMA to make ry‘m}unes on sound remuneration
policies which comply with Annex II. The guideliggs. !u‘ﬁst take into account the princi-
ples on sound remuneration policies set out in,i&lé\g\ amendation 2009/384/EC, the size
of the AIFMs and the size of AIFs they manage&&@n’intemal organization and the nature,
scope, and complexity of their activities. E 2 must cooperate closely with the European
Supervisory Authority (European Banki@ tuority) (EBA).

\

ESMA has made ‘Guidelines on so':(.i‘femuneration policies under the AIFMD’.28° The
Guidelines cover, among other thins; identification of staff covered by the guidelines, appli-
cation of the proportionalit;;g&kiple, the governance structure (including remuneration of
members of the managen{{%’b ody and shareholders’ involvement, and the periodic review),
the remuneration convimiee (set-up, composition, role, process, and reporting lines), the
control function }& and remuneration), the general requirements on risk alignment,
the general remutration policy (including the pension policy, discretionary pension ben-
efits, and severance pay), personal hedging, various payment structures (including specific
requirements on risk alignment, policy on variable remuneration, the performance and risk
measurement process, the award process, the payout process and time horizons), and certain
transparency requirements requiring publication of remuneration information.

284 AIFMD, Annex 1, para 1(k).

285 AIFMD, Annex 1, para 1(1)~(0).

286 AIFMD, Annex 11, para 1(p).

287 AIFMD, Annex 11, para 1(q), (r).

288 AIFMD, recital (25) states that the ‘principles governing remuneration policies should recognise that
AIFMs are able to apply those policies in different ways according to their size and the size of the AIFs they man-

age, their internal organisation and the nature, the scope and the complexity of their activities’.
289 ESMA/2013/232, 3 July 2013.
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E. Efficacy of the principles

Many of the remuneration principles are similar to the principles set out for credit institu-
tions and investment firms in the Capital Requirements Directive. However, the activi-
ties of managers of collective investment schemes, who invest their investors’ money, not
proprietary money, are different in nature and purpose from the activities of banks and
broker-dealers. It is probably justified to suggest that the traditional fee structures of manag-
ers of collective investment schemes already align interests. It remains to be seen how the
new principles are applied in practice in view of the proportionality principle. The focus
on variable versus fixed component in the context of asset management incentives seems
ill-conceived. In practice, the parallel application of principles designed in the context of
banking and broker-dealer activities may frustrate the effectiveness of the existing payments
structures in the asset management industry.

4. Conflicts of interest (Article 14)

AY
A. General ,\@'

AIFMs must maintain and operate effective organizational and a@lf;l} istrative arrangements

with a view to taking all reasonable steps designed to identi Q.lt, manage, and monitor
conflicts of interest in order to prevent them from adverselx* ung the interests of the AIFs
and their investors.?% >\

o
B. Types of conflicts of interests B \;-'

AIFMs must take all reasonable steps to ldenr""\Q)nﬂlcts of interest that arise in the course
of managing AIFs between:

(@) the AIFM (including its man Q sployees, or any person directly or indirectly
linked to the AIFM by con(' %d the AIF managed by the AIFM or the investors in
that AIFM;

(b) the AIF or the investorgin ‘that AIF, and another AIF or the investors in that AIF;

(c) the AIF or the inv A\n that AIE and another client of the AIFM;

(d) the AIF or the m\:QQJrs in that AIE, and a UCITS managed by the AIFM or the inves-

tors in that ICNTS; or

(e) two cli q& 1e AIFM. 21

For the purpose of identifying the types of conflicts of interest set out in paragraph 1.269,
an ATFM must take into account, in particular, whether the AIFM, a relevant person,?? or a
person directly or indirectly linked by way of control to the AIFM:

(a) is likely to make a financial gain, or avoid a financial loss, at the expense of the AIF or
its investors;

290 ATFMD, Art 14(1), second paragraph. See, for similar provisions, UCITS Directive (n 2), Art 12(1)(b)
and MiFID (n 14), Art 13(3).

291 ATFMD, Art 14(1), first paragraph (see also Art 12(1)(d), on which see para 1.212). For asimilar (but less
detailed) provision, see UCITS Directive (n 2), Art 12(1)(b) and MiFID (n 14), Art 18(1).

292 ‘Relevant person’ means any of the following: (a) a director, partner, or equivalent, or manager of the
AIFM; (b) an employee of the AIFM, or any other natural person whose services are placed at the disposal and
under the control of the AIFM and who is involved in the provision of collective portfolio management services
by the AIFM; (c) a natural or legal person who is directly involved in the provision of services to the AIFM under
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(b) hasan interest in the outcome of a service or an activity provided to the AIF or its inves-
tors or to a client or of a transaction carried out on behalf of the AIF or a client, which
is distinct from the AIF interest in that outcome;

(c) hasafinancial or other incentive to favour the interest of (a) a UCITS, a client or group
of clients, or another AIF over the interest of the AIF; (b) one investor over the interest
of another investor or group of investors of the same AIF;

(d) carries out the same activities for the AIF and for another AIE, a UCITS, or client; or

(e) receives or will receive from a person other than the AIF or its investors an inducement
in relation to collective portfolio management activities provided to the AIF, in the
form of monies, goods, or services other than the standard commission or fee for that
service.?%3

C. Segregation of tasks and responsibilities

AIFMs must segregate, within their own operating environment, tasks and responsibilities
which may be regarded as incompatible with each other or which may potenti enerate sys-
tematic conflicts of interest. AIFMs must assess whether their operating cond?\ s may involve
any other material conflicts of interest and disclose them to the i 1nvest0§ \}c AlFs.2%

\
D. Conflicts of interests policy V\C
-

The ATFM must establish, implement, and apply an Cﬂ"CCtIVE>‘uA Sicts of interests policy. That
policy must be set out in writing and must be appropriate; f)\'le size and organization of the
AIFM and the nature, scale, and complexity of its buSJQ;q 5 Where the AIFM isa member of a
group, the policy mustalso take into accountany c,lrm" Q\ tances of which the AIFM is or should
be aware which may give rise to conflicts of intenfo N e§ult1ng from the structure and business
activities of other members of the group.? <[

The conflicts of interests policy must/ C‘CQ\::

(a) the identification of the circumy tances which constitute or may give rise to conflicts of
interests entailing a materi Nsn of damage to the interests of the AIF or its investors, with
reference to the actlvuleﬁ;gx ied out by or on behalf of the AIFM, including activities car-
ried out by a (sub- )d{\\a e, external valuer, or counterparty;?®” and

adelegation arrangemént to third parties for the purpose of the provision of collective portfolio management by
the AIFM (Implementing Regulation, Art 1(2)).

293 Implementing Regulation, Art 30. See, for similar provisions, UCITS Implementing Directive (n 220),
Art17(1) and MiFID Implementing Directive (n 237), Art 21. However, the important difference is that in the
case of UCITS and MiFID Implementing Directives these are merely minimum criteria (UCITS Implementing
Directive (n 220) Art 27(1), opening words, MiFID Implementing Directive (n 237), Art 21, opening words).
Implementing Regulation, Art 30 is based on AIFMD, Art 14(4)(a), providing that the Commission must
adopt, by means of delegated acts in accordance with Art 56 and subject to the conditions of Arts 57 and 58,
measures specifying the types of conflicts of interest.

294 AIFMD, Art 14(1), last paragraph.

295 Implementing Regulation, Art 31(1), first paragraph. See, for similar provisions, UCITS Implementing
Directive (n 220) Art 18(1), first paragraph and MiFID Implementing Directive (n 237), Art 22(1), first
paragraph.

2% Implementing Regulation, Art 31(1), second paragraph, based on AIFMD, Art 14(4)(b). See, for similar
provisions, UCITS Implementing Directive (n 220), Art 18(1), second paragraph and MiFID Implementing
Directive (n 237) Art 22(1), second paragraph.

297 Implementing Regulation, Art 31(2)(a), based on AIFMD, Art 14(4)(b). See, for similar provisions,
UCITS Implementing Directive (n 220), Art 18(2)(a) and MiFID Implementing Directive (n 237), Art 22(2)(a),
but both without any reference to activities carried out by (sub-) delegates, external valuers, and counterparties.
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(b) procedures to be followed and measures to be adopted in order to prevent, manage and
monitor such conflicts.2%

E. Independence in conflicts management

The procedures and measures established for the prevention or management of conflicts of
interests must be designed to ensure that the relevant persons?®® engaged in different business
activities involving conflicts of interests carry out these activities having a degree of independ-
ence which is appropriate to the size and activities of the AIFM and of the group to which it
belongs, and to the materiality of the risk of damage to the interests of the AIF or its investors.3®

E Duty to inform senior management

If the organizational or administrative arrangements of the AIFM are not sufficient to ensure,
with reasonable confidence, that risks of damage to the interests of an AIF or investors in
the AIF will be prevented, the senior management or other competent internal body of the

AIFM must be promptly informed in order for them to take any necess ecision or action
to ensure that the AIFM acts in the best interests of the AIF or its 1nuex 5.301
7 N

YY)

N\

2% Implementing Regulation, Art 32(2)(b), based on AIFMD, Ar (é}b). See, for similar provisions,
UCITS Implementing Directive (n 220), Art 18(2)(b) and MiFID Impfzsdnting Directive (n 237), Arc 22(2)(b).

299 ‘Relevant person’ means any of the following: (a) a directo o) ner, or equivalent, or manager of the
ATFM; (b) an employee of the AIFM, or any other natural persgnse services are placed at the disposal and
under the control of the AIFM and who is involved in the proy; £, of collective portfolio management services
by the AIFM; (c) a natural or legal person who is directly ifwtCh 2 in the provision of services to the AIFM under
adelegation arrangement to third parties for the purppsfl Qg\ ¢ provision of collective portfolio management by
the AIFM (Implementing Regulation, Art 1(2)). PAN J

300 Tmplementing Regulation, Art 33(1). Ses \%r similar provisions, UCITS Implementing Directive
(n 220), Art 19(1) and MiFID Implementind Diregtive (n 237), Art 22(3), first paragraph. Implementing
Regulation, Art 34(2) providesa list of proc n&nd measures to be adopted that must be included where nec-
essary and appropriate for the AIFM ta@s “w¥the requisite degree of independence: (a) effective procedures to
prevent or control the exchange of infe*ation between relevant persons engaged in collective portfolio man-
agement activities or other activities psuant to AIFMD, Art 6(2), (4) involving a risk of conflicts of interests
where the exchange of informat Qmay harm the interest of one or more AIFs or its investors; (b) the separate
supervision of relevant perSO(*A ose principal functions involve carrying out collective portfolio management
activities on behalf of, or ')Ang services to, clients or investors, whose interests may conflict, or who other-
wise represent dlfferem‘"&eustb that may conflict, including those of the AIFM; (c) the removal of any direct
link between the re k:tatlon of relevant persons principally engaged in one activity and the remuneration of,
or revenues ges g by, different relevant persons principally engaged in another activity, where conflicts of
interests may ar ¢ in relation to those activities; (d) measures to prevent or restrain any person from exercising
inappropriate influence over the way in which a relevant person carries out collective portfolio management
activities; () measures to prevent or control the simultaneous or sequential involvement of a relevant person in
separate collective portfolio management activities or other activities pursuant to AIFMD, Art 6(2), (4) where
such involvement may impair the proper management of conflicts of interest. However, where the adoption or
application of one or more of those measures and procedures does not ensure the requisite degree of independ-
ence, the AIFM must adopt such alternative or additional measures and procedures as are necessary and appro-
priate for those purposes (Implementing Regulation, Art 34(2), in fine). See, for similar provisions, UCITS
Implementing Directive (n 220), Art 19(2) and MiFID Implementing Directive (n 237), Art 22(3), second
paragraph. ‘Relevant person’ means any of the following;: (a) a director, partner or equivalent, or manager of the
ATFM; (b) an employee of the AIFM, or any other natural person whose services are placed at the disposal and
under the control of the AIFM and who is involved in the provision of collective portfolio management services
by the ATFM; (c) a natural or legal person who is directly involved in the provision of services to the AIFM under
adelegation arrangement to third parties for the purpose of the provision of collective portfolio management by
the AIFM (Implementing Regulation, Art 1(2)).

30" Implementing Regulation, Art 34. See, for a similar provision, UCITS Implementing Directive (n 220),
Art 20(2). However, unlike an AIFM, a UCITS management company must report these situations to inves-
tors by any appropriate durable medium and give reasons for its decision (UCITS Implementing Directive (n
220), Arc 20(3)).

58



1V, Operating Requirements

G. Monitoring

The AIFM must keep and regularly update a record of the types of activities undertaken by
or on behalf of the AIFM in which conflicts of interests entailing a material risk of damage
to the interests of one or more AlFs or its investors have arisen or, in the case of an ongoing
activity, may arise. Senior management must receive, on a frequent basis and at least annu-
ally, written reports on these activities.>%?

H. Disclosure

If the organizational arrangements of the AIFM that relate to identification, prevention,
management, and monitoring of conflicts of interest are not sufficient to ensure, with reason-
able confidence, that risks of damage to investors’ interests will be prevented, the AIFM must
clearly disclose the general nature or sources of conflicts of interest to the investors before
undertaking business on their behalf, and develop appropriate policies and procedures.3%

I. Redemption \

*
The AIFM of an open-ended AIF must identify, manage, and monitor (“ icts of interests
between (i) investors wishing to redeem their investments and mvest&r\‘ﬁwshmg to maintain
their investments in the AIF, and (ii) any conflicts between the A 1@» incentive to invest in

illiquid assets and the AIF’s redemption policy.3% Q\\
- &
J. Prime brokers N & N

If the ATFM uses the services of a prime broker on Bett t“gf an AIE3% the terms must be set
out in a written contract. In particular, any pogsi.g,\ of transfer and re-use of AIF assets
(‘rehypothecation’) must be provided for in the\m tract and must comply with the AIF rules
or instruments of incorporation. ")

The contract must provide that the ep‘;fary is informed of the contract.3°6 AIFMs must
exercise due skill, care, and diligence 1 the selection and appointment of prime brokers with

=3
N4

302 Implementing Regula’:\\ Art35. See, for a similar provision, UCITS Implementing Directive (n 220),
Art 20(1). However, u Kklmplementmg Regulation, Art 35(2), Art 20(1) of the UCITS Implementing
Directive (n 220) dées prescribe that senior management must receive on a frequent basis, and at least
annually, written rcp s on the relevant activities.

0

303 Implementing Regulation, Art 14(2). See, for asimilar provision, MiFID (n 14), Art 18(2). The informa-
tion to be disclosed to investors must be provided in a durable medium or by means of a website (Implementing
Regulation, Art 36(1)). Where the information is provided by means of a website and is not addressed person-
ally to the investor, the following conditions must be satisfied: (a) the investor has been notified of the address
of the website and the place on the website where the information may be accessed, and has consented to the
provision of the information by such means; (b) the information must be up to date; and (c) the information
must be accessible continuously by means of that website for such period of time as the investor may reasonably
need to inspect it (Implementing Regulation, Art 36(2)). In the case of MiFID (n 14), the disclosure can only
be made on a durable medium: see MiFID Implementing Directive (n 237), Art 22(4).

304 Implementing Regulation, Art 32, based on AIFMD, Art 14(4)(b). Note that the redemption policy
must be in accordance with AIFMD, Art 14(1); on which, see paras 1.268-1.269.

305 ‘Prime broker’ means a credit institution, a regulated investment firm, or another entity subject to pru-
dential regulation and ongoing supervision, offering services to professional investors primarily to finance or
execute transactions in financial instruments as counterparty and which may also provide other services such as
clearing and settlement of trades, custodial services, securities lending, customized technology, and operational
support facilities (AIFMD, Art 4(1)(af)). See, further on prime brokers: Mark Berman (ed.), Hedge Funds and
Prime Brokers (2nd edn, Risk Books, 2009).

306 Tmplementing Regulation, Art 14(3), first paragraph.
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whom a contract is to be concluded.?*” Although these duties are no doubt useful and neces-
sary in order to protect the AIF and its investors, it is unfortunate that it is not made clear
how these duties relate to conflicts of interest.

K. Strategies for the exercise of voting rights

The AIFM must develop adequate and effective strategies for determining when and how
any voting rights held in its AIF portfolios are to be exercised, to the exclusive benefit of
the AIF and its investors.3®® Those strategies must determine measures and procedures
for: (i) monitoring relevant corporate actions; (ii) ensuring that the exercise of voting rights is
in accordance with the investment objectives and policy of the relevant AIF; (iii) preventing
or managing any conflicts of interest arising from the exercise of voting rights.3® A summary
description of the strategies and details of the actions taken on the basis of those strategies
must be made available to the investors on their request.3'°

5. Risk management (Article 15) . (b'\
A. Requirement to maintain an independent risk function ,;‘:\\

Among the principle objectives of the AIFMD are improving \é\\afanagement of systemic
risks associated with AIFs participation in the market a $oving the management of
operational risk of individual AIFs through an AIFM’s orge Nizational set-up.3'" Accordingly,
Article 15 of the AIFMD addresses the risk managenasacsiamework that individual AIFMs
must have in place. The Commission has made F{Q/‘mplementing measures which are set
out in Articles 3845 of the Implementing Reguk tion. Article 25 of the ATFMD addresses
the systemic aspects and is discussed later. ¢ N

As part of its operations, an AIFM m t‘$jte and maintain a risk function, which is func-
tionally and hierarchically separ; (1} dependent from the AIFM’s business functions,
including, in particular, portfoliC@‘magement. Whether or not an AIFM’s set-up is com-
pliant is a matter for the AIFN#s national regulator, who must apply proportionality prin-
ciples in assessing the ri nctions.3'2 Notwithstanding proportionality, an AIFM must
demonstrate at least fh(t;)Llere is effective separation and that there are effective safeguards
against conflicts ofsaltclest so as to ensure independent performance of risk management
activities.3"? ix&q'nrement corresponds to the requirements imposed on UCITS manage-
ment comp&s !

307 Tmplementing Regulation, Art 14(3), second paragraph.

308 Tmplementing Regulation, Art 37(1). See, for a similar provision, UCITS Implementing Directive
(n220), Art 21(1).

305 Implementing Regulation, Art 37(2). See, for a similar provision, UCITS Implementing Directive
(n 220), Arc 21(2).

310 Implementing Regulation, Art 37(3). See, for a similar provision, UCITS Implementing Directive
(n 220), Art 21(3). However, unlike ATFMs, UCITS management companies must make a summary descrip-
tion of the strategies available to investors even without a request.

311 See AIFMD, recitals (2), (3), (92).

312 AIFMD, Art 15(1) and Implementing Regulation, Art 39.

313 AIFMD, Art 15(1) and Implementing Regulation, Arts 42, 43, which provide minimum independence
and conflict management requirements.

314 See UCITS Implementing Directive (n 220), Art 12.
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B. Risk management

The risk function must be supported by appropriate risk management systems.3'> These
systems must be designed to ‘identify, monitor and manage appropriately’ in respect of an
AIF ‘all risks relevant to each AIF investment strategy and to which each AIF is or may be
exposed’.3'6 The risk management policy must set out the processes that are designed to
address these risk matters.3'” The risk management systems must be monitored and periodi-
cally reviewed.3'®

In principle, therefore, it is left to the AIFM’s risk function to determine which risks are
relevant to its AIE The risks faced by an open-ended equity fund are very different from
the risks faced by a closed-ended real estate fund. Notwithstanding, the AIFMD prescribes
a number of core risk tasks the AIFM must perform for its AIFs. The AIFM must have a
documented investment due diligence process in place, measure and manage position risks,
and ensure that the risk profile of the AIF corresponds to the investment profile of the AIF
AY
C. Risk limits f':'\\@.
PR,

The risk function must set a limit for, as well as measure and manage Q: drket, credit, liquid-
ity, counterparty, and operational risks.32° The risk limits must he Abd*.ed with the risk profile
disclosed to investors under Article 23(4) of the AIFMD. An A &M must demonstrate to its
regulator that the leverage limits set by it for each AIF it&u}ctges are reasonable and that it
complies with those limits at all times.3?! o\

as described in its offering documents.3'

. . . N . .
It is probably fair to say that these core risk mv(‘,\uay be regarded as a codification of
. . . " .
common sense basic principles for a standard c\‘g“re expected of a professional, reasonable,
. o . .

and prudent operator of a collective 1nves:§n) scheme. As is true for many other organi-
zational and conduct principles set r(v. >the AIFMD, these are only indicative param-
eters. Custom and practice of day—toc“;’

detailed norms. This will take timetizid will lead to national differences.

regulatory supervision and guidance will set more

D. Leverage limit . C;)k

The risk function musf\(\, set a leverage limit for each AIF. The limit must include the
extent to which a &’rparty may re-use collateral or the guarantee the AIF could give in
the context of theJéveraging, taking into account, /nter alia, the nature of the AIF, its invest-
ment strategy, and sources of leverage, systemic risks posed by interrelationships, the need
to limit concentration of exposure to a single counterparty, collateralization, and the AIF’s

asset-liability ratio.3??

315 AIFMD, Art 15(2) and Implementing Regulation, Art 38.

316 AIFMD, Art 15(2) and Implementing Regulation, Art 45(1).

317 Implementing Regulation, Art 40(3)(a).

318 Implementing Regulation, Art 41, which contains a number of common sense requirements that most
operators of AIFs should already have adhered to in practice before the AIFMD came into force.

319 AIFMD, Art 15(3).

320 Implementing Regulation, Art 44. These matters must be addressed in the risk management policy:
Implementing Regulation, Art 40(2).

321 AIFMD, Art 25(3).

322 AIFMD, Art 15(4). This must be set out in the risk management policy: Implementing Regulation,
Arc 40(3)(d).
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Therefore, although the AIFMD, unlike the UCITS Directive, in principle does not aim to
create a harmonized framework for the ATF’s investment and borrowing powers, the imposi-
tion of risk management requirements has established common parameters around AIFs’
use of leverage techniques. The limits are, nevertheless, very specific to the purpose and
situation of each individual AIFE. It will be for the national regulators to give guidance and
create benchmarks.

6. Liquidity management (Article 16)

A. Ability to meet payment obligations

Article 16 of the AIFMD deals with liquidity requirements. In this context, liquidity denotes
the ability of the AIF to meet its payment obligations. An AIF’s payment obligations origi-
nate either from investor redemption requests or from transactions with counterparties.
Naturally, therefore, closed-ended unleveraged AIFs are exempted from the requirements of
Article 16. They control their redemption payments and do not have (c%ngent) liabilities
to counterparties at the level of the AIF. ‘;\

Theability of the AIF to meet paymentobligations out of its assetsﬂpGéSds ontherateatwhich
obligations arise and the corresponding liquidity profile of tﬁfeﬁ}s assets, ie the speed with
which they may be sold. AIFMD, Art 16 and Articles 46—"Q :

set out the framework requirements. For all ATFs otherh\p tnleveraged closed-ended AlFs,
the AIFM must employ an appropriate liquidity 192/@ ~sement and monitoring system so as
to ensure that the liquidity profile of the invesﬁtﬂﬁ}!t of the AIF meets the expected rate of
redemption and other payments.®>* The AR \{‘9 ust conduct regular stress tests to ensure
that the liquidity profile and the implied e{t&ymptions remain accurate.3* The AIFM must
demonstrate to its national regulator tk@#f: requirements of Article 16 have been met.3?°

e Implementing Regulation

B. Alignment of investment st(t.egy,’ redemption policy, and liquidity profile

Article 16(2) of the AIFMD pigvides that the AIFM must ensure that the investment strat-
egy, the liquidity profile, afidy-he redemption policy are consistent.3?¢ Note that the rules are
not seeking to be sperj((}bout the level of liquidity an AIFM must maintain. The AIFMD
directs the AIFM t;;{\}urc that the various operative components line up properly and that
reasonable and ja$iable investor expectations, as set out in the offering documentation and
other disclo&es&made by the AIFM about the AIFE are met.

Normally, the AIF’s offering documents will have provisions to address liquidity problems.
These provisions typically divide into ‘gating provisions’, which means that the AIFM may
reduce redemptions to, for example, not more than 10% of the net asset value (NAV) on
a single dealing day, and ‘market distress’ provisions, which permit the AIFM to close the
AIF to redemptions altogether in the event that the markets in which the AIF’s assets are

323 Implementing Regulation, Art 47 (monitoring and managing liquidity risk) sets standards for the liquid-
ity management system and procedures. Importantly, Art 47(1)(c) requires an AIFM that invests in another
fund to monitor the liquidity policies of the other fund’s manager.

324 AIFMD, Art 16(1). Article 48 (liquidity management limits and stress tests) sets standards for the
stress tests.

325 Implementing Regulation, Art 46.

326 AIFMD, Art 16(2).
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traded are distressed such that no reliable price can be obtained or are insufficiently liquid.
Separately, the offering documentation may allow for side-pockets, ie mechanisms whereby
certain illiquid assets are segregated from the main portfolio of the fund for separate and
independent liquidation on behalf of the investors.

Article 49(1) of the Implementing Regulation provides that, for purposes of AIFMD,
Article 16(2), the ‘investment strategy, liquidity profile and redemption policy of each AIF
managed by an AIFM shall be considered to be aligned when investors have the ability to
redeem their investments in a manner consistent with the fair treatment of all AIF investors
and in accordance with the AIF’s redemption policy and its obligations’. The fairness consid-
erations should include the price impact on redemption.3?’

Article 49(1) therefore supports the continued use of customary redemption policies, includ-
ing side-pockets. AIFMs should ensure that the terms of the redemption policies are fair in
view of the interplay between investment strategy and the liquidity profile of the AIF and in
line with investors’ reasonable and justifiable expectations.32 . @

LN\

7. Investment in securitization positions (Artz'cl@(r}\

I S . e
A. Securitizations and securitization special purpose entities (§§ 1)

Debt securities are issued by a variety of institutions, such asgev®riiments and governmental
agencies, supranational bodies, financial institutions, a;‘.}\mnpanies, and normally rank
pari passu so that they are repayable from the issuer’%vzbgﬁi income and assets.

'3

Debt securities may also be issued by separate a}z{;? ependent asset-backed schemes that
are arranged by an interested party, normally;u( fcdjt‘o as the originator. The debt is issued
by a securitization special purpose entity %6’0) The payment of interest and the repay-
ment of the par value upon maturity @ d by, calculated by reference to, or contingent
upon, the return of an underlying p \&lio of assets acquired by the SSPE, typically from
the originator, with the proceeds 6+ the issue, and typically held by the issuer in respect of
that issue. Asset-backed schem \fe referred to as ‘securitizations’, which is a reference to the
fact that the portfolio of ass@&)passes from the originator to the SSPE, causing the economic
risk of the portfolio to b;\\a\ao'ed to the holders of the debt securities, effectively ‘securitizing’
the portfolio.

& )
'The SSPE will isg the debt securities in ‘tranches’ that are subordinated top-down, break-
ing creditor pari passu, at least between tranches. The highest tranche is called the ‘senior’
tranche. The holders of notes in other tranches are subordinated to the holders of the senior
tranche. This reduces the senior note holders’” credit risk, which means that the note will
carry a lower interest rate than the subordinated tranches. The holders of the lowest tranche
will only receive payment after the more senior note holders have been paid.

Thus, the defining features of a securitization are the segregation of a portfolio of assets in
the hands of an SSPE through the purchase of that portfolio by the SSPE with the proceeds
of the issue of SSPE debt, the servicing of the SSPE debt by the income and capital from
that portfolio, and the tranching of the SSPE into senior and junior creditor ranks. The

327 Implementing Regulation, Art 49(2).
328 Implementing Regulation, Art 47(1)(e).
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activities of the SSPE must (as it says on the tin) be restricted to securitization services with-
out cross-contamination, ie note holders must only have recourse to the assets comprised in
the reference portfolio and only in accordance with their tranche rank.

1.300 These features are recognized by Article 4(1) of the Banking Directive, which defines

‘securitization’ as:

a transaction or scheme, whereby the credit risk associated with an exposure or pool of expo-
sures is tranched, having the following characteristics: (a) payments in the transaction or
scheme are dependent upon the performance of the exposure or pool of exposures; and (b) the
subordination of tranches determines the distribution of losses during the ongoing life of the
transaction or scheme.32°

An SSPE is defined as an entity other than a bank, which is:

organised for carrying on a securitisation or securitisations, the activities of which are limited
to those appropriate to accomplishing that objective, the structure of whjch is intended to
isolate the obligations of the SSPE from those of the originator [bank] \the holders of
the beneficial interests in which have the right to pledge or exchange th&@ﬁterests without

restriction.
? o\ J

1.301 A similar definition can be found in Article 1(2) of ccﬁaropean Central Bank’s
Securitisation Regulation (ECB Regulation),?*® which isSeidvant because Article 4(1)(an)
of the AIFMD incorporates that definition into the Dﬁ{tf ve. The ECB Regulation defines
‘securitization’ as a: (/\

S \:"
‘transaction or scheme whereby an asset or Pgei: “assets is transferred to an entity that is
separate from the originator and is created fgt oesgrves the purpose of the securitisation and/
or the credit risk of an asset or pool of asset\\ part thereof, is transferred to the investors in
the securities, securitisation fund uth; er debt instruments and/or financial derivatives
issued by an entity that is separat originator and is created for or serves the purpose
of the securitisation, and: A
(a) in case of transfer of cred;f.ris:, the transfer is achieved by: the economic transfer of the
assets being securitise §1 521 entity separate from the originator created for or serving the
purpose of the segatigation. This is accomplished by the transfer of ownership of the
securitised asset\Q'xh the originator or through sub-participation, or the use of credit
derivatives, "u"\ntees or any similar mechanism; and
(b) wheres !1r1tles, securitisation fund units, debt instruments and/or financial deriva-
tives zréssued, they do not represent the originator’s payment obligations.

Although more elaborate, this definition is, thankfully, not materially different from the
definition in Article 4(1) of the Banking Directive.

1.302 A variety of securitizations have been created and sold in the market place over the years.
The variety derives from the mix of asset classes held by the SSPE, the use of derivatives, the

329 Banking Directive, Art 4(1)(36). Article 4(1) (39) defines ‘tranche’ as a ‘contractually established seg-
ment of the credit risk associated with an exposure or number of exposures, where a position in the segment
entails a risk of credit loss greater than or less than a position of the same amount in each other such segment,
without taking account of credit protection provided by third parties directly to the holders of positions in the
segment or in other segments’.

330 Regulation (EC) No 24/2009 of the European Central Bank of 19 December 2008 concerning sta-
tistics on the assets and liabilities of financial vehicle corporations engaged in securitisation transactions

(ECB/2008/30).

64



1V, Operating Requirements

manner in which the securitized portfolio is funded or covered, and the manner in which the
obligations of the issuer under the debt securities are secured.33'

The definitions in the Banking Directive recognize the distinctions. Article 4(1)(37) defines
a ‘traditional securitisation’ as a:

securitisation involving the economic transfer of the exposures being securitised to a securiti-
sation special purpose entity which issues securities. This shall be accomplished by the transfer
of ownership of the securitised exposures from the originator credit institution or through
sub-participation. The securities issued do not represent payment obligations of the originator
credit institution.

Further, Article 4(1) (38) defines a ‘synthetic securitisation’ as a ‘securitisation where the
tranching is achieved by the use of credit derivatives or guarantees, and the pool of exposures
is not removed from the balance sheet of the originator credit institution’.332

B. Investment by an AIF in securities issued by an SSPE \

As discussed in paragraph 1.63, given the definition of ‘AIF’, a securltlzab@' arrangement
would usually fall within the scope of the AIFMD and the SSPE wou{df' >&d to seek authori-
zation as an AIFM but for the exclusion in Article (2)(3)(g). I“"\\

This does not mean, however, that SSPEs fully escape the AINQ& - Article 17 instructs the
Commission, ‘in order to ensure cross-sectoral consistengv\and to remove misalignment
between the interest of ... originators. ..and AIFMs tba’ \west in those securities or other
financial instruments on behalf of AIFs’, to adopt g ,med acts providing conditions that
need to be fulfilled by ‘the originator, the sponsogc N orlgmal lender’ before it is permitted
foran ATFM to invest the AIF in the securitizagi\; K ch includes a condition that the origi-
nator, the sponsor, or the original lender re i)s 1 net economic interest of not less than 5%.
In addition, the Commission must r'CP legated act providing the ‘qualitative require-
ments’ an AIFM must meet to be p idted to invest the AIF in securitization positions.

The Commission has adopted de! egated acts through Articles 50-56 of the Implementing
Regulatlon which 1ncorp0(~f e definitions of ‘securitisation’, ‘securitisation position,
‘sponsor’, and ‘tranche’ Lf(,\i 1 Amcle 4 of the Banking Directive.33* Further, Article 56 of

,.<‘<»

31 See Lodewijk Van Setten, The Law of Institutional Investment Management (Oxford University Press,
2009) paras 4.70—4.75. In a basic programme, the receivables held by the SSPE and the payments due under the
notes issued against those assets match, so that the funding of the payments due under the issued debt securities
is covered. These securities are called ‘collateralized loan obligations” (CLOs), ‘collateralized mortgage obliga-
tions’ (CMOs), or ‘collateralized bond obligations’ or (CBOs), in each case depending on the type of asset that
is securitized through the programme. If the scheme securitizes liquid assets, such as tradable corporate loans in
a CLO, the scheme may include the appointment of an investment manager who is charged with managing the
securitized portfolio of loans in accordance with an investment objective.

332 The reference to tranching being achieved through the derivatives is not necessarily accurate. The tranch-
ing is achieved through the terms of the note programme, as these apply between the SSPE and the note holders.
The definition is correct to note that the ‘synthetic” aspect is the fact that the reference portfolio is not actually
transferred to the SSPE, but remains with the originator. Rather, economic exposure is transferred through
swap transactions between the originator and the SSPE.

333 Implementing Regulation, Art 50. The definition of ‘securitisation’ as used in the Banking Directive
is discussed in para 1.300. Article 4(1)(40), (1)(41), and (1)(43) of the Banking Directive, respectively,
define: ‘securitisation position’ as ‘an exposure to a securitisation’; ‘originator’ as ‘either of the following: (a) an
entity which, either itself or through related entities, directly or indirectly, was involved in the original agree-
ment which created the obligations or potential obligations of the debtor or potential debtor giving rise to the
exposure being securitised; or (b) an entity which purchases a third party’s exposures onto its balance sheet and
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the Implementing Regulation (interpretation) provides that in the absence of interpretation
by ESMA or by the Joint Committee of the ESAs, the provisions of Articles 50-56 of the
Implementing Regulation, must be interpreted in a manner consistent with the correspond-
ing provisions of the Banking Directive and the Guidelines to Article 122a of the Capital
Requirements Directive, as amended.

C. Retention requirements (Articles 51 and 54 Implementing Regulation)

Article 51 of the Implementing Regulation requires that the originator, sponsor, or original
lender retains, and explicitly discloses to the AIFM that it retains, a net economic interest
of not less than 5%, which must be held in the form of notes in the tranches or by way of
direct interest in the underlying exposures held by the SSPE. The ‘net economic interest’ is
to be measured at origination, maintained on an ongoing basis, may not be subject to any
credit risk mitigation or any short positions or any other hedge, and may not be sold.?** The
retention requirement does not apply if the SSPE’s portfolio consists of * clalms or contingent
claims on or fully, unconditionally and irrevocably guaranteed by’ one ?é‘ ore banks.33

‘such corrective
action as is in the best interest of the investors in the relevant "’\ *f they discover that the
determination and disclosure of the retained interest did H%Y‘;‘ct the requirements of the
Implementing Regulation.

Similarly, Article 54(2) expects the AIFM to take ‘suc)‘n/‘%{rective action as is in the best inter-
est of the investors in the relevant AIF, if the ret@,\ ‘diiterest moves below the 5% threshold
ata given moment, except if it is caused by the nf\ﬁ' S al payment mechanism of the transaction.

LNV
D. Conditions for sponsors and originaf.:s\f‘mplementing Regulation, Article 52)

1.310 Article 52 of the Implementing Regy\ten deals with the qualitative requirements concern-

ing sponsors and originators. Pridr r¢yuivestment in a securitization the AIFM must verify the
. . . N . .
sponsor’sand originator’s organizativnal set-up and ‘ensure’ that the sponsor and the originator:

(a) grant credit based kxxnd and well-defined criteria and clearly establish the process
for approving, ‘K(D ding, renewing, and refinancing loans to exposures to be secu-
ritized as thewgpy \ ly to exposures they hold;

(b) have in &11d operate effective systems to manage the ongoing administration and
monitotifig of their credit risk-bearing portfolios and exposures, including for identifying
and managing problem loans and for making adequate value adjustments and provisions;

(c) adequately diversify each credit portfolio based on the target market and overall credit
strategy;

(d) have a written policy on credit risk that includes their risk tolerance limits and provi-
sioning policy and describes how it measures, monitors, and controls that risk;

(e) grantreadily available access to all materially relevant data on the credit quality and per-
formance of the individual underlying exposures, cash flows, and collateral supporting

then securitises them’; and ‘sponsor’ as a ‘credit institution other than an originator credit institution that estab-
lishes and manages an asset backed commercial paper programme or other securitisation scheme that purchases
exposures from third party entities’.

334 Implementing Regulation, Art 51(1).
335 Institutions listed in the first subparagraph of Art 122a(3) of the Banking Directive: see Implementing
Regulation, Art 51(2).
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a securitization exposure and such information that is necessary to conduct compre-
hensive and well informed stress tests on the cash flows and collateral values supporting
the underlying exposures. For that purpose, materially relevant data shall be deter-
mined as at the date of the securitization and, where appropriate, due to the nature of
the securitization thereafter;

(f) grantreadily available access to all other relevant data necessary for the AIFM to comply
with the requirements laid down in Article 53;

(g) disclose the level of their retained net economic interest as referred to in Article 51, as
well as any matters that could undermine the maintenance of the minimum required
net economic interest as referred to in that Article.

In view of the use of the words ‘shall ensure’, Article 52 places a material compliance obli-
gation on the AIFM in respect of the securitization, which makes the AIFM effectively
responsible for many operative aspects of the securitization that are outside the control of
the AIFM. In practice, therefore, AIFMs will require substantial comfort legters from the

sgf: 1(3)(g) of
the AIFMD may exclude securitizations per se from the scope of the D)r’:‘\'t ¢, but in many
respects, Article 17 of the AIFMD and the Implementing Regulati,&'gkfhlplementing rules
extend the Directive’s reach to securitizations in a different maQn%C\

.

originators and sponsors before making investments in securitizations.»

E. Conditions for ATIFM (Implementing Regulation, Artkq f\\))

Article 53(1) of the Implementing Regulation speci&:@le'qualitative requirements that
AIFMs must meet before they can invest an AIF’s ass% 1 Securitization positions. The AIFM
must be able to demonstrate to its national regulj‘v @}} respect of each securitization position
that the AIFM has ‘a comprehensive and thorp;\% understanding of those positions’ and has
implemented formal policies and procedusés jeipropriate to the risk profile of the relevant

AlF’s investment in the securitised positte d which concern the analysis and recording of:

() information about retention qf -conomic interest by originators or sponsors;

(b) the risk characteristics o&&e individual securitization position and the underlying
exposures of the SSRE{,:‘

(c) the reputation an '\i‘g\vnus securitization losses of the originators or sponsors in the
relevant expos Q’b@ses;

(d) the statem and disclosures made by the originators or sponsors, or their agents or
advisors, abotrt their due diligence on the securitized exposures and, where applicable,
on the quality of the collateral supporting the securitized exposures;

(e) whereapplicable, the methodologies and concepts on which the valuation of collateral
supporting the securitized exposures is based and the policies adopted by the originator
or sponsor to ensure the independence of the valuer;

(f) all the structural features of the securitization that could have a material impact
on the return of the securitization position, such as the contractual waterfall and
waterfall-related triggers, credit enhancements, liquidity enhancements, market value
triggers, and deal-specific definitions of default.

Per Article 53(2) of the AIFMD, the AIFM must make the management of the securitiza-
tion position part of its risk management efforts established in accordance with Article 15
of the Directive and regularly perform stress tests appropriate to the securitization posi-
tions in accordance with Article 15(3)(b). The stress test must be ‘commensurate with the
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nature, scale and complexity of the risk inherent in the securitisation positions’. In addition,
the AIFM must monitor the underlying exposures of the securitization positions.33 If the
underlying exposures are themselves securitization positions, AIFMs must also look through
and monitor the next layer of underlying exposures.

Article 53(3) of the Implementing Regulation is specific about correlation risks. It expects
the AIFM, for the purpose of appropriate risk and liquidity management, to identify,
measure, monitor, manage, control, and report the risks that arise because of mismatches
between the assets and liabilities of the AIF, concentration risk, or investment risk arising
from these instruments. The AIFM must ensure that the risk profile of the securitization
positions corresponds to the size, overall portfolio structure, investment strategies, and
objectives of the AIF as laid down in the AIF rules or instruments of incorporation, pro-
spectus, and offering documents.

Article 53(4) references the general organizational requirements of Article 18 of the AIFMD
and stresses that there must be ‘an adequate degree of internal reporting,te, the senior man-
agement so that senior management is fully aware of any material a;N ption of exposure
to securitisations and that the risks arising from those exposures @Xdequately managed’.
Equally, Article 53(5) insists that AIFMs treat information gbefxSecuritization positions as
relevant in the context of the AIFM’s transparency obligq»i&under Articles 22-24 of the
AIFMD. Arguably, the reporting and transparency reduids-Suents relating to securitization
positions addressed in Article 53(4) and (5) of the b‘»‘b&tmenting Regulation would apply
under Articles 18 and 22—24 of the Directive v&q,’q zul"che obiter dictum, but it clarifies how
important the Commission deems the risk masi'gement, monitoring, and reporting of secu-
7
ritization positions of an AIF to be. SN

.\\\)
8. General 0%4 gfo,ml requirements (Article 18)
4

Article 18 of the AIFMD impos¢ ,@‘neral organizational requirements on the AIFM, much
in line with MiFID and UGITS Directive. Accordingly, an AIFM must have ‘adequate and
appropriate human and t(’k ical resources’” necessary for the ‘proper management’ of AlFs.
These include, WithOI;: ftejudice to the proportionality principle, sound administrative and
accounting procedgres,**” control and safeguard arrangements for electronic data process-
ing,*® and a x:’internal control mechanisms including,3* in particular, rules for per-
sonal transactions by its employees,?*? as well as proper portfolio record-keeping systems.?*!
The AIFM is also responsible for the transfer agency records.3#?

336 The monitoring mustinclude, to the extent relevant, the exposure type, the percentage of loans more than
30, 60, and 90 days past due, default rates, prepayment rates, loans in foreclosure, collateral type and occupancy,
frequency distribution of credit scores or other measures of credit worthiness across underlying exposures,
industry and geographical diversification, and frequency distribution of loan to value ratios with bandwidths
that facilitate adequate sensitivity analysis: see Implementing Regulation, Art 53(2), second paragraph.

337 Implementing Regulation, Art 59.

338 Implementing Regulation, Art 58.

339 Implementing Regulation, Art 57.

340 Tmplementing Regulation, Art 63.

341 Implementing Regulation, Arts 64, 66.

342 Tmplementing Regulation, Arts 65, 66.
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Naturally, the AIFM must maintain a sound governance structure and apportion responsi-
bility for all significant business processes and functions properly to the senior management
of the AIFM.3* It must also establish independent compliance and audit functions.3**

9. Valuation (Article 19)
A. The net asset value (NAV) of a fund

The accurate valuation of the assets and liabilities and the calculation of the net asset value
(NAV) of an open-ended AIF is absolutely critical to the proper functioning of the AIE

'The price of a share or unit in the AIF on any dealing day is used to determine the contribu-
tion or redemption amount due to or from the fund. The unit or share price is calculated by
dividing the NAV on that dealing day by the number of outstanding units or shares. If the
price is not accurate, contributing investors will pay either too little for their participation,
to the detriment of the existing investors, or too much, to the detriment of thontributing
investor. The position is reversed if the investor is redeeming. . @,

L\
The NAV is used to calculate the fees due to the AIFM and other segff;‘}:oviders periodi-
cally. The NAV is also used to calculate the investment performange Qs\tﬁe AIF periodically
and underpins its track record. T (4

The matter is much less important for closed-ended AIFs k.\gmtributions (‘draw-downs)
. . ol
and redemptions are driven by the actual cost of a puyﬁz 'ed asset or proceeds of a sale of
an asset.3* Fees are calculated based on the original%et* ;\lntment of each investor, ie a fixed
, AN : :

number. Investors may, however, from time to tiZu =eed an estimate of the value of their
. ) LN

investment in the closed-ended AIF. AN

N

B. Rules for determining the value of tb‘g(e l: and liabilities of a fund

4
The EU Member States do not impo ;;«‘eciﬁc rules for the valuation of assets and liabilities

or the calculation of the net asset ¥a'ue of collective investment funds, including UCITS
funds. Typically, the valuation\isidriven by a combination of rules contained in the fund’s
constitutive documents, L‘h@“lcrally accepted accounting principles (GAAPs) used for that
type of entity in the jupisdiction in which the fund is organized, and market practice. This
makes sense as tm‘;r of valuation is a function of the type of assets and liabilities a fund

has and the variéty/is therefore infinite.

Accordingly, the AIFMD requires that an AIFM has ‘consistent procedures” for each AIF
that permit the accurate and ‘independent valuation’ of the assets and liabilities of the AIF,
and the calculation of its NAV pursuant to: the rules laid down in Article 19, the law of the
AlF’sjurisdiction of organization, and the AIFs rules or instruments of incorporation.34¢ The
valuation procedures and the NAV must be disclosed to investors periodically. The valuation

343 Are 60.

344 Implementing Regulation, Arts 61, 62.

345 See para 1.104.

346 AIFMD, Art 19(1), (2). Implementing Regulation, Arts 67—74 set out technical standards to which the
valuation procedures must adhere, including regarding the use of models, consistency of application, periodic
reviews, and frequency of valuation.
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and NAV calculation must occur at least once a year and on each dealing day, if the AIF is
open-ended, or each draw-down or return of capital, if the AIF is closed-ended.?*”

C. Person responsible for the valuation

The AIFM may perform the valuation itself or appoint an external valuer. Independency of
the valuation is naturally important. Therefore, the external valuer must be an independent

third party that does not have close links with the AIFM.

The AIF’s depositary may not be the external valuer, unless it can demonstrate that its val-
uation function is functionally and hierarchically separate from its depositary functions.
Potential conflicts of interest must be properly identified, managed, monitored, and dis-
closed to the investors of the AIF.

Equally, the AIFM may only perform the valuation function itself if it can demonstrate that
the task is performed by a separate function that is independent, in particular from the port-

folio management function. Independency must be safeguarded by the paggner in which the
function is remunerated and by other measures that mitigate conflict terest and prevent
undue influence.?# > G;\

oy

The AIFM may not appoint an external valuer unless it c%d\ﬂnonstrate that the exter-
nal valuer is a licensed practitioner and legally subjecﬁtst

external valuer must provide ‘sufficient professional efa%antees’ certifying that it is able to
perform the valuation function as required. The AREW. ind the external valuer must comply
with the outsourcing rules set out in Article 2 Jithe AIFMD and Articles 76-81 of the
Implementing Regulation.?** Sub-delegatioj @}yt permitted.3*® Note that a data vendor is
not an external valuer for purposes of Artif\\a\» 9 of the Directive.

D

fessional conduct rules. The

The AIFM must inform its national ‘&[31‘ of the appointment of an external valuer, who
may reject the appointment if it{decis it not in compliance with the requirement outlined
in the previous paragraph.3>! If b ¢ AIFM values internally, its national regulator may require
verification of the Valuati?&krocedures and/or valuations by an external valuer or auditor.3%?

o
D. Liability for valu\xyi
Article 19(10) o Q%lFMD appears to create or preserve private rights of actions for an AIF
and its inve connection with losses arising from valuation errors and other failures of

the AIFM or a*professional valuer to whom the AIFM has delegated valuation functions, to
perform the valuation responsibilities.

The AIFMD’s liability provisions raise general questions about their legal nature and
operation.3%3

The most common source for losses in open-ended funds are NAV errors, which cause
the units or shares to be over- or underpriced. That causes losses for the contributing or

347 ATEMD, Art 19(3).
398 ATEMD, Art 19(4).
349 ATEMD, Art 19(5).
350 ATFMD, Art 19(6).
351 AIEMD, Art 19(7).
352 ATEMD, Art 19(9).
353 See paras 1.13-1.22.
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redeeming investor, or the existing or remaining investors in the fund, depending on the
direction of travel. The fund’s operator will usually make the fund whole if there is an over-
priced redemption or an underpriced contribution, and reimburse the investor if it is the
other way around.

V. Delegation of AIFM Functions

1. General

In practice, a fund management company tends to delegate the performance of the invest-
ment management, administrative, and marketing functions to other, specialist, financial
services providers. The custodian of the fund, normally a credit institution, is typically
also appointed to perform valuation and often transfer agency functions. Consequently,
although the delegation may not detract from the fund management company’s liability for
the performance of the collective management functions, the fund managepént company’s
de facto task will be to select, monitor, and supervise the specialist pr0v1de\

The AIFMD recognizes that an AIFM that wishes to manage its busjr ‘éfﬁc1ently may del-
egate responsibility for the performance of its AIF management cﬁuns 354 Sub-delegation
is also permitted, subject to the AIFMD’s conditions. AIF]g ever, remain responsible
for the proper performance of the delegated functions anf{
all times.3%° z,

W \

The AIFMD delegation conditions only apply.toff he aeleganon of the core management
functions specified in Annex I of the AIFMD, 'f&\‘&écnve portfolio management and risk

\n pliance with the Directive at

management. Delegation of supporting tas E}}bh as administrative or technical functions

cific limitations and requirements sefcus in 1 the Directive.3%
'

performed by the AIFM as a part of i 1&. einent tasks, should not be subject to the spe-

The AIFMD delegation regime shased on a mixture of the MiFID and UCITS delegation
rules, but the AIFMD requl{§§dvance notification to the competent authorities before
delegation arrangements\“%(v become effective. It also imposes requirements in relation
to functional and hle“e;\ cal separation within the AIFM, where portfolio or risk man-
agement is dele@& an entity that may have conflicting interests to the AIFM or its

investors.3%7

2. Conditions for delegation
A. General

AIFMs thatintend to delegate to third parties the task of carrying out functions on their behalf
must notify the competent authorities of their home Member State before the delegation

354 FSA, DP 12/1 (n 213) 37, paras 4.42-4.43.

355 AIFMD, recital (30).

356 AIFMD, recital (31).

357 Cf. FSA, DP 12/1 (n 213) 37-8, para 4.45. See also, on delegation, T. Partsch and J. Mullmaier,
‘Delegation’, in Zetzsche, The Alternative Investment Fund Managers Directive (Kluwer Law International,
2012) (n21) 217 et seq.
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arrangements become effective.?® In addition, to be able to delegate, an extensive list of
positive and negative conditions must be met. These are set out in the following sections.

B. Justification delegation

The AIFM must be able to justify the delegation structure with an objective rationale.3%
Accordingly, it must provide the competent authorities with a detailed description, explana-
tion, and evidence of the objective reasons for the delegation.

The following criteria must be considered when assessing whether the delegation structure
is based on objective reasons: (i) optimizing of business functions and processes; (ii) cost
saving; (iii) expertise of the delegate in administration or in specific markets or investments;
(iv) access of the delegate to global trading capabilities.?®® Upon request from the competent
authorities the AIFM must provide further explanations and provide documents proving
that the entire delegation structure is based on objective reasons.3%'

C. Delegation arrangements in writing; clear allocation of rights an igations

The delegation arrangements must be in the form of a written agrec?r‘\\concluded between

the ATFM and the delegate.62 . O @
ONY

The respective rights and obligations of the AIFM and thgd&;,ate must be allocated clearly
and specified in the agreement. In particular, the AIFM usl\»ontractually ensure its instruc-
tion and termination rights, its rights of informatiop’ ;i 1ts right to inspections and access

to books and premises. The agreement must m&'is ‘si¥ie that sub-delegation can take place

only with the consent of the AIFM.3%3 =<\ M
0 \ )
D. Features of the delegate .\\\

D
The delegate must have sufficient reg <<s to perform the respective tasks, and the persons
who effectively conduct the busities sqor fthe delegate must be of sufficiently good repute and
sufficiently experienced.36

358 AIFMD, Art 20(1)\5\;9 ventence. Cf. UCITS Directive (n 2), Art 13(1)(a).
359 AIFMD, Art 20f3%)

360 Implementi ~gulation, Art 76(1).

361 Imple ngyRegulation, Art 76(2).

Implemefiting Regulation, Art 75(d).

Implementing Regulation, Art 78(h).

364 AIFMD, Art 20(1)(b). See, for a similar provision, MiFID Implementing Directive (n 237), Art 14(2)
(a). In order to fulfil these requirements, the following criteria must be met: (a) a delegate must have sufficient
resources and must employ sufficient personnel with the skills, knowledge, and expertise necessary for the
proper discharge of the tasks delegated to it and have an appropriate organizational structure supporting the
performance of the delegated tasks (Implementing Regulation, Art 77(1)); (b) persons who effectively conduct
the activities delegated by the AIFM must have sufficient experience, appropriate theoretical knowledge and
appropriate practical experience in the relevant functions. Their professional training and the nature of the
functions they performed in the past must be appropriate for the conduct of the business (Implementing
Regulation, Art 77(2)); (c) persons who effectively conduct the business of the delegate are not deemed of
sufficiently good repute if they have any negative records relevant both for the assessment of good repute and
for the proper performance of the delegated tasks or if there is other relevant information which affects their
good reputation. Such negative records include but are not limited to criminal offences, judicial proceedings, or
administrative sanctions relevant for the performance of the delegated tasks. Special attention must be given to
any offences relating to financial activities, including but not limited to obligations relating to the prevention
of money laundering, dishonesty, fraud or financial crime, bankruptcy, or insolvency. Other relevant informa-
tion includes information such as that indicating that the person is not trustworthy or honest (Implementing
Regulation, Art 77(3), first paragraph). Where the delegate is regulated in respect of its professional services

o
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E. Portfolio and risk management

Where the delegation concerns portfolio or risk management, it must be conferred only on
undertakings which are authorized or registered for the purpose of asset management and
subject to supervision or, where that condition cannot be met, only subject to prior approval
by the competent authorities of the AIFM’s home Member State.365

Where the delegation concerns portfolio or risk management and is conferred on a
third-country undertaking, in addition to the requirements set out in paragraph 1.342,
cooperation between the competent authorities of the home Member State of the AIFM and
the supervisory authority of the undertaking must be ensured.3%

Where it concerns portfolio management, the delegation must be in accordance with the
investment policy of the AIE The delegate must be instructed by the AIFM how to imple-
ment the investment policy and the AIFM must monitor whether the delegate complies with
it on an ongoing basis.>*’

E Effective supervision; AIFMD conditions not undermined r (b.

The delegation must not prevent the effectiveness of supervision of 9\ A‘I*M and, in par-
ticular, must not prevent the AIFM from acting, or the AIF fi (.vnng managed, in the
best interests of its investors.3%8 In line with this, the conditim?(\'t which the AIFM must

P

./
within the Union, factors referred to in Art 77(3), first paragr%‘\ \“ cemed to be satisfied when the relevant
supervisory authority has reviewed the criterion of good repaty “ithin the authorization procedure unless
there is evidence to the contrary (Implementing Regulathn Aarj703), second paragraph).

365 ATIFMD, Art 29(1)(c). In a similar vein, Art 13(] \x of the UCITS Directive (n 2) provides that in the
case of delegation of investment management, the{myn-ate must be given only to undertakmgs which are
authorized or registered for the purpose of asse %ement and subject to prudential supervision. Unlike
the UCITS regime, the AIFMD regime spe@ Wit the following entities are deemed as being authorized or
registered for the purpose of asset managem q;d subject to supervision: (a) UCITS management companies
authorized under the UCITS Directive (nZ):(b) investment firms authorized under MiFID (n 14) to perform
portfolio management; (c) credit in {tlons authonzed under Directive 2006/48/EC having the authoriza-
tion to perform portfolio mana (§« under MiFID (n 14); and (d) external AIFMs authorized under the
AIFMD. See Implementing Resaaston, Arc 78(2).

366 ATFMD, Art 29(1‘0‘{%11.1'11:&1}7 UCITS Directive (n 2), Art 13(1)(d) and MiFID Implementing
Directive (n 237), Art ’bn ike the UCITS and MiFID regimes, the AIFMD regime specifies that the
following conditio e fulfilled: (i) a written arrangement must exist between the competent authorities
of the home MemberSgate of the ATFM and the supervisory authorities of the undertaking to which delegation
is conferred; (ii) with respect to the undertaking to which delegation is conferred, the arrangement referred
to in (i) allows the competent authorities to: (a) obtain on request the relevant information necessary to carry
out their supervisory tasks as provided for in AIFMD; (b) obtain access to the documents relevant for the per-
formance of their supervisory duties maintained in the third country; () carry out on-site inspections on the
premises of the undertaking to which functions were delegated. The practical procedures for on-site inspections
must be detailed in the written arrangement; (d) receive as soon as possible information from the supervisory
authority in the third country for the purpose of investigating apparent breaches of the requirements of the
AIFMD and its implementing measures; and (e) cooperate in enforcement in accordance with the national and
international law applicable to the supervisory authority of the third country and the EU competent authorities
in cases of breach of the requirements of AIFMD and its implementing measures and relevant national law. See
Implementing Regulation, Art 78(3).

367 Implementing Regulation, Art 75(i).

368 AIFMD, Arc20(1)(e). See, for asimilar provision, UCITS Directive (n 2), Art 13(1)(b). However, unlike
the UCITS regime, the AIFMD regime specifies that a delegation prevents the effectiveness of supervision of
the AIFM where: (a) the AIFM, its auditors, and the competent authorities do not have effective access to data
related to the delegated functions and to the business premises of the delegate, or the competent authorities are
not able to exercise those rights of access; (b) the delegate does not cooperate with the competent authorities
of the AIFM in connection with the delegated functions; and (c) the AIFM does not make available on request
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comply in order to be authorized and carry out activities in accordance with the AIFMD
must not be undermined.3%°

G. Selection, monitoring, and review of delegates, instruction, and withdrawal

The AIFM must be able to demonstrate (i) that the delegate is qualified and capable of
undertaking the functions in question,3”° (ii) that it was selected with all due care and (iii)
that the AIFM is in a position (a) to monitor effectively at any time the delegated activity,>”!
(b) to give at any time further instructions to the delegate,?’? and (c) to withdraw the delega-
tion with immediate effect when this is in the interest of investors.373 374 The AIFM must
review the services provided by each delegate on an ongoing basis.3”>

The AIFM must ensure that the delegate carries out the delegated functions effectively and
in compliance with applicable law and regulatory requirements and must establish methods
and procedures for reviewing, on an ongoing basis, the services provided by the delegate.376
The ATFM must ensure that the delegate discloses to the AIFM any development that may
have a material impact on the delegate’s ability to carry out the delegate@ tions effectively
and in compliance with applicable laws and regulatory requiremelRg; 77 The AIFM must
take appropriate action if it appears that the delegate may not ‘\‘fymg out the functions
effectively or not in compliance with applicable laws and re%zﬁmy requirements.3”®

The AIFM must supervise the delegated functions arje! Jfgllage the risks associated with
the delegation effectively.3”® For this purpose the Al faust have at all times the necessary
expertise and resources to supervise the delega\efk fufctions.38 The AIFM must set out in
the agreement its right of information, 1nspe;:ttr§ \\uimlttance and access and its instruction
and monitoring rights against the delegae{, *SEUAIFM must also ensure that the delegate
properly supervises the performance of| e;\legated functions, and adequately manages the
risks associated with the delegation. 3(\

'

o
e

to the competent authorities ﬁ)rmation necessary to enable authorities to supervise the compliance of the
performance of the delegite\functions with the requirements of the AIFMD and its implementing measures.
See Implementing Reg&&gu\, Arc78.

369 Implementl%ﬁgulanon Art 75(c). See, for a similar provision, MiFID Implementing Directive
(n237), Art 1 (d)

370 See, for aSimilar provision, UCITS Directive (n 2), Arc 13(1)(h).

371 See, for a similar provision, UCITS Directive (n 2), Art 13(1)(f).

372 See, for a similar provision, UCITS Directive (n 2), Art 13(1)(g).

373 See, for a similar provision, UCITS Directive (n 2), Art 13(1)(g), second part. See also MiFID
Implementing Directive (n 237), Art 14(2)(g).

374 AIFMD, Art 20(1)(f), first paragraph. See, for a similar provision, MiFID Implementing Directive
(n 237), Art 14(2), first paragraph.

375 AIFMD, Art 20(1)(f), second paragraph.

376 Implementing Regulation, Art 75(e), first sentence. See, for a similar provision, MiFID Implementing
Directive (n 237), Art 14(2)(b).

377 Implementing Regulation, Art 75(j). See, for a similar provision, MiFID Implementing Directive
(n237), Art 14(2)(f).

378 Implementing Regulation, Art 75(e), second sentence. See, for asimilar provision, MiFID Implementing
Directive (n 237), Art 14(2)(d).

379 Implementing Regulation, Art 75(f), first sentence. See, for a similar provision, MiFID Implementing
Directive (n 237), Art 14(2)(c).

380 Implementing Regulation, Art 75(f), second sentence. See, fora similar provision, MiFID Implementing
Directive (n 237), Art 14(2)(e).

38! Implementing Regulation, Art 75(f), third sentence onwards.

74



V. Delegation of AIFM Functions

The AIFM must ensure that the continuity and quality of the delegated functions or of the
delegated task of carrying out functions are also maintained in the event of a termination of
the delegation either by transferring the delegated functions or the delegated task of carrying
out functions to another third party or by performing them itself.38?

The AIFM must ensure that the delegate protects any confidential information relating to

the AIFM, the AIF affected by the delegation, and the investors in that AIF.3%3

The AIFM must ensure that the delegate establishes, implements, and maintains a contin-
gency plan for disaster recovery and periodic testing of backup facilities while taking into
account the types of delegated functions.3#*

H. Conflicts of interests

a. General

Delegation of portfolio management or risk management will not be conferred on: (i) a
depositary or a delegate of the depositary; or (ii) any other entity whose inter, ay conflict
with those of the AIFM or the investors of the AIF, unless (a) such entity hasfirhctionally and
hierarchically separated the performance of its portfolio managemep@j; risk management
tasks from its other potentially conflicting tasks, and (b) the pot G ,anﬂicts of interest are
properly identified, managed, monitored, and disclosed to th&é cors of the AIE 385

b. Types of conflicts of interests Py (S
The criteria to assess whether a delegation conﬂict%‘bzﬁ;-me interests of the AIFM or the
investors of the AIF must at least include: <\ ]

'Q W

(a) where the AIFM and the delegate are m . ers of the same group or have any other
contractual relationship, the extent to@sﬁh the delegate controls the AIFM or has the
ability to influence its actions; ,

(b) where the delegate and an inves(\.{,«‘)f the AIF are members of the same group or have
any other contractual relatiorship, the extent to which this investor controls the del-
egate or has the ability to &uence its actions;

(c) the likelihood that dlef@ig'cgate makes a financial gain, or avoids a financial loss, at the
expense of the ATF‘;\;\O\L the investors of the AIF;

(d) thelikelihoo b the delegate has an interest in the outcome of a service or an activity
provided to\die AIFM or the AIF;

(e) the likelihood that the delegate has a financial or other incentive to favour the interest
of another client over the interests of the AIFM or the investors of the AIF;

(f) the likelihood that the delegate receives or will receive from a person other than the
AIFM an inducement in relation to the collective portfolio management activities pro-
vided to the AIFM and its AIFs in the form of monies, goods, or services other than the
standard commission or fee for that service.38¢

382 Implementing Regulation, Art 75(g).

383 Implementing Regulation, Art 75(k). See, for a similar provision, MiFID Implementing Directive
(n237), Art 14(2)(j).

384 Implementing Regulation, Art 75(1). See, for a similar provision, MiFID Implementing Directive
(n237), Art 14(2) (k).

385 AIFMD, Art 20(2). Similarly, UCITS Directive (n 2), Art 13(1)(e), but without the escape provided
by AIFMD, Art 20(2)(b) (‘unless...’). In a similar vein, see Art 25(2), second paragraph of the European
Commission’s proposal for UCITSV, 3 July 2012 (COM(2012) 350 final).

386 See Implementing Regulation, Art 80(1). Such specification is absent in the UCITS regime.
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c. Separation of functions

The portfolio or risk management function may be considered to be functionally and hier-
archically separated from other potentially conflicting tasks only where the following condi-
tions are satisfied:

(a) persons engaged in portfolio management tasks are not engaged in the performance of
potentially conflicting tasks such as controlling tasks;

(b) persons engaged in risk management tasks are not engaged in the performance of
potentially conflicting tasks such as operating tasks;

(c) persons engaged in risk management functions are not supervised by those responsible
for the performance of operating tasks;

(d) the separation is ensured throughout the whole hierarchical structure of the delegate
up to its governing body and is reviewed by the governing body and, where it exists, the
supervisory function of the delegate.®’

d. Identification, management, monitoring, and disclosure of conflicts of Sts

Potential conflicts of interest are deemed properly identified, mana{g{%nonitored, and dis-

closed to the investors of the AIF only if: /{\x"}

(a) the AIFM ensures that the delegate takes all reason 1&‘?5 to identify, manage, and
monitor potential conflicts of interest that may arige Darween itself and the AIFM, the
AIF, or the investors of the AIF. The AIFM mus;sagw\e that the delegate has procedures
in place corresponding to those set out in Arti Qr !{‘{ﬁ -34 of the Implementing Regulation;

(b) the AIFM ensures that the delegate disglq@@wstential conflicts of interest as well as the
procedures and measures to be adopted IN"#in order to manage such conflicts of inter-
est to the AIFM, which must dis .@Qmem to the investors of the AIF in accordance

with Article 36 of the Implemec\ i’_)egulaltion.388
4
\

3. AIFM Yability not affected by delegation

The AIFM’s liability towa’ & the ATF and its investors is not affected by the fact that the
AIFM has delegated‘ﬁ@iuns to a third party, or by any further sub-delegation.3® In line
with the rule thar Ji,“;\hh‘M’S liability towards the AIF and its investors is not affected by
(sub-)delegatj i AIFMD framework also provides that (i) the delegation structure does
not allow foxghe’ circumvention of the AIFM’s responsibilities or liability®*® and (ii) the
obligations of the AIFM towards the AIF and its investors must not be altered as a result of
the delegation.*!

387 See Implementing Regulation, Art 80(2). Such specification is absent in the UCITS regime, because
under that regime the UCITS management company is simply not entitled to delegate investment manage-
ment to undertakings whose interests may conflict with those of the UCITS management company or the
unit-holders, even if such entity has functionally and hierarchically separated the performance of its investment
management from other potentially conflicting tasks. See UCITS Directive (n 2), Art 13(1)(e).

388 Implementing Regulation, Art 80(3). A similar provision is absent in the UCITS regime.

389 AIFMD, Arc 20(3), first part. For a similar provision, see UCITS Directive (n 2), Art 13(2), first sen-
tence, but without any explicit reference to sub-delegation.

390 Implementing Regulation, Art 75(a).

391 Implementing Regulation, Art 75(b). Article 14(1)(b) of the MiFID Implementing Directive (n
237) similarly provides that the relationship and obligations of the investment firm towards its clients under
MIiFID must not be altered.
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V. Delegation of AIFM Functions

The AIFMD’s liability provisions raise general questions about their legal nature and
operation.39

4. AIFM may not become a letter-box entity

The AIFM may not delegate its functions to the extent that, in essence, it can no longer be
considered to be the manager of the AIF so that it has become a ‘letter-box entity’.3%3

An AIFM is deemed no longer to be the manager of the AIF if at least (ie minimum harmo-
nization; Member States may impose stricter rules) any of the following situations occur:

(a) the AIFM no longer retains the necessary expertise and resources to supervise the del-
egated tasks effectively and manage the risks associated with the delegation;

(b) the AIFM no longer has the power to take decisions in key areas which fall under the
responsibility of the senior management or no longer has the power to perform senior
management functions, in particular in relation to the implementatio% the general
investment policy and investment strategies; .

(c) the AIFM loses its contractual rights to inquire, inspect, have accss.i"\'v\,or give instruc-
tions to its delegates or the exercise of such rights becomes imP,? e in practice;

(d) the AIFM delegates the performance of investment managetn:s functions to an extent
that exceeds the investment management functions pg ciihed by the AIFM by a sub-

\

: i1 394
stantial margin. Py

. . A ..
When assessing the extent of delegation referred to agé& hZompetent authorities must assess
. . . . >
the delegation structure in its entirety, taking infé\dvcount not only the assets managed
. . A\ )
under delegation but also the following: w\\

A

N
(a) the types of assets the AIE or the AIFM{agilg on behalf of the AIE is invested in, and the
importance of the assets managed(b 3 aiclegation for the risk and return profile of the AIF;

(b) the importance of the assets ™wier delegation for the achievement of the AIF’s

o
o

investment goals; :

(c) the geographical and seo{Q& spread of the AIF’s investments;

(d) the risk profile of th .@,

(e) the type of invesaganr strategies pursued by the AIF or the AIFM acting on behalf of
the ATF; (<!

(f) thetypes onks delegated in relation to those retained; and

(g) the configuration of delegates and their sub-delegates, their geographical sphere of
operation, and their corporate structure, including whether the delegation is conferred
on an entity belonging to the same corporate group as the AIFM.3%

392 See paras 1.13-1.22.

393 ATFMD, Art 20(3), second part. See, for a similar provision, UCITS Directive (n 2), Art 13(2), second
sentence.

394 Implementing Regulation, Art 82(1)(a)—(d). A similar further specification is not provided in the
UCITS regime.

3% Implementing Regulation, Art 82(d), second sentence onwards. A similar further specification is not
provided in the UCITS regime. The Commission must monitor, in the light of market developments, the appli-
cation of Implementing Regulation, Art 82. The Commission must review the situation after two years and, if
necessary, take appropriate measures to further specify the conditions under which the AIFM is deemed to have
delegated its functions to the extent that it becomes a letter-box entity and can no longer be considered to be
manager of the AIF (Implementing Regulation, Art 82(2)). ESMA may issue guidelines to ensure a consistent
assessment of delegation structures across the Union (Implementing Regulation, Art 82(3)).
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5. Sub-delegation

The third party may sub-delegate any of the functions delegated to it provided that (i) the
AIFM consented prior to the sub-delegation,®® (ii) the AIFM notified the competent
authorities of its home Member State before the sub-delegation arrangements become effec-
tive,*” and (iii) the conditions set out in Article 20(1) are met (see paragraphs 1.336 to
1.355), on the understanding that all references to the ‘delegate’ are read as references to the
‘sub-delegate’.3*® Where the sub-delegate further delegates any of the functions delegated to
it, these conditions apply mutatis mutandis.3*

Similar to the conditions for delegation, portfolio management or risk management may not
be sub-delegated to the depositary or a delegate of the depositary, or any other entity whose
interests may conflict with those of the AIFM or the investors of the AIE, unless (a) such
entity has functionally and hierarchically separated the performance of its portfolio man-
agement or risk management tasks from its other potentially conflicting\asks, and (b) the

, and disclosed to
the investors of the AIE4% Also in a similar vein as with respec&tﬂ}%vgatlon the relevant

. . . . . »
potential conflicts of interest are properly identified, managed, mon;

delegate must review the services provided by each sub- dele% & :n ongoing basis.*"’

AN

VI Depos1ta;'i,
\\"
N\
The AIFMD depositary regime has been tHf’ R \%,Jct of much discussion, especially the strict
liability of the depositary. The depositary teyiine is a direct response to the Madoff affair. This
can be gleaned from recital (32) of the MD, which observes that:
L4

IGe

[r]ecent developments underlin(“.b‘ crucial need to separate asset safekeeping and manage-
ment functions, and to segreguse investor assets from those of the manager. Although AIFMs
manage AlFs with differ &)uainess models and arrangements for, inter alia, asset safekeep-
ing, it is essential that af;%,suary separate from the AIFM is appointed to exercise depositary
functions with resE\Q “AlFs.402

The provisio k’e AIFMD relating to the appointment and the tasks of a depositary
apply to all%dFs managed by an AIFM subject to the AIFMD and therefore to all AIF
business models. They should, however, be adapted to the specificities of different busi-
ness models. For some business models certain depositary tasks are more relevant than for

3% ATFMD, Art 20(4)(a). A sub-delegation becomes effective where the AIFM demonstrates its consent to
itin writing. A general consent given in advance by the ATFM is not deemed consent under AIFMD, Art 20(4)
(a). See AIFMD, Art 81(1).

397 AIFMD, Art 20(4) (b). The notification must contain (i) details of the delegate, (ii) the name of the com-
petent authority where the sub-delegate is authorized or registered, (iii) the delegated functions, (iv) the AIFs
affected by the sub-delegation, (v) a copy of the written consent by the AIFM, and (vi) the intended effective
date of the sub-delegation. See Implementing Regulation, Art 81(2).

3% ATFMD, Art 20(4)(c).

399 AIFMD, Art 20(6).

400 ATFMD, Art 20(5), first paragraph.

401 ATFMD, Art 20(5), second paragraph.

402 On the Madoff point, see also “The Depositary’, in Zetzsche, The Alternative Investment Fund Managers
Directive (n 21) 409 ff.
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others, depending on the type of assets the AIFs are investing in and the tasks related to those
assets.103

The depositary has three primary functions: (1) cash monitoring;*®* (2) safekeeping of an
AlF’s assets;*% and (3) oversight of certain operational functions.*%

2. Single depositary for each AIF

The AIFM is responsible for ensuring that each AIF has a single depositary appointed in
accordance with the AIFMD regime.*"’

In some fund structures, AIFMs are not responsible for appointing the depositary, for
instance an AIF in corporate form that is externally managed by the AIFM. The AIFM does
not control whether a depositary is in fact appointed. Since the AIFMD does not regu-
late AIFs, it cannot require an AIF to appoint a depositary. In cases of failure of an AIFM
to ensure compliance with the applicable requirements of an AIF or anothﬁxentity on its
behalf, the competent authorities should require the AIFM to take the;@ ary steps to

remedy the situation.

N

s
\&
If, despite such steps, the non-compliance persists, and in so far gs #sd1cerns an EU AIFM
or an authorized non-EU AIFM managing an EU AIF, the AREM sould resign as manager
of that AIF. If the AIFM fails to resign, the competent authy'tié of its home Member State
should require such resignation, and the marketing ;np"\%’Union of the AIF concerned
should no longer be permitted. The same prohibitigawh&ald apply to authorized non-EU
AIFMs marketing non-EU AlFs in the Union.*%® /\\

\0” \\:}

3. Depo@dg’«\‘ contract

A. Parties to the contract (' N
A contract appointing the deposirary fust be made between the depositary, on the one

4

hand, and the AIFM and, as tfix 5> may be, or the AIE, on the other hand.40?

B. Written form :\\‘?J

The appointment of tQ}positary must be evidenced by a written contract.#'® Unless oth-
erwise provided? ional law, there is no obligation to enter into a specific written agree-
ment for each AIFyit is possible for the AIFM and the depositary to enter into a framework
agreement listing the AIFs managed by the AIFM to which the agreement applies.*'!

403 AJFMD, recital (33).

404 ATEMD, Arc 21(7).

405 ATFMD, Art 21(8).

406 ATEMD, Are 21(9).

407 AIFMD, Art 21(1). In a similar vein, Art 22(1) of the European Commission’s proposal for UCITS V
(n 385).

408 ATFMD, recital (11).

409 Tmplementing Regulation, Art 83, opening words.

410 ATFMD, Art 21(2), first sentence and Implementing Regulation, Art 83(3). In a similar vein Art 22(2),
first sentence of the European Commission’s proposal for UCITS V (n 385).

41" Implementing Regulation, Art 83(5). See, for a similar provision, UCITS Implementing Directive (n
220), Art 36.
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The details that must at least be addressed are described in the contract appointing the
depositary or in any subsequent amendment to the contract, which mustalso be in writing.*'?
These details are set out in the following sections.

C. Services to be provided

The agreement must contain a description of the services to be provided by the depositary
and the procedures to be adopted for each type of asset in which the AIF may invest and
which must then be entrusted to the depositary.4'3

D. Safe-keeping and oversight function

The agreement must contain a description of the way in which the safe-keeping and over-
sight function must be performed depending on the types of assets and the geographical
regions in which the AIF plans to invest. With respect to the custody duties this description
must include country lists and procedures for adding or, as the case may be, withdrawing
countries from that list. This must be consistent with the mformatlon vided in the AIF

rules, instruments of incorporation, and offering documents regardc e assets in which
414
the AIF may invest. , X 75
ST . (_\
E. Depositary liability in case of delegation

The agreement must contain a statement that the depoji; ar}’a liability is not affected by any
delegation of its custody functions unless it has dissc'be-“ée'.l itself of its liability in accordance
with the requirements of Article 21(13) or (14)\('Q heAIFMD 415

Pal\ M
E Period of validity, amendment, termlna}t Q} 1)
The agreement must contain the perio N alidity and the conditions for amendment and
termination of the contract including ¢ situations which could lead to the termination of
the contract and details regarding tite ‘termination procedure and, if applicable, the proce-
dures by which the depositary stiould send all relevant information to its successor.416

G. Conﬁdentlahty rkk

The agreement mus ’Q\t in the confidentiality obligations applicable to the parties in accord-
ancewith prevall%’aws and regulations. These obligations do notimpair the ability of Member

States’ com thorities to have access to the relevant documents and information.*"?

H. Transmission of information

The contract must regulate the flow of information deemed necessary to allow the depositary
to perform its functions for the AIF for which it has been appointed as depositary, as set out
in the AIFMD and in other relevant laws, regulations, or administrative provisions.*'® The

412 Implementing Regulation, Art 83(2), (3). See, for similar provisions, UCITS Directive (n 2), Arts 23(5)
and 33(5).

413 Implementing Regulation, Art 83(1)(a).

414 Implementing Regulation, Art 83(1)(b). Cf. UCITS Implementing Directive (n 220), Art 30(a).

415 Implementing Regulation, Art 83(c). Cf. UCITS Implementing Directive (n 220), Art 32(c).

416 Implementing Regulation, Art 83(d). Cf. UCITS Implementing Directive (n 220), Art 33.

417 Implementing Regulation, Art 83(e). See, similarly, UCITS Implementing Directive (n 220), Art 31(1)
(b) and (2).

418 ATIFMD, Art 21(2), second sentence. In a similar vein, see Art 22(2), second sentence of the European
Commission’s proposal for UCITS V (n 385).
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parties may agree to transmit part or all of the information that flows between them elec-
tronically provided that proper recording of such information is ensured.*'®

The agreement must contain the means and procedures by which the depositary transmits
to the AIFM or the AIF all relevant information that it needs to perform its duties including
the exercise of any rights attached to assets, and in order to allow the AIFM and the AIF to
have a timely and accurate picture of the AIF’s accounts.*?

The agreement must also contain the means and procedures by which the AIFM or the AIF
transmits all relevant information or ensures that the depositary has access to all the informa-
tion it needs to fulfil its duties, including the procedures ensuring that the depositary will
receive information from other parties appointed by the AIF or the AIFM.#!

I. Re-use of assets/rehypothecation

The agreement must contain information on whether or not the depositary, or a third party
to whom safe-keeping functions are delegated in accordance with Article%(l 1) of the
AIFMD, may re-use the assets it has been entrusted with and, if any, the ¢ ons attached

to any such re-use (‘rehypothecation’).? ~ 7N
\

J. Amendment of AIF rules, instruments of incorporation, off @bcuments

The agreement must contain the procedures to be followed h§q\ i amendment to the AIF
rules, instruments of incorporation, or offering documer &F being considered, detailing
the situations in which the depositary is to be informedy & vhere the prior agreement of the
depositary is needed to proceed with the amendrnsp\gi

. L NN
K. Sale, subscription, redemption, issue, can'«.’f'&fitz n, and repurchase

The agreement must contain all necessary Q‘\rmation that needs to be exchanged between
the AIF the AIFM, or a third party .@3 behalf of the AIF or the AIFM, on the one
hand, and the depositary, on the oth :Mand, related to the sale, subscription, redemption,
issue, cancellation, and re-purchas¢’cf units or shares of the AIE 424

L. Oversight and contro] (;k
AP
The agreement must cqn,&}: a!l necessary information to be exchanged between the AIF, the
AIFM, a third part &(:Qg on behalf of the AIF or the AIFM, and the depositary relating to
1<éh

the carrying-ou depositary’s oversight and control function.*?>

M. Third parties

Where the parties to the contract envisage appointing third parties to carry out parts of their
respective duties, the agreement must contain a commitment to provide, ona regular basis,
details of any third party appointed and, upon request, information on the criteria used to

419 Implementing Regulation, Art 83(4). See, for a similar provision, UCITS Implementing Directive
(n 220), Art 35.

420 Implementing Regulation, Art 83(f). See, for a similar provision, UCITS Implementing Directive (n 220),
Art30(c).

421 Implementing Regulation, Art 83(g). Cf. UCITS Implementing Directive (n 220), Art 30(d).

422 Implementing Regulation, Art 83(h).

423 Implementing Regulation, Art 83(i). See, for a similar provision, UCITS Implementing Directive
(n220), Art 30(b).

424 Implementing Regulation, Art 83(j). See, for a similar provision, UCITS Implementing Directive (n
220), Art 31(1)(a).

425 Implementing Regulation, Art 83 (k).
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select the third party and the steps envisaged to monitor the activities carried out by the
selected third party.#2

N. Money laundering and financing of terrorism

The agreement must contain information on the tasks and responsibilities of the parties to
the contract in respect of obligations relating to the prevention of money laundering and the
financing of terrorism.*?’

O. Cash accounts

The agreement must contain information on (i) all cash accounts opened in the name of the
AIF or in the name of the AIFM on behalf of the AIF and (ii) the procedures ensuring that
the depositary will be informed at the opening of any new account in the name of the AIF or
in the name of the AIFM acting on its behalf.42

P. Escalation procedures

The agreement must contain details on the depositary’s escalation pr; re(s), including
the identification of the persons to be contacted within the AIF and QN e case may be, the
AIFM by the depositary when it launches such a procedure.?® & \

Q. Insolvency risk to third party to whom safe- keeplng# "; ated

The agreement must contain a commitment by the de}K viry to notify the AIFM when it
becomes aware that the segregation of assets is not, oro ‘i’ longer, sufficient to ensure protec-
tion from insolvency of a third party, to whom sz@\ tecping functions are delegated pursuant

to Article 21(11) of the AIFMD, in a spec1ﬁc f%ilcnon 430
PANY
R. Depositary enquiries . \\

The agreement must contain the pr s ensuring that the depositary, in respect of its
duties, has the ability to enquire@w vhe conduct of the AIFM and, as the case may be, the
AIF and to assess the quality of in1é*mation transmitted including by way of having access to
the books of the AIF and, ‘Nl: case may be, the AIFM or by way of onsite visits.*'

S. Reviewing deposit{a})‘)erformance

The agreement muscvontain the procedures ensuring that the AIFM and, as the case may
A‘&r&.w the performance of the depositary in respect of the depositary’s con-

be, the AIF
tractual obl&lons 432
T. Specification of national law

The national law applicable to the contract appointing the depositary and any subsequent
agreement must be specified.*3

426 Tmplementing Regulation, Art 83(1).

427 Implementing Regulation, Art 83(m). See, for a similar provision, UCITS Implementing Directive (n
220), Art 31(c).

428 Implementing Regulation, Art 83(n).

429 Implementing Regulation, Art 83(0).

430 Implementing Regulation, Art 83(p).

41 Almplementing Regulation, Art 83(q). See, for asimilar provision, UCITS Implementing Directive (n 220),
Art39(e).

432 Implementing Regulation, Art 83(r). See, for a similar provision, UCITS Implementing Directive (n 220),
Art 30(f).

433 Implementing Regulation, Art 83(6). Article 34 of the UCITS Implementing Directive (n 220) provides
that the agreement should specify that the law of the UCITS home Member State applies to the agreement.
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4. Entities that may act as depositary

A. General

Given the importance of the custody function, the depositary must be a credit institution
having its registered office in the Union and authorized in accordance with the Banking
Directive (revised), or an investment firm having its registered office in the Union, subject to
capital adequacy requirements in accordance with Article 20(1) of the Capital Requirements
Directive, including capital requirements for operational risks and authorized in accordance
with MiFID and which also provides the ancillary service of safe-keeping and administration of
financial instruments for the account of clients in accordance with MiFID, Annex 1, section B,
point (1). Such investment firms must in any case have own funds not less than the amount of
initial capital referred to in Article 9 of the Capital Requirements Directive; or another category
of institution that is subject to prudential regulation and ongoing supervision and which, on 21

July 2011, falls within the categories of institution determined by Member Staf&&to be eligible

to be a depositary under Article 23(3) of the UCITS Directive.*3* o\
O\
B. Depositaries for non-EU AlFs ¥, ?J

N
For non-EU AlFs only, the depositary may also be a credit institgi & any other entity of the
.. . N\ . .
same nature as the entities set out in paragraph 1.391, as long 2Nit'is subject to effective pru-

N

dential regulation and supervision which have the same ef;“r&w ‘Union law and are effectively
435 2
enforced. R
" g

C. Depositaries for private equity, venture cap}t'g\;'lds, and real estate funds

For ATFs (i) that have no redemption rights e e:\\}ole during the period of five years from the
date of the initial investments and (ii) tht\‘g‘aécordance with their core investment policy,
(a) generally do not invest in assets tha('n“n e held in custody in accordance with the AIFMD

o
»

o
i

434 ATFMD, Art 21(3), first par Qoh, AIFMD. See also AIFMD, recital (34). The UCITS Directive
(n 2) contains similar provisiony': Art 33(2) and (3). See, in a similar vein, Art 23(2) of the European
Commission’s proposal for UGKLIY (n 385).

435 AIFMD, Art 21(3), s;\a paragraph. See, further, AIFMD, Art 21(6). See also AIFMD, recital (34), in
fine. The appointment ofral@Sbositary established in a third country must, at all times, be subject to the follow-
ing conditions. (i) thfe ¢ tent authorities of the Member States in which the units or shares of the non-EU
ATF are intended to b&marketed, and, in so far as different, of the home Member State of the ATFM, have signed
cooperation and exchange of information arrangements with the competent authorities of the depositary. (ii)
The depositary is subject to effective prudential regulation, including minimum capital requirements and
supervision, which have the same effect as Union law and are effectively enforced. (iii) The third country where
the depositary is established is not listed as a Non-Cooperative Country and Territory by the Financial Action
Task Force (FATF). (4) The Member States in which the units or shares of the non-EU AIF are intended to be
marketed, and, in so far as different, the home Member State of the AIFM, have signed an agreement with the
third country where the depositary is established which fully complies with the standards laid down in Art 26 of
the OECD Model Tax Convention on Income and on Capital and ensures an effective exchange of information
in tax matters including any multilateral tax agreements. (iv) The depositary must by contract be liable to the
AIF or to the investors of the AIF, consistently with AIFMD, Art 21(12) and (13) (see paras 1.445-1.461), and
must expressly agree to comply with Art 21(11) (see paras 1.429-1.442). See AIFMD, Art 21(6), first para-
graph and recital (35). AIFMD, Art 21(6)(b) (effectiveness of prudential regulation and supervision applicable
to a depositary in a third country, whether it has the same effect as that provided for under Union law and its
effective enforcement) is specified in more detail in the Implementing Regulation, Art 84. Where a competent
authority of another Member State disagrees with the assessment made on the application of the points set
out under (1), (3) or (5) by the competent authorities of the home Member State of the AIFM, the competent
authorities concerned may refer the matter to ESMA, which may act in accordance with the powers conferred
on it under ESMA Regulation (n 29), Art 19: AIFMD, Art 21(6), second paragraph. See also recital (35).
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or (b) generally invest in issuers or non-listed companies in order potentially to acquire control
over such companies in accordance with the Directive, such as private equity, venture capital
funds, and real estate funds, Member States may allow a notary, lawyer, registrar or another
entity to be appointed to carry out depositary functions.*3

D. AIFMs

In order to avoid conflicts of interest between the depositary, the AIFM, and/or the AIF, and/
or its investors, an AIFM may 7oz act as depositary.#3’

E. Prime brokers

The AIFMD takes account of the fact that many AIFs, and in particular hedge funds, make
use of a prime broker. Prime brokerage services comprise central settlement and financing
services. The industry grew out of brokers who offered to act as central settlement agents and
settle client transactions (cash transactions as well as futures and fx forward transactions)
that are executed away from the prime broker, but given up to the pri roker for settle-
ment. The prime brokers also offer financing services, lending cash rities to the fund
so that it may settle its leveraged and ‘short” positions, respectlvglf}‘\h the borrowed cash
or securities.

The benefit of using a prime broker is that all exposure Q& be centralized in the prime
broker, which permits netting and a much more efﬁﬂ duse of collateral. To maximize ser-
vice efficiency and facilitate collateralization, the 0‘ “broker will usually act as custodian
to the fund so that all its assets are held by th \‘amc broker and can be used as collateral.
Typically, the fund will permit the prime brg}zQ.» ‘use’, ie borrow, the custodied assets from
the fund, also known as re- hypothecatlo"\\c rmitting a much lower financing rate to the
fund, which brings down the expen MJor the investors. Ergo, if the prime broker can-
not act as depositary to an AIE i ave to separate the custody function from the prime
broker function, which would uq;mme efficiency and raise the financing rate for the AIF

substantially.

The AIFMD ensures ,thf él “s may continue to use the function of prime brokers. However,
unless (i) it has fun '\\1 tly and hierarchically separated the performance of its depositary
functions from igsidsks as prime broker and (ii) the potential conflicts of interest are properly
identified, ‘g d, and disclosed to the investors of the AIF, no prime broker should be
appointed as

cannot at the same time act in the best interest of the AIF as is required of a depositary.

depositary, since prime brokers act as counterparties to AIFs and therefore

Depositaries should be able to delegate custody tasks to one or more prime brokers or other
third parties in accordance with the AIFMD. In addition to the delegated custody tasks
prime brokers should be allowed to provide prime brokerage services to the ATE Those prime
brokerage services should not form part of the delegation arrangement.*3#

436 AIFMD, Art 21(3), last paragraph. See also AIFMD, recital (34). The depositary functions should be
part of professional or business activities in respect of which the appointed entity is subject to mandatory profes-
sional registration recognized by law or to legal or regulatory provisions or rules of professional conduct and can
provide sufficient financial and professional guarantees to enable it to perform the relevant depositary functions
and meet the commitments inherent in those functions effectively. This takes account of current practice for
certain types of closed-ended funds: Art 21(3), last paragraph. See also recital (34).

437 AIFMD, Art 21(4)(a).

438 ATFMD, Art 21(4)(b). See also recital (43).
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If a prime broker has been appointed, the AIFM must ensure that from the date of that
appointment an agreement is in place pursuant to which the prime broker is subject to
extensive reporting obligations towards the depositary with respect to the value of the assets
the safekeeping of which has been delegated to the prime broker in accordance with the
AIFMD 439

5. Location depositary
For EU AlFs, the depositary must be established in the home Member State of the AIF.44°

For non-EU AlFs, the depositary must be established (i) in the third country where the AIF
is established, (ii) in the home Member State of the AIFM managing the AIE or (iii) in the
Member State of reference of the AIFM managing the ATE4'

6. Monitoring by depositary of AIFs cash flows
A. Duties of the depositary . (b.

The depositary must in general ensure that the AIF’s cash flows areer‘hly monitored,*?
and must at least ensure: Vo \

(a) thatall payments made by or on behalf of investors u 0?& subscription of units or
shares of an AIF have been received;*3 S \

(b) thatall cash of the AIF has been booked in cash aq@ i opened (i) in the name of the
AIF, (ii) in the name of the AIFM acting on behd \‘the AIF or (iii) in the name of the
depositary acting on behalf of the AIF44 at, central bank; (2) a credit institution
authorized in accordance with Directivel & \)le/ EC;%5 (3) a bank authorized in a
third country; or (4) as regards cash h \lma third country, another entity of the same
nature, in the relevant market w, rQs accounts are required;*®

(c) toimplementeffective and pro;C;&ocedures to reconcile all cash low movements and
perform such reconciliations %: a daily basis or, in the case of infrequent cash move-

ments, when such cash ﬂQ movements occur;*4
0)
\\

,.dz’
N

439 See Implementing Regulation, Art 91.

440 ATFMD, Art 21(5)(a). See also recital (35).

441 AIFMD, Art 21(5)(b). See also recital (35).

442 ATFMD, Art 21(7), first paragraph. In a similar vein, see Art 22(4), opening words of the European
Commission’s proposal for UCITS V (n 385).

443 AIFMD, Art 21(7), first paragraph. See also Implementing Regulation, Art 87. In a similar vein, see Art
22(4), opening words of the European Commission’s proposal for UCITS V (n 385).

444 Where the cash accounts are opened in the name of the depositary acting on behalf of the AIF, no cash
of the entity referred to under points (1)—(4), and none of the depositary’s own cash may be booked on such
accounts: AIFMD, Art 21(7), second paragraph. In a similar vein, see Art 22(4), last paragraph of the European
Commission’s proposal for UCITS V (n 385).

445 Directive 2000/12/EC of the European Parliament and of the Council of 20 March 2000 relating to the
taking up and pursuit of the business of credit institutions (O] 2000 L126/1).

446 Provided that such entity is subject to effective prudential regulation and supervision which have the
same effect as Union law and are effectively enforced in accordance with the principles set out in Art 16 of the
MiFID Implementing Directive (n 237) (safeguarding of client financial instruments and funds). See AIFMD,
Art21(7), first paragraph. See also AIFMD, recital (37) and Implementing Regulation, Art 86(a). See, for simi-
lar provisions, Art 22(4)(a)—(c), of the European Commission’s proposal for UCITS V (n 385).

447 Implementing Regulation, Art 86(b).
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(d) to implement appropriate procedures to identify at the close of business day signifi-
cant cash flows and in particular those which could be inconsistent with the AIF’s
operations;*8

(e) toreview periodically the adequacy of those procedures, including through a full review
of the reconciliation process at least once a year and ensuring that the cash accounts
opened in the name of the AIF, in the name of the AIFM acting on behalf of the AIF, or
in the name of the depositary acting on behalf of the AIF are included in the reconcili-
ation process;°

(f) to monitor on an ongoing basis the outcomes of the reconciliations and actions taken
as a result of any discrepancies identified by the reconciliation procedures and notify
the AIFM if an irregularity has not been rectified without undue delay and also the
competent authorities if the situation cannot be clarified and, as the case may be, or
corrected;**® and

(g) to check the consistency of its own records of cash positions with those of the AIFM.
The AIFM must ensure that all instructions and information re‘la 0 a cash account

opened with a third party are sent to the depositary, so that t ositary is able to
perform its own reconciliation procedure.**! " (};
N
B. Duties of the AIFM \C*
AN
a. Cash accounts >\

The AIFM must ensure that the depositary is provv"}\‘t,\&pon commencement of its duties
and on an ongoing basis, with all relevant infogm }C’n it needs to comply with its obliga-
tions regarding the cash accounts maintained, ’\39 ened (i) in the name of the AIF, (ii) in the
name of the AIFM acting on behalf of thfi A{Q\n iii) in the name of the depositary acting on
behalf of the ATE42 The depositary musuliyve access to all information regarding the AIF’s
cash accounts.**? )

b. Payments regarding subscripti:',. x‘y“'units or shares

The ATFM must ensure th a&&te depositary is provided with information about payments
made by or on behalf 95 restors upon the subscription of units or shares of an AIF the
moment (i) the AIF \'&\Jl) the AIF, or (iii) a party acting on behalf of it (such as a transfer
agent) receives th ';il\;ments or an order from the investor. The AIFM must ensure that the
depositary get9all further relevant information it needs to make sure that the payments are
then booked th cash accounts opened (a) in the name of the AIF, or (b) in the name of the
AIFM acting on behalf of the AIF, or (c) in the name of the depositary.

448
449
450
451
452
453

Implementing Regulation, Art 86(c).

Implementing Regulation, Art 86(d).

Implementing Regulation, Art 86(e).

Implementing Regulation, Art 86(f).

Implementing Regulation, Art 85(1).

Implementing Regulation, Art 85(2), opening words. To that end, and to have a clear overview of all the
AlF’s cash flows, at least the following conditions must be fulfilled: (a) the depositary must be informed, upon
its appointment, of all existing cash accounts opened in the name of the AIF, or in the name of the AIFM acting
on behalf of the ATF; (b) the depositary must be informed at the opening of any new cash account by the ATF or
the AIFM acting on behalf of the AIF; and (c) the depositary must be provided with all information related to
the cash accounts opened at a third party entity, directly by those third parties. See Implementing Regulation,
Art 85, opening words, and under (a)—(c).
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7. Safe-keeping of financial instruments to be held in custody

A. Financial instruments to be held in custody

Financial instruments of the AIF or the AIFM acting on behalf of the AIF that can be held
in custody must be entrusted to the depositary for safe-keeping. The depositary must hold in
custody (i) all financial inscruments that can be registered in a financial instruments account
opened in the depositary’s books** and (ii) all financial instruments that can be physically
delivered to the depositary.**>

B. Proper registration

The depositary must ensure that all financial instruments that can be registered in a finan-
cial instruments account opened in the depositary’s books are registered in the depositary’s
books within segregated accounts in accordance with the principles set out in Article 16
of the MiFID Implementation Directive (safeguarding of client financial in&uments and
funds), opened in the name of the AIF or the AIFM acting on behalf AIF, so that
they can be clearly identified as belonging to the AIF in accordance wj(‘,“\\'*e applicable law
at all times.*% L

J
AN
XC\*
C. Records and segregated accounts §\\

Records and segregated accounts must be maintained il}?\\}, that ensures their accuracy,

and must in particular record the correspondence to rlfénncial instruments and cash held
\d

for AIFs 457 AN
D. Reconciliations X

D
Reconciliations must be conducted o ’%gﬁlar basis between the depositary’s inter-
nal accounts and records and thos(c')fv 1y third party to whom custody functions are
delegated.*®

o
v

o
e

N

454 ATFMD, Art 21( Q:'), first part. Similarly, see Art 22(5)(a) (i), first part of the European Commission’s
proposal for UCIT. 85). Financial instruments belonging to the AIF or the AIFM acting on behalf of
the AIF which are ndgable to be physically delivered to the depositary must be included in the scope of the
depositary’s custody duties if they fulfil all of the following criteria: (a) they are transferable securities includ-
ing those which embed derivatives as referred to in Art 51(3), final sub-paragraph of the UCITS Directive
(n 2) and Art 10 of Commission Directive 2007/16/EC of 19 March 2007 implementing Council Directive
85/611/EEC on the coordination of laws, regulations and administrative provisions relating to undertakings
for collective investment in transferable securities (UCITS) as regards the clarification of certain definitions
(OJ 2007 L79/11), money market instruments, or units of collective investment undertakings; (b) they are
capable of being registered or held in an account directly or indirectly in the name of the depositary. See
Implementing Regulation, Art 88(1). Financial instruments which, in accordance with applicable national law,
are only directly registered in the name of the AIF with the issuer itself or its agent, such as a registrar or a transfer
agent, will not be held in custody. See Implementing Regulation, Art 88(2).

455 AIFMD, Art 21(8)(a)(i), second part. In a similar vein, see Art 22(5)(a)(i), second part of the European
Commission’s proposal for UCITS V (n 385). Financial instruments belonging to the AIF or the ATFM acting
on behalf of the AIF which are able to be physically delivered to the depositary must always be included in the
scope of custody duties of the depositary. See Implementing Regulation, Art 88(3).

456 ATFMD, Art 21(8)(a)(ii). See also Implementing Regulation, Art 89(1)(a). In a similar vein, see Art
22(5)(a)(ii) of the European Commission’s proposal for UCITS V (n 385).

457 Implementing Regulation, Art 89(1)(b).

458 Implementing Regulation, Art 89(1)(c).
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E. Due care

Due care must be exercised in relation to the financial instruments held in custody to ensure
a high standard of investor protection.***

E Custody risks throughout the custody chain

All relevant custody risks throughout the custody chain must be assessed and monitored and
the depositary must inform the AIFM of any material risk identified.*6

G. Fraud, poor administration, inadequate registering, or negligence

The depositary must introduce adequate organizational arrangements to minimize the risk
of the loss or diminution of the financial instruments, or of rights in connection with those
financial instruments as a result of fraud, poor administration, inadequate registering, or
negligence.*®

H. Verification of ownership rights \

The depositary must verify the AIF’s ownership right or the owner‘\X right of the AIFM
acting on behalf of the AIF over the assets.*62

\
I. Delegation of custody functions Q\\C

Where a depositary has delegated its custody functlona\a third party it remains subject to
the requirements set out in sections C-F It mustal§a’ d“nsure that the third party complies
with the requirements set out in sections C-H and }.‘Ee segregation obligations laid down in
Article 99 of the Implementing Regulation s JEoN

p g Reg ,\~ N7
J. Look-through approach \

The depositary’s safe-keeping du O‘S on a look-through basis to underlying assets held
by financial and, as the case ma\c< legal structures controlled directly or indirectly by the

AIF or the AIFM acting on beivaif of the AIE

This does not apply to f)AA ‘funds structures or master-feeder structures where the under-
lying funds have a de’&% Zary which keeps in custody the assets of these funds.*6?

Q& 8. Safe-keeping of assets other than financial

instruments that can be held in custody

A. General

Forassets other than financial instruments that can be held in custody, the depositary (i) must
verify the ownership of the AIF or the AIFM acting on behalf of the AIF of such assets and (ii)
must maintain a record of those assets for which it is satisfied that the AIF or the AIFM acting
on behalf of the AIF holds the ownership of such assets. The assessment whether the AIF or
the AIFM acting on behalf of the AIF holds the ownership must be based on information

459
460
461
462
463

Implementing Regulation, Art 89(1)(d).
Implementing Regulation, Art 89(1)(e).
Implementing Regulation, Art 89(1)(f).
Implementing Regulation, Art 89(1)(g).
Implementing Regulation, Art 89(3).
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or documents provided by the AIF or ATFM and, where available, on external evidence. The
depositary must keep its record up to date.*%*

B. Provision of information to depositary

An AIFM must provide the depositary, upon commencement of its duties and on an ongo-
ing basis, with all relevant information the depositary needs in order to comply with its
safe-keeping obligations with respect to assets other than financial instruments that can be
held in custody, and ensure that the depositary is being provided with all relevant informa-
tion by third parties.*¢>

C. Access to information

The depositary must have access without undue delay to all relevant information it needs in
order to perform its ownership verification and record-keeping duties, including relevant
information to be provided to the depositary by third parties.*6

D. Reliable information ;\®'\

The depositary must possess sufficient and reliable information forgtf&,\c satisfied of the
AlF’s ownership right over the assets, or of the ownership right oft C‘@}PM acting on behalf
of the ATF.46 N

E. Records , \§

The depositary must maintain a record of those assgps f Nf"whlch it is satisfied that the AIF
or the AIFM acting on behalf of the AIF holds tthQnerslnp In order to comply with this
obligation, the depositary must: (i) register m" 2\ eéord in the name of the AIF, assets,
including their respective notional amoun 48y which it is satisfied the AIF or the AIFM
acting on behalf of the AIF holds the o ‘:{np of those assets; and (ii) be able to provide
at any time a comprehensive and ufl-cotdite inventory of the AIF’s assets, including their

468 S
respective notional amounts.

E Verification procedures kk

A depositary must ens \% 't the AIFM has and implements appropriate procedures to
verify that the assets %uued by its AIF are appropriately registered in the name of the AIF
or in the name CQ IFM acting on behalf of the AIF, and to check consistency between
the positions in the AIFM’s records and the assets for which the depositary is satisfied the
AIF or the AIFM acting on behalf of the AIF holds the ownership. The AIFM must ensure
that all instructions and relevant information relating to the AIF’s assets are sent to the

464 ATFMD, Art 21(8)(b). In a similar vein, see Art 22(5)(b) of the European Commission’s proposal for
UCITSV (n 385).

465 Implementing Regulation, Art 90(1).

466 Implementing Regulation, Art 90(2)(a).

467 Implementing Regulation, Art 90(2)(b).

468 Implementing Regulation, Art 90(2)(c)(i), (ii). For the purpose of Art 90(2)(c)(ii), the depositary
must: (i) ensure that there are procedures in place to prevent registered assets being assigned, transferred,
exchanged, or delivered without the depositary or its delegate having been informed of such transactions; or (ii)
have access without undue delay to documentary evidence of each transaction and positions from the relevant
third party. The AIFM must ensure that the relevant third party provides the depositary without undue delay
with certificates or other documentary evidence every time there is a sale or acquisition of assets or a corporate
action resulting in the issue of financial instruments, and at least once a year. See the Implementing Regulation,
Art90(2)(c), last paragraph.
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depositary, so that the depositary is able to perform its own verification or reconciliation
procedure.*®?

G. Escalation procedure

A depositary must set up and implement an escalation procedure for situations where an
anomaly is detected, including the notification of the AIFM and of the competent authori-
ties if the situation cannot be clarified and, as the case may be, corrected.*°

H. Look-through approach

The depositary’s safe-keeping duties apply on a look-through basis to underlying assets held
by financial and, as the case may be, legal structures established by the AIF or the AIFM
acting on behalf of the AIF for the purposes of investing in the underlying assets which are
controlled directly or indirectly by the AIF or by the AIFM acting on behalf of the AIE

This does notapply to fund of funds structures and master-feeder structures where the under-
lying funds have a depositary which provides ownership veriﬁcatioK record-keeping
functions for the fund’s assets.*”! f':'\
A
, , N
9. Oversight of operational ﬁm&%ﬁr
AN

&

* 4
(a) ensure that the sale, issue, repurchase, rede /df, ., and cancellation of units or shares

The depositary must also:

p"‘\'\. wie applicable national law and the AIF
rules or instruments of incorporation;:‘:’J O

(b) ensure that the value of the units or sh\\N; (NAV) of the AIF is calculated in accordance
with the applicable national law(&\\lf rules, or instruments of incorporation and the
procedures laid down in Arf‘\ 19 of the AIFMD;473

(c) carryout the instructions ot AIFM, unless they conflict with the applicable national
law or the AIF rules orjinstruments of incorporation;*”4

(d) ensure that in tranng ns involving the AIF’s assets any consideration is remitted to
the AIF within Fv@ ual time limits;*75

(e) ensure that 2e3AIF's income is applied in accordance with the applicable national law

) . . .
and th@*&kﬁes or instruments of incorporation.*’¢

of the AIF are carried out in accordance

469
470
471

Implementing Regulation, Art 90(3).
Implementing Regulation, Art 90(4).
Implementing Regulation, Art 90(5).

472 AIFMD, Art 21(9)(a). See, for a similar provision, Art 32(3)(a) of the UCITS Directive (n 2); see also
Art22(3)(a) of the European Commission’s proposal for UCITS V (n 385). See Implementing Regulation, Art
93 for a further specification of AIFMD, Art 21(9)(a).

473 AIFMD, Art 21(9)(b). See, for further specifications, Implementing Regulation, Art 94. In a similar
vein, see Art 22(3)(b) of the European Commission’s proposal for UCITS V (n 385).

474 AIFMD, Art 21(9)(c). See, for further specifications, Implementing Regulation, Art 95. In a similar
vein, see Art 22(3)(c) of the European Commission’s proposal for UCITS V (n 385).

475 ATIFMD, Art 21(9)(d). See, for a similar provision, UCITS Directive (n 2), Art 32(3)(b)(f). See
Implementing Regulation, Art 96 for a further specification of AIFMD, Art 21(9)(d). In a similar vein, see Art
22(3)(d) of the European Commission’s proposal for UCITS V (n 385).

476 AIFMD, Art 21(9)(e). See, for a similar provision, Art 32(3)(c) of the UCITS Directive (n 2); see also
Art22(3)(e) of the European Commission’s proposal for UCITS V (n 385). See Implementing Regulation, Art
97 for a further specification of AIFMD, Art 21(9)(e). Note that the duties set out in Art 21(9) are in general
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10. Duty to act in the best interest of the AIF and its investors

In the context of their respective roles, the AIFM and the depositary must act honestly, fairly,
professionally, independently, and in the interest of the AIF and its investors.*””

11. Conflicts of interest

A depositary must not carry out activities with regard to the AIF or the AIFM on behalf
of the AIF that may create conflicts of interest between the AIF, the investors in the AIE,
the AIFM, and itself, unless the depositary has functionally and hierarchically separated
the performance of its depositary tasks from its other potentially conflicting tasks, and the
potential conflicts of interest are properly identified, managed, monitored, and disclosed to
the investors of the AIF.478

12. Re-use of assets/rehypothecation by the depositary \

The assets of the AIF may not be re-used by the depositary without the{.[z"\%f consent of the
AIF or the AIFM acting on behalf of the AIE47® &

&
13. Delegation of safe-keeping func?&
. . . P
A. Delegation of safe-keeping functions only 07, N

A depositary may not delegate its functions, exceptct }K‘E safe-keeping of assets to a third
party which, in its turn, may delegate that functig(’g’
K N\

This means that a depositary may not delegate«e ¥nonitoring of cash flows or functions such
2\ F, . . . .
as the calculation of the NAV. This mean e depositary remains in charge with respect

to the transactions performed on bel‘eT V:‘the AlFs.481
\

Delegation and sub-delegation of sife-keeping of assets must be objectively justified and are
subject to strict requirements('&\elation to the suitability of the third party entrusted with
the delegated function, an@ zelation to the due skill, care, and diligence the depositary
must employ to select@;&bﬁn;, and review that third party.#®2

&
B. Omnibus a &9

A third party to whom the safe-keeping of assets is delegated must be able to maintain a com-
mon segregated account for multiple AIFs, a so-called ‘omnibus account’.#%3

terms further specified in Implementing Regulation, Art 92. In summary, this provision provides that: (i) the
depositary must make a risk assessment of the ATF’s strategy and the ATF’s organization with a view to defining
oversight procedures; (ii) the depositary must perform ex-post controls and verifications of relevant processes
and procedures; (iii) the depositary establishes clear and comprehensive escalation procedures; and (iv) the
AIFM provides the depositary with all relevant information.

477 ATFMD, Art 21(10), first paragraph. See also AIFMD, recital (38).

478 AIFMD, Art 21(10), second paragraph.

479 ATFMD, Art 21(10), third paragraph.

480 ATFMD, Art 21(11), first paragraph (delegation safe-keeping); AIFMD, Art 21(11), fourth paragraph
(sub-delegation safe-keeping). In a similar vein, see Art 22(7) of the European Commission’s proposal for
UCITS V (n 385).

481 See also Wymeersch, “The European Alternative Investment Fund Management Directive’ (n 64) 464.

482 ATFMD, recital (39).

483 ATFMD, recital (40).
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C. Entrusting functions to securities settlement systems

Entrusting the custody of assets to the operator of a securities settlement system as designated
for the purposes of Directive 98/26/EC of the European Parliamentand of the Council of 19
May 1998 on settlement finality in payment and securities settlement systems** or entrust-
ing the provision of similar services to third-country securities settlement systems are 7ot
considered to be a delegation of custody functions.*®

D. Delegation of supporting tasks

The strict limitations and requirements to which the delegation of tasks by the depositary is
subject apply to the delegation of its specific functions as a depositary, namely the monitor-
ing of the cash flow (which may not be delegated), the safe-keeping of assets (which may be
delegated), and the oversight functions (which may not be delegated).

Delegation of supporting tasks that are linked to its depositary tasks, such as administrative
or technical functions performed by the depositary as a part of its depOsitary tasks, is 7oz

subject to the specific limitations and requirements set out in the AIE 486
79N
E. Conditions for delegation /{\\y
a. General ? ¢
The depositary may delegate to third parties its safe- kee}\ functions subject to the follow-
ing conditions. , o~
R \Z"

b. No intention of avoiding AIFMD
The depositary’s tasks must not be not delegd Qaynth the intention of avoiding the require-

ments of the AIFMD. 487
‘Q >

¢. Objective reasons for delegation
The depositary must demonstrar(. l\‘1t there is an objective reason for the delegation.*2®

d. Selection, appointment, y Jicw, and monitoring third parties

The depositary must ey‘% all due skill, care, and diligence in the selection and appoint-
ment of any third pc \1 o whom it wishes to delegate parts of its tasks, and exercise all due
skill, care, and d %nve in the periodic review and ongoing monitoring of any third party to
whom it ha@ ted parts of its tasks and of the arrangements of the third party in respect

of the matters'delegated to it.*®®

484 0] 1998 L166/45.

485 AIFMD, Art 21(11), fifth paragraph and recital (41). In a similar vein, see Art 22(7), sixth paragraph of
the European Commission’s proposal for UCITS V (n 385).

486 ATFMD, recital (42).

487 AIFMD, Art 21(11)(a). In a similar vein, see Art 22(7), second paragraph, (a) of the European
Commission’s proposal for UCITS V (n 385).

488 AIFMD, Art 21(11)(b). In a similar vein, see Art 22(7), second paragraph, (b) of the European
Commission’s proposal for UCITS V (n 385).

489 ATFMD, Art 21(11)(c). This due diligence duty is specified in detail in Implementing Regulation, Art
98. In a similar vein, see Art 22(7), second paragraph, (c) of the European Commission’s proposal for UCITS
V (n 385).
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e. Requirements during the performance of the tasks delegated

'The depositary must ensure that the third party meets the following conditions at all times
during the performance of the tasks delegated to it:

(a) the third party has the structures and expertise that are adequate and proportionate to
the nature and complexity of the assets of the AIF or the AIFM acting on behalf of the
AIF which have been entrusted to it;*°

(b) for custody of financial instruments, the third party is subject to effective prudential
regulation (including minimum capital requirements) and supervision in the jurisdic-
tion concerned and to an external periodic audit to ensure that the financial instru-
ments are in its possession;**!

(c) the third party segregates the assets of the depositary’s clients from its own assets and
from the assets of the depositary in such a way that they can atany time be clearly identi-
fied as belonging to clients of a particular depositary;**

(d) the third party does not make use of the assets without the prior conseNf the AIF or
the AIFM acting on behalf of the AIF and prior notification to the fi ary;*3 and

(e) the third party complies with the general obligations and prohibit};i’\k set out in Article
21(8) and (10) (safe-keeping of assets and duty to act in the be‘;ty Jrest of the AIF and
its investors: see paragraphs 1.405 to 1.424 and paragrap%%‘ﬁ to 1.428).49%

N

E Conditions for delegation to a third party entity i \
PN

As a general rule, the depositary may delegate its custo%&ilctions to a third party provided
that the third party is subject to effective prudentigl\'\v,’uation and supervision in the juris-
diction concerned for custody of financial instg;n de1ps and to an external periodic audit to
ensure that the financial instruments are in_ieossession.**> However, where the law of a
third country requires that certain financj %f?uments be held in custody by a local entity
and no local entities satisfy these del alr';Qrequirements,“96 the depositary may delegate its
functions to such a local entity only #tne extent required by the law of the third country
and only for as long as there are i focal entities that satisfy the delegation requirements, and

subject to the following req};ﬁa nts:
* 7

AT
(a) theinvestors of th.e.QlS'ant AIF must be duly informed that such delegation is required
due to legal corﬁ‘f‘:’nts in the law of the third country and of the circumstances justify-
ing the del@io , prior to their investment; and

490 ATFMD, Art 21(11)(d)(i). In a similar vein, see Art 22(7), third paragraph, (a) of the European
Commission’s proposal for UCITS V (n 385).

491 ATFMD, Art 21(11)(d)(ii). In a similar vein, see Art 22(7), third paragraph, (b), (c) of the European
Commission’s proposal for UCITS V (n 385).

492 ATFMD, Art 21(11)(d)(iii). See, for a further specification of the segregation obligation, Implementing
Regulation, Art 99, applying mutatis mutandis when the third party further delegates safe-keeping functions
(Implementing Regulation, Art 99(3)). In a similar vein, see Art 22(7), third paragraph, (d) of the European
Commission’s proposal for UCITS V (n 385).

493 ATFMD, Arc 21(11)(d)(iv).

494 ATFMD, Art 21(11)(d)(v). In a similar vein, see Art 22(7), third paragraph, (f) of the European
Commission’s proposal for UCITS V (n 385).

495 ATFMD, Art 21(11)(d)(ii). See also para 1.440.

4% “This is true for certain emerging markets. See also Wymeersch, “The European Alternative Investment
Fund Management Directive’ (n 64) 464.
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(b) the AIE or the AIFM on behalf of the AIF, must instruct the depositary to delegate the

custody of such financial instruments to such local entity.**’

G. Conditions for sub-delegation

The third party may, in turn, sub-delegate safe-keeping functions, subject to the same
requirements (see paragraphs 1.436 to 1.441). In such a case, Article 21(13) of the AIFMD
on the depositary’s liability in the case of delegation of functions applies muzatis mutandis to
the relevant parties.*®

14. Liability of depositary
A. General

The depositary is liable for the losses suffered by the AIFM, the AIF, and the investors. The
AIFMD distinguishes between the loss of financial instruments held in custody, and any
other losses. The strict depositary liability regime is one of the most co%gversial elements

of the AIFMD.#*° ,
The AIFMD’s liability provisions raise general questions abb: A a‘lelr legal nature and
operation.>% (_\
D
B. Liability for loss of financial instruments >\ \
a. General yz*\'

The depositary is liable to the AIF or to the inve '\'}} the AIF for the loss of financial instru-
ments by (i) the depositary or (ii) a third par}) {g} hom the custody of financial instruments
held in custody has been delegated. ! Inﬂ\\ wse of such a loss, the depositary must return a
financial instrument of identical type ot tirclcorresponding amount to the AIF or the AIFM
acting on behalf of the AIF with 9 e delay.52

. W,
b. Loss of a financial mstrumerzf./wd in custody

Loss of a financial 1nstrurl$f held in custody is deemed to have taken place when, in rela-
tion to a financial instrf@ieht held in custody by the depositary or by a third party to whom
the custody of ﬁnax&( ldstruments has been delegated, any of the following conditions

™~

497 ATFMD, Art 21(11), third paragraph, (a), (b). In a similar vein, see Art 22(7), fourth paragraph, (a),
(b) of the European Commission’s proposal for UCITS V (n 385).

4% AIFMD, Art 21(11), fourth paragraph. In a similar vein, see Art 22(7), fifth paragraph, (a) of the
European Commission’s proposal for UCITS V (n 385).

499 See UCITS Directive (n 2), Art 24, first paragraph for the liability regime applying to UCITS depositar-
ies: ‘A depositary shall, in accordance with the national law of the UCITS home Member State, be liable to the
management company and the unit-holders for any loss suffered by them as a result of its unjustifiable failure to
perform its obligations or its improper performance of them’. Cf. UCITS Directive (n 2), Art 34. See also Art
24 of the European Commission’s proposal for UCITS V (n 385).

500 See paras 1.13-1.22.

501 AIFMD, Art 21(12), first paragraph. In a similar vein, see Art 24(1), first paragraph of the European
Commission’s proposal for UCITS V (n 385).

502 AIFMD, Art 21(12), second paragraph. In a similar vein, see Art 24(1), second paragraph of the
European Commission’s proposal for UCITS V (n 385).
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VI. Depositary

is met, irrespective of whether they are the result of fraud, negligence, or non-intentional
behaviour:3

(a) astated right of ownership of the AIF is demonstrated not to be valid because it either
ceased to exist or never existed;>*

(b) the AIF has been definitively deprived of its right of ownership over the financial instru-
ment;>% and

(c) theAlF isdefinitively unable to directly or indirectly dispose of the financial instrument.¢

In the event of insolvency of the third party to whom the custody of financial instru-
ments held in custody has been delegated, the loss of a financial instrument held in
custody must be ascertained by the AIFM as soon as one of the conditions set out in
paragraph 1.446 is met with certainty. Such certainty exists at the latest at the end of
the insolvency proceedings. The AIFM and the depositary must closely monitor the
insolvency proceedings to determine whether all or part of the financial instruments
entrusted to the third party to whom the custody of financial instruments has been
delegated are effectively lost.>” LN\

r\
. 1 7%
The ascertainment by the AIFM of the loss of a financial instrum {\j«{ust follow a docu-
mented process readily available to the competent authorities. %&"a loss is ascertained it
B
N\

must be notified immediately to investors in a durable med'#us
\

c. External events beyond reasonable control o»&’

The depositary is not liable if it can prove that the%&}fs arisen as a result of an external
event beyond its reasonable control, the consequ‘e‘é\} of which would have been unavoid-
able despite all reasonable efforts to the contr‘a;\’:{* Itf this context, a depositary should not,
for example, be able to rely on internal situ@ﬁﬁ 3 such as a fraudulent act by an employee to
discharge itself of liability.>' (\

4
\
The depositary is not liable provided i¥=an prove that all the following conditions are met:

(@) The event which led to th kss is not the result of any act or omission of the depositary
or of a third party to.@ tn the custody of financial instruments held in custody has
been delegated.s”..;\\

(b) The depositary,ebld not have reasonably prevented the occurrence of the event which
led to the léde pite the adoption of all precautions incumbent on a diligent deposi-
tary as reflectéd in common industry practice.5'

503 Implementing Regulation, Art 100(1), opening words, read in conjunction with Art 100(5).

504 Implementing Regulation, Art 100(1)(a).

505 Implementing Regulation, Art 100(1)(b). There is no loss of a financial instrument held in custody
where an AIF is definitively deprived of its right of ownership in respect of a particular instrument, but this
instrument is substituted by or converted into another financial instrument or instruments. See Art 100(3).

%% Implementing Regulation, Art 100(1)(c).

507 Implementing Regulation, Art 100(4).

%8 Tmplementing Regulation, Art 100(2).

509 ATFMD, Art 21(12), second paragraph. In a similar vein, see also Art 24(1), second paragraph, second
sentence of the European Commission’s proposal for UCITS V (n 385).

510 ATEMD, recital (44).

> Implementing Regulation, Art 101(1)(a).

512 Tmplementing Regulation, Art 101(1)(b).
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(c) Despite rigorous and comprehensive due diligence, the depositary could not have pre-
vented the loss.>"

The requirements under (a) and (b) may be deemed to be fulfilled in the following circum-
stances: (i) natural events beyond human control or influence; (ii) the adoption of any law,
decree, regulation, decision, or order by any government or governmental body, including
any court or tribunal which impacts the financial instruments held in custody; (iii) war, riots,
or other major upheavals.>'*

The requirements under (a) and (b) are deemed not to be fulfilled in cases such as: (i) an
accounting error; (ii) operational failure; (iii) fraud; and (iv) failure to apply the segregation
requirements at the level of the depositary or a third party to whom the custody of financial
instruments held in custody has been delegated.>'

These conditions apply mutatis mutandis to the delegate when the depositary has contractu-
ally transferred its liability in accordance with Article 21(13) and (14) o%e AIFMD.

C. Liability for other losses ‘;\

(7
The depositary is also liable to the AIF, or to the investors of th ?‘\\ﬁffor all other losses suf-
fered by them as a result of the depositary’s negligent or inte*(}al failure to properly fulfil
its obligations pursuant to the AIFMD .56 V\\

\
D. Depositary’s liability in case of delegation; dl&b‘}é of liability
a. General NN

W\
The depositary’s liability is not affected by anj<&hiiegation of custody functions. However, in
case of a loss of financial instruments hekada*custody by a third party pursuant to a delega-

tion of the depositary’s custody funcb{é e depositary may discharge itself of liability if it
can prove that the following con@\ % are satisfied.>"”

o
o

513 Implementing Regulﬁ&rt 101(1)(c). This condition may be deemed to be fulfilled when the deposi-
tary has ensured that the (*%pasicary and the third party to whom the custody of financial instruments held in
custody has been deleg"*éi tiave taken all of the following actions: (i) establishing, implementing, applying,
and maintaining s sres and procedures and insuring expertise adequate and proportionate to the nature
and complexigfofithe assets of the AIF in order to identify in a timely manner and monitor on an ongoing basis
external events Which may result in a loss of a financial instrument held in custody; (ii) assessing on an ongoing
basis whether any of the events identified under (i) presents a significant risk of loss of a financial instrument
held in custody; and (iii) informing the AIFM of the significant risks identified and taking appropriate actions,
if any, to prevent or mitigate the loss of financial instruments held in custody, where actual or potential external
events have been identified which are believed to present a significant risk of loss of a financial instrument held
in custody. See Implementing Regulation, Art 101(1)(c)(i)—(iii).

514 Implementing Regulation, Art 101(2).

515 Implementing Regulation, Art 103(1)(e).

516 ATFMD, Art 21(12), third paragraph. In a similar vein, see Art 24(1), third paragraph of the European
Commission’s proposal for UCITS V (n 385).

517 AIFMD, Art 21(13), first paragraph. See, similarly, UCITS Directive (n 2), Art 32(2). However, such
discharge of liability is not available under the UCITS Directive (n 2). In a similar vein, see also Art 24(2) of the
European Commission’s proposal for UCITS V (n 385), again with no possibility of discharge of liability. In the
European Commission’s proposal for UCITS V (n 385) this is explained as follows: “This strengthening of the
liability in case of delegation of custody appears justified in light of the very large investors base and the retail
nature of UCITS holders. Introducing a regime with the same contractual possibility for the depositary to be
discharged of its liability as it is allowed under AIFM Directive, is not considered to be entirely appropriate. To
asimilar extent, envisaging that the liability of the depositary could be discharged where assets are transferred to
a sub-custodian that does not comply with delegation criteria would also not be appropriate’ (pp 8-9).
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b. Delegation requirements

All requirements for the delegation of its custody tasks have been met (see paragraphs 1.436
to 1.440).5'8

c. Transfer of liability

A written contract between the depositary and the third party expressly transfers the liability
of the depositary to that third party and makes it possible for the AIF or the AIFM acting
on behalf of the AIF to make a claim against the third party in respect of the loss of financial
instruments or for the depositary to make such a claim on their behalf.51

In other words, the AIFMD intends such contract to have external effects, making the third
party liable to the AIF or to the investors of the AIF for the loss of the financial instruments
held in custody.52

d. Objective reasons for discharge of liability

A written contract between the depositary and the AIF or the AIFM acting @behalf of the
AIF expressly allows a discharge of the depositary’s liability and establishés’the objective

reason to contract such a discharge.' G
LA

'The objective reasons for contracting a discharge must be (i) lim«cﬁ\\? precise and concrete
circumstances characterizing a given activity and (ii) consis n?@ li the depositary’s policies
and decisions.>?? The objective reasons must be established \15}1 time the depositary intends
to discharge itself of liability.>? w Q:
NN

The depositary is deemed to have objective reasonsfdiv-ontracting the discharge of its liabil-
ity when it can demonstrate that it had no othar} SN but to delegate its custody duties to
a third party. In particular, this is the case wh&R: (i) the law of a third country requires that
certain financial instruments be held in ¢@agly by a local entity and local entities exist that
satisfy the delegation criteria laid down 12 the AIFMD; or (ii) the AIFM insists on maintain-
ing an investment in a particular j:}x‘is\riction despite warnings by the depositary as to the
increased risk this presents.Sz‘i x

P
E. Depositary’s liability:\t\\(@e of delegation to a local entity in a third country

Where the law of a t @’country requires that certain financial instruments are held in cus-
tody by a local e@y nd there are no local entities that satisfy the delegation requirements,
the depositary candischarge itself of liability provided that the following conditions are met:

(a) the rules or instruments of incorporation of the AIF concerned expressly allow for such
adischarge under the conditions set out in this paragraph;

518 AIFMD, Art 21(13)(a).

519 ATEMD, Art 21(13)(b).

520 ATFMD, recital (45). In many jurisdictions the express consent of the creditor is required for a transfer
of liability. Cf. Wymeersch, “The European Alternative Investment Fund Management Directive’ (n 64) 467.
It is not clear whether such consent requirement is still permitted in this context. In any event, for investors
a discharge would mean an additional burden in that they may have to sue in several jurisdictions, under dif-
ferent legal regimes. See Wymeersch, “The European Alternative Investment Fund Management Directive’
(n 64) 467.

521 ATFMD, Art 21(13)(0).

522 Implementing Regulation, Art 102(1).

523 Implementing Regulation, Art 102(2).

524 Implementing Regulation, Art 102(3).
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(b) the investors of the relevant AIF have been duly informed of that discharge and of the
circumstances justifying the discharge prior to their investment;

(c) the AIF or the AIFM on behalf of the AIF instructed the depositary to delegate the
custody of such financial instruments to a local entity;

(d) there is a written contract between the depositary and the AIF or the AIFM acting on
behalf of the AIE, which expressly allows such a discharge; and

(e) there is a written contract between the depositary and the third party that expressly
transfers the liability of the depositary to the local entity and makes it possible for the
AIF or the AIFM acting on behalf of the AIF to make a claim against that local entity
in respect of the loss of financial instruments or for the depositary to make such a claim

on their behalf.525

E How liability can be invoked

Liability to the investors of the ATF may be invoked directly or indirectly through the AIFM,
depending on the legal nature of the relationship between the deposi the AIFM, and

the investors.526 LN\

N
V\J

15. Duty of information towards competent a :(z s1es; sharing of
information between compete;gﬂ rities

On request, the depositary must make available to w"/ba‘lpetent authorities all information
which it has obtained while performing its dutleg,w&z nich may be necessary for the compe-
tent authorities of the AIF or AIFM.52 If the con‘{ \B entauthorities of the AIF or AIFM are dif-
ferent from those of the depositary, the corm" N uthorities of the depositary must share the
information received without delay w1t§® jompetent authorities of the AIF and AIFM.52

VII. Waasparency Requirements

k& 1. General

One of the main ob s of the AIFMD is to increase the transparency of AIFMs vis-a-vis
investors and co R ut authormes The financial crisis has highlighted the range of risks to
which inves mvestment funds are exposed. The AIFMD seeks to introduce safeguards

to ensure thatinvestors in AIFs are well informed and adequately protected.

To that end, the AIFMD provides minimum requirements regarding the annual report of
the AIE, disclosure to investors before they invest into the AIF as well as on a periodic basis
thereafter, and reporting to competent authorities.?® These requirements are set out in the
following section.

525 AIFMD, Art 21(14) and recital (46).

526 ATFMD, Art 21(15). In a similar vein, see Art 24(5) of the European Commission’s proposal for UCITS
V (n 385).

527 AIFMD, Art 21(16), first sentence. Similarly, see UCITS Directive (n 2), Art 33(4). See also Art 26(a) of
the European Commission’s proposal for UCITS V (n 385).

528 AIFMD, Art 21(16), second sentence.

529 ESMA Advice (n 213) 217. Cf. FSA, DP 12/1 (n 213) 55, paras 6.1, 6.2. See also on the transparency
requirements, D.A. Zetzsche, Tnvestor Information, Disclosure and Transparency’ in Zetzsche, The Alternative
Investment Fund Managers Directive (n 21) 333 et seq.
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2. Annual report (Article 22)
A. General

The annual reporting provisions aim to ensure that investors and regulators remain properly
informed about the financial and business affairs and the risk profiles of ATFs under manage-
ment. The AIFMD does not specify much detail in the annual reporting requirements, but does
lista minimum set of mandatory information to be provided to investors, competent authorities
of the AIFMs, and, in some circumstances also the competent authority of the AIFs.53

All information provided in the annual report must be presented in a manner that provides
materially relevant, reliable, comparable, and clear information. The annual report must
contain the information investors need in relation to particular AIF structures.'

An AIFM must, for each of (i) the EU AIFs it manages and (ii) the AIFs it markets in the
Union, make available an annual report for every financial year no later than $ix months fol-
lowing the end of the financial year.53? The six-month period is without prﬁj@e to the right

of the Member States to impose a shorter period.3? y 7N

N &
The annual report must (i) be provided to investors on request,3 e\ be made available to
the competent authorities of the home Member State of the AZM, and, where applicable,

(iii) be made available to the home Member State of the AIP'(“

Where the AIF is required to make public an annual ﬁ,z'\“(e‘al report in accordance with the
Transparency Directive, only such additional infogmaqidn set out in paragraph 1.472 needs
to be provided to investors on request, either sepd‘&c‘w or as an additional part of the annual
financial report. In the latter case the ann é@\uaal report must be made public no later

than four months following the end of t atial year.>3

B. Content of the annual report (.

The annual report for each AIE g;v.aged or marketed in the EU must at least (ie minimum

harmonization) contain the ing information:
K A @)
(a) abalance sheet or u;\culpnt of assets and liabilities;>3”
(b) anincome and&hﬂndlture account for the financial year;53#

(c) areporton tivities of the financial year;*3°

530 FSADP 12/1 (n 213) 59, para 6.29.

531 Implementing Regulation, Art 103.

532 AIFMD, Art 22(1), first paragraph, first sentence. In the case of UCITS investment companies the term
is four months following the end of the financial year (UCITS Directive (n 2), Art 68(2)(a)).

533 AIFMD, recital (48).

534 In the case of a UCITS the annual report must also be provided to investors on request, but always free
of charge (UCITS Directive (n 2), Art 75(1)).

535 AIFMD, Art 22(1), first paragraph, second and third sentences.

536 AIFMD, Art 22(1), second paragraph.

337 AIFMD, Art 22(2)(a), further specified in Implementing Regulation, Art 104(1), (3), (4), (5), (6). See,
for a similar provision, UCITS Directive (n 2), Art 69(3), further specified (but in less dctall as in the AIFMD
regime) in Annex I, Sch B, point 1 (statement of assets and liabilities).

538 AIFMD, Art 22(2)(b), further specified in Implementing Regulation, Art 104(2), (7), and Annex IV.
See, for a similar provision, UCITS Directive (n 2), Art 69(3) (but, unlike the AIFMD regime, without any
further specification).

539 ATFMD, Art 22(2)(c). See, for a similar provision, UCITS Directive (n 2), Art 69(3). Article 22(2)(c) is
further specified in Implementing Regulation, Art 105.
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(d) any material changes in the information listed in Article 23 of the AIFMD (disclosure to
investors: see paragraphs 1.476 to 1.481) during the financial year covered by the report;>%°

(¢) the total amount of remuneration for the financial year, split into fixed and variable
remuneration, paid by the ATFM to its staff, the number of beneficiaries, and, where
relevant, carried interest paid by the AIF;*

(f) theaggregate amount of remuneration broken down by senior management and members
of staff of the AIFM whose actions have a material impact on the risk profile of the AIE>#?

C. Applicable accounting standards

The accounting information given in the annual report must be prepared in accordance with
(i) the accounting standards of the home Member State of the AIF or (ii) in accordance with
the accounting standards of the third country where the AIF is established and in accordance
with the accounting rules laid down in the AIF rules or instruments of incorporation.>*?

D. Auditing

The accounting information given in the annual report must be a.u‘!&@ by one or more
persons empowered by law to audit accounts in accordance wi ‘:‘ iséctive 2006/43/EC of
the European Parliament and of the Council of 17 May 2006 Aa&atutory audits of annual
accounts and consolidated accounts.5* The auditor’s repgr iicluding any qualifications,

must be reproduced in full in the annual report.545 >\ \

Y
By way of derogation from the foregoing, Mem %‘.ntes may permit AIFMs marketing

. a . L. .
non-EU ATFs to subject the annual reports of o3 AlFs to an audit meeting international

auditing standards in force in the country wh {g‘:,'le AIF has its registered office.>#
K

N
3. Disc/oc\%o Ynvestors (Article 23)
4
A. General (. \

AIFMs are required to makejaatiable certain information to investors before they invest in an
AIF Article 23 (disclosu}g,& avestors) of the AIFMD does not prescribe any format for this;
unlike the UCITS regiméhhe AIFMD regime does not require the publication of a prospectus

in the traditional SQ:; 34/ or a key investor information document (KIID).>#
Q

540 ATFMD, Art 22(2)(d). This requirement is further specified in Implementing Regulation, Art 106.
Article 106(1) defines ‘material changes’ as follows: ‘Any changes in information. .. if there is a substantial likeli-
hood that a reasonable investor, becoming aware of such information, would reconsider its investment in the
AIF including because such information could impact an investor’s ability to exercise its rights in relation to its
investment, or otherwise prejudice the interests of one or more investors of the ATF’.

541 AIFMD, Art 22(2)(e). This requirement is further specified in Implementing Regulation, Art 107.

542 AIFMD, Art 22(2)(f).

543 AIFMD, Art 22(3), first paragraph.

544 ()] 2006 L157/87.

545 AIFMD, Art 22(3), second paragraph.

546 ATRMD, Art 22(3).

547 See UCITS Directive (n 2), Arts 68(1)(a), 69(1), 70-75,UCITS Directive (n 2), Annex I, Sch A; and
Commission Regulation (EU) No 583/2010 of 1 July 2010 implementing Directive 2009/65/EC of the
European Parliament and of the Council as regards key investor information and conditions to be met when
providing key investor information or the prospectus in a durable medium other than paper or by means of
a website (O] 2010 L176/1) (‘UCITS Regulation’), Art 38. See also Wymeersch, “The European Alternative
Investment Fund Management Directive’ (n 64) 468.

548 UCITS Directive (n 2), Arts 78-82, specified in detail in the UCITS Regulation (n 547).
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The overall disclosure requirement will vary according to AIF type and to the extent that it is
already subject to other EU disclosure requirements, such as those contained in the Prospectus
Directive.*® In addition, AlFs authorized in a Member State will be subject to national require-
ments where these apply. UK-authorized funds (NURSs and QISs) will be subject to any addi-
tional FSA rules that apply.>*°

B. Disclosure of information prior to investment and of material changes

AIFMs must (i) for each of the EU AIFs they manage and (ii) for each of the AlFs they market in
the Union, make available to AIF investors, in accordance with the AIF rules or instruments of
incorporation,®' the following information before they invest in the AIE as well as any material
changes®>? thereof:5%

(1) adescription of the investment strategy and objectives of the AIF;

(2) information on where any master AIF is established and where the underlying funds are
established if the AIF is a fund of funds; \

(3) adescription of the types of assets in which the AIF may invest; @»

(4) the techniques it may employ and all associated risks; \

(5) any applicable investment restrictions; *\\ J

(6) the circumstances in which the AIF may use leverage, the %‘Mld sources of leverage
permitted and the associated risks, any restrictions on the us¢:oricverage, any collateral and
asset re-use arrangements, and the maximum level of I;V;(‘t‘f' which the AIFM are entitled

to employ on behalf of the ATF;>* y\:,‘
(7) adescription of the procedures by which the Ayt\ wy change its investment strategy or
investment policy, or both;>* » \\ )

(8) adescription of the main legal 1mp11cat10f\\ the contractual relationship entered into
for the purpose of investment, inclu EK Yebormation on jurisdiction, on the applicable
law, and on the existence or notcf

and enforcement of judgments

cal inscruments providing for the recognition
w.e territory where the AIF is established;*®®
(9) theidentity of the AIFM, the AiF’s depositary, auditor, and any other service providers
and a description of thew&k

ies and the investors’ rights;>*

\\’

,.dz’
N

>4 Directive ZO%I/EC of the European Parliament and of the Council of 4 November 2003 on the
prospectus to be published when securities are offered to the public or admitted to trading and amending
Directive 2001/34/EC (O] 2003 L345/64), as amended by Directive 2010/73/EU of the European Parliament
and of the Council of 24 November 2010 amending Directives 2003/71/EC on the prospectus to be published
when securities are offered to the public or admitted to trading and 2004/109/EC on the harmonisation of
transparency requirements in relation to information about issuers whose securities are admitted to trading on
a regulated market (O] 2010 L327/1) (‘Prospectus Directive’).

50 FSADP 12/1 (n 213) 55, paras 6.3-6.4.

551 In the case of UCITS the prospectus must always be provided to investors on request and free of charge
(UCITS Directive (n 2), Art 75(1)).

552 Implementing Regulation, Art 106(1) defines ‘material changes’ as follows: ‘Any changes in informa-
tion...if there is a substantial likelihood that a reasonable investor, becoming aware of such information, would
reconsider its investment in the AIF, including because such information could impactan investor’s ability to exer-
cise its rights in relation to its investment, or otherwise prejudice the interests of one or more investors of the ATF’.

553 AIFMD, Art 23(1), opening words.

554 ATFMD, Art 23(1)(a).

55 AIFMD, Arc 23(1)(b).

5% AIFMD, Art 23(1)(c).

557 AIFMD, Are 23(1)(d).
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(10)

(11

(16)
(17)
(18)

(19)
(20)

a description of how the AIFM is complying with the duty to cover potential profes-
sional liability risks;>8

a description of any delegated management function as referred to in Annex I of the
Directive by the AIFM and of any safe-keeping function delegated by the depositary,
the identification of the delegate, and any conflicts of interest that may arise from such
delegations;>®

adescription of the AIF’s valuation procedure and of the pricing methodology for valu-
ing assets, including the methods used in valuing hard-to-value assets in accordance
with Article 19 (valuation; see paragraphs 1.318 to 1.331);%%

a description of the AIF’s liquidity risk management, including the redemption rights
both in normal and in exceptional circumstances, and the existing redemption arrange-
ments with investors;*®'

a description of all fees, charges, and expenses and of the maximum amounts thereof
which are directly or indirectly borne by investors;>%2

a description of how the AIFM ensures a fair treatment of investg \md whenever an
investor obtains preferential treatment or the right to obtain p‘ ntial treatment, a
description of that preferential treatment, the type of 1nve§;f§o}vho obtain such pref-
erential treatment, and, where relevant, their legal or cd‘z‘\\gnc links with the AIF or
ATFM;563 V

the latest annual report referred to in Article 22 (s} N 4graphs 1.467 to 1.475);°54

the procedure and conditions for the issue and 3 lh’r units or shares;>6>

the latest net asset value of the AIF or the L@,Q. 'sa¥arket price of the unit or share of the
AIF, in accordance with Article 19 ( see.pm"@ 1phs 1.318 to 1.331);%66

where available, the historical perfor*rv *\F‘Jf the AIF;5¢7

the identity of the prime broker o description of any material arrangements of
the AIF with its prime brokers ‘Qh

are managed and the provi§ioiy i the contract with the depositary on the possibility
of transfer and re-use of AIF Gssets (ie rehypothecation), and information about any
transfer of liability to k prime broker that may exist;*%®

a description of h"*kmd when the information required under Article 23 (4) and
(5) (see paragrg&\ 480 to 1.481) will be disclosed.55?

™~

¢ way the conflicts of interest in relation thereto

558
559
560
561
562
563

AIFMD, Art 23(1)(e)
AIFMD, Are 23(1)(6).
AIFMD, Art 23(1)(g).
AIFMD, Art 23(1)(h).
AIEMD, Are 23(1)(i).
AIFMD, Art 23(1)(j). The FSA considers this most likely to be relevant where an ATFM has agreed or

proposes to issue units or shares under different terms. This is sometimes facilitated through the use of ‘side
letters’ in the case of hedge funds. Side letters generally offer some investors preferential treatment in return
for their investment and can include benefits such as reduced fees and waived lock-up or redemption periods.
Other forms of preferential treatment might concern more favourable performance or management fees. See

FSADP 12/1 (n213) 57, para 6.13.

564
565
566
567
568
569

o

ATFMD, Art 23(1)(K).
AIFMD, Arc 23(1)(1).
ATFMD, Art 23(1)(m).
AIFMD, Art 23(1)(n)
AIFMD, Art 23(1) (o).
AIFMD, Art 23(1)(p).
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(22) The AIFM must inform the investors, without delay: (i) before they invest in the AIF, of
any arrangement made by the depositary to contractually discharge itself of liability in
accordance with Article 21(13) (see paragraphs 1.455 to 1.461); (ii) of any changes with
respect to depositary liability.>°

C. Relationship with Prospectus Directive and national prospectus legislation

Where the AIF is required to publish a prospectus in accordance with the Prospectus
Directive or in accordance with national law, only such information referred to in Article
23(1) and (2) (see paragraph 1.478) which is in addition to that contained in the prospectus
needs to be disclosed separately or as additional information in the prospectus.>”!

D. Periodic and regular disclosure of information

AIFMs must, for each of the EU AIFs they manage and for each of the AIFs they market in
the Union, periodically disclose to investors:

(a) the percentage of the AIF’s assets which are subject to special arrangex@msmg from
their illiquid nature;>7?

(b) any new arrangements for managing the liquidity of the AIF; 575’\\ J

(c) the current risk profile of the AIF and the risk manageme%ﬁlcms employed by the
AIFM to manage those risks.*”*

AIFMs that manage EU AIFs employing leverage or thav-‘w)m'{et in the EU AIFs employing
leverage must, for each such AIE disclose, on a regulay M(l) any changes to the maximum
level of leverage which the AIFM may employ on 1)1!\25 fof the AIF as well as any right of the
re-use of collateral or any guarantee granted ur. (" ﬂeveragmg arrangement®’® and (ii) the

total amount of leverage employed by that Qt\

4. Reporting 0/7[zgm‘z€ s\fompetent authorities (Article 24)

A. General
During the events at the enﬁx@k§008 regulators and governments globally did not always

have all the information t \2 “eeded to make effective intervention decisions, nor could they
get to that 1nformatlok%1\1c1ently or expediently.”” The AIFMD seeks to plug that gap by
imposing subst porting obligations on AIFMs, permitting regulators to monitor the
market activities 0f AIFs in a manner similar to the monitoring of other regulated financial
institutions. The increased transparency should facilitate the detection and response to risks
in the relevant markets, including, in particular, systemic risk.57®

570 ATEMD, Art 23(2).

571 AIFMD, Art 23(3).

572 ATFMD, Art 23(4)(a). This requirement is further specified in Implementing Regulation, Art 108(1), (2).

73 AIFMD, Art23(4)(b). This requirement s further specified in Implementing Regulation, Art 108(1), (3).

74 AIFMD, Art 23(4)(c). These requirements are further specified in Implementing Regulation, Art
108(4), (5).

575 AIFMD, Art 23(5)(a). These requirements are further specified in Implementing Regulation, Art 109(1), (2).

576 AIFMD, Art23(5)(b). This requirement is further specified in Implementing Regulation, Art 109(1), (3).

577 See, eg Commission Staff Document SWD (2012) 386 final, ‘Impact Assessment’, 12 (accompanying
the draft Implementing Regulation).

578 ESMA Advice (n 213) 217; FSADP 12/1 (n 213) 61, para 6.37.
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B. General reporting and disclosure obligations

An AIFM must inform its national regulator®”® regularly about its trading activities.>® The
reports®! must include information about the instruments the AIFM is trading,2 the mar-
kets where it trades,*® and the principal exposures and most important concentrations of
each of its AIFs.%8

An ATFM must, for each of the EU AIFs it manages and the AIFs it markets in the Union,
provide the following information®® to its national regulator: the percentage of the AIF’s
assets which are subject to special arrangements, ie side-pockets, arising from their illiquid
nature;*® any new arrangements for managing the liquidity of the AIF;%7 the current risk
profile of the AIF%8 and the risk management systems employed by the AIFM to manage the
market risk, liquidity risk, counterparty risk, and other risks including operational risk;°
information on the main categories of assets in which the AIF invested;*° and the results
of the stress tests performed in normal and exceptional circumstances, in accordance with

Article 15(3)(b) and Article 16(1), second paragraph of the AIFMD.>"

The AIFM must, on request, provide to its national regulator an an“ report of each EU
ATF managed and of each AIF marketed by the AIFM in the Uﬁf\\{/ for each financial year,
in accordance with Article 22(1)5%2and, for the end of each QM, a detailed list of all AIFs
managed by the AIFM.5%3 V

An AIFM that manages AlFs employing leverage op; astostannal basis®** must inform its
national regulator about: the overall level of levpe'gg* mployed by each AIF it manages; a
NEY
breakdown of leverage arising from borrowing#3f-ash or securities and leverage embedded
A
\

\
)

.

579 Tn accordance with AIFMD, Ar¢4 \‘S 2), for non-EU ATFMs any references to the competent authori-
ties of the home Member States means hecompetent authority of the Member State of reference, ie where the
ATF is marketed (Implementing P\cqvht ion, Art 110(7)).

580 ATFMD, Art 24(1), first \{aglaph‘ The paragraph also refers to markets ‘of which it is a member’ but
it seems highly unlikely thari!§ ranager/operator of a collective investment scheme will also conduct, or be
permitted to conduct, bra a9 activities, ie the investment service within the meaning of MiFID (n 14).

581 See, for the term®within which this information referred to in AIFMD, Art 24(1), second subparagraph
must be provided, “tnenting Regulation, Art 110(1), 77 fine, (3), (4). The information must be provided in
accordance wi -forma reporting template as set out in the Annex (Implementing Regulation, Art 110(6)).

582 ATFMD, st 24(1), second paragraph, further specified in Implementing Regulation, Art 110(1)(a).

583 AIFMD, Art 24(1), second paragraph and Implementing Regulation, Art 110(1)(b).

584 AIFMD, Art 24(1), second paragraph. Note that Implementing Regulation, Art 112(1)(c) provides a
broader formulation of this requirement by referring to ‘the diversification of the ATF’s portfolio including, but
not limited to, its principal exposures and most important concentrations’.

585 For the terms within which this information referred to in AIFMD, Art 24(2) AIFMD must be provided,
see Implementing Regulation, Art 110(3), (4). The information must be provided in accordance with the
pro-forma reporting template as set out in the Annex (Implementing Regulation, Art 110(6)).

586 ATFMD, Art 24(2)(a) and Implementing Regulation, Art 110(2)(a).

587 AIFMD, Art 24(2)(b) and Implementing Regulation, Art 110(2)(b).

588 AIFMD, Art 24(2)(c), first part, further specified in Implementing Regulatlon Art 110(2)(d).

585 ATFMD, Art 24(2)(c), second part and Implementing Regulation, Art 110(2)(c).

590 AIFMD, Art 24(2)(d), further specified in Implementing Regulation, Art 110(2)(e).

591 AIFMD, Art 24(2)(e) and Implementing Regulation, Art 110(2)(f). See paras 1.469-1.471.

592 ATFMD, Art 24(3)(3) See paras 1.469-1.471.

593 ATFMD, Art 24(3)(b

594 Leverage is considered to be employed on a substantial basis when the exposure of an AIF as calculated
according to the commitment method under Implementing Regulation, Art 8 exceeds three times its net asset
value (Implementing Regulation, Art 111(1)).
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in financial derivatives; and the extent to which the AIF’s assets have been re-used under
leveraging arrangements.>%

The information listed in paragraph 1.486 mustinclude the identity of the five largest sources
of borrowed cash or securities for each of the AIFs managed by the AIFM, and the amounts
of leverage received from each of those sources for each of those AIFs.5%

For non-EU AIFMs, the reporting obligations on leverage are limited to EU AIFs managed
and non-EU AIFs marketed by them in the Union.>’

C. Additional disclosure requirements

Where necessary for the effective monitoring of systemic risk, an AIFM’s national regulator
may periodically, or ad hoc, require additional information. The national regulators must
inform ESMA about the additional information requirements.>%

In exceptional circumstances and where required in order to ensure the stability and integrity
of the financial system or to promote long-term sustainable growth, ESM. request the
¢
. . o . . 90 o
national regulators to impose additional reporting requirements. AN

R AP

P
VIII. AIFM Managing Specific T Sy tAIF

N\
1. Leveraged AIFs (Artg'gk‘/"éj
A. Use and sharing of information about leverilge @tgulators

The Member States are responsible for ensuring£5 e national regulators use the informa-
tion gathered pursuant to Article 24 of the£a3N1D to identify and monitor the build-up
of systemic risk in the financial system,@ 15k of disorderly markets, or any risks to the
long-term growth of the economy.®q_ "y 4

»
The national regulators must shait the relevant information with each other and with
ESMA and the ESRB in accordpisce with the supervisory cooperation procedures set out in
Article 50 of the AIFMDsJ gg“lnation must also be shared where an AIF or AIFM becomes
an important source nf;&témial counterparty risk to a credit institution or other systemi-

cally relevant ins?;{&é in another Member State.®!

B. Action by natidnal regulators

If the national regulator deems it necessary to preserve the stability and integrity of the
financial system, it may impose leverage limits or other restrictions on an AIFM in relation
to one or more of its AIFs with a view to limiting the build-up of systemic risk in the financial
system or mitigating the risks of disorderly markets.

595 AIFMD, Art 24(4)
5% AIFMD, Art 24(4)
597 AIFMD, Art 24(4),
%8 AIFMD, Art 24(5), first paragraph.

599 AIFMD, Art 24(5), second paragraph.

600 ATFMD, Art 25(1) and Implementing Regulation, Art 112 which sets out certain matters regulators

must take into account when assessing systemic risk.
601 AIFMD, Art 25(2).

, first paragraph and Implementing Regulation, Art 111(2).
, second paragraph and Implementing Regulation, Art 111(2).
third paragraph and Implementing Regulation, Art 111(2).

©
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The national regulator must notify ESMA, the ESRB, and the national regulator of any
affected ATF before imposing leverage limits and inform the same about any actions taken,
all in accordance with the cooperation procedures of Article 50 AIFMD.%2 The notification
is subject to a notice period of 10 business days. In exceptional circumstances, the national
regulator may decide to ignore the notice period.5%

ESMA is responsible for facilitating and coordinating the national regulators’ actions, and in
particular to ensure thata consistent approach is taken across the EU. Upon receipt of a noti-
fication, ESMA must advise the national regulator on the proposed action. The advice may,
in particular, address whether the conditions for taking action appear to be met, whether the
actions are appropriate, and what the effective time period should be.®%

C. Action by ESMA

ESMA may also intervene if it determines that the leverage employed by an AIFM, or by a
group of AIFMs, poses a substantial risk to the stability and integrity of the financial system.
In such circumstances, ESMA may advise national regulators to tak n, including to
limit leverage levels. Before doing so, it must first take advice fro \ SRB. ESMA must
immediately inform the national regulators concerned, the ESBZ'\\Md the Commission if it
intends to intervene.5% C
If a national regulator chooses not to follow ESMAs)d A\c it must inform ESMA, giv-
ing reasons. ESMA may make the fact that a natiqf;y ‘egulator intends not to follow its
advice public. This may include the given reasays ¥ £SMA must give advance notice before
publication.5% o O \ M

i \ )

2. AIFMs managing A ‘{'5. f]”h acquire a (non-)controlling
participation in (’\ sied companies (Articles 26-30)

/4

A. General

By Articles 27 and 28 of tk\ } MD, special notification and disclosure requirements apply
to AIFMs managln&AP: ich acquire a (non-)controlling participation in (non-)listed
companies. In additiai\s? Decific provisions regarding the annual report of AlFs apply in such
cases (Article 29 ‘(.’V' el as provisions on ‘asset stripping’ (Article 30).5%7

The logic fonificluding these rules in the AIFMD is questionable, as they concern the con-
ductofanyone, notjust investment funds, who acquires a (non-)controlling stake ina (non-)
listed company. Recital (55) of the AIFMD confirms this: ‘[tJhe Commission is invited to
examine the need and the possibilities to amend the information and disclosure require-
ments applicable in cases of control over non-listed companies and issuers set out in [the

602 ATRMD, Art 25(3).

603 AIFMD, Art 25(4).

604 ATFMD, Art 25(5), (6).

605 Art 25(7).

606 ATEMD, Art 25(8).

607 Tn case of control over /isted companies, the rules of Directive 2004/25/EC of the European Parliament
and of the Council of 21 April 2004 on takeover bids (O] 2004 L142/12) and the Transparency Directive
(n 157) also apply. Cf. AIFMD, recital (53).
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AIFMD)] on a general level, regardless of the type of investor’. Apparently, this invitation
does not extend to the provisions on ‘asset stripping .

B. Scope

Articles 26-30 of the AIFMD apply to (a) AIFMs managing one or more AlFs which either
individually or jointly, acting in concert, acquire control over a non-listed company, and
(b) AIFMs cooperating with one or more other AIFMs on the basis of an agreement pursu-
ant to which the AIFs, managed by those AIFMs jointly, acquire control over a non-listed
company.6%®

However, Articles 26-30 do 7oz apply if the non-listed companies are (a) small and
medium-sized enterprises within the meaning of Article 2(1) of the Annex to Commission
Recommendation 2003/361/EC of 6 May 2003 concerning the definition of micro, small
and medium-sized enterprises,®° or (b) special purpose vehicles with the purpose of purchas-
ing, holding, or administrating real estate.®'° \

Article 27(1) (notification of major holding and control of non—listc;‘ panies) also
applies to AIFMs managing AlFs that acquire a non-controlling part'gir it in a non-listed

company.t"!
Article 28(1)—(3) (disclosure in case of acquisition of controB §&‘th1€ 30 (asset stripping)
also apply to AIFMs managing AIFs that acquire control ofeNsted companies (‘issuers’®'2).
For the purposes of those provisions, Article 26(1) ands’r&_, )ze paragraphs 1.500 and 1.501)
apply mutatis mutandis.*? I" A\

‘Control’ entails acquisition of more than 5(‘0/ Q.eﬂe voting rights.5'* When calculating
the percentage, the voting rights held by th m,),wmg persons must be added to the voting
rights that are held directly by the AIF: ‘Qundertakmg controlled by the AIF; and (b) a
natural or legal person acting in its winame but on behalf of the AIF or on behalf of an
undertaking controlled by the AIE®!- ‘Tiie calculation must include all shares to which voting
rights attach, even if exercise O&Qe rights is suspended.®'®

'The percentage of voting 1 @ that confers ‘control of /isted companies (‘issuers®'’) for the
purposes of Article 2 “\f 3) (disclosure in case of acquisition of control) and Article 30

608 AIFMD, Art 1).

605 ATFMD, Art 26(2)(a). According to Art 2(1) of the Annex to Commission Recommendation 2003/361/
EC of 6 May 2003, ‘[t]he category of micro, small and medium-sized enterprises (SMEs) is made up of enter-
prises which employ fewer than 250 persons and which have an annual turnover not exceeding EUR 50 million,
and/or an annual balance sheet total not exceeding EUR 43 million’.

610 ATFMD, Art 26(2)(b).

611 AIFMD, Art 26(3).

612 See the definition of ‘issuer’ in AIFMD, Art 4(1)(¢): ‘an issuer within the meaning of point (d) of Article
2(1) of Directive 2004/109/EC where that issuer has its registered office in the Union, and where its shares
are admitted to trading on a regulated market within the meaning of point (14) of Article 4(1) of Directive
2004/39/EC’.

613 AIFMD, Art 26(4).

614 AIFMD, Art 26(5), first paragraph.

615 AIFMD, Art 26(5), second paragraph.

616 AIFMD, Art 26(5), third paragraph.

617 See the definition of ‘issuer’ in AIFMD, Art 4(1)(¢): ‘an issuer within the meaning of point (d) of Article
2(1) of Directive 2004/109/EC where that issuer has its registered office in the Union, and where its shares
are admitted to trading on a regulated market within the meaning of point (14) of Article 4(1) of Directive
2004/39/EC’.
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(asset stripping) of the AIFMD, as well as the method of calculation, is determined by the
rules of the Member State in which the listed company has its registered office.5'®

1.506 Articles 26-30 AIFMD apply subject to the conditions and restrictions set out in Article 6

1.507

1.508

1.509

(confidential information) of Directive 2002/14/EC on a general framework for informing
and consulting employees in the European Community.6'® 620 According to recital (58) of

the AIFMD:

[t]his means that Member States should provide that within the limits and conditions laid
down by national law the employees’ representatives, and anyone assisting them, are not
authorised to reveal to employees and to third parties any information affecting the legitimate
interests of the company that has expressly been provided to them in confidence. Member
States should, however, be able to authorise the employees’ representatives and anyone assist-
ing them to pass on confidential information to employees and to third parties bound by
an obligation of confidendiality. Member States should provide that the relevant AIFMs do
not request the communication of information by the board of directors to the employees’
representatives or, where there are none, the employees themselves, whe% nature of that

information is such that, according to objective criteria, it would senouﬂ,\ the function-
ing of the company concerned or would be prejudicial to it. N
Q &
Articles 26-30 provide for minimum harmonization. This NS 3s chat Member States may
adopt stricter rules regarding the acquisition of holdings 1& companies (‘issuers®?") and
non-listed companies in their territories.®2? \
\0
C. Notification of the acquisition of major ho@.z tg,e&nd control of non-listed
companies ,-' N

When an AIF acquires, disposes of, or holc: <'Q mg of anon-listed company, the AIFM man-
aging such an AIF must notify its nati ﬁﬂ)gulator of the proportion of voting rights of the
non-listed company held by the ime when that proportion reaches, exceeds, or falls
below the thresholds of 10%, 209, | ‘»(}%, 50%, and 75%.5%3

When an AIF acquires, indivi Rit 'auly or jointly, control over a non-listed company, the AIFM
must notify the acqums,us \ control by its AIF to:

(a) thenon- hsted \n\pkny,

(b) the shareh &;‘s of which the identities and addresses are available to the AIFM or can
be madgdvailable by the non-listed company or through a register to which the AIFM
has or can obtain access; and

(c) its national regulator.5%

618 AIFMD, Art 26(5), fourth paragraph, read in conjunction with Art 5(3) of the Takeover Directive.

619 Directive 2002/14/EC of the European Parliament and of the Council of 11 March 2002 establishing a
general framework for informing and consulting employees in the European Community (O] 2002 L80/29).

620 ATRMD, Art 26(6).

621 See the definition of ‘issuer’ in AIFMD, Art 4(1)(¢): ‘an issuer within the meaning of point (d) of Article
2(1) of Directive 2004/109/EC where that issuer has its registered office in the Union, and where its shares
are admitted to trading on a regulated market within the meaning of point (14) of Article 4(1) of Directive
2004/39/EC’.

622 ATFMD, Art 26(7). See also recital (58).

623 AIFMD, Art 27(1).

624 ATRMD, Art 27(2).
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The notifications referred to in paragraph 1.509 must include the following additional
information:

(a) the resulting situation in terms of voting rights;

(b) the conditions subject to which control was acquired, including information about
the identity of the different shareholders involved, any natural person or legal entity
entitled to exercise voting rights on their behalf, and, if applicable, the chain of under-
takings through which voting rights are effectively held;

(c) the date on which control was acquired.®?

The notification to the non-listed company must include a request to the board of direc-
tors of the company to inform the employees” representatives or, where there are none, the
employees themselves, without undue delay, of the acquisition of control by the AIF man-
aged by the ATFM and of the information referred to in paragraph 1.510. The AIFM must
use its best efforts to ensure that the employees’ representatives or, where there are none, the
employees themselves, are duly informed by the board of directors.5%¢

The notifications referred to in paragraphs 1.508 and 1.509 must be rpa Xs soon as possi-

ble, but no later than 10 working days after the date on which the Al \\Vreached exceeded,

or fallen below the relevant threshold or has acquired control ove%(non -listed company.®?’
-

. . L \
D. Disclosure in case of acquisition of control >\

\\.
When an AIF acquires, individually or jointly, controk 5 # ¢ non-listed company or a listed
company (an ‘issuer’®?), the AIFM managing such ’}'\ wiust make the information referred
to in paragraph 1.515, available to: » \ D

(a) the company concerned; N \)

(b) the shareholders of the company o {(h the identities and addresses are available to
the AIFM or can be made avail lc)b; the company or through a register to which the
AIFM has or can obtain access: and

(c) its national regulatorﬁ”( §

Member States may requﬁ\v@.t the information referred to in paragraph 1.515 is also made
available to the nationalreprlator of the non-listed company which the Member States may

designate to that é&g

The AIFM must m

ke the following information available:

(a) theidentity of the AIFMs which either individually or in agreement with other AIFMs
manage the AIFs that have acquired control;

(b) the policy for preventing and managing conflicts of interest, in particular between the
AIFM, the AIF, and the company, including information about the specific safeguards

625 ATEMD, Art 27(3).

626 ATFMD, Art 27(4).

627 ATIFMD, Art 27(5).

628 See the definition of ‘issuer’ in AIFMD, Art 4(1)(t): ‘an issuer within the meaning of point (d) of Article
2(1) of Directive 2004/109/EC where that issuer has its registered office in the Union, and where its shares
are admitted to trading on a regulated market within the meaning of point (14) of Article 4(1) of Directive
2004/39/EC’.

629 AIFMD, Art 28(1), first paragraph.

630 ATFMD, Art 28(1), second paragraph.
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established to ensure that any agreement between the AIFM and/or the AIF and the
company is concluded at arm’s length; and

(c) the policy for external and internal communication relating to the company; in particular
as regards employees.53!

In its notification to the company referred to in paragraph 1.513(a), the AIFM must request
the board of directors of the company to inform the employees’ representatives or, where
there are none, the employees themselves, without undue delay, of the information referred
to in paragraph 1.515. The AIFM must use its best efforts to ensure that the employees’
representatives or, where there are none, the employees themselves, are duly informed by the
board of directors.?3?

In addition, when an AIF acquires, individually or jointly, control of a non-listed company,
the AIFM managing such ATF must ensure that the AIF, or the AIFM acting on behalf of the
ATF, discloses its intentions with regard to the future business of the non-listed company and

the likely repercussions on employment, including any material changeiththe conditions of
employment, to: LN\

O
(a) the non-listed company; and 5’\\ J

(b) the shareholders of the non-listed company of Whlch eﬁuentmes and addresses are
available to the AIFM or can be made available byt \hbi-listed company or through
a register to which the AIFM has or can obtain ;c )

Furthermore, the AIFM managing the relevan\‘,\r&ﬁust request and use its best efforts to
ensure that the board of directors of the non- ,hsfl@ ompany makes available the information
referred to in paragraph 1.517 to the empl'r NN fépresentatlves or, where there are none, the
employees themselves, of the non-liste %m pany.3*

Finally, when an AIF acquires c a non-listed company, the AIFM managing such
an AIF must provide its nationa! %salator and the AIF’s investors with information on the
financing of the acquisition 635?mthough this is not clear from the text of the AIFMD itself,
recital (50) states that the&\gation to provide information on financing should also apply
when an AIFM mani{’&’ﬁlF s which acquire control over /isted companies (an ‘issuer’®3).

>N
E. Specific prog's&hs regarding the annual report of AIFs exercising

control -listed companies

When an AIF acquires, individually or jointly, control of a non-listed company, the AIFM
managing such an AIF must either:

(a) request and use its best efforts to ensure that the annual report of the non-listed com-
pany drawn up in accordance with paragraph 1.521 is made available by the board of

631 AIFMD, Art 28(2).

632 AIFMD, Art 28(3).

633 AIFMD, Art 28(4), first paragraph.

634 ATFMD, Art 28(4), second paragraph.

635 ATFMD, Art 28(5).

636 See definition of ‘issuer’ set out in AIFMD, Art 4(1)(¢): ‘an issuer within the meaning of point (d) of
Article 2(1) of Directive 2004/109/EC where that issuer has its registered office in the Union, and where
its shares are admitted to trading on a regulated market within the meaning of point (14) of Article 4(1) of
Directive 2004/39/EC’.
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directors of the company to the employees representatives or, where there are none, to
the employees themselves within the period such annual report has to be drawn up in
accordance with national applicable law; or

(b) for each such AIF include in the annual report provided for in Article 22 (see para-
graphs 1.467 to 1.475) the information referred to in paragraph 1.521 relating to the
relevant non-listed company.®3’

'The additional information to be included in the annual report of the company or the AIF
must include at least a fair review of the development of the company’s business representing
the situation at the end of the period covered by the annual report. The report must also give
an indication of:

(a) anyimportant events that have occurred since the end of the financial year;

(b) the company’s likely future development; and

(c) the information concerning acquisitions of own shares set out in Article 22(2) of
Council Directive 77/91/EEC.538 . ®\

The AIFM managing the relevant ATF must either: , '\

(a) request and use its best efforts to ensure that the board of dif: \\)?s of the non-listed
company makes available the information referred to in e aph 1.520(b) relating to
the company concerned to the employees’ representa Q »f the company concerned
or, where there are none, to the employees themselr swithin the period referred to in
Article 22(1) (see paragraph 1.469); or \\:"

(b) make available the information referred o, r{ Qs ragraph 1.520(a) to the investors of
the AIE, in so far as already available, w1t‘v -‘f)enod referred to in Article 22(1) (see
paragraph 1.469) and, in any event, no teh than the date on which the annual report of
the non-listed company is drawn u@ ccordance with the national applicable law.3°

E Asset stripping g

When an AIE individually or nuy, acquires control of a non-listed company or a listed
company (an ‘issuer’®%°) ;h("*§M managing such an AIF must, for a period of 24 months
following the acqulsltlo;&‘control of the company by the AIF:

] .
(a) not faCIhtatQ%»rt, or instruct any distribution, capital reduction, share redemp-

tion, and/ordcquisition of own shares by the company as described in paragraph 1.524;

637 ATFMD, Arc 29(1).

638 AIFMD, Art 29(2). Article 22(2) of Council Directive 77/91/EEC (OJ 1977 L26/1) provides the fol-
lowing: “Where the laws of a Member State permit a company to acquire its own shares, either itself or through
a person acting in his own name but on the company’s behalf, they shall require the annual report to state at
least: (a) the reasons for acquisitions made during the financial year; (b) the number and nominal value or, in the
absence of a nominal value, the accountable par of the shares acquired and disposed of during the financial year
and the proportion of the subscribed capital which they represent; (c) in the case of acquisition or disposal for a
value, the consideration for the shares; (d) the number and nominal value or, in the absence of a nominal value,
the accountable par of all the shares acquired and held by the company and the proportion of the subscribed
capital which they represent’.

639 ATFMD, Arc 29(3).

640 See definition of ‘issuer’ set out in AIFMD, Art 4(1)(¢): ‘an issuer within the meaning of point (d) of
Article 2(1) of Directive 2004/109/EC where that issuer has its registered office in the Union, and where
its shares are admitted to trading on a regulated market within the meaning of point (14) of Article 4(1) of
Directive 2004/39/EC’.
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(b) in so far as the AIFM is authorized to vote on behalf of the AIF at the meetings of the
governing bodies of the company, not vote in favour of a distribution, capital reduc-
tion, share redemption, and/or acquisition of own shares by the company as described
in paragraph 1.524; and

(c) in any event use its best efforts to prevent distributions, capital reductions, share
redemptions, and/or the acquisition of own shares by the company as described in
paragraph 1.524.54

The obligations imposed on AIFMs set out in paragraph 1.523 relate to the following:

(a) any distribution (including, in particular, the payment of dividends and of interest
relating to shares®*?) to shareholders made when on the closing date of the last finan-
cial year the net assets as set out in the company’s annual accounts are, or following
such a distribution would become, lower than the amount of the subscribed capital
plus those reserves which may not be distributed under the law or the statutes, on the

understanding that where the uncalled part of the subscribed capigalNs not included in
the assets shown in the balance sheet, this amount will be dedug 'om the amount of
subscribed capital; " G\\

(b) any distribution (including, in particular, the payment .@i:idends and of interest
relating to shares®®) to shareholders the amount of V@ would exceed the amount of
the profits at the end of the last financial year plus @ Nofits brought forward and sums
drawn from reserves available for this purpose, lo%'y losses brought forward and sums
placed to reserve in accordance with the laq,q hfe statutes;

(c) to the extent that acquisitions of own_ sﬂ'@s are permitted, the acquisitions by the
company, including shares prev10u°‘v'\ 1eﬂred by the company and held by it, and
shares acquired by a person actipg"h) his own name but on the company’s behalf,
that would have the effect of I Q“l;:’ the net assets below the amount mentioned in
point (a).54

It remains to be seen how ‘fFemve the ‘asset stripping’ rules will be in practice. As such,
and always without prej Akz to applicable rules of national corporate law, they do not
seem to prevent or réxaCe; inter alia: (i) the sale of the target company’s assets, (ii) its assets

N

being used as collwr;\l ror loans, and (iii) interest payments on loans provided to the target

company. Q&

641 ATRMD, Art 30(1).

642 AIFMD, Art 30(3)(a).

643 AIFMD, Art 30(3)(a).

644 AIFMD, Art 30(2). The restriction of Art 30(2)(c) is subject to points (b)—(h) of Art 20(1) of Directive
77/91/EEC: see AIFMD, Art 30(3)(c). Furthermore, according to AIFMD, Art 30(3)(b), the provisions on
capital reductions do not apply to reduction in the subscribed capital, the purpose of which is to offset losses
incurred or to include sums of money in a non-distributable reserve provided that, following that operation, the
amount of such reserve is not more than 10% of the reduced subscribed capital.
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IX. Marketing AIFs in the EU

1. Marketing of EU AlFs in the home Member State or the Member State
of reference (Articles 31 and 39(2))

A. Scope of the marketing authority

Article 31(1) of the AIFMD provides that an authorized EU AIFM may market units or
shares of any EU AIF that it manages to professional investors in its home Member State as
soon as certain conditions are met.54* It follows that an authorized EU AIFM is not entitled,
at least not as a macter of its AIFMD authorization to manage one or more AlFs, to market
units or shares of EU AlFs managed by third parties.

If the AIFM intends to market a feeder AIF pursuant to Article 31, the master AIF must be
an EU AIF which is managed by an authorized EU AIFM.546

Without prejudice to the right of a Member State to opt to allow AIFMs rket to retail
investors in their territory under Article 43,57 Member States must regsity="that AIFs man-
aged and marketed by AIFMs be marketed only to professional 1nv;.,\\ /048

y

B. Notification procedure ?\

The AIFM must notify its national regulator regarding its &2 \r itions.® Pursuant to Annex
III of the AIFMD (documentation to be provided in ca\ ‘fp ntended marketing in the home
Member State of the AIFM),%%° the notification 1 I a\\\)mprlse the following documenta-
tion and information: K \ 9

(a) anotification letter,*" including a pro@ e of operations identifying the AIFs which
the AIFM intends to market an ation on where the AIFs are established;

(b) the AIF rules or instruments of' c'g‘rporation;

(c) identification of the depositarz of the AIF;

(d) adescription of, or any i1 ﬂ'imation on, the AIF available to investors;

(e) information on wherefay 5 Master AIF is established if the AIF is a feeder AIF;

(f) anyadditional inf \1\10n referred to in Article 23(1) (disclosure to investors: see para-
graph 1.478) fo Qg’h AIF the AIFM intends to market;

(g) where rele &formatlon on the arrangements established to prevent units or shares
of the AIF frdm being marketed to retail investors, including in the case where the

645 AIFMD, Art 31(1), first paragraph.

646 ATFMD, Art 31(1), second paragraph. ‘Feeder AIF’ means an AIF which: (i) invests at least 85% of its
assets in units or shares of another AIF (the ‘master AIF’); (ii) invests at least 85% of its assets in more than one
master AIF where those master AIFs have identical investment strategies; or (iii) otherwise has an exposure of at
least 85% of its assets to such a master AIF (AIFMD, Art 4(1)(m)). ‘Master AIF’ means an AIF in which another
AIF invests or has an exposure in accordance with Art 4(1)(m) (AIFMD, Arc 4(1)(y)).

647 See paras 1.566-1.570.

648 AIFMD, Art 31(6) in conjunction with Art 34(1).

649 ATFMD, Art 31(2), first paragraph.

650 See AIFMD, Art 31(2), second paragraph.

651 In order to ensure uniform conditions of application of this Article, ESMA may develop draft imple-
menting technical standards to determine the form and content of a model for the notification letter (AIFMD,
Art 31(5)(a)). Power is conferred on the Commission to adopt these implementing technical standards in
accordance with ESMA Regulation (n 29), Art 15: AIFMD, Art 31(5), second paragraph.

o
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AIFM relies on activities of independent entities to provide investment services in
respect of the AIE

Within 20 working days following receipt of a complete notification file, the competent
authorities of the AIFM’s home Member State must inform the AIFM whether it may start
marketing the AlFs identified in the notification.55

The competent authorities of the AIFM’s home Member State may prevent the marketing
of the AIF only if the AIFM’s management of the AIF does not or will not comply with the
AIFMD or the AIFM otherwise does not or will not comply with the AIFMD. 653

In the case of a positive decision, the AIFM may start marketing the AIF in its home Member
State from the date of the notification by the competent authorities to that effect.®

In so far as they are different, the competent authorities of the home Member State of the

AIFM must also inform the competent authorities of the AIF that the AIFM may start mar-

keting units or shares of the ATE®% . @
L\

A

.

C. Material change V7.

&
In the event of a material change to any of the particulars in,th&attification file, the AIFM
must give written notice®® of that change to the competengawiorities of its home Member
State at least one month before implementing the changb\uf\mmediately afteran unplanned

change has occurred.®s’ N @:\'
If, pursuant to a planned change, the AIFM’s ?Lacment of the ATF would no longer com-

ply with the AIFMD or the AIFM would .(3!15.}186 no longer comply with the Directive,
the relevant competent authorities must in i\ﬁun the ATFM without undue delay that it is not
to implement the change.5%® =y

If a planned change is implemcx‘rf‘d)nf)twithstanding the above or if an unplanned change
-, s .
has taken place pursuant to which the AIFM’s management of the AIF no longer complies
with the AIFMD or the A{ KM otherwise no longer complies with the Directive, the com-
petent authorities of ;h{,‘" ‘M’s home Member State must take all due measures in accord-
ance with Article 46 {Povrers of competent authorities), including, if necessary, the express

prohibition of @tung of the AIF.65°
D. Marketigof EU AIFs in its Member State of reference by a non-EU AIFM
(Article 39(2))

Article 39(1) and (2) of the AIFMD gives a non-EU AIFM rights to market EU AIFs that
it manages in its Member State of reference. The conditions and notification procedure set

652 AIFMD, Art 31(3), first paragraph, first sentence.

653 AIFMD, Art 31(3), first paragraph, second sentence.

654 AIFMD, Art 31(3), first paragraph, third sentence.

655 AIFMD, Art 31(3), second paragraph.

656 In order to ensure uniform conditions of application of this Article, ESMA may develop draft imple-
menting technical standards to determine the form of the written notice (AIFMD, Art 31(5)(b)). Power is
conferred on the Commission to adopt these implementing technical standards in accordance with ESMA
Regulation (n 29), Art 15: ATFMD, Art 31(5), second paragraph.

657 ATFMD, Art 31(4), first paragraph.

658 ATJFMD, Art 31(4), second paragraph.

659 ATFMD, Art 31(4), third paragraph.
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out in Article 39(2) and (3) (marketing in the AIFM’s Member State of reference) and the
obligations of the AIFM in relation to material changes set out in Article 39(9) are replicas
of the procedures and requirements of Article 31.

Article 39 will not come into force before 22 July 2015.5% Until that time, non-EU AIFMs
must rely on Article 42 to market AlIFs in the EU.6%1

2. Marketing of EU AIFs in Member States other than the home Member State
or Member State of reference (Articles 32 and 39(4))

A. Passporting rights for EU and non-EU AIFMs

Article 32(1) of the AIFMD provides that authorized EU AIFMs may market units or shares
of an EU AIF that it manages to professional investors in a Member State other than the
home Member State of the AIFM as soon as certain conditions are met.#2 Similar to market-
ing rights under Article 31, it follows that an authorized EU AIFM is not enﬁ;&d to market
units or shares of EU AIFs that it does not itself manage. ‘;\

If the EU AIF is a feeder AIF the right to market is subject to the cog(&j}n that the master
AIF is also an EU AIF and is managed by an authorized EU AIF Q\\

Article 39(4) gives a non-EU AIFM rights to market EU rél]%ib t it manages in Member
States other than its Member State of reference. With th; ,&}ption of the feeder condition
of Article 32(2), the conditions and notification procedu st out in Article 39(4)—(8) (mar-
keting in Member States other than the ATFM’s 1\49\'1\? *r State of reference) and the obliga-
tions of the non-EU AIFM in relation to material, d \a.ges set out in Article 39(9) are replicas of

the procedures and requirements of Article 32«3

)
Article 39 will not come into force before 23Ty 2015.%* Until that time, the non-EU AIFMs
must rely on Article 42 to market AIF§jn the EU.°

Without prejudice to the right oga“fwiember State to opt to allow AIFMs to market to retail
investors in their territory un ;k ticle 43, Member States must require that the AIFs managed
and marketed by the AIFN:Q\{JAarketed only to professional investors.5%

)
B. Notification (K&\:'.re

An EU AIFM mu${notify its national regulator of its intentions ‘in a language customary in the
sphere of international finance’.?” Pursuant to Annex IV to the AIFMD (documentation and

660 See para 1.10.

661 See para 1.10.

662 ATFMD, Art 32(1), first paragraph.

663 AIFMD, Art 32(1), second paragraph. ‘Feeder AIF’ means an AIF which (i) invests at least 85% of its
assets in units or shares of another AIF (the ‘maser AIF’); (ii) invests at least 85% of its assets in more than one
master AIF where those master AIFs have identical investment strategies; or (iii) otherwise has an exposure of at
least 85% of its assets to such a master AIF (AIFMD, Art 4(1)(m)). ‘Master AIF’ means an AIF in which another
ATF invests or has an exposure in accordance with Art 4(1)(m) (AIFMD, Art 4(1)(y)).

664 See para 1.10.

665 See para 1.10.

666 AIFMD, Arts 32(9), 39(11).

667 AIFMD, Arts 32(6), 39(8). It is submitted that in any event the English language qualifies as such. See
for a similar provision, UCITS Directive (n 2), Art 93(4), which, however, provides that the UCITS home and
host Member States may agree that the notification is provided in an official language of both Member States.
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information to be provided in the case of intended marketing in Member States other than the
home Member State of the AIFM)¢%8 the notification must include, in addition to the documen-
tation and information required under Article 31 notifications,?° a notification letter,*”° a list
of the Member State(s) in which it intends to market, and information about arrangements®”!
made for the marketing of AIFs.572

'The national regulator of the AIFM must, no later than 20 working days after the date of receipt
of the complete notification file, transmit®’? the complete notification file to the competent
authorities of the host Member States, but only if the AIFM complies with and will continue to
comply with the AIFMD.674

The national regulator must enclose a statement to the effect that the AIFM concerned is
authorized to manage AIFs with a particular investment strategy. The statement®”> is pro-
vided in a language customary in the sphere of international finance.57¢

Upon transmission of the notification file, the national regulator of the AAFM must, without

delay, notify the AIFM about the transmission. The AIFM may start eting the AIF in
the AIFM’s host Member State as of the date of that notiﬁcation.67(7.:'\\
, A
\&
Member States must ensure that electronic transmission an lf?}\f the relevant documents

are accepted by their competent authorities.5’8 QL
\

In so far as they are different, the national regulatr\ré!'&rhc AIFM must also inform the
national regulator of the AIF that the AIFM mayvt(‘

+'marketing th it h fth
AIF in the AIFM’s host Member State.67° f\s ’\f s e R oT e o

*
\o” \\:}

|
Q2
669 See paras 1.529-1.533. Q

670 Tn order to ensure uniform cond:*sws of application of this Article, ESMA may develop draftimplement-
ing technical standards to determineh form and content of a model for the notification letter: see AIFMD,
Arts 32(8)(a), 39(10)(a). Power g gonterred on the Commission to adopt the implementing technical standards
in accordance with ESMA R{%Auon (n29), Art 15: ATFMD, Arts 32(8), 39(10), second subparagraph.

671 Tt follows from Al ‘Q@Arts 32(5) and 39(7) that these arrangements are to be subject to the laws and
supervision of the ATIFMsthost Member State.

672 See, for the %‘What different information to be provided where UCITSs are marketed in a Member
State other th: ome Member State, UCITS Directive (n 2), Art 93(1), second paragraph and (2) and
UCITS Regulatign (n 547), Arts 1-5.

673 In order to ensure uniform conditions of application of this Article, ESMA may develop draftimplement-
ing technical standards to determine the form of the transmission (AIFMD, Art 32(8)(c)). Power is conferred
on the Commission to adopt the implementing technical standards in accordance with ESMA Regulation
(n29), Art 15: AIFMD, Arts 32(8), 39(10), second subparagraph.

674 AIFMD, Arts 32(3), 39(5). See, for a similar provision, UCITS Directive (n 2), Art 93(3), second and
third paragraphs. However, the term for transmission of the notification file is 10 working days (instead of 20
working days) after the date of receipt: see UCITS Directive (n 2), Art 93(3), second paragraph.

675 In order to ensure uniform conditions of application of this Article, ESMA may develop draft imple-
menting technical standards to determine the form and content of a model for the statement (AIFMD, Art
32(8)(b)). Power is conferred on the Commission to adopt the implementing technical standards in accordance
with ESMA Regulation (n 29), Art 15: AIFMD, Arts 32(8), 39(10).

676 AIFMD, Arts 32(3), 39(5), second subparagraph, read in conjunction with Arts 32(6), 39(8), first para-
graph. It is submitted that in any event the English language qualifies as such.

677 AIFMD, Arts 32(4), 39(6), first paragraph. See, for a similar provision, UCITS Directive (n 2),
Art 93(3), third paragraph.

678 AIFMD, Arts 32(6), 39(8), second paragraph. See, for a similar provision, UCITS Directive (n 2),
Art93(5).

675 ATFMD, Arts 32(4), 39(6), second paragraph.

668 ATFMD, Art 31(2), second para?p
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C. Material change

The same material change provisions that apply in the case of marketing of units or shares
of EU AIFs in the AIFM’s home Member State apply in the case of marketing such units or
shares in Member States other than in the home Member State, including the AIFM’s duty
to give written notice®® of the material change to the competent authorities of its home
Member State.%®!

If the changes are acceptable because they do not affect the compliance of the AIFM’s man-
agement of the AIF with the AIFMD, or the compliance by the AIFM with the AIFMD oth-
erwise, the competent authorities of the AIFM’s home Member State must, without delay,
inform the competent authorities of the host Member State of those changes.®%2

3. Marketing of non-EU AlFs in the EU (Articles 35 and 40)

A. Passporting rights for EU and non-EU AIFMs
\y, to market

Articles 35(1) and 40 of the AIFMD permit EU and non-EU AIFMs, resp
non-EU AlFs, including feeder AlFs that invest in non-EU master }-\I\ to professional

investors in the EU when the conditions of Articles 35 and 40 are ?{\\ .4

Articles 35 and 40 will not come into force before 22 July 2033\% Until these provisions
come into force, authorized EU AIFMs must rely on Art1cﬁ\2w o market non-EU AlIFs in
the EU. Non-EU AIFMs must rely on Article 42.584 » Q‘\'

\d
Under Articles 35(2) and 40(2), the AIFM must P'QN f’lY with all the requirements of the
Directive. In addition, the following condmong;n\@a tbe met:

(a) appropriate cooperation arrangemengQ\ 3¢ be in place between the AIFM'’s national
regulator (or, in case of non-EU 's Member State of reference) and the supervi-
sory authorities of the non-EU #iHto ensure at least an efficient exchange of informa-
tion, taking into account Art@'\ )0(4) so that the AIFM’s regulator may carry out its
duties under the Directiy

(b) thenon-EUAIF’s couf i not listed as a Non-Cooperative Country and Territory by
the Financial Actic \1\"1\ Force (FATF); and

(c) the non-EU A ftountry has signed an agreement with the AIFM’s home Member
State (or, m@ fanon-EU AIFM, its Member State of reference) and with each other
Member Staté in which the units or shares of the non-EU AIF are intended to be mar-
keted, which fully complies with the standards laid down in Article 26 of the OECD
Model Tax Convention on Income and Capital and ensures an effective exchange of
information in tax matters, including any multilateral tax agreements.

680 Tn order to ensure uniform conditions of application of this Article, ESMA may develop draft imple-
menting technical standards to determine the form of the written notice (AIFMD, Art 32(8)(d)). Power is
conferred on the Commission to adopt the implementing technical standards in accordance with ESMA
Regulation (n 29), Art 15: AIFMD: Art 32(8), second subparagraph.

681 AIFMD, Art 32(7), first to third paragraphs.

682 ATFMD, Art 32(7), fourth paragraph. See, for a somewhat different provision with respect to changes,
UCITS Directive (n 2), Art 93(7) and (8).

683 See para 1.10.

684 See para 1.10.
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Articles 35(2) and 40(2), final paragraph give the competent authority of another Member
State the right to petition to ESMA if it disagrees with the assessment made by the ATFM’s
national regulator (or, in case of a non-EU AIFM, its Member State of reference) regarding
the matters listed under (a) and (b) in paragraph 1.554. Article 19 of the ESMA Regulation
provides for an arbitration procedure. Where the national regulators cannot reach agree-
ment, ESMA may make a binding decision.®%

B. Notification procedure and material change

The notification procedures set out in Articles 35(3) and (4) and 40(3) and (4) of the
AIFMD (marketing in the AIFM’s home Member State or, in the case of a non-EU AIFM,
its Member State of reference) and Articles 35(5)—(9) and 40(5)—(9) (marketing in Member
States other than the home Member State or, in the case of a non-EU AIFM, its Member
State of reference), and the obligations of the AIFM in relation to material changes set out
in Articles 35(10) and 40(10) are replicas of the procedures and requirements of Article 31

and 32. . \
R
4. Marketing of non-EU AIFs in the EU subject to nd@@“egimes by EU

2
and non-EU AIFMs (Articles 36 ”@ Q.
e by an authorized

A. Marketing of non-EU AIFs pursuant to national S

EU AIFM (Article 36) pe &§

Article 36(1) of the AIFMD permits Member\) %é’ without prejudice to Article 35, to
allow an authorized EU AIFM to market to prefesstonal investors—in their territory only—
units or shares of non-EU AIFs it manage“’%‘ Yof EU feeder AIFs that do not invest in
EU master AlFs subject to the conditi @:\j Article 36. These are minimum requirements.
Article 36(2) permits Member Statt\ ‘tapose stricter rules on the AIFM. Indeed, some

Member States may not permit (3.1 ktfing under Article 36 at all.

Under Article 36(1)(a), a ngn-£4T AIFM must comply with the AIFMD with the exception
of Article 21 (depositary. Q§\.irements), provided that an independent party is appointed
to perform the functiol$ et out in Article 21(7) (monitoring of cash flows), 21(8) (assets
entrusted to a depo;':\\r\y), and 21(9) (transfer agency function). The AIFM must inform its

regulator abq@ﬁ’dentity of the third party.

In addition, appropriate cooperation arrangements for the purpose of systemic risk over-
sightand in line with international standards must be in place between the AIFM’s national
regulator and the supervisory authorities of the non-EU AIF in order to ensure an efficient
exchange of information that allows the AIFM’s national regulator to carry out its duties
under the AIFMD. The country of the non-EU AIF may not be listed as a Non-Cooperative
Country and Territory by the FATF.68

685 ESMA Regulation (n 29), Art 19(3).
68 AJFMD, Art 36(1)(b), (c).
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B. Marketing by a non-EU AIFM of non-EU AIFs pursuant to
national regimes (Article 42)

Article 42 of the AIFMD permits Member States, without prejudice to Articles 37, 39, and
40, when in force, to allow (unauthorized) non-EU AIFM:s to market to professional inves-
tors—in their territory only—units or shares of EU and non-EU AIFs they manage subject
to the conditions of Article 42. Like the Article 36 conditions, under Article 42(2) Member
States may impose stricter rules on the AIFM to the point where it is not permitted to market
under Article 42 at all.

‘The conditions of Article 42 are similar to the conditions of Article 36 (ie cooperation agree-
ments must be in place and the AIFs” countries must be FATF compliant), provided that
the (unauthorized) non-EU AIFM, unlike the authorized EU AIFM under Article 36, is not
expected to comply with the AIFMD except for Articles 22—24 (transparency requirements)
and Articles 26-30 if the AIF marketed by it pursuant to Article 42 falls within the scope of
Article 26(1).%¢7 This, therefore, is a mirror image of Article 36(1)(a), excep &lt Article 42
does not impose any of the duties in Article 21(7), (8), or (9) on the non;K IFM.

Further, Article 42(1), final paragraph provides that if a competent &Qﬁotlty of an EU AIF
does not enter into the required cooperation arrangements ‘wi 1(3. ceasonable period of
time’, the competent authorities of the Member State where tR&ATF is intended to be mar-
keted may refer the matter to ESMA, which may actin acco»}\p scwith the powers conferred
on itunder Article 19 of the ESMA Regulation. Artlclty’y.’rr}the AIFM does not provide for

such a procedure in relation to EU AIFMs. r'\'\\

It would appear, therefore, that the playing ﬁe]d:" ‘bw AIFMs and non-EU AIFMs in rela-
tion to the marketing of non-EU ATFs is nogtaizely level.

C. Repeal of the national marketm(r

Article 66(4) of the AIFMD prov1des 1SF termination of Articles 36 and 42 by a Commission
delegated act made pursuant Avticle 68(6). The delegated act must be adopted three
months after ESMA has glﬁ%mtlve advice pursuant to Article 68(1) on terminating the
national regimes, if any, '\\Q & under Articles 36 and 42.

ESMA’s advice m &"aw three years after the 22 July 2015 advice relating to extending
passporting rightsdfor the marketing of non-EU AIFs by EU AIFMs within the meaning of
Article 35 and Articles 37—41. In other words, ESMA must give termination advice by 22
July 2018.

5. Marketing ro retail investors (Article 43)

Without prejudice to other instruments of EU law, Member States may allow AIFMs to
market to retail investors in their territory units or shares of AIFs that they manage in accord-
ance with the ATIFMD, irrespective of whether such AIFs are marketed on a domestic or
cross-border basis or whether they are EU or non-EU AIFs.5%8

687 AIFMD, Art 42(1)(a). Competent authorities and AIF investors referred to in the Articles specified in
Art 42(1)(a) are deemed to be those of the Member States where the AIFs are marketed.
688 ATFMD, Art 43(1), first paragraph.
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Ifa Member State allows AIFMs to market units or shares of AIFs they manage in accordance
with the AIFMD in their territory, stricter requirements may be imposed on the AIFM or the
ATF than the requirements applicable to the AIFs marketed to professional investors in their
territory in accordance with the Directive.8

However, Member States must not impose stricter or additional requirements on EU AlFs
established in another Member State and marketed on a cross-border basis than on AlFs
marketed domestically.5%°

Member States that permit the marketing of AlFs to retail investors in their territory must,
by 22 July 2014, inform the Commission and ESMA about the types of AIF AIFMs may
market to retail investors in their territory and any additional requirements the Member
State imposes for the marketing of AIFs to retail investors.5?!

Member States must also inform the Commission and ESMA of any subsequent changes

with regard to the information referred to in paragraph 1.569.5 \
~0

A5
X. Competent Authorities and Superv1so~ri’owers

2N
1. General Q\\C

Chapter IX (competent authorities) of the AIFMD c>\'\a ins two sections: Section 1 (des-
ignation, powers, and redress procedures)®®? and &\:‘ “un 2 (Cooperation between different
694 R
competent authorities). AN N
Q \v
2. Designation, 6 and redress procedures

A. General

Section 1 of Chapter IX of th ;*‘PMD contains provisions regarding the designation,
responsibilities, and powers offcompetent authorities in the Member States, as well as the
powers and competences,rxkgMA 695

B. Powers of the CQ&} u°nt authorities in the Member States
The compet Qﬁkﬂormes in the Member States have the power to:

(a) have accéss to any document in any form and to receive a copy of it;

(b) require information from any person related to the activities of the AIFM or the
AIF and if necessary to summon and question a person with a view to obtaining
information;

(c) carry out onsite inspections with or without prior announcements;

(d) require existing telephone and existing data traffic records;

689 AIFMD, Art 43(1), second paragraph, first sentence.
690 ATFMD, Art 43(1), second paragraph, second sentence.
691 AIFMD, Art 43(2), first paragraph.

692 AIFMD, Art 43(2), second paragraph.

693 ATFMD, Arts 44-49.

694 ATFMD, Arts 50-55.

695 ATFMD, Arts 44-47.
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(e) require the cessation of any practice contrary to the provisions adopted in the imple-
mentation of the AIFMD;

(f) request the freezing or the sequestration of assets;

(g) request the temporary prohibition of professional activity;

(h) require authorized AIFMs, depositaries, or auditors to provide information;

(i) adopt any type of measure to ensure that AIFMs or depositaries continue to comply

with the requirements of the AIFMD applicable to them;

(j) require the suspension of the issue, repurchase, or redemption of units in the interest of
the unit-holders or of the public;

(k) withdraw the authorization granted to an AIFM or a depositary;

(1)  refer matters for criminal prosecution;

(m) request that auditors or experts carry out verifications or investigations.5%

C. Powers of ESMA
ESMA may request the competent authority or competent authorities to ta%gy of the fol-

lowing measures, as appropriate: f

(a) prohibit the marketing in the EU of units or shares of AIFs ma *&by non-EU AIFMs
or of non-EU AIFs managed by EU AIFMs (i) without autwﬁmon (Article 37 of the
AIFMD),% (ii) without notification (Articles 35, 39, $ @) 698 or (iii) without being
allowed to do so by the relevant Member States (Artlc ‘(/) ;599

(b) impose restrictions on non-EU AIFMs relating t J nanagement of an AIF in case of
excessive concentration of risk in a specific m 250 a cross-border basis;

(c) impose restrictions on non-EU AIFMs rel}i&)o the management of an AIF where
its activities potentially constitute an 1mr\\ wnt source of counterparty risk to a credit
institution or other systemically releyant)nstitutions.”®

ESMA may only take these measures (7 Ma'substantial threat exists, originating or aggravated
by the activities of AIFMs, to the Crdelry functioning and integrity of the financial markets
or to the stability of the ﬁnan§§sy stem in the EU with cross-border implications; (ii) the
relevant competent autho;u(‘* wve not taken (adequate) measures to address the risk.7%!

."\ . ..
3. Mperation between different competent authorities

Section 2 of Chagter IX of the AIFMD contains provisions on (i) the obligation of the
competent authorities to cooperate with each other and with ESMA and the ESRB, (ii) the
transfer and retention of personal data, (iii) disclosure of information to third countries, (iv)
exchange of information relating to the potential systemic consequences of AIFM activity,
and (v) cooperation in supervisory activities.’? Section 2 concludes with a provision on
dispute settlement.”03

6% AIFMD, Art 46(2).

697 See paras 1.161-1.175.

698 See paras 1.10, 1.537-1.538, 1.550-1.551, 1.556.
699 See paras 1.560-1.563.

700 ATEMD, Ar 47(4).

701 AIFMD, Art 47(5).

702 ATFMD, Arts 50-54.

703 AIFMD, Art 55.
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In case of disagreement between competent authorities of Member States on an assessment,
action, or omission of one competent authority in areas where the AIFMD requires coop-
eration or coordination between competent authorities from more than one Member State,
competent authorities may refer the matter to ESMA which may act in accordance with the
powers conferred on it under Article 19 of the ESMA Regulation (settlement of disagree-
ments between competent authorities in cross-border situations).”®

XI. Transitional and Final Provisions

Chapter X of the AIFMD contains several transitional and final provisions, inter alia on
the exercise of the Commission’s powers to adopt delegated acts, revocation of the power
to adopt delegated acts by the European Parliament or the Council, objections to delegated
acts by the European Parliament and the Council, assistance of ESMA to the Commission in
developing delegated acts, transitional provisions, amendments to otherdirectives, transpo-
sition of the AIFMD into national law (by 22 July 201379), and revi;@ entry into force

of the AIFMD (21 July 201179).707 . c\‘\
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704 ATEMD, Art 55.
705 AIFMD, Art 66.
706 ATIFMD, Art 70.
707 AIFMD, Arts 56-71.
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