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The Current State of U.S.
Public Cryptocurrency
Funds

Davis Polk & Wardwell LLP

Introduction

One of the many plotlines shaping the emerging cryptocur-
rency' story involves repeated attempts by fund sponsors to
bring exchange-traded cryptocurrency-related funds (“cryp-
tocurrency ETFs”) to the U.S. investing public. No such
sponsor has succeeded to date. Proponents of such funds, on
the one hand, argue that these products would: (1) improve
the existing means by which retail investors obtain exposure
to cryptocurrencies (for example, by simplifying asset acqui-
sition and custody); and (2) provide structural benefits to the
existing cryptocurrency markets (for example, by deepening the
pool of available liquidity). The U.S. Securities and Exchange
Commission (“SEC”), on the other hand, continues to express
a number of concerns — primarily, questions involving the integ-
rity of the cryptocurrency spot market, including the online
exchanges where such assets trade. This chapter will describe
the general features of the cryptocurrency ETFs that the SEC
has so far considered, along with the SEC’s principal reasons for
declining to approve any such funds. Finally, it will consider
what 2020 may hold in store for these products, including the
industry’s efforts to improve the public perception of the cryp-
tocurrency spot markets.

A Tight Spot and Murky Futures

In 2018 and 2019, the SEC considered rule change applications?
that would allow for cryptocurrency ETFs of two different
varieties: (1) funds intending to transact in the cryptocurrency
spot market and to hold cryptocurrencies directly (“spot posi-
tion-based ETFs”); and (2) funds intending to gain crypto-
currency exposure through futures (“futures-based ETFs”).
Further, futures-based ETTs can be divided into long funds,
which seek to mirror the performance, both daily and over time,
of leading Bitcoin futures contracts listed and traded on regu-
lated U.S. national futures exchanges, and short funds, which
seck to do the opposite. The proposed futures-based ETFs
only pertain to Bitcoin for the moment, as no other crypto-
currencies are the subject of futures contracts in a regulated
U.S. matket.” Additionally, most proposed spot position-based
ETFs have also focused solely on Bitcoin, although at least one
proposed spot position-based ETF intended to invest in a basket
of cryptocurrencies.

The SEC and its staff, in declining to approve any such ETF
— whether spot position-based or futures-based — have primarily
cited concerns around the cryptocurrency spot market, including
the online exchanges where such assets trade. The SEC has
focused on this because the market price for the ETF shares
will be heavily influenced by trading activity in the lightly regu-
lated, underlying cryptocurrency spot markets. In particular,
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the arbitrage mechanism underlying all ETFs causes their
share price to be particularly sensitive to changes in the price
of the underlying assets. This arbitrage mechanism — effected
through the in-kind creation and redemption process under-
taken by authorised participants — is intended to ensure that an
ETT’s share price closely tracks the ETF’s net asset value per
share (“NAV”). For example, if the ETF’s shares are trading
at a premium to NAV, authorised participants will create new
shares at NAV (“creation units”) and sell them on the open
market. If the fund’s shares are trading at a discount to NAYV,
authorised participants will buy shares on the open market and
redeem them at NAV. This mechanism generally works well to
keep ETF shares in line with NAV, but makes the integrity of
an ETE’s share price vulnerable to issues in the markets for the
underlying asset (and, in the case of a futures-based ETF, the
assets underlying the futures contracts in the ETF’s portfolio).
In that regard, the SEC and its staff have noted that the low
liquidity of cryptocurrency exchanges could inhibit an ETF’s
arbitrage mechanism by limiting the ability of authorised partic-
ipants to obtain sufficient quantities of the underlying asset to
support creation transactions without affecting the underlying
market price. The SEC also noted that less liquid markets are
more susceptible to manipulation and that, moreover, much of
the volume in cryptocurrency trading occurs outside the United
States in venues that are suspected to experience significant
manipulation. The SEC thus raised concerns that manipula-
tion in spot markets could, ultimately, adversely affect the integ-
rity of the price of an ETF’s shares or even permit the shares
themselves to be manipulated. In addition, the SEC and its
staff noted that cybersecurity, theft, hacking and operational
issues, which have plagued cryptocurrency exchanges, could
also inhibit the operation of a cryptocurrency ETFE, such as by
reducing liquidity or permitting price manipulation.
Unfortunately for the ETF industry, the recent history of
cryptocurrency exchanges offers several examples from which
the SEC can draw to support its concerns. Over the past several
years, a number of cryptocurrency exchanges have been closed
due to cybersecurity breaches and theft, in amounts totalling
over $1 billion (USD). For instance, the now infamous Mt. Gox
exchange filed for bankruptcy in 2014, claiming $63.6 million
(USD) of outstanding debt, in connection with losing 750,000 of
its customers’ Bitcoins, along with 100,000 of its own.*
Additionally, in early 2019, one of the largest Canadian
exchanges was unable to retrieve at least $190 million (USD)
worth of customer funds.” After the mysterious death of its
founder, customers quickly learned that this individual had the
sole power to authorise movement of customer funds — fiat and
cryptocurrency alike. While an investigation is currently ongoing,
this episode highlights the lack of appropriate operational risk
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management in some cryptocurrency exchanges, even large
exchanges located in countries with robust financial regulatory
systems.®

Furthermore, in late 2017, an anonymous blogger cited publicly
available trading data to conclude that a trading bot, aptly nick-
named “Picasso”, was engaging in paint-the-tape-style manipula-
tion on one of the largest and most prominent U.S. exchanges.”
This strategy involved the alleged buying and selling of Bitcoin
and Bitcoin Cash between affiliated accounts in otder to create
the appearance of substantial trading activity and, ultimately, to
influence the price of such assets. Other reports of manipulative
practices include so-called “banging the close™ and “spoofing”
and have been the subject of a high-profile criminal investigation
by the U.S. Department of Justice."

More broadly, these episodes illustrate the SEC’s general obser-
vation that no cryptocurrency spot market, whether in the United
States or abroad, is subject to governmental oversight on par with
U.S. national securities exchanges, which are held to high cyber-
security and operations standards, and are required to take steps
to detect and deter price manipulation and fraud. For example,
the SEC rejected arguments that Gemini Exchange was a suffi-
ciently regulated market simply by virtue of its New York State
trust charter and supervision by New York’s Department of
Financial Services.

While it is too early to anticipate what effect they will have
in the near term, several trends may help the industry overcome
the SEC’s concerns with the state of the spot markets. First,
not all SEC commissioners are convinced that the market issues
are so grave that they should prevent the launch of a cryptocur-
rency ETF. In particular, Commissioner Peirce made waves with
her dissent from the SEC’s order disapproving the listing of one
such fund, arguing that such disapprovals effectively preclude
greater institutionalisation of cryptocurrency markets, and accord-
1 Consider,
for example, price fragmentation — i.e., the tendency for crypto-

ingly, raise even greater investor protection concerns.

currencies to vary in price, from time to time, across different
exchanges. Commissioner Peirce notes that authorised partici-
pants would minimise fragmentation because, in the process of
composing creation units, such participants could obtain crypto-
currency from any source. Because authorised participants have
an incentive to buy at the lowest prices available, such author-
ised participants would effectively keep prices close together
by “bidding up” the price on certain exchanges where the price
started to diverge downward from the market.

Second, industry participants have joined forces in an effort
to allay concerns of the SEC and the broader market related
to issues of market integrity. For example, in November 2018,
several large cryptocurrency companies — including prominent
exchanges, OTC dealers and investment and trading firms —
announced the formation of the Association for Digital Asset
Markets (“ADAM?”)."> ADAM’s stated goal is to provide a frame-
work for self-regulation in the cryptocurrency spot market, in the
form of a Code of Conduct, which would deter market manipu-
lation and promote market integrity, risk management and data
protection, among other things. Eventually, ADAM could take
on a more active self-regulatory-type role within the industry
(e.g., by resolving disputes, disciplining members and promul-
gating licences).

Third, well-established and trusted financial services compa-
nies are beginning to offer custody solutions, which include
robust security procedures and large insurance policies. For
example, in 2019, Fidelity Investments launched Fidelity Digital
Asset Services (“FDAS”)
form for securing, trading and supporting digital assets, such
as Bitcoin.®  On November 19, 2019, the New York State

a full-service enterprise-grade plat-

>
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Department of Financial Services (the “NYDFS”) announced
that it had granted FDAS a charter under New York banking law
to operate as a limited liability trust company.**

Finally, fund sponsors continue to engage in rigorous, substan-
tive discussions with the SEC and its staff. For instance, in
October 2019, the SEC issued an order disapproving the proposed
Bitwise Bitcoin ETF rule change, noting that the proposal for
this spot position-based ETF, which had been filed with NYSE
Arca in January 2019, fell short of meeting the legal requirements
to ptevent market manipulation and other illicit activities.”” This
order was largely consistent with the SEC’s prior rejections;
however, the 112-page order was distinguishable from previous
denials for several reasons. First, the denial shows that measur-
able progress has been made in the eyes of the SEC and its staff
since the Winklevoss Bitcoin Trust denial in 2018. For example,
sponsors have realised and responded to the fact that the SEC
staff tended to: (1) disfavour pricing mechanisms that rely on a
single exchange, due to the risk that a public cryptocurrency fund
would overwhelm that market; and (2) favour the use of surveil-
lance-sharing agreements with regulated markets of significant
size. Bitwise sought to address these concerns by proposing a
pricing mechanism based on a small set of identified spot market
venues that have “real” trading volume.” Nonetheless, the SEC’s
denial indicated that the current data is insufficient; it needs
more data on where price discovery occurs and, possibly, surveil-
lance-sharing agreements with underlying spot market trading
venues. One continuing hurdle which sponsors must contend
with is the fact that two of the largest Bitcoin trading venues are
largely outside of the jurisdiction of U.S. regulators: (1) Binance,
the largest Bitcoin spot market, which is based in Malta and is
not registered with FinCEN or the NYDFS; and (2) BitMEX,
the largest synthetic market for Bitcoin, which is based in the
Seychelles and has been the subject of ongoing investigation by
the CFTC.V

The lead-in to 2020 has seen SEC staff apparently willing
to engage with fund innovation in this area, as evidenced by
the SEC’s approval of the NYDIG Bitcoin Strategy Fund (the
“NYDIG Bitcoin Fund”), a registered closed-end interval
fund launched by Stone Ridge Asset Management that invests
in cash-settled Bitcoin futures contracts traded on CFTC-
registered exchanges, which is offered to institutional investors
and their clients.!® Dalia Blass, Director of the SEC’s Division
of Investment Management, referenced the NYDIG Bitcoin
Fund’s registration in a keynote speech at the Investment
Company Institute’s Securities Law Developments Conference
in December 2019, where she addressed the topic of fund
innovation.

Director Blass noted that the risks presented by the digital
asset markets have been sufficiently mitigated by the NYDIG
Bitcoin Fund because: (1) the fund generally values its Bitcoin
futures holdings at daily settlement prices reflected on a
CFTC-registered exchange, consistent with the principles
of the Investment Company Act of 1940 and U.S. generally
accepted accounting principles; (2) the fund invests in cash-set-
tled futures, so it does not present the custody challenges asso-
ciated with direct holdings of digital assets; (3) the fund is a
closed-end interval fund, so it does not offer daily redemptions
and thus is not subject to potentially large, unexpected liquidity
demands over short periods; (4) the fund is an unlisted fund,
so its pricing does not depend on an efficient arbitrage mech-
anism and the willingness of market makers to make markets
in a fund pursuing a digital asset strategy; and (5) the fund has
implemented certain limitations on the offering, such as insti-
tuting an initial $25 million cap and offering only to clients of
professional investment advisers.
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Additional Core Concerns

The SEC’s disapprovals throughout 2018 and 2019 of various
proposed cryptocurrency ETFs, as described above, were fore-
shadowed by the January 2018 letter from Director Blass. This
letter was addressed to industry sponsors and pertained to cryp-
tocurrency ETFs, both ETFs and public, non-exchange-traded
funds, and offered a list of questions that sponsors would be
expected to address when attempting to bring these products to
market. In particular, in addition to the manipulation concerns
cited by the SEC in its disapproval orders, the letter highlighted
the apprehensions of SEC staff about valuation, liquidity, custody
and arbitrage.

A. Valuation

The letter first addressed staff concerns about valuation chal-
lenges in calculating cryptocurrency ETFs” NAV. In general,
public mutual funds and ETFs in the United States are required
to value their assets each business day to calculate an NAV. This
is important for determining fund performance and the price at
which investors may purchase or redeem shares. In particular,
SEC staff expressed concerns about whether cryptocurrency
ETFs would have the information necessary to appropriately
value cryptocurrencies, given their volatility, the fragmenta-
tion and general lack of regulation of underlying cryptocurrency
markets and the nascent state of and current trading volume in
the cryptocurrency futures markets.” SEC staff also questioned
how and which policies would be instituted in order to properly
establish the “fair value” of a cryptocurrency fund’s portfolio.
For instance, SEC staff expressed concern over how funds’ valu-
ation and accounting policies might be designed to address cryp-
tocurrency-specific risks, such as when a blockchain diverges
into different paths (a “fork”), which can produce different
cryptocurrencies with differing prices, and how this possibility
would be recognised in the fund’s NAV.

B. Liquidity

The letter next discussed staff concerns about liquidity — specif-
ically, the importance of funds maintaining sufficient liquidity
such that daily redemptions would be possible, given that an
essential feature of most U.S. ETFs, and other public open-end
funds, is daily redeemability. SEC staff also expressed doubt
over digital currency funds’ ability to adhere to fund liquidity
requirements, which generally necessitate that most types of U.S.
ETTFs and other public open-end funds implement a liquidity risk
management programme, to be able to classify investments into
one of four categories and limit the fund’s investments in illiquid
securities to 15% of the fund’s total assets.

C. Custody

The letter also raised staff concerns relating to requirements
applicable to certain U.S. public funds, particularly regarding
custody of their holdings, and inquired as to how funds that
planned to directly hold cryptocurrencies would satisfy such
custody requirements. The letter asked these questions in light
of the underlying novel technical aspects of cryptocurrencies
and related cybersecurity threats, as well as in connection with
funds that plan to hold public cryptocurrency derivatives.
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D. Arbitrage

Next, the letter discussed SEC staff concerns related to how
well a cryptocurrency ETE’s arbitrage mechanism would be able
to function in light of the fragmentation, volatility and trading
volume of the cryptocurrency marketplace. As discussed above,
an ETP’s arbitrage mechanism is the fundamental means by
which the market price of the ETF’s shares is kept in line with
its NAV. SEC staff inquired whether cryptocurrency ETF spon-
sors had engaged with market makers and authorised partici-
pants in order to understand the feasibility of arbitrage in rela-
tion to cryptocurrency ETFs.

Conclusion

Given the SEC’s persisting qualms, no sponsor of either a spot
position-based ETT or futures-based ETT has succeeded yet in
convincing the SEC to let it offer cryptocurrency ETFs to U.S.
retail investors. We do not expect, however, that sponsors will be
deterred from continuing to push for cryptocurrency ETFs in the
United States in 2020. As the underlying spot markets mature,
sponsors’ chances for success will improve, although whether
success will be achieved this year remains to be seen. At the end
of 2018, SEC Chairman Jay Clayton had noted, “[w]hat inves-
tors expect is that the trading in that commodity that’s under-
lying the ETF is trading that makes sense, is free from the risk or
significant risk of manipulation”. He continued, “[tjhose kinds
of safeguards don’t exist in many of the markets where digital
currencies trade”, making it unlikely, he said, that the SEC will
approve a Bitcoin ETF in the near future.” Over the course of
2019, however, ETT sponsors made continued headway in their
conversations with the SEC, as illustrated by the Bitwise example
above. At the same time, the SEC has demonstrated a willing-
ness to engage in fund innovation in this area, as illustrated by
the NYDIG Bitcoin Fund, provided that the appropriate investor
safeguards are in place. These developments lead to cautious
optimism for a path forward for cryptocurrency ETFs.

Endnotes

1. Inthis chapter, “cryptocurrency” is used to refer to all decen-
tralised digital assets, whether they are intended to be used
in a currency-like manner (e.g., Bitcoin), or as part of a larger
platform (e.g., Ethereum). In addition to pure cryptocur-
rencies and privacy-focused coins, the broad range of gener-
al-purpose digital assets (“platform coins”) includes NEO
and Ravencoin, for instance. These platform coins also
enable the creation of new digital assets called “tokens”, that
are usually developed for a particular purpose or application.

2. Generic listing rules currently do not permit any national
exchange (e.g., NYSE Arca, NASDAQ or Cboe) to allow
trading in cryptocurrency ETFs. Consequently, the listing
exchange must submit, and the SEC must approve, a listing
rule specifically allowing such a fund. Such applications are
generally made pursuant to Rule 19b-4 under the Securities
Exchange Act of 1934, as amended (“Exchange Act”),
which: (1) requires public notice and comment; and (2)
provides that the SEC must make specific findings that the
rule change would be consistent with the Exchange Act’s
policy goals. See, e.g., Exchange Act Release No. 79183
(Oct. 28, 2016), 81 FR 76650 (Nov. 3, 2016) (amending, and
replacing, original rule filing in its entirety); Exchange Act
Release No. 34-83792, File No. SR-CboeBZX-2018-040
(Aug. 7, 2018); Exchange Act Release No. 34-83912, File
No. SR-NYSEArca-2018-02 (Aug. 22, 2018).
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Chapter 2

Registered Investment
Companies — Commercial
Considerations for First Timers

Allen & Overy LLP

Introduction to the Regulatory Framework

The Investment Company Act of 1940, as amended (the
Investment Company Act) is the principal U.S. federal regu-
latory regime applicable to investment funds. The Investment
Company Act broadly prohibits an entity that meets the defi-
nition of “investment company” from using means of U.S.
commerce to issue securities unless it registers with the U.S.
Securities and Exchange Commission (the SEC) or qualifies
for an exemption from registration. This chapter considers the
commercial implications of registering as an investment company
with the SEC under the Investment Company Act. As discussed
elsewhere in this publication, the SEC and other U.S. agen-
cies are considering regulatory reforms to the regimes appli-
cable to investment companies, and managers that are inter-
ested in entering the registered funds space must be mindful of
key commercial considerations as well as the evolving regulatory
landscape applicable to registered funds.

In this chapter, we provide a brief overview of the types of
registered funds and the key commercial and operational consid-
erations that could affect a manager sponsoring a registered fund
for the first time, with a focus on issues applicable to a non-U.S.
manager that is new to registered funds.

Types of Registered Funds'

If a fund cannot rely on an exemption from registration under
the Investment Company Act, it generally must register itself
with the SEC under the Investment Company Act and it must
register securities offered to the public under the Securities Act
of 1933, as amended (the Securities Act). The staff of the SEC
reviews registration statements (which may be on Form N-1A,
Form N-2, or other investment company forms) to seek to
ensure compliance with form requirements and related regula-
tions. The staff of the SEC may issue comments on the filing
prior to declaring the registration statement “effective”. An
open-end fund (discussed in more detail below), such as a mutual
fund which offers its securities to the public, must maintain a
current prospectus with the SEC by filing post-effective amend-
ments to its Securities Act registration statement. A closed-end
fund (discussed in more detail below) that offers securities to the
public may register the securities at the time of offering or main-
tain a shelf registration statement that permits the fund to offer
securities from time to time by, among other things, filing a
prospectus supplement with the SEC at the time of the offering.
A mutual fund and a closed-end fund respectively must provide
shareholders with annual and semi-annual reports containing
updated financial information and a list of the fund’s portfolio
securities, with closed-end funds also needing to file quarterly
reports like traditional public companies.
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Funds registered under the Investment Company Act gener-

ally fall into one or more of the categories below:

(a) Open-end funds
Open-end funds, many of which are commonly referred
to as “mutual funds,” offer their shares to investors on
a continuous basis. Open-end funds may be actively or
passively managed, but must invest at least 85% of their
net assets in liquid securities.? Mutual funds offer the
benefit of liquidity to investors and must allow investors
to redeem their interests at least once daily at the mutual
fund’s current netasset value. According to the Investment
Company Institute, as of year-end 2017, mutual funds total
net assets made up over 80% of the total net assets of all
U.S. registered funds.

(b) Exchange-traded funds
Exchange-traded funds (ETFs) are typically structured
as open-end funds, but differ in that they specifically
provide investors with exposure to an index or a pool of
assets. Instead of redeeming through the fund, most inves-
tors obtain liquidity by trading shares on an exchange at
market-set prices. Only “authorised participants” (such as
large broker-dealers) may buy and redeem ETF shares from
the ETF, which occur through in-kind purchases and sales.

(c) Closed-end funds
Closed-end funds are permanent capital vehicles that
offer various forms of interests to investors, whether debt
or equity (including convertible interests and warrants, in
certain cases). Unlike open-end funds, closed-end funds do
not offer their interests to investors on a continuous basis
and they may be publicly or privately traded. In the public
markets, closed-end funds function similarly to operating
companies and typically conduct an initial public offering
and subsequent follow-on offerings. A publicly traded
closed-end fund thus generally offers liquidity to investors
through secondary market trading, whereas liquidity for an
investor in a privately traded closed-end fund is somewhat
limited. A closed-end fund may, however, make periodic
tender offers. Closed-end funds include business develop-
ment companies (BDCs) and interval funds.

(d) Business development companies
A BDC is a type of closed-end fund that must invest a
significant portion of its assets in small and mid-sized U.S.
privately held companies. In exchange, the Investment
Company Act permits BDCs to have a higher leverage
ratio than traditional closed-end funds. Most BDCs are
lending vehicles that offer investors unique exposure to
the floating-rate lending market and are often referred to
as a part of the “shadow banking” industry in the U.S.
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(e) Interval funds
An interval fund is a closed-end fund that offers its
investors periodic liquidity events. Interval funds offer
redemptions to investors consistent with a pre-determined
schedule (generally every three months, six months or 12
months) pursuant to a fundamental policy of the fund.

(f) Unit investment trusts
Unit investment trusts (UITs) share some characteristics
with mutual funds and closed-end funds. UITs are not
generally actively managed funds, but instead buy and hold
securities in a static pool. UITs have an established termi-
nation date and investors receive dividends or interest
payments from the underlying portfolio.

Registered Funds Could Open Up a New Investor
Base for Fund Managers

According to the Investment Company Institute (the ICI), assets
in U.S. registered funds made up a record $22.5 trillion at year-end
2017, which represents an increase of over $3 trillion from the prior
year.’ At year-end 2017, retail investors (such as U.S. households)
held approximately 90% of U.S. mutual fund total net assets and
approximately 95% of long-term mutual fund total net assets.*
Mutual fund investments alone are spread across approximately
100 million investors, a substantial portion of which invest through
employet-sponsored retitement plans.” With such a high propor-
tion of retail investors investing in mutual funds for varied finan-
cial goals, mutual funds continually tend to attract additional capital
even in times of market uncertainty. ICI survey results have also
shown that younger generations tend to start investing in mutual
funds earlier than their older generation counterparts did, yet an
additional factor suggesting that the market will continue to grow.®

Any manager seeking additional streams of assets under
management would thus be wise to consider the depth and
breadth of the U.S. retail market, particularly because registered
funds have become the dominant investment vehicle for U.S.
retirement plans. The propensity of retail investors in the regis-
tered funds space is largely due to the fact that registered funds
are the only variety of U.S. securities fund permitted to offer to
U.S. retail investors without regard for regulatory sophistication
standards typical to hedge funds and private equity funds, such
as “accredited investor” or “qualified purchaser”.

Registered funds are attractive to investors because they provide
a transparent, efficient structure for investors to gain access to the
securities markets. U.S. retail investors generally do not qualify
to invest in traditional hedge funds or private equity funds due to
the high-net-worth requirements and steep minimum investment
amounts, and therefore must look to registered funds. From a
practical standpoint, registered funds are easy to invest in; they
do not require subscription documents or extensive verification
procedures, making the investing process more streamlined than
traditional hedge funds and private equity funds.

Regardless of whether a manager is seeking U.S. retail or insti-
tutional investors, registered funds provide transparency and
can deliver a tax-efficient structure via pass-through tax treat-
ment that can eliminate K-1 tax reporting and block certain U.S.
state taxation at the fund level. Similarly, managers can raise an
unlimited amount of capital subject to the Employee Retirement
Income Security Act of 1974 (ERISA) in a registered fund
without additional compliance burdens, compared to privately
offered funds which typically limit ERISA investments or must
comply with qualified professional asset manager (QPAM) and
other ERISA requirements.

Registered funds are also not “covered funds” under the
Volcker Rule, which generally prohibits banks and affiliated

anki entities from acquiring “ownership interests” in o
banking entities from acquiring “ownership interests” in or
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sponsoring covered funds. By excluding registered funds from
the definition of “covered fund”, the Volcker Rule has provided
a competitive advantage to registered funds over private funds in
attracting U.S. bank capital. Registered funds offered by tradi-
tional private fund managers alongside those managers’ private
funds may provide an attractive alternative to banks and bank affil-
iates that are considering alternatives to private fund investments.

Commercial and Operational Considerations

All registered funds are subject to numerous substantive
requirements and restrictions, such as periodic public reporting
to the SEC and to investors, limits on the use of leverage and
derivatives, prohibitions on principal and joint transactions
with insiders and affiliates, limitations on investing in other
funds, and specific board governance requirements. Managers
must be familiar with these issues, and, more importantly, must
understand how these issues translate into a number of broader
commercial and operational issues, any of which may affect a
manager’s core enterprise and strategy, including the following:
(a) Any manager advising a registered fund must register
with the SEC as an investment adviser
The Investment Advisers Act of 1940, as amended (the
Advisers Act) requires managers of registered funds —
including sub-advisers to registered funds — to be regis-
tered with the SEC, regardless of their amount of assets
under management, the number of U.S. investors or
clients, or the location of the manager’s principal place of
business. Non-U.S. managers and alternative managers
that currently rely on the “exempt reporting adviser”
or the “foreign private fund adviser” exemption must
consider the implication of a full registration with the SEC.
However, the additional Advisers Act requirements alone
do not materially increase the compliance obligations that
the Investment Company Act imposes on a manager of a
registered fund, particularly because exempt managers at
all times remain subject to the Advisers Act’s broad anti-
fraud, recordkeeping and insider trading requirements.
(b) Performance fees are generally prohibited, and inves-
tors pay close attention to fees and expense ratios
Managers will not be able to charge performance fees
unless they conduct limited offerings to certain classes of
sophisticated investors, such as through the Investment
Company Act’s funds of hedge funds or funds of private
equity funds (which would eliminate many retail inves-
tors). In a rare exception, the Investment Company
permits a manager of a BDC to charge a performance fee.
Investors will scrutinise management fees and a fund’s
overall expense ratio, and managers willing to sacrifice
some economics by setting a lower assets-under-man-
agement fee must pay close attention to the fund’s all-in
expense ratio that includes administrative, trading and
operational costs.
Registered funds in general tend to have higher expenses
than traditional privately offered hedge funds and private
equity funds. Mutual funds, in turn, tend to have higher
management and administrative expenses than traditional
closed-end funds. Many of these expenses arise from the
fact that a registered fund typically engages a number of
service providers, including for example, a distributor
or principal underwriter, a transfer agent, a custodian,
an independent auditor, an independent valuation firm,
legal counsel for the fund, independent legal counsel for
the board and a proxy firm. The SEC’s recently adopted
liquidity management rules, pursuant to which open-end
funds will be required to classify assets in six specific

ICLG.com

© Published and reproduced with kind permission by Global Legal Group Ltd, London




Registered Investment Companies — Commercial Considerations for First Timers

©

@

©

liquidity categories and conduct an ongoing review of the
fund’s liquidity, are also likely to add to an open-end fund’s
expenses.

Distribution of open-end fund shares, and offerings of
closed-end fund shares, are each critical to success
Somewhat different to the buyer-driven market of hedge and
private equity funds, the market for registered funds is devel-
oped through proactive retail sales efforts, and registered
funds must be heavily marketed to attract an investor base.
This means that managers must seek out distribution partners,
in the case of open-end funds, and carefully consider under-
writing lead and syndicate options, in the case of a closed-end
fund. Distribution partnership options for open-end funds
take many forms, from traditional sub-advisory roles with
multi-manager funds to series trusts sponsored by a manager
with a strong distribution network. Similarly, underwriter
selection for closed-end funds requires careful diligence.
Managers must ensure that their strategies can
perform as expected in a registered fund wrapper, and
not all performance is portable for marketing purposes
Open-end fund strategies tend to focus on the most liquid
of securities, including long/shott equity, and some event-
driven or credit strategies that do not rely on illiquid secu-
rities. Closed-end funds, on the other hand, are not subject
to portfolio liquidity requirements, do not offer their
shares continuously, and are not subject to daily redemp-
tion requests. Thus, a manager of a closed-end fund may
pursue a more flexible investment strategy involving, by
way of example, an illiquid portfolio that focuses on fixed
income securities and borrowing through the issuance of
senior securities. While a flexible investment strategy may
be more attractive to certain managers, closed-end funds
tend to attract a smaller portion of U.S. retail capital. Many
closed-end funds also trade at a discount to net asset value
per share and consequently struggle to offer interests that
reflect the fund’s assessed net asset value in follow-on offer-
ings. A manager determining whether to launch a regis-
tered fund should consider a “test run” of its registered fund
strategy in a model portfolio sleeve, private fund or seed-
only vehicle prior to marketing a registered fund.

A manager secking to market its registered fund by using
the performance of other funds or accounts must conform
to strict SEC guidelines that generally require uniformity of
strategy and personnel for such performance information to
be used in an offering. Moreover, managers should conduct
thorough pre-testing of their strategies within the liquidity,
leverage and co-investment limitations of the Investment
Company Act to condition their expectations and the expec-
tations of investors, and to establish appropriate internal
procedures that seek to comply with these limitations.

Many fund managers have explored sponsoring registered
funds that invest, at least in part, in cryptocurrencies and
cryptocurrency-related products. The SEC continues to
express concern over these investments and whether they
are consistent with the requirements that apply to registered
funds. For example, in the case of mutual funds, the staff
of the SEC has questioned whether cryptocurrency-related
products would comply with the liquidity requirements of
the Investment Company Act. Consequently, managers
exploring such a strategy should be cautious given the staff
of the SEC’s general uncertainty and the current lack of
regulation.

Managers must be cautious not to cannibalise their
existing product offerings

Not all potential investors will find it optimal to invest in
a registered fund, and managers should be mindful about

ICLG.com
© Published and reproduced with kind permission by Global Legal Group Ltd, London

®)

(®

(M

offering products that may replace existing offerings at a
lower cost, particularly given the risk that a manager could
give up a performance fee on a non-registered product.
Managers whose strategies already conform in material
part to the Investment Company Act should consider steps
to distinguish a potential registered fund offering from
existing offerings.

Retail investors can be reactive and are a focus of SEC
enforcement

Retail money is not “sticky
may make large redemptions when markets decline, which
could quickly and drastically reduce assets under manage-
ment for a manager of an open-end fund. Investors in
closed-end funds and interval funds similarly may attempt
to sell or redeem shares and lower the share trading price.
While the Investment Company Act permits some use of
redemption fees in the case of an open-end fund, managers
cannot generally lock up investors in the fund. Managers
may wish to choose an investment strategy that comple-
ments an investor’s existing portfolio (such as a non-cor-
relative strategy designed to reduce overall volatility and
risk) and thoroughly educate selling brokers, advisers and
investors about the specific role that the registered fund is
intended to play in the manager’s platform as a means to
prevent large-scale redemptions.

The SEC continues to focus on protecting retail investors,
given the potential lack of sophistication compared to typical
hedge fund and private equity fund investors. In fact, the
SEC’s Office of Compliance Inspections and Examinations
(OCIE) announced in 2018 that it would prioritise exam-
ining advisers of mutual funds with poor performance to
ensure that the funds are complying with applicable regu-
lations and disclosing risks adequately. In particular,
OCIE’s priorities focus on never-before-examined invest-
ment advisers. Unregistered advisers that will be required
to register as a result of advising a registered product should
thus be conscious of compliance pitfalls at the outset and
should engage appropriate compliance advisers.
Registered funds may avoid double taxation
Registered investment companies may elect to be treated
as a “regulated investment company” (RIC) under the
U.S. Internal Revenue Code (the Code) in order to avoid
double taxation. If a registered fund elects to be treated
as a RIC and complies with the RIC requirements under
the Code (including diversification requirements and the
requirement to distribute 90% of the fund’s net investment
income to investors), the fund will not be subject to U.S.
federal income tax on its income and capital gains.

A registered fund must generally be organised in the U.S.
Section 7(d) of the Investment Company Act prohibits
a non-U.S. fund from registering under the Investment

”»

— investors in open-end funds

Company Act unless it has received exemptive relief
to do so from the SEC. The SEC has historically only
granted such relief on very rare occasions, with the result
of Section 7(d) being that it is practically impossible for a
non-U.S. fund to register as an investment company. Since
a fund pursuing a typical open-end fund or closed-end
fund strategy would be required to register to offer secu-
rities in the U.S., a manager sponsoring a registered fund
must be prepared to organise the fund in the U.S. and to
address related considerations of having a U.S. organised
client.® The fact that a registered fund must be organised
in the U.S. does not necessarily require a manager to have
a U.S. presence.
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Endnotes

1. In this chapter, we focus on the commercial and operation
considerations associated with typical open-end funds and
closed-end funds. We do not specifically address in detail
the commercial and operational nuances of other regis-
tered funds, such as UITs, money-market funds and busi-
ness development companies.

2. Atleast 85% of a mutual fund’s net assets must be held in
“liquid securities”, which are generally securities that can
be disposed of within seven calendar days.

3. 2018 Investment Company Fact Book, Investment Company
Institute, available at http://www.icifactbook.org/.

4. 2018 Investment Company Fact Book, Investment Company
Institute, available at http://www.icifactbook.org/.

5. 2018 Investment Company Fact Book, Investment Company
Institute, available at http://www.icifactbook.org/.

6. 2017 Investment Company Fact Book, Investment Company
Institute, available at https://www.ici.org/pdf/2017_fact-
book. pdf/.

7. Of course, a commodity trading adviser or an equity real
estate manager could raise U.S. retail capital through
a vehicle registered under the Securities Act that avoids
holding securities, such as a commodity pool or an equity
REIT. Certain specific asset classes that qualify for
Investment Company Act exemptions (such as mortgage
pools and oil and gas funds) may also be publicly offered
to U.S. retail investors.

8. Most open-end funds and some closed-end funds are
organised in Delaware or Massachusetts due to favourable
tax and corporate governance laws. Certain closed-end
funds are incorporated in Maryland for similar reasons.
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Credit Facilities for
Registered Investment
Funds

Ropes & Gray LLP

While registered investment funds are primarily capitalised by
the sale of equity securities to public investors, the liquidity
afforded through use of credit facilities can provide important
benefits to these funds.

Registered fund credit facilities differ for open-end and
closed-end funds, given their different capitalisation, regulatory
requirements and liquidity needs.

Open-end funds, which issue an unlimited number of daily
redeemable shares, utilise revolving credit facilities to ensure
sufficient liquidity to finance share redemptions and to meet
other short-term liquidity needs. They may also take such
facilities into account as part of their liquidity risk manage-
ment programmes under liquidity risk management rule and
related requirements mandated by the Securities and Exchange
Commission (“SEC”).!

Closed-end funds, which issue a limited number of shares that
are not redeemable by the investor, use revolving and term loan
facilities to seek greater investment returns through the leverage
that these facilities provide, and to help provide short-term
liquidity, including to effect issuer tender offers or open market
share repurchase programmes and, in the case of interval funds
(which offer periodic share redemption opportunities), to fund
share repurchases.

The use of credit facilities by both open-end and closed-end
funds is regulated by Section 18 of the Investment Company
Act of 1940 (the “40 Act”), although the requirements differ
for open-end versus closed-end funds. These regulatory require-
ments, coupled with the unique nature of registered 40 Act
funds, make it critically important for a fund’s business team and
its compliance and finance legal teams to work in close coordi-
nation. The purpose of this chapter is to highlight the prin-
cipal issues that arise for a registered fund borrower proposing
to enter into a credit facility.

Regulation Under Section 18 of the ‘40 Act

Asset Coverage Test

One of the primary restrictions on use of a credit facility by a
registered fund is the applicable asset coverage test imposed by
Section 18. This test requires that a fund’s total assets winus
liabilities (other than “senior securities representing indebted-
ness”) cannot be less than 300% of the fund’s “senior securi-
ties representing indebtedness”. “Senior securities representing
indebtedness” is defined generally as any bond, debenture, note
or similar obligation or instrument constituting a security and
representing indebtedness. The ‘40 Act definition of “security”
includes notes and other evidence of indebtedness that would
not necessarily constitute securities under the Securities Act of
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1933 or other contexts. As a result, credit facilities constitute
“senior securities representing indebtedness” for purposes of
the asset coverage tests.”

Derivatives covered by segregated assets are generally disre-
garded for purposes of the asset coverage test, with the segre-
gated assets in respect of such derivatives and the liability repre-
sented by the derivatives ignored for purposes of the calculation.
We note that under re-proposed Rule 18f-4 that has been prom-
ulgated by the SEC, this treatment would change for reverse
repurchase agreements and “similar financing transactions”
such that any related liabilities and segregated assets would be
included in the asset coverage calculation.” To the extent that
the rule is adopted, and following a contemplated one-year tran-
sition period, calculations of the asset coverage test will need to
reflect such transactions.

Differences in Regulation of Open-End and Closed-End Funds

The restrictions under Section 18 differ for open-end and
closed-end funds.

Section 18(f) permits open-end funds to borrow only from
a “bank” (as defined in Section 18(f)), and prohibits open-end
funds from issuing preferred stock or any other type of “senior
security”. Open-end funds are required to comply with the
300% asset coverage test at all times, although the 40 Act
permits a three-business-day cure period for the fund to bring
itself back into compliance.

In contrast, Section 18(a) requires compliance by a closed-end
fund with the 300% asset coverage test only at the time of the
incurrence of indebtedness or at the time of the declaration of
a dividend or of a share repurchase. Section 18(c) prohibits any
closed-end fund from issuing more than a single class of indebt-
edness, although, for purposes of this restriction, two or more
issuances of debt which are pari passu with one another (i.e.,
having equal and ratable rights against the assets of the fund) are
generally considered to be a single class, notwithstanding that
the debt instruments may have different economic and other
characteristics.*

Other Credit-Type Obligations

Both open-end and closed-end funds may routinely incur other
credit-type obligations such as currency hedging exposure,
reverse repurchase and securities lending transactions (where a
fund either lends or sells (subject to repurchase rights) portfolio
assets to a third party or borrows or purchases (subject to repur-
chase rights) assets from a third party), dollar rolls (where a secu-
rities lending or repurchase financing automatically extends for

ICLG.com

© Published and reproduced with kind permission by Global Legal Group Ltd, London




Credit Facilities for Registered Investment Funds

subsequent terms), derivative exposure and similar credit-type
devices. Under SEC Release 106606, these items are generally
not considered senior securities representing indebtedness for
purposes of Section 18 if such exposure is adequately covered by
liquid portfolio assets or by offsetting positions.

In addition, many fund groups with the same investment
advisor obtain authorisation by SEC exemptive order to lend
amounts to each other as a supplement to their third-party credit
facilities and other credit-type arrangements. Funds utilising
interfund lending must adopt policies with respect to interfund
lending arrangements and observe other conditions required by
their applicable SEC exemptive order.

Fund Level Restrictions

Other important sources of restrictions on fund borrowing may
be found in the governing documents and investment policies
of the fund itself. These must be reviewed in connection with
a contemplated credit facility to ensure compliance with their
requirements.

Registered investment funds are required to adopt as part
of their “Fundamental Investment Policies” (i.e., policies that
cannot be altered without a sharecholder vote) a Fundamental
Investment Policy with respect to borrowings by the fund. Such
Fundamental Investment Policies may impose specific asset
percentage or other limitations on borrowings by the fund that
are more restrictive than those imposed by Section 18, or could
prohibit borrowing altogether. Restrictions on borrowings may
also be imposed by a fund’s charter, bylaws or non-fundamental
investment policies. The charter can generally be modified
only by shareholder action, while bylaws and non-fundamental
investment policies may be modified by action of the board.

Board approval is required for the fund’s entry into borrowing
facilities and, where a credit facility has multiple affiliated
borrowers, the boards of each applicable borrower must also
approve the methodology of allocating commitment fees and
borrowing opportunities. Since legal opinions of finance counsel
to the fund are generally required by lenders in connection with
the entry into a credit facility and may be required in connection
with annual renewals or other amendments, it is important that
finance counsel to the fund be involved in reviewing the rele-
vant board materials and resolutions prior to their adoption in
order to avoid the need for supplementary board action prior to
the completion of the facility or amendment.

Characteristics of Registered Fund Credit
Facilities

General Structure

Credit facilities differ for open-end and closed-end funds.
Open-end funds typically borrow only to fund daily redemp-
tions and to satisfy other short-term liquidity requirements. In
addition, as discussed below, open-end funds are required to
adopt liquidity risk management programmes, and may regard
the liquidity provided by revolving credit facilities to be an
element of their backup liquidity planning,

Given that open-end funds utilise revolving credit facili-
ties for short-term liquidity and risk management, rather than
to provide permanent or significant leverage, the borrowing
commitments under open-end fund credit facilities are typi-
cally small relative to the assets of the fund and are usually (but
not always) unsecured. In many cases, these open-end fund
revolving facilities are seldom drawn, and serve primarily as a
backstop in case redemptions reach unusual levels. In order
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to save on transaction costs and unused commitment fees,
multiple open-end funds (in some cases over 100 funds) with the
same investment advisor may borrow separately under a single
umbrella credit facility.®

The maturity of open-end fund credit facilities is generally
limited to 364 days, so that the fund receives a lower interest rate
resulting from the lower capital reserve requirements for bank
commitments of less than a year.

In contrast to open-end funds, closed-end funds use leverage
as a more significant part of their capital structure. Their credit
facilities may be either revolving credits or term notes. The
facilities are typically secured and subject to a borrowing base
with differing advance rates for different categories of port-
folio assets. Term notes may be part of a bank credit facility or
may be issued to insurance companies and other institutional
lenders, and would generally have a maturity of several years.

Organisational Structure of Open-End Funds

Credit facilities for open-end mutual funds raise special issues
because of the unusual organisational structure of such funds.
Open-end funds are frequently organised as multiple series of
segregated assets under a single business trust, statutory trust or
corporation (closed-end funds typically do not employ the series
structure). This series option is also available under certain
corporate (e.g., Maryland) and limited liability company statutes.
Under these series structures, the trust or other entity is the only
legal entity for all its separate series (or funds) and enters into
the debt agreements on behalf of its various series, which may be
quite numerous (often dozens). Because a business trust is typi-
cally governed by contract with the trustees and not by corpo-
rate statute, provisions stating expressly that the borrower obli-
gations are non-recourse to the individual trustees should be
included in debt agreements with business trust borrowers.

Because open-end fund credit facilities often include many
separate funds, each with its own shareholders, all borrow-
ings must be on a several basis with respect to each individual
series, and not jointly with the other borrowers. Fund counsel
must take care that covenants, representations, warranties and
defaults apply only to the affected fund borrower, and not to all
borrowers under the facility.

Where multiple funds are co-borrowers under a common
credit facility, the trustees for the various funds must adopt proce-
dures to fairly allocate borrowing opportunities and payment of
shared expenses, such as upfront fees, unused commitment fees,
indemnities and obligations to reimburse lender expenses. The
allocation procedures must be satisfactory to the lenders as well.
Most often, these allocations are based either on the relative net
asset value of the fund borrowers and/or on the anticipated rela-
tive levels of use of the facility by the different borrowers, with
relative net asset value being the more common approach.

Borrowing Base

For closed-end funds (and some open-end funds), a borrowing base
governs the amount of credit available, with different “advance
rates” or borrowing availability for vatious categories of portfolio
assets. The borrowing base, which dictates how much credit will
be advanced against particular types of assets, involves compli-
cated business negotiations between the fund manager and the
lender, and is one of the most important terms in a credit facility.
The advance rates applicable to different assets are based
on varying measures of credit-worthiness for different types
of portfolio assets, such as the nature of the investment (e.g.,
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whether it is secured or unsecured), credit rating, jurisdiction
of issuer, concentration limits, issuer eligibility requirements
and other factors, such as relative liquidity. Recent proposed
rules which would impact investments by mutual funds in other
mutual funds by limiting redemptions by the top-tier fund have
caused some lenders to restrict borrowing base credit for such
“fund-to-fund” investments. As such rules become finalised,
lenders will refine their own approach to fund-to-fund invest-
ments for borrowing base purposes.

Interest Rate

Typically, credit facilities bear interest at a floating rather than
a fixed rate, though closed-end funds may have fixed rate term
notes that bear interest at a fixed rate. Floating rate loans typi-
cally use the London Interbank Offered Rate (“LIBOR”) as a
benchmark for determining fluctuating interest rates on loans.
This rate is the average interest rate at which banks borrow
funds from other banks in the London market. Due to concerns
regarding manipulation of this rate, LIBOR is in the process
of being discontinued as an available benchmark. This change
has necessitated credit agreement provisions, which in existing
credits are put in place via amendments, to accommodate the
transition as the market migrates to another standard bench-
mark. While the market has not yet fully settled on a replace-
ment rate, it is likely that the benchmark will be tied to the
Secured Overnight Financing Rate (“SOFR”) which is based
on the overnight repurchase market. During the transition
period, credit facilities generally provide language that allows
the borrower and agent to agree on a new benchmark rate when
the agent determines that LIBOR is no longer the appropriate
standard for determining the interest rate on the loan pending
resolution of the new SOFR benchmark formulation, subject to
a negative majority lender consent. Given that registered fund
credit facilities usually maintain a 364-day tenor, this issue is of
less import than in facilities with longer maturities.

Covenants: Asset Coverage Ratio

Both open-end and closed-end fund credit agreements typi-
cally include a covenant requiring the fund to comply with an
asset coverage test that is similar to the 40 Act test, but which
may impose a greater asset coverage level than the 300% level
required by Section 18. The credit agreement will typically
require compliance with the asset coverage test at all times
even though, for closed-end funds, Section 18 imposes the test
only upon debt incurrence and declaration of or payment of
dividends. Lenders often seek an immediate event of default
if the asset coverage test is violated, while Section 18 provides
a three-business-day cure period for an open-end fund to sell
portfolio assets in an orderly manner to resume compliance.
Borrowers prefer for the credit facility to provide for the same
cure period as afforded by Section 18, though not all lenders
will agree.

Finance counsel for the fund borrower should carefully check
the defined terms used in the credit agreement asset coverage
test to ensure that the test will work as expected. For example,
many credit facilities specify that the amount of debt is deemed
to be the greater of (a) the outstanding principal amount, or
(b) the value of collateral securing such debt. This formula-
tion works reasonably well when only specific assets are pledged
to secure liabilities. But where liabilities are secured by a
blanket lien on all assets, the effect of this language is to cause
the amount of the liabilities for purposes of the calculation of
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asset coverage to be equal to the entire amount of the fund’s
assets. Because settlement advances, hedging obligations, over-
drafts and administrative fees owing to the fund custodian, and
borrowings under a secured credit facility are all by their terms
typically secured by all assets of the fund, exceptions to this test
will be required to avoid such liabilities being deemed to equal
the value of the fund’s entire portfolio.

Covenants: Permitted Indebtedness and Liens

Credit facilities impose negative covenants restricting indebt-
edness and liens for both open-end and closed-end funds.
These covenants should permit as “permitted indebtedness”
the various credit-type obligations that the fund might incur,
such as hedging exposure, custodian overdraft and settlement
financing, securities lending and reverse repurchase agreement
transactions, dollar rolls, derivatives and similar items and the
“permitted liens” should include segregated assets that cover
these obligations for purposes of Section 18. Many credit facili-
ties limit these obligations to a certain percentage of fund assets.

Covenants: Interfund Lending

Interfund lending programmes (referred to above) raise special
issues for open-end and closed-end fund borrowers, and the
investment and indebtedness covenants of the credit facility
must be carefully reviewed to ensure that appropriate carveouts
exist to facilitate interfund lending and borrowing. Lenders
typically permit interfund lending programmes so long as asset
coverage compliance is maintained, though it is common for
lenders to preclude borrowings by a fund while that fund has
loans outstanding to another affiliated fund. Lenders also typi-
cally restrict the proceeds of their facility from being on-lent to
another fund.

Unsecured credit facilities typically require that the credit
facility receives equal and ratable security in the event interfund
borrowing is secured, which would require that an intercreditor
agreement be put in place. Alternatively, given the complexi-
ties of putting in place intercreditor arrangements, lenders may
simply preclude a fund from being a borrower under the credit
facility when the applicable fund is a borrower under secured
interfund loans.

As noted, credit facilities often preclude funds from making
interfund loans (or having interfund loans outstanding) when
those funds have outstanding borrowings under the credit
facility. Less commonly, lenders may prohibit borrowers from
being borrowers under a credit facility and under interfund
loans at the same time.

Covenants: Restrictions on Dividends and Share

Repurchases

As with most credit agreements, lenders to a registered invest-
ment fund do not want the borrower to make “restricted
payments”, that is, to pay dividends on its equity or to repur-
chase shares of equity if an event of default exists. For open-end
funds that are subject to daily redemptions and may seldom have
outstanding borrowings, funds should ensure that this prohibi-
tion on making equity distributions or redemptions should apply
only when the particular fund has outstanding loans — not any
time that a default exists. In addition, since registered funds
generally must distribute to shareholders at least 90% of their
net investment income in order to maintain tax pass-through
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status as a “regulated investment company” pursuant to Section
851 of the Internal Revenue Code, restricted payment covenants
ideally contain an override exception that permits restricted
payments to the extent necessary for the fund to maintain its
status under Section 851.

Covenants: Restrictions on Creation of Non-Guarantor

Subsidiaries

Lenders often prohibit registered fund borrowers from creating
subsidiaries to hold portfolio assets which do not become guaran-
tors under the credit facility. However, open-end and closed-end
funds will sometimes want to transfer portfolio assets (typi-
cally bank loans or bonds) to a special purpose subsidiary which
obtains independent debt financing that is non-recourse to the
parent fund (though the assets and indebtedness of the subsid-
iary will be consolidated with the fund for Section 18 purposes).
Open-end and closed-end funds may also create subsidiaries
to hold futures and commodities investments to avoid excess
non-qualifying income for purposes of Regulation M under
Section 851 of the Internal Revenue Code that would arise if
these investments were held directly by the fund itself. If credit
facilities permit subsidiary drop-down structures, the covenants
will typically impose limitations on the amount of portfolio
assets that can be contributed to non-obligors and on the level
of debt that can be incurred at that level given that the holders of
such debt have structural priority on the assets of those entities.

Covenants: Restrictions on Changes to Fundamental

Policies, Investment Advisor and Custodian

Because the lender bases its credit analysis on a fund’s fundamental
investment policies (including use of leverage), credit facilities for
open-end and closed-end funds restrict the ability of the fund to
alter these policies. Any change to such policies that is sufficiently
material to require shareholder approval under the 40 Act will
likely require consent of the lenders under the credit facility.

Similarly, the identity of the fund’s investment advisor and,
particularly for a secured credit facility where the lender and the
custodian are affiliated, the custodian is so central to the lendert’s
credit analysis that lender consent (ot termination of the credit
facility) must be obtained before either the investment advisor
or custodian is changed (other than to an affiliated entity).

If a change to a fund’s investment policies or to the fund’s
advisor or custodian is contemplated, lender consent to the
change should be obtained at an early stage of the process, or
arrangements should be made to refinance the facility.

Special Issues with Collateral

Secured credit facilities for closed-end funds (and, when appli-
cable, open-end funds) involve special issues. Section 17(f) of
the ‘40 Act generally requires all funds to keep portfolio assets
with a bank custodian. As a result, in order to have a perfected
security interest in such assets, the secured lender must either be
the custodian itself or enter into an account control agreement
with the custodian. The custodian will mark a portion of the
portfolio assets as a “memo pledge” or, particularly in the case
of prime broker advances that finance specific portfolio assets,
may create a separate account or subaccount for such assets, and
the credit facility will impose borrowing restrictions that are
tied specifically to the borrowing base afforded by such memo
pledged collateral.

ICLG.com

The credit facility should not restrict the fund borrower’s
ability to withdraw assets from and deposit assets to the pledged
accounts, unless and until the lenders issue a “notice of exclu-
sive control” as a result of an event of default. The SEC created
uncertainty about secured borrowing by registered funds in two
no-action letters for the Stagecoach Fund, Inc.,* in which the SEC
staff questioned whether a fund that pledged all its portfolio
assets to secure borrowings, even where the borrowings did not
result in a violation of the 300% asset coverage requirement,
satisfies its duty to hold portfolio assets for the benefit of its
shareholders under the 40 Act. The Stagecoach Fund, Inc. letters
have not been cited by the SEC since their issuance, however,
and the widespread use of secured borrowing in the past 45
years suggests that a credit facility with customary advance rates
and collateral cushions will not result in a violation of the fund’s
duties to its shareholders under the ‘40 Act.

Regulation U

Since borrowings by a fund that invests substantially in publicly
traded equity securities will likely be directly (in the case of
secured facilities) or indirectly (in the case of unsecured facili-
ties) secured by margin stock under Regulation U of the Federal
Reserve Board, fund credit facilities typically require the borrower
to submit a Form FRU-1 at the initial closing. For unsecured
open-end fund facilities, Regulation U contains an express exemp-
tion for temporary advances incurred for redemption or trade
settlement purposes.” This will often be additionally reflected
through requirements that advances be repaid within a specified
period (e.g., 60 or 90 days) in unsecured open-end fund facilities.

Hybrid Revolving Credit and Rehypothecation Facilities

In a relatively recent market development, some credit facilities
for closed-end funds combine a customary revolving credit with
the ability of the lender-to-broker securities lending or repur-
chase transactions with the borrower’s portfolio assets. These
transactions are referred to as “rehypothecation” or “repo-
type” financings. The borrower receives a lower interest rate
for its revolving borrowings if the lender has the right to use the
borrowet’s assets for these third-party financings. The lender
may share with the borrower a percentage of its profits from
the repo-type financings or provide indemnity to the borrower
if the counterparty defaults on its obligations and causes a loss
to the borrower.

Securities lending and repurchase transactions raise addi-
tional regulatory requirements relating to the segregation of
assets for repurchase transactions, and custody requirements for
securities lending transactions. For these and other considera-
tions, the borrower may wish to restrict the lender as to the dura-
tion and type of these financings and reserve the right to exclude
certain assets or counterparties from this type of programme.

These hybrid facilities often provide for long termination
periods for the fund borrower, some have up to 364 days’ prior
notice, so that the lender has time to unwind the underlying
repo-type financings at the end of their term. Care should be
given by the borrower’s counsel to negotiate a termination period
that provides enough notice to protect the lender while allowing
the fund to operate in the ordinary course and in compliance
with Section 18 asset coverage and other 40 Act requirements.

Because fund borrowings, securities lending and repurchase
transactions are all regulated in a different manner by the SEC,
a fund should work particularly closely with its compliance
counsel when considering such a hybrid credit facility.
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Potential Impacts of Liquidity Risk Management
Programmes

Open-end funds are now required to implement liquidity
risk management programmes under an SEC rule enacted in
December 2018 with an extended compliance deadline of June
1, 2019 for larger funds. As part of these programmes, funds
that do not invest primarily in highly liquid assets must set and
observe a minimum amount of the fund’s net assets that are
comprised of highly liquid investments (a so-called “high liquid
investment minimum”). It is not entirely clear how credit facil-
ities may factor into liquidity risk management programmes,
including with respect to meeting the fund’s highly liquid invest-
ment minimum. The SEC has indicated that it does not view
availability under credit facilities as the same as cash for such
liquidity purposes, and has cited factors including the financial
health of the institution providing the facility, the terms and
conditions of the facility, and fund families often sharing credit
lines, as calling for a more nuanced analysis.® In addition to
raising concerns around whether credit facilities might not be
fully available when needed, the SEC has expressed concern
that credit facilities can sometimes benefit redeeming investors
at the expense of non-redeeming investors since if a fund uses
a credit facility to bridge redemptions, the risk of the resulting
additional leverage could reside with the non-redeeming inves-
tors. The SEC has opined that this factor should be taken into
consideration (along with the other overall benefits and risks)
when determining how to account for leverage in a liquidity
risk management programme. Fach fund must make a bespoke
analysis of its own credit facility and likely credit availability in
determining whether and to what extent such a facility may play
a role in the fund’s liquidity risk management programme.

As part of liquidity risk management programmes, the SEC
requires additional reporting. Open-end funds must confiden-
tially notify the SEC when the fund’s illiquid investment holdings
exceed 15% of its net assets or if its amount of highly liquid invest-
ments declines below its highly liquid investment minimum for
more than a brief period of time. Banks should be interested in
knowing whether any of these notifications have taken place and
what is being done to remedy any breach, and we expect that similar
reporting requirements may become part of fund liquidity facilities.

Additionally, the classification of assets (ex. “highly liquid”)
that the new SEC rule requires for open-end funds may be a
convenient way for a bank to monitor their collateral and may
become a factor in the setting of advance rates, and may accord-
ingly become an element of the formulation of borrowing bases.

Conclusion

Credit facilities are an important source of liquidity and leverage
for registered investment funds. The regulatory landscape
that applies to registered investment funds and their lenders
continues to evolve. While this chapter provides an overview
of some of the issues that are presented by registered fund
credit facilities, given the highly regulated nature of open- and
closed-end funds, the complicated and sophisticated nature of
their investment techniques, and continuing developments in
the regulatory landscape, ongoing close cooperation between
the fund regulatory counsel, fund lending counsel and the
fund’s business team is essential.
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Endnotes

1. See Rule 22e-4 under the 40 Act. SEC Release 330192331
UC - 32315.

2. Section 18(g) defines “senior security” generally as any
note, bond or other evidence of indebtedness and any
stock of a class having priority over any other class as to
distribution of assets or payment of dividends. Similar
provisions apply to preferred stock issued by a closed-end
fund, although with an asset coverage test of 200% rather
than 300%. The 40 Act imposes various other require-
ments that are not of practical relevance to credit facili-
ties. Such restrictions include required remedy triggers for
closed-end funds whose asset coverage ratios fall below
110% or 100%.

3. Publicly available November 25, 2019.

4. See SEC no-action letters In the Matter of Israel Development
Corporation (publicly available March 16, 1961), and,
tollowing Israel, In re Philadelphia Investment Company
(publicly available August 27, 1972).

5. Since these multi-borrower facilities contemplate each
fund paying a portion of the commitment fee required
under such credit facilities and bearing a share of other
expenses of the facility, legal advisors to such funds have
considered whether such arrangements could raise issues
under Section 17(d) of the 40 Act and Rule 17d-1 there-
under. Section 17(d) and Rule 17d-1 prohibit an affiliated
person of an investment company from participating in a
joint enterprise or other joint arrangement without first
obtaining an order from the SEC. In no-action letters
issued in the late 1990s, the SEC confirmed that no
enforcement action would be recommended on account of
such multi-borrower credit facilities where each affiliated
fund was liable only for its own borrowings under such
facilities and would not provide collateral for the liabili-
ties of another affiliated fund, and under the other terms
described in the requests for such no-action letters. As
such, while exemptive orders are required for intra-fund
borrowing arrangements, they are not generally required
for multi-fund credit facilities, so long as they are struc-
tured in a customary manner.

6. Publicly available May 12, 1973 and August 18, 1973.

See 12 CFR 221.6(f).

8. Seenote 1.

~

Acknowledgment

A special thanks to David Sullivan, a partner in Ropes &
Gray’s asset management group, for his contributions to this
chapter.

ICLG.com

© Published and reproduced with kind permission by Global Legal Group Ltd, London




n Credit Facilities for Registered Investment Funds

Alyson Gal is a member of Ropes & Gray's finance and business restructuring groups. In her finance practice, Alyson focuses on junior
capital and special situations lender representations in senior secured, unitranche, mezzanine, second lien, and distressed transactions,
and she also represents middle market borrowers in financing transactions. In her restructuring practice, she represents purchasers in 363
sales, DIP lenders and purchasers of distressed debt. Alyson is a guest lecturer on bankruptcy law at MIT's Sloan School of Management,
has taught commercial lending in the graduate banking programme at Boston University School of Law, and was Vice-Chair of the American
Bar Association Model Intercreditor Task Force.

Ropes & Gray LLP Tel: +1617 951 7483
Prudential Tower Email: alyson.gal@ropesgray.com
800 Boylston Street URL: www.ropesgray.com
Boston, MA 02199-3600

USA

Andrew Hogan is an associate in the finance group of Ropes & Gray. He focuses his work on debt finance, particularly representing fund
borrowers. He has represented several open-end and closed-end investment funds in obtaining credit facilities, advises fund clients on

, - subscription facilities, and works with corporate borrowers on large cap and middle-market financing transactions.
- Ropes & Gray LLP Tel: +1617 9517178
Prudential Tower Email: andrew.hogan@ropesgray.com
800 Boylston Street URL: www.ropesgray.com
Boston, MA 02199-3600
USA

Ropes & Gray is a leading global law firm with offices in New York,
Washington, D.C., Boston, Chicago, San Francisco, Silicon Valley, London,
Hong Kong, Shanghai, Tokyo and Seoul. We represent interests across a

broad spectrum of industries and have market-leading capabilities in the
practice areas of private equity, finance, investment management, private
investment funds, real estate, privacy and data security, M&A, healthcare
and life sciences, intellectual property and tax, among others. Client
by client, we have built a reputation for high-quality work, a pragmatic

approach to the practice of law, and fidelity to the highest standards of
service and ethics.
Www.ropesgray.com

ICLG.com Public Investment Funds 2020
© Published and reproduced with kind permission by Global Legal Group Ltd, London



Andorra

Cases & Lacambra

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Yes. Andorra is not a member of the European Union (“EU”).
Accordingly, the freedom to provide financial services in the
European Economic Area (“EEA”) regime does not apply, and all
financial activities carried out within the Principality of Andorra
(“Andorra” or the “Jurisdiction”) are subject to prior authori-
sation from the Andorran financial regulator “Autoritat Financera
Abndorrana” (“AFA” — previously the Andorran National Finance
Institute “Institut Nacional Andorra de Finances”).

Under Andorran law, all financial activities rendered inside
the Jurisdiction can only be carried out directly, with the limita-
tions and conditions set forth in the laws, by the local entities
that compose the Andorran financial system, which are subject to
exclusive supervision and to a reservation of activity regime acces-
sible upon obtaining prior authorisation from the AFA.

The Andorran Act 10/2008, June 12, governing collective
investment schemes (“L/ei 10/2008, del 12 de juny, de regulacid dels
organismes d'inversid collectiva de dret andorra”) (the “Funds Act”)
determines that all funds offered to the public, both Andorran
and foreign funds, must be registered before the AFA prior to
their marketing or commercialisation to investors.

The Funds Act establishes two main categories for Andorran
funds: (i) OICVM (“organismes d'inversid collectiva de valors mobili-
aris”), which are similar to UCITS; and (ii) other undertakings of
collective investment schemes (“A/tres OIC”), which include real
estate UCIs (“OIC immobiliaris”), Alternative UCIs (“OIC alterna-
tins”) that in turn can be Common Alternative UCIs (“OIC alter-
natius comuns”), Alternative UCIs for qualified investors (“OIC
alternatius per a inversors qualificats”) and Other UCIs (“A/tres OIC”).

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

The registration process starts with a prior authorisation to be
granted by the AFA. In this vein, a distinction needs to be made
between Andorran funds and foreign funds.

In connection with Andorran funds, prior to their registration
before the AFA, itis mandatory to carry out a procedure to obtain
authorisation granted by such regulatory body. Nonetheless,
the specific fund acquires the conditions of an undertaking of
collective investment scheme upon its registration. The reso-
lution of the administrative procedure for obtaining such prior
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authorisation must be resolved within 30 business days, either
from the date of submission of its application before the AFA
or the moment of completion of the required documentation.
Upon obtaining prior authorisation, the registration procedure
exclusively requires the submission from the fund manage-
ment company, investment company and/or the fund’s depos-
itary of: (i) the deed of incorporation; and (ii) the definitive
versions of the totality of the documents submitted concerning
the prior authorisation procedure (overall: prospectus(es); agree-
ment between the management company and depositary entity;
technical dossier gathering specific characteristics of the fund
and the investment programme; delegation and identification
contracts for natural persons performing delegated functions;
and distribution/sub-distribution agreements).

Concerning foreign funds, the application for registration must
be submitted by a financial entity authorised to operate within
the Andorran financial system (“entitat gperativa del sistema financer
andorra”) by the AFA under Act 7/2013, May 9, on the regime
for the operating entities in the Andorran financial system and
other provisions which govern financial activities in Andorra (the
“Financial Act”), and Act 8/2013, May 9, on the organisational
requirements and operating conditions of operating entities in the
Andorran financial system, investor protection, market abuse and
financial securities agreements (the “Financial Securities Act”) as a
local distributor of foreign funds.

Usually, such entity will be a local bank (“entitat bancaria’)
acting as the distributor of units of the specific foreign fund on
the basis of a distribution or sub-distribution agreement formal-
ised with the foreign fund’s management company. However,
the following entities can also act as distributors of the foreign
fund: (i) management companies of collective investment
schemes established under Andorran laws; and (ii) other entities
authorised to carry out this activity in Andorra. This last cate-
gory refers to investment financial companies “Sociezats Financeres
d’Inversig” (“SF1”) and investment financial agencies “Agencies
Financeres d’Inversic” (“AFI”) according to Andorran legislation
and the criteria of the AFA. Consequently, as the aforemen-
tioned entities are authorised to perform the distribution of
foreign collective investment schemes, they will also be author-
ised to perform marketing activities regarding the foreign fund.

The application must include the following documents, which
may be submitted in Catalan, French, Spanish or English:

a)  documents evidencing the authorisation of the foreign
fund and evidence that it offers the same level of opera-
tional guarantees as Andorran funds to investors and, in
particular, the fact that such operational guarantees are
subject to an external and continuous control by a regu-
lator (including a breakdown of the regulation to which it
is subject to);
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b)  category of the fund;

¢  prospectus(es);

d) identification of the durable medium where the net asset
value of the fund can be checked;

e)  documents evidencing that the local entity authorised to
operate as a distributor is granted access to all the informa-
tion that the managing company of the fund may apply for
(e.g. annual audit, quarterly reports, etc.); and

f)  description of envisaged modalities for the commercialisa-
tion of segregated account portfolios within Andorra.

The AFA will communicate its decision within 30 working
days after the day of reception of the complete documentation.
If approved, and after the payment of the application for regis-
tration fees (approximately €800 for Andorran funds and €2,000
plus €1,000 per sub-fund for foreign funds), the fund can be
considered as registered.

The commercial documentation must comply with the
Andorran general advertising principles (which is a responsi-
bility that must be fulfilled by the entity authorised to operate
as a local distributor). Specifically: advertising must be adjusted
to the principles of truth, objectivity and not be misleading;
services available to consumers must provide enough informa-
tion about its main characteristics; advertising materials must
not go against the dignity of individuals or constitutional rights/
values; and advertising materials must not be disloyal (i.e. create
unfair competition). The last point covers references in mate-
rials in which other products or services are undervalued or
when comparisons are used and are not based on the essen-
tial characteristics of the products, or when the intention is to
assimilate one product or service to the product or service of
another company.

Moreover, the commercial documentation must comply with
general rules on advertising arising from the fund’s regulations.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

The consequences of failing to register a fund before the AFA
are of a dual nature: (a) criminal sanctions, to the extent that
as stated in question 1.1, carrying out financial activities in

Andorra requires prior authorisation from the AFA (i.e. appli-

cable to entities other than Andorran operating entities); and

(b) administrative sanctions, exclusively applicable to Andorran

operating entities:

®m  criminal sanctions: (i) imprisonment of one to four years;
and (ii) a fine of up to €150,000;

B administrative sanctions (on the relevant director or
responsible individual of the entity other than an Andorran
operating entity): (i) public reprimand in the Andorran
official gazette (“Butlleti Oficial del Principat dAndorra”),
(i) a fine of up to 5% of the total annual net turnover of
the entity; and (iii) the cancellation of the authorisation/
licence; and

m  administrative sanctions on individuals: (i) a public repri-
mand in the Andorran official journal; (ii) a fine of up to
€1 million for individuals; and (iii) removal from their
position and disqualification for up to five years from
holding directorships in the entity or in other entities of
the same nature.

Furthermore, other consequences of failing to register the
fund would be the liability for the foreign entity and/or its
directors/other individuals who knowingly patticipated in the
offence, and that the resulting contract(s) may be held to be
unenforceable.
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1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register
in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

In respect of a foreign fund distributed within Andorra, super-
vision must be carried out by the supervisory authority of the
fund’s home state. Such fund must at all times comply with the
legislation in force within Andorra.

The Funds Act merely establishes that distribution of a foreign
fund share requires: (a) prior registration before the AFA; (b)
the register authorisation to be reflected in all documents and
marketing material of the foreign fund distributed in Andorra;
and (c) the distribution of the foreign fund shares being carried
out by a local entity authorised to operate as distributor.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

Management companies, depositary entities and commercial-
ising/distributing entities (authorised to operate within Andorra
by the AFA) of the fund must comply with conduct of business
rules of the financial sector in place within Andorra.

Specifically regarding governance requirements, require-
ments applicable to the aforementioned entities are: (i) the
administration body shall adopt the form of a board of directors
composed by, at least, three members; (if) members of the board
of directors, including individuals representing legal entities
on such organisation, shall be persons of recognised commer-
cial and professional honourability that must possess adequate
knowledge and professional experience; (iii) the management
body shall possess adequate collective knowledge, skills and
experience to be able to understand the institution’s activities,
including the main risks involved; (iv) the elected chairman shall
not be the general manager of the entity; and (v) the board of
directors shall draft and approve a set of internal operating rules
along with a corporate governance plan which favours compli-
ance with legal obligations and promotes responsibility on all of
its members.

In short, please note that corporate governance requirements
stated in Directive 2013/36/EU of the European Parliament
and of the Council of 26 June 2013 on access to the activity of
credit institutions and the prudential supervision of credit insti-
tutions and investment firms (“CRDIV”’) and Regulation (EU)
No 575/2013 of the European Patliament and of the Council of
26 June 2013 on prudential requirements for credit institutions
and investment firms (“CRR”) have been implemented into
the Andorran regulatory framework by means of Act 35/2018,
December 20, on solvency, liquidity and prudential supervision
of banking entities and investment firms “L/es 35/2018, del 20 de
desembre, de solvéncia, liquiditat i supervisid prudencial d’entitats bancaries
i empreses d'inversid” entered into force on 25 January 2019 (the
“Prudential Supervision and Capital Requirements Act”),
although the particulars and singularities of the Andorran finan-
cial sector/entities have been taken into account in this respect.

In addition, the fund and SICAV must reach the minimum
amount stated in “iii. Capital structure” from the registration
date before the AFA, as otherwise the specific fund shall be
liquidated.
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ii. Selection of investment adviser, and review and

approval of investment advisory agreement
The function of advising the fund can be performed by: (i) the
management company of the fund incorporated under the laws
of Andorra; and (ii) those Andorran financial entities authorised
to carry out the financial service of provision of personal recom-
mendations to a client, either upon its request or at the initia-
tive of the operating entity, in respect of one or more transac-
tions relating to financial instruments. In both scenarios, such
entities must be authorised to operate within the Jurisdiction by
the AFA.

iii. Capital structure

The share capital of the fund cannot be less than €1,250,000.
In case of a fund with legal personality (“SICAV”) and without
management entity, the minimum share capital of the fund must
be €300,000. Such amounts must be maintained during the
time the fund is registered by the AFA.

On the date of incorporation, the fund and, if applicable, each
of its sub-funds, shall have covered a minimum of 10% of the
aforementioned minimum amounts.

Concerning real estate UCIs (“OIC  immobiliaris”), the
minimum share capital must be €6 million — which must be
maintained at all times — and €2 million for each sub-fund.

iv. Limits on portfolio investments

Concerning OICVM, the Funds Act provides for generic limits

on portfolio investments. Overall, such limits are:

(@ Andorran funds can neither invest more than 10% of its
assets in transferable securities or in money market instru-
ments issued by the same issuer (20% at an entity group
level), nor more than 20% of its assets in deposits held by
the same entity. The total value of the transferable securi-
ties and money market instruments comprised in the port-
folio which individually exceed 5% of its assets cannot
exceed 40% of the portfolio total value;

(b) the risk exposure of the counterparty in an OTC deriva-
tives transaction cannot be superior to 10% of its assets,
when such counterparty is a banking entity whose regis-
tered address is located within the EU, Andorra or an
OECD state;

(¢) the first of the limits stated in (a) may be increased to up
to 35% or 25% when the investment is made on deben-
tures issued by a banking entity whose registered address is
located within the EU, Andorra or an OECD state, subject
to special public surveillance to protect the debentures’
holders. When an Andorran fund invests more than 5%
of its assets on such debentures issued by a unique entity,
the total value of such investment cannot exceed 80% of
the total portfolio value; and

(d) Andorran funds may acquire units of an Andorran fund with
a concentration limit of 20% of its total assets in units of a
single fund (OICVM) and 30% on other funds (A/res OIC).

Moreover, there are certain restrictions to investments on

Andorran funds, such as:

(@) the acquisition of precious metals and bullion certificates;

(b)  the acquisition of voting-right shares which allow the exer-
cise of significant influence on an issuer’s management;

()  obtaining loans (except for back-to-back loans);

(d) granting loans, credits, guarantees, bonds or similar
instruments to third parties;

(¢) leveraging over 10% of its assets or its estate (for temporal
loans) and 10% for investment companies (for loans
granted to purchase real-estate goods essential to the
continuation of their direct activities), with a cap for both
percentages of 15%;
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(f) acquisition of more than 10% of non-voting-right shares
from an issuer;

(g) acquisition of more than 10% of debentures of the same
issuer; and

(h) acquisition of more than 25% of units of an Andorran
fund or other funds (A/tres OIC).

The limits stated in (d) to (h) above will not necessarily be met
at the moment of the acquisition; it may not be possible to calcu-
late the gross amount of the debentures, money market instru-
ments or transferable securities at such time. Certain exemp-
tions are available to the aforementioned limits under the Funds
Act. Pursuant to Andorran funds (Altres OIC), specific limits on
portfolio investments are foreseen.

In respect of foreign funds, limits on portfolio investments
will be determined by the applicable home state’s regulations.

v.  Conflicts of interest

The Funds Act defines conflicts of interest (“conflicte d’interes”)
in case of misalignment between the interests of the investors
in the funds and the interest of the management company and
depositary entity in order to perform investment operations.

Specifically, the management company and depositary entity
are subject to a duty of care in preventing the generation of
conflicts of interest and, if they materialise, are obliged to offer
solutions to investors to avert detrimental consequences to
them.

Provisions of conflicts of interest stated in the Financial
Securities Act are strengthened by the Prudential Supervision
and Capital Requirements Act. Broadly, this upgraded frame-
work states that operative entities of the Andorran financial
system shall adopt adequate organisational and administra-
tive measures to detect and avert conflicts of interest that may
arise at the time of providing any investment service or ancil-
lary service between the entity itself, its senior management,
its personnel or the financial agents appointed by the entity as
well as the entity’s clients or between clients, which may harm
the interests of one or more clients. Moreover, financial opera-
tive entities of the financial system shall: (a) establish in writing
the policy and procedures as to avoid conflicts of interest; (b)
pay close attention to any conflicts of interest arising in connec-
tion with members of the board of directors, which must refrain
from acting in case of a potential conflict of interest; (c) carry
out periodic analysis as to the suitability and effectiveness of
their corporate governance plans and resolution of conflicts
of interests; (d) produce an ethical code (or similar deontolog-
ical code) covering conflicts of interest; and (¢) make sure that
their remuneration policies are in line with the business strategy,
objectives, values and long-term interests of the institution and
incorporates measures to avoid conflicts of interest.

vi. Reporting and recordkeeping

In connection with reporting, management or investment,
companies must submit, for each of the Andorran funds under
its management: (i) a complete prospectus; (ii) a simplified
prospectus; and (iii) quarterly reports which gather aggregate
information collected from the beginning of the year. The (i)
complete prospectus must be available to the investors before
formalisation of the agreements, (ii) the simplified prospectus,
and (iii) quarterly reports must be offered to investors in identical
circumstances, and quarterly reports must also be available to the
public in the locations set out in both prospectuses.

With regards to recordkeeping, there are no specific provi-
sions in the Funds Act. Nonetheless, generic provisions
provided for the Financial Securities Act are applicable. Thus,
operative entities of the Andorran financial system shall estab-
lish a register that includes the document(s) which set out the
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Andorra

agreement(s) between the specific entity and the client, and
establish the rights and obligations of each of the parties as well
as the other terms on which the entity provides the service to the
client. The operative entities of the Andorran financial system
shall keep a register of all the types of transactions and services
which they undertake and, in all cases, at least a register of orders
and a register of transactions. These registers shall be kept for at
least five years from the date of receipt of the order or the execu-
tion of the transaction and, when the entity has made a commu-
nication of a suspicious transaction in matters of market abuse
to the AFA, the corresponding registers shall be kept for at least
five years from the date of that communication.

vii. Other
There are no other restrictions or requirements to be aware of.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

Investment advisers advising public funds must be authorised by
the AFA to operate within the Jurisdiction, vesting the form of
the entities provided for in the Financial Act.

Usually, such investment advisers shall be investment enti-
ties (“entitats financeres d'inversid”) or management entities (“soci-
etats gestores”).

The authorisation process is regulated by Act 35/2010 on the
legal regime for authorising the creation of new operating enti-
ties within the Andorran financial system (“L/ez 35/2010, del 3
de _juny, de régim dautoritzacid per a la creacid de noves entitats opera-
tives del sistema financer andorra”) as amended by the Prudential
Supervision and Capital Requirements Act.

This piece of legislation determines a common procedure for
creating new Andorran operating entities. Overall, such proce-
dure encompasses: (a) building up a deposit in favour of the AFA
as proof of his adequate solvency and the seriousness of the
application; and (b) submitting an application accompanied by
certain documentation to obtain such authorisation. Once this
documentation is submitted, the AFA will grant the definitive
authorisation, which shall be published in the Official Gazette
of the Principality of Andorra (“Butlleti Oficial del Principat dAn-
dorra”).  After such authorisation, the specific entity has a
maximum period of 12 months to initiate the activities stated in
its social objectives.

The Prudential Supervision and Capital Requirements Act
foresees an enhanced cooperation procedure between the AFA
and other Andorran (e.g. Police department and the Andorran
Financial Intelligence Unit “Unitat d’Intelligéncia Financera dAn-
dorra”) and foreign supervisory authorities.

2.3 In addition to the requirements above, are there
additional regulatory restrictions and requirements

imposed on investment advisers that advise public
funds?

There are no other restrictions or requirements to be aware of.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

As of the time of publication, the Funds Act has not been
amended to set up an express legal regime regulating investing
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in digital currencies. Please note that, in general terms, the
Andorran FinTech sector is still at a very preliminary stage and,
specifically concerning digital assets, no specific regulatory
regime has been created so far.

In this connection, there is no generally recognised classifica-
tion of virtual assets, we expect that Andorra will base its own
approach to categorisation on the underlying economic func-
tion of the token, namely: (i) payment tokens; (ii) utility tokens;
and (iii) asset tokens.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

There are no additional requirements for exchange-traded
funds.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

The marketing of public Andorran and foreign funds within
the Jurisdiction is regulated by the Funds Act, the Financial Act
and the Financial Securities Act as amended by the Prudential
Supervision and Capital Requirements Act, Technical
Communication 163/05, February 23, 2006, of the INAF in
respect of rules for ethics and behaviout “Comunicat 163/05 del dia
23 de febrer de 2006, sobre normes étiques i de conducta” and Technical
Communication 189/09, July 27, 2009, of the INAF in respect
of registration of foreign collective investment undertakings
“Comunicat 189/09 de 27 de juliol de 2009, sobre inscripeid dels OIC de
dret estranger”.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

All active marketing activities conducted within the Jurisdiction
(by telephone, e-mail, mail or in person) in relation to Andorran
or foreign funds may constitute active marketing activities and,
as such, are subject to local licensing requirements (i.e. prior
authorisation from the AFA).

Active marketing refers to any approach to potential clients,
without their prior request, to provide them with sufficient
information on the specific fund to decide whether to purchase
them. According to the Funds Act, it is necessary to distinguish
between: (a) the marketing of funds exclusively addressed to
entities operating in the local financial market (e.g. banking enti-
ties acting for their own account); and (b) other entities which
are not operating in the local financial market.

In the first case, marketing activities are not considered as a
reserved activity under an express legal exemption and, there-
fore, its performance within the Jurisdiction shall not trigger
licensing requirements. In the second case, the marketing of
funds addressed to entities which are not operating in the local
financial market is considered as a reserved activity and, conse-
quently, it is necessary that these entities meet certain require-
ments to obtain the corresponding licence from the AFA (please
see question 2.2).

The AFA defines active marketing of a collective invest-
ment scheme as attracting clients, by means of an advertising
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activity on the account of the collective investment scheme or
any entity acting on its behalf or any of its distributor’s behalf,
for the contribution of assets, rights or obligations to the collec-
tive investment scheme.

Regarding commonly available exemptions (other than the
express legal exemption referred to in (a) above): (i) the circula-
tion of generic information to institutional investors (i.e. infor-
mation which does not refer (directly or indirectly) to specific
funds) or initial contact to gauge interest, which involves discreet
one-to-one discussions with a limited number of institutional
investors, is unlikely to constitute an active marketing activity;
and (ii) although no express exemptions are available, approaches
made to potential institutional investors based in Andorra on a
genuine unsolicited basis (reverse solicitation scenario) should
not trigger licensing requirements. However, any marketing
materials distributed will make it more difficult to argue that the
approach was genuinely unsolicited.

Since it is a reserved activity, the active marketing of funds
within the Jurisdiction can only be carried out by legally author-
ised Andorran operating entities, authorised by the AFA to act
as distributors of the funds.

The marketing prohibition does not apply if funds are distrib-
uted to investors located outside of Andorra. In this sense,
marketing activities conducted in person by a foreign entity
outside the Jurisdiction would be subject to the applicable law of
the country where the activity is effectively performed.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

There are no regulatory restrictions nor requirements pursuant

to distribution fees, which are usually agreed on a free basis

between the management company of the funds and the local
distributor (in case of foreign funds).

In respect of remuneration of: (a) a management entity; and (b)
a depositary entity, it is worth noting that:

(a) the management entity is entitled to a management fee,
subscription fee and reimbursement fee, which shall cover
the costs inherent to the performance of its function.
There are no specific restrictions on these fees; and

(b) the depositary entity is entitled to a depositary fee calcu-
lated on the basis of the average estate under custody or
according to the sort of assets under custody.

The regulation and prospectuses of the fund must determine
maximum percentages and/or amounts charged over the funds
for these concepts, their calculation form and frequency of their
liquidations.

ii.  Advertising

Commercial documentation of the fund must comply with the

Andorran general advertising principles, as this is a liability

upon the Andorran operating entity which distributes the fund.

Specifically:

m  advertising must be adjusted to the principles of truth,
objectivity and not be misleading;

m  the services available to consumers must provide enough
information about its main characteristics;

m  advertising materials must not go against the dignity of
individuals or constitutional rights/values; and

m  advertising materials must not be disloyal (i.e. create
unfair competition). This covers references in materials in
which other products or services are undervalued or when
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comparisons are used and are not based on essential char-
acteristics of the products, or when there is the intention to
assimilate one product or service to the product or service
of another company.
Moreover, the commercial documentation must comply with
the general rules on advertising arising from the Funds Act.

iii. Investor suitability

The Monetary Agreement signed between Andorra and the
EU in June 2011 (which came into effect on April 2012) estab-
lishes that MiFID regulations will apply within the Jurisdiction.
Andorra has already implemented investor protection regu-
lations aligned with MiFID I. Consequently, the distinc-
tion between retail investors and professional investors under
MiFID I is relevant.

The Funds Act defines qualified investors as entities or indi-
viduals which have the abilities or means to evaluate rigor-
ously and exhaustively the operating risks of financial instru-
ments. They must have: (i) a written declaration of being a
qualified investor; (if) minimum investment of €50,000; and (iif)
completed an assessment by the distributor of the fund regarding
their knowledge, investment background and the acknowledg-
ment of the risks that are present. However, a qualified investor
according to the Funds Act could be considered a retail investor
according to MiFID I.

A retail investor according to MiFID I is any individual or
legal person other than a professional investor. A professional
investor is a client who possesses the experience, knowledge and
expertise to make its own investment decisions and to propetly
assess the risks that it incurs.

Please note that the implementation of MiFID IT is planned
for the end of this year.

iv.  Custody of investor funds or securities

Under the Funds Act, the management company and deposi-
tary entity must establish adequate mechanisms and procedures
to guarantee that the disposal of assets of the fund is not made
without its consent and authorisation.

Designation of the depositary entity is reflected by means of
a contract entered into with the management entity. The provi-
sions of such contract must comply with the content set out in
article 68 of the Funds Act (inter alia, rights and obligations of
both parties, functions and obligations of the depositary and
depositary fees).

The management company and the depositary entity can
share resources (excluding personal resources) as long as, on the
one hand, the conditions for protecting investors are complied
with and conflicts of interest situations are avoided and, on the
other hand, an authorisation is requested from the AFA.

Sub-custody of assets of the fund may be entrusted to a third
party or to a central securities depository located in Andorra or
outside Andorra. The depositary entity must also ensure that the
management company or the fund complies with all applicable
laws, the regulation and prospectuses of the fund in connection
with (a) the calculation procedures of the net value, issue price
and reimbursement of units ot shares of the fund, and (b) invest-
ment decisions of the fund and the outcome of the distribution
of the fund. Furthermore, the depositary entity shall commu-
nicate to the AFA actions and procedures of the management
company which are considered as adequate.

Under the Financial Securities Act, operative entities of the
Andorran financial system, when holding the clients’ assets
at their disposal, shall adopt reasonable measures to protect
the clients’ rights over such financial instruments and funds
entrusted to them, prevent their undue use and establish regis-
ters which allow each client’s assets to be distinguished from
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Andorra

their own. To do this, the clients’ financial instruments and
cash shall be deposited in an account or accounts apart from
those in which the financial instruments and cash belonging
to the entity itself are deposited, using accounts with different
names in the accounting for third parties, or other measures
equivalent by means of which the same level of protection for
their clients’ assets can be achieved.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

As stated in question 3.2, all active marketing activities conducted
within the Jurisdiction (by telephone, e-mail, mail or in person)
in relation to a fund may constitute active marketing activities
and, as such, are subject to local licensing requirements.

Under the Funds Act, Andorran funds can be directly commer-
cialised to the end investors in Andorra, and foreign funds that
are actively commercialised under the Funds Act are commonly
distributed through local licensed distributors (usually local
banking entities, but also possibly investment financial compa-
nies (“SFIs”) and investment financial agencies (“AFIs”) which
hold the appropriate licence granted by the AFA.

If the distribution of the foreign fund does not imply active
commercialisation but just intermediation or transmission of
orders (including any order given in the context of a managed
portfolio), although the provision of such activities will not
trigger registering obligations in relation to the fund, they will
also be subject to licensing requirements; thus, a local operating
entity will be required.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

There are no other relevant main areas of regulation impacting
on the marketing of public funds.
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4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

Under the Funds Act, undertakings of collective investment
schemes may vest the form of funds (without legal person-
ality) or companies (SICAV — self-managed or with a manage-
ment entity) which are set up in accordance with Act 20/2007,
October 18, on public limited companies and limited liability
companies (“Llei 20/2007, del 18 d'octubre, de societats anonimes i de
responsabilitat limitada”) in the typologies stated in question 1.1.
In both cases, registration before the AFA is a validity condition
for the incorporation as a fund.

4.2 What is the tax treatment of each such entity (both

entity-level tax and taxation of investors in respect of
allocations of income or distributions, as the case may be)?

Broadly speaking, each of the entities referred to in question 4.1
is subject to corporate income tax at a rate of 0%. Allocation
of profits to investors which are residents within Andorra bene-
fits from an exemption under Andorran personal income tax
legislation “L/ei 5/2014, del 24 dabril, de l'impost sobre la renda de les
persones fisigues”. Moreover, allocation of profits to non-tax-res-
ident investors is likewise covered by an exemption under
Andorran non-resident income tax legislation “L/le; 94/2010, de/
29 de desenmbre, de l'impost sobre la renda dels no-residents fiscals”.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

The income corporate tax regime stated in the answer to ques-
tion 4.2 is a special tax regime as provided for by Act 95/2010,
December 29, on corporate tax (“Lilei 95/2010, del 29 de desenbre, de
Limpost sobre societats”). In general terms, the requirements to qualify
for such special regime are (i) the acquisition of the conditions of
the fund upon registration before the AFA, and (ii) once the fund
has been incorporated, registration in the Andorran Department
of Tax and Borders (“Departament de Tributs i Fronteres”).
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Chapter 5

Australia

Johnson Winter & Slattery

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Funds that are offered to retail clients will generally be required
to be registered as a managed investment Fund under the
Corporations Act 2001 (Cth) (Corporations Act).

Most Australian Funds are trust structures, but partnerships,
limited partnerships and investment contracts are also used,
as well as stapled structures with combinations of trust and
company structure investments held by each investor.

These structures are generally regulated as managed
investment schemes (MIS) under the Corporations Act and
Corporations Regulations and Australian Securities and
Investments Commission Act 2001 (ASIC Act), which are
administered by the Australian Securities and Investments
Commission (ASIC). MIS regulation includes:

m  structural and operational requirements under Chapter
5C;

m  advertising, market conduct, offering and issuing disclo-
sure requirements under Chapter 7 and the ASIC Act;

m  continuous disclosure requirements (Chapters 6 to 6CA
and 7) and, for MIS listed on an exchange, takeovers and
substantial holding regulation (Chapter 6); and

m  Australian financial service licence (AFSL) requirements
and regulation of dealers, advisers, Fund operators and
market operators (Chapter 7).

A Fund will be a MIS if it is a scheme where:

m  people contribute money or money’s worth to acquire
rights to benefits produced by the Fund;

m  any of the contributions are pooled or used in common
enterprise to produce financial benefits or property rights
ot interests for Fund members (as contributors ot their
transferees or assigns); and

m  members do not have day-to-day control of the Fund’s
operation (even if they have a right to be consulted or to
give directions).

Exceptions apply for Funds: (a) where all members and the
operator ate related bodies corporate; or (b) that have structural
forms that are otherwise regulated, including bodies corporate,
debentures and convertible notes, outsize partnerships (generally,
professional partnerships, such as partnerships of accountants or
lawyers) and Funds operated by Australian Depository Institutions
(ADIs) (banks and other financial institutions) in the ordinary
course of their banking business. ASIC also has power to grant
exemptions or to modify the way that the MIS regulation applies.
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If a Fund is a MIS then, unless all of the issues of interests
in the Fund would not have needed a regulated product disclo-
sure statement (PDS) under the Corporations Act (which is the
case principally where the offers and issues are only to whole-
sale clients, not retail clients: see question 3.1 below), the Fund
must be registered if: (a) it has more than 20 members (and when
counting members there is: (i) a look through to the under-
lying members of trust investors where any beneficiaries of the
investor trust are presently entitled to a share of the trust estate
or income, or control the trustee; and (i) aggregation across
Funds as noted in (c) below); (b) it was promoted by a person or
an associate of a person who, when the Fund was promoted, was
in the business of promoting MIS; or (c) ASIC has made a deter-
mination that the Fund is one of a group of closely related Funds
that together have more than 20 members.

The Australian government has released various rounds of
draft legislation to introduce the use of corporate collective
investment vehicles as an alternative to the current MIS and
operate in a similar way to the regulation of MIS. Itis currently
unknown whether, and if so, when, this regime will come into
effect.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

To register a Fund, it must have:

(@) a public company responsible entity (RE) that is the sole
operator of the Fund and an AFSL that authorises it to
operate the Fund;

(b) unless at least 50% of the RE’s board are external direc-

tors, a Fund Compliance Committee with at least 50%
external members.
A director of the RE or member of a Compliance
Committee is not external if that person is, or within the
last two years has been, a senior manager or an employee
of, substantially involved in a professional capacity or busi-
ness dealings with, or has or is a relative or spouse of a
person with a material interest in, the RE or a related body
corporate;

(©  aname thatis not the same as any other registered MIS; or

(d) a Constitution that meets the requirements under the
Corporations Act.

The Constitution must be enforceable and must contain

“adequate provision” for specific matters, including:

m  the consideration that is to be paid for any interest in
the Fund;

m  the Fund’s investment and borrowing powers;

m  if Fund members are to be able to withdraw from the
Fund, the members’ rights to withdraw. For illiquid
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Funds (those where at least 80% of the assets are not
liquid — for instance, money, bank bills and marketable
securities) a withdrawal procedure must be followed,
as set out in the Corporations Act;

m the procedures the Fund’s RE will have for handling
complaints;

®  winding up the Fund; and

m the RE’ fees and indemnity payable out of the Fund
property;

() a Compliance Plan that meets the requirements under the

Corporations Act.

The Compliance Plan must set out what the RE will do

to ensure that it complies with the Corporations Act and

the Fund Constitution. Minimum requirements for the

Compliance Plan include:

m  ensuring Fund assets are separately identified and held;

m  arrangements for a compliance committee, if one
is needed (membership, when it meets, reports and
recommendations to the RE, access to records and
access to the Fund auditor);

®  how often Fund property is valued;

® auditing the Plan; and

m  record-keeping.

A registered company auditor must audit the RE’s compli-

ance with the Compliance Plan at least once a year. The

Plan auditor and Fund auditor may not be the same person.

ASIC has power to require the RE to change and extend

the Fund Compliance Plan and to call for information

about the Plan.

Depending on its capital for the purposes of its AFSL require-
ments, the RE might also appoint a custodian to hold Fund
property (see question 2.1, point (iii) below).

An application for registration of a Fund is to be made to ASIC
by the RE in a prescribed form. The application is required to
be lodged with: (a) a statement of compliance made by the direc-
tors of the RE; (b) the Fund’s Constitution; and (¢) the Fund’s
Compliance Plan. A Fund auditor and Compliance Plan auditor
must be appointed and notified to ASIC.

ASIC must register the Fund within 14 days of the appli-
cation being made, unless it appears to ASIC that the RE or
lodged documents do not comply with the requirements of the
Corporations Act.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

A Fund must not be operated if it is not registered when required.
An application can be made by ASIC or an investor in the Fund
to have it wound up if it has not been registered when required,
and an investor may void their investment contract.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

A registered Fund must be operated only by its RE.

As the RE must be a public company, it must have at least
three directors and at least two of those directors must ordi-
narily reside in Australia.

If an offshore entity engages in Fund offerings in Australia,
then the foreign operator may be conducting business in Australia.
If that is the case, then it must be registered as a foreign company
under the Corporations Act and a local agent must be appointed.
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The Asia Region Funds Passport provides a multilateral
framework between participating countries in the Asian region
to facilitate the cross-border marketing of passport Funds across
participating regions. As at 1 March 2020, Japan, Thailand,
New Zealand and Australia are ready to receive registration
applications from local prospective passport Funds and entry
applications from foreign passport Funds.

In order to register as a foreign passport Fund in Australia,
the operator of the foreign passport Fund must:

1. register the Fund in its home economy;

2. register itself as a foreign company in Australia; and

3. notify ASIC of its intention to offer the foreign passport
Fund in Australia.

Notification is made by submitting an ASIC form 5303
“Notify intention to offer interests in a foreign Passport Fund in
Australia”, attach a copy of the PDS and any consents required
to use the proposed name.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

Registered MIS are subject to a high degree of regulation for which

ASICis the regulatory authority and issues various regulatory guides.

As noted in section 1 above, a registered Fund must have a
complying Constitution, a complying Compliance Plan, a public
company operator RE, auditors of the Fund and Compliance
Plan and, if at least 50% of the RE board are not external, a
Fund Compliance Committee.

The Fund Constitution sets out the rules governing the oper-
ation of the Fund with which the RE must comply, and the
Constitution must at least contain adequate provisions about
particular matters as noted in section 1 above.

The Corporations Act regulates various actions in rela-
tion to the registered Fund, including amendment of the Fund
Constitution, removal and replacement of the RE, meetings of
Fund members, annual and half-year Fund accounts, winding
the Fund up, withdrawal by members from the Fund and
ongoing reporting and disclosure.

The Compliance Plan for the Fund must specify adequate meas-
ures that the RE is to apply to ensute that the Fund is operated in
accordance with its Constitution and the Corporations Act.

The RE in exercising its powers and carrying out its duties
from whatever source has several duties under the Corporations
Act, including:

(a)  general obligations to act honestly; exercise the degree of
care and skill that a reasonable person would exercise if
they were in the RE’s position; act in the best interests of
the members, and give priority to the members’ interests if
there is a conflict between the members’ interests and the
interests of the RE; treat members holding interests of the
same class equally and those with different classes of inter-
ests fairly; and not to make use of information acquired by
being the RE to gain an improper advantage for themselves
or someone else or to cause detriment to the members;

(b) compliance obligations to ensure that the Fund
Constitution and Compliance Plan meet the requirements
of the Corporations Act; carry out its duties under the
Fund Constitution; and comply with the Compliance Plan;

(c) obligations to separate, regulatly value and preserve Fund
property; and
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(d) reporting breaches to the ASIC which had or are likely to
have a materially adverse effect on the interests of Fund
members. The reporting obligation also relates to breaches
by the Compliance Committee, directors or employees of
the RE, any auditor of the Compliance Plan or advisor and
their representatives.

The RE can appoint agents and others but it is responsible to
the Fund members for the appointee’s acts, even if those acts are
outside the scope of the appointee’s authority.

The directors of the RE also have duties to the Fund members
that override any conflicting duties to the members of the RE
company. The directors must: act honestly; exercise the degree
of care and skill that a reasonable person would exercise if they
were in the officer’s position; act in the best interests of the
members, and give priority to the members’ interests if there is a
conflict between the members’ interests and the interests of the
RE; not make improper use of information or their position or
to cause detriment to the members; and take all reasonable steps
to ensure the RE complies with the Corporations Act, its licence
conditions, the Fund Constitution and Compliance Plan.

If a director breaches these obligations, civil penalties apply
so that the Court may order that the employee pay compensa-
tion where the contravention caused loss or damage to, or dimi-
nution in value of, the Fund property.

Employees of the RE have similar duties.

The Compliance Committee is appointed by the RE and is
to monitor the extent of compliance by the RE with the Fund
Compliance Plan, report to the RE about breaches of the
Corporations Act or Fund Constitution, and report to ASIC if the
Committee is of the view that the RE is not taking appropriate
action to deal with any matter that the Committee has reported.
The Committee must also assess the adequacy of the Compliance
Plan at regular intervals and report to the RE any changes that the
Committee considers should be made. Requested changes must
also be reported to ASIC where they amount to a breach of the
Corporations Act. The Committee has the authority to commission
independent legal, accounting and professional advice or assistance
at the reasonable expense of the RE and must also assist ASIC where
ASIC conducts surveillance checks of the RE’s compliance with the
Constitution, the Compliance Plan and the Corporations Act.

A Compliance Plan auditor must be appointed by the RE.
The auditor conducts an annual audit of compliance with the
Compliance Plan, and provides a report to the RE (which the
RE lodges with ASIC with its annual financial statements) and,
in circumstances of continuing non-compliance, to ASIC.

Further authorisation or registration requirements may apply
to certain types of Funds. For example, conditions apply under
an RE’s AFSL where the RE operates a primary production
scheme. A Fund structured as a limited partnership must also
be registered under the relevant State Partnership legislation.
Moreover, Funds listed on the Australian Securities Exchange
(ASX) must comply with the ASX Listing Rules and are under
the regulation of the ASX as well as ASIC.

ii. Selection of investment adviser, and review and
approval of investment advisory agreement

There are no specified requirements for the selection of Fund
investment advisers; however, general duties of the RE (see
question 2.1(i) above) affect the selection, review and approval
of investment advisers, and particular types of Funds (for
instance, superannuation Funds and certain government Funds)
have particular requirements for the appointment of advisers.

iii. Capital structure

There are no capital structure requirements for a Fund.
However, the RE operating the Fund must meet the capital
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requirements of its AFSL. AFSL conditions generally require
the RE to be solvent with positive net assets, project and meet
at least 12 months’ cash-flow requirements for Fund opera-
tion, have professional indemnity insurance and maintain a
required level of net tangible assets (NTA). The required NTA
whete Fund assets atre held by a custodian that meets the finan-
cial requirements is cash or cash equivalents valued at least the
greater of: (a) A$150,000; (b) 0.5% of the average Funds value;
or (¢) 10% of average RE revenue. The required NTA where
Fund assets are not held by a custodian that meets the financial
requirements is at least the greater of: (a) A$10 million; or (b)
10% of the RE’s average revenue.

iv. Limits on portfolio investments
There are no limits on Fund portfolio investments, but the
holding must be permitted by the Fund’s Constitution. It is
typical to include broad investment powers in the Constitution.
It should be noted that certain investors may have restric-
tions on investment in Funds with derivative or leverage expo-
sure, and the nature of Fund investments can affect whether the
Fund is categorised as “liquid” under the Corporations Act. Ifa
registered Fund is not liquid then: (a) investor withdrawal from
the Fund is restricted to ad hoc withdrawal offers from identi-
fied Fund sources; and (b) it is not a “simple managed invest-
ment scheme” and therefore a short-form PDS may not be used
for Fund offers.

v.  Conflicts of interest

The RE has a duty to act in the best interests of the Fund
members and not its own interest (see question 2.1, point (i)
above).

Strict restrictions apply to related party dealings by a regis-
tered Fund RE. Any related party dealing either from, or which
may endanger, Fund property is not permitted unless itis atarm’s
length or on less favourable (to the related party) terms or has
the prior approval, in a meeting, of the Fund investors. In addi-
tion, under general law, a related party dealing is not permitted
unless it is clearly authorised by the Fund Constitution.

Advisers are subject to a duty to act in the best interest of their
client and impose limits on conflicted remuneration (see ques-
tion 2.3 below).

Market conduct restrictions such as short-selling restrictions,
insider trading and market manipulation prohibitions also affect
the operations of the Fund RE and managers.

vi. Reporting and recordkeeping

In addition to the offer disclosure requirements referred to in

section 3 below, ongoing and periodic reporting obligations

apply for registered Funds.
The RE of a registered Fund must:

(@) give an investor confirmation of transactions about their
investing and withdrawals, and a balance, value and trans-
action report for each reporting period (of up to one year);

(b) inform members or publish a notice of any material change
or significant event in relation to the Fund, and comply
with the continuous disclosure obligations where the Fund
is a “disclosing entity” (generally, where there are at least
100 members or the Fund is listed); and

(¢) file reports with ASIC in respect of the Fund, including:
reports of significant breaches; annual audit reports for the
Fund, the RE, the RE’s AFSL and the Fund Compliance
Plan; notice of any change of officers and “responsible
managers” and “key persons”, if any, noted on the RE’s
AFSL; an “in use” and “out of use” notice in relation to a
PDS (as noted in section 3 below); and any other informa-
tion requested by ASIC.

Public Investment Funds 2020

© Published and reproduced with kind permission by Global Legal Group Ltd, London




REs must also file certain reports with AUSTRAC/ATO for
the purpose of anti-money laundering and counter-terrorism,
including suspicious matter reports.

vii. Other

Privacy, anti-money laundering and taxation (including income
and capital gains tax, goods and services tax (GST) and stamp
duty) legislation apply.

In addition to legislation and general law, listed Funds must
comply with the Listing Rules. General trust law is particularly
relevant for registered Funds as the Corporations Act provides
that Fund property is held on trust for the Fund members and
therefore registered Funds always involve at least a statutory trust.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

Anyone who carries on a financial services business in Australia
is usually required to hold an AFSL that is issued by ASIC under
the Corporations Act.

A “financial services business” is a business of any of the
following in relation to financial products:

(@) dealing — issuing, applying for, acquiring, varying or
disposing of a financial product or arranging for such
conduct. Self-dealing exceptions apply for some types of
products;

(b) providing financial product advice — making a recommen-
dation or statement of opinion or a report that is, or could
reasonably be regarded as, intended to influence a person’s
decision about a financial product. Providing purely
factual information is not advice. Advice is separated into
general advice and personal advice. Personal advice is
given when the recipient’s objectives, financial situation or
needs have been taken into account or a reasonable person
might expect that to have been the case. All other advice is
general advice. If personal advice is given to retail clients,
then advisers must meet additional requirements;

() making a market — through a facility or at a place or other-
wise, the person regularly states prices at which they
propose to acquire or dispose of products on their own
behalf and a person has a reasonable expectation that they
will be able to regularly effect transactions at the stated
prices. This is distinguished from operating a market (for
which an authority is required) by the person accepting
on their own behalf or on behalf of only one party to the
transaction;

(d) operating a registered MIS; or

(e) providing a custodial or depositary service — an arrange-
ment under which a product is held in trust for or on
behalf of the client ot the client’s nominee.

Various exceptions from the requirement to hold an AFSL
apply. For instance, conditional exemptions apply to some
advisers and dealers (referred to as foreign financial service
providers or FESPs) with certain UK, US, Singapore, Hong
Kong, German or Luxembourg local licences where their
activities in Australia are confined to wholesale clients and
they lodge various complying documents with ASIC and meet
ongoing disclosure requirements both to their Australian
wholesale clients and to ASIC. These exemptions will expire
in their current form with effect from 31 March 2020, but will
continue to be effective for a two-year transitional period from
1 April 2020 until 31 March 2022 (Transitional Period) during
which time FFSPs that relied on them as at 31 March 2020 may
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continue to do so provided they comply with the conditions.
The purpose of the Transitional Period is to enable the FFSP
to comply with the requirements of any replacement exemption.

From 1 April 2020, certain FFSPs that are regulated by
foreign regulators listed in Schedule 1 of ASIC Corporations
(FESP — Foreign AFS Licensees) Instrument 2020/198 (Instrument
2020/198) may apply for a foreign AFS licence. These include
the following: UK FCA; US SEC; US Federal Reserve and OCC;
US CFTC; Singapore MAS; Hong Kong SFC; German BaFin;
Luxembourg CSSF; Danish FSA; Swedish FI; French AME;
French ACPR; and the OSC in Ontario, Canada.

FFSPs holding a foreign AFS licence will be authorised to
provide financial services in Australia to “wholesale clients”
and will be exempted from certain regulatory requirements
that apply to regular AFS licensees, notably the obligation to
maintain adequate resources (such as the requisite capital and
personnel with the requisite education and experience to satisfy
ASIC’s policy requirements). These exemptions have been
extended on the basis that the FFSPs are subject to sufficiently
equivalent regulatory requirements in their home jurisdiction.

From 1 April 2022, FESPs may register with ASIC to obtain
an exemption from the requirement to hold an AFS licence if
the only reason they need to hold an AFS licence is because
they are deemed to be carrying on a financial services business
in Australia because, in the course of carrying on their busi-
ness, they engage in conduct that is intended to induce people in
Australia to use their financial services, or is likely to have that
effect. This exemption is relatively limited given that it applies
only to the conduct of “inducing” and given that it only applies
in relation to the provision of “funds management financial
services” to certain “eligible Australian users”. Further infor-
mation is available in ASIC Regulatory Guide 176.

To obtain a regular AFSL, the proposed holder must meet
capital adequacy, operational, education and experience require-
ments. An application must be made to ASIC, nominating
responsible managers with required education and practical skills.
The application must be lodged with a police check and bank-
ruptey check for nominated responsible managers and various
proofs that establish the operational competencies of the appli-
cant to provide the financial services sought to be authorised.

If an AFSL is granted, the holder has obligations, under the
Corporations Act, requiring them to: operate their business effi-
ciently, honestly and fairly; maintain the organisational compe-
tence; ensure their representatives comply, are competent and
adequately trained; have adequate financial, technological and
human resources to provide the financial services; maintain
risk, conflict management, dispute resolution and compensation
systems and arrangements for retail clients; and comply with the
financial services laws and their AFSL..

2.3 In addition to the requirements above, are there
additional regulatory restrictions and requirements

imposed on investment advisers that advise public
funds?

In addition to the restrictions associated with an AFSL hold-
er’s licence, restrictions apply to the conduct of advisers in
marketing Funds as mentioned in section 3 below.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

There are no statutory or regulatory requirements or restrictions
for Funds to invest in digital currencies.
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2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

Exchange-traded funds (ETF) must comply with the relevant
rules of the exchange on which they are traded. For example,
ETFs traded on the ASX must comply with the AQUA Rules.
Issuers of ETFs must also satisfy the exchange on a range of
criteria. The ASIC Information Sheet 230 provides more detail
on the type of criteria that ASIC, as the regulator of market
operators, expects market operators to consider and require of
issuers of ETFs. They include matters of transparency of port-
folio holdings, liquidity and market-making arrangements.

There are different requirements that apply to active ETFs (i.e.
ETFs that do not track an index, but hold assets that are actively
traded) and other ETFs. These requirements are considered in
ASIC Report 583 dated August 2018.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

Marketing materials for Funds are regulated by the Corporations
Act and the ASIC Act. In addition, requirements and restric-
tions under general law may also apply.

A PDS is required to be given to a retail client before they
can be offered or issued an interest in a Fund that is a financial
product, such as a MIS interest.

An investor is a retail client if they are not a wholesale client.
Whether an investor is a wholesale client for this purpose
depends on the amount that they invest in the Fund, the amount
of money that the investor controls or the type of investor body.
For instance, an entity is a wholesale client, and therefore not a
retail client, if:

(@ the price or value of the Fund interests to be acquired is
at least A$500,000 (excluding amounts borrowed from the
Fund offeror or the offeror’s associate);

(b) the Fund investment is provided for use in conjunction
with a business that is not a small business (less than 100
employees for a goods manufacturing business, and other-
wise, 20 employees);

() the investor provides a qualified accountant’s certificate
given within the preceding 24 months that the person had
net assets of atleast A$2.5 million or gross income for each
of the last two years of at least A$250,000;

(d) the investor holds an AFSL, is a body regulated by the
Australian  Prudential Regulation Authority (APRA)
(for instance, a bank), is registered under the Financial
Corporations Act, is an exempt public authority, or is a listed
entity or one of the listed entity’s related bodies corporate;

(e) theinvestor controls A$10 million or more or is the trustee
of certain superannuation Funds where the Fund has net
assets of at least A$10 million; or

(f)  theinvestorisabody that carries on the business of investing
in financial products, interests in land or other investments,
and invests Funds raised from the public on terms which
provide for use of the Funds raised for that purpose.

A PDS must be up to date and “clear, concise and effec-
tive” and must contain prescribed statements and disclose the
following about the Fund: significant benefits and risks; costs,
fees and charges; details about dispute resolution; signifi-
cant taxation implications; details of payments that may affect
returns; in some cases, information about the availability of
accounts; and whether ethical considerations are taken into
account in investing,

ICLG.com

Elements of these requirements contain prescriptive details
of the information to be disclosed and how it is to be disclosed.

A short-form PDS may be used if the Fund is both, a “simple
managed investment scheme”, i.e. one where the RE can reason-
ably expect to realise 80% of the Fund assets for market value
within 10 days — and not classified as a hedge Fund in accord-
ance with ASIC regulatory Guide 240 (or otherwise subject to
particular benchmark disclosure by ASIC). A short-form PDS for
a simple MIS must be no longer than eight pages and contain spec-
ified information about the RE, how the Fund works, benefits and
risks, the Fund investments, fees and costs, tax and how to apply.

The application form for investment must be in, or accom-
pany, the PDS.

A PDS is only lodged with ASIC if the Fund interests are to be
tradeable on a financial market (such as the ASX). Otherwise,
ASIC must be given an “in use” notice in a prescribed form
within five business days after a PDS is first given and an “out
of use” notice within five business days after the PDS ceases to
be used.

For PDSs that are lodged with ASIC, there is an exposure
period (of seven days after lodgement, subject to an extension
by ASIC of up to 14 days) during which investments cannot be
issued or sold.

In addition to the regulated disclosure document requirements
referred to above, all financial products are subject to prohibitions
under the Corporations Act, ASIC Act and general law against
dishonest, misleading, deceptive and unconscionable conduct.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (i)
describe the level of substantive regulation applied to
licensed persons.

An AFSL is generally required to be held by an entity that
engages in marketing of Fund interests and thereby provides
financial advice or deals in the financial product (see ques-
tion 2.2 above). There are numerous exceptions to licensing
requirements for particular circumstances — for instance, where
advice is only provided to a related body or for certain offshore
licensees who lodge various deeds and documents with ASIC
and whose Australian clients are all wholesale clients, or where
a Fund issues interests under an arrangement with an AFSL
holding intermediary which offers to arrange for the issue on
the terms of the offers.

A person providing services on behalf of an AFSL holder
does not need their own AFSL, but must be appointed in writing
as an authorised representative by the AFSL holder and the
appointment notified to ASIC.

AFSL holders must comply with the financial and other
conditions under their AFSL and general conduct conditions in
the Corporations Act (see question 2.2 above).

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

Investment advisers may not be given or receive certain types of
conflicted remuneration for retail client investments. Conflicted
remuneration is any benefit, whether monetary or non-mone-
tary, that, because of the nature of the benefit or the circum-
stances in which it is given: (a) could reasonably be expected to
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influence the choice of financial product recommended by the
licensee or representative to retail clients; or (b) could reason-
ably be expected to influence the financial product advice given
to retail clients.

ii.  Advertising
Advertising restrictions apply so the potential investors are
aware of the Fund PDS and that they should consider the
PDS before deciding whether to invest. Cold-calling and anti-
hawking restrictions regulate the way in which advertising and
PDS material can be distributed.

Further, there are limited circumstances in which a Fund that
needs to be registered as a MIS can be referred to prior to such
registration.

iii. Investor suitability

There are currently no prescriptive investor suitability require-
ments for types of Funds that may be offered. However, care
must be taken to ensure that there is no unconscionable or
misleading or deceptive conduct in marketing Funds and that
disclosure is clear, concise and effective for investots.

From April 2021, new rules introduced under the Treasury
Laws Amendment (Design and Distribution Obligations and
Product Intervention Powers) Act 2019 (DDO Regime) will
apply to the design and distribution of certain financial prod-
ucts, including MIS, that are offered to retail clients. The
DDO Regime will require product issuers (or sellers) to prepare
a written “target market determination” that is “appropriate”
and, among other things, describes the class of retail clients that
comprises the target market for the product (the target market)
and specifies any conditions and restrictions on retail product
distribution conduct. The DDO Regime will also require
product issuers and distributors to take reasonable steps to
ensure that the distribution of financial products is consistent
with the target market determination.

iv. Custody of investor funds or securities

A custodian separate to the Fund RE is not required, but because
capital adequacy requirements apply under the RE’s AFSL if it
holds certain Fund assets, it is usual to appoint a custodian of
registered Fund assets (see question 2.1, point (iii) above).

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

Unregistered Funds may not be marketed to retail clients. They can
only be marketed or sold to wholesale clients. Otherwise, subject
to the rules under the DDO Regime that will apply to products
being issued and sold to retail clients from April 2021, there are
currently no testrictions to whom a Fund may be marketed or sold.

Care must also be taken to ensure that there is no unconscion-
able or misleading or deceptive conduct in marketing Funds and
that disclosure is clear, concise and effective for investors.

Advisers providing personal advice must take care to ensure
that the selection of the Fund for investment takes into account
the financial circumstances, needs and objectives of the client
and whether 2 Fund could meet those circumstances, needs and
objectives.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

ASIC imposes requirements in respect of some Funds through
conditions in the RE’s AFSL. For instance, conditions are
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imposed pertaining to registration of real property interests that
form the basis of primary production schemes.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

As mentioned in section 1 above, in Australia, most retail Funds
are trusts. Trusts are defined as entities for tax purposes but
are generally established and managed so that tax is paid by
the investors, not the trust. This requires care in drafting the
Fund Constitution and in managing the Fund accounts and
distributions.

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may
be)?

Unit trusts are generally taxable on a flow-through basis,
provided that the trustee (i.e. RE) distributes all trust income for
each tax year. This treatment is not available if the RE carries
on active business activities such that the trust is a trading trust
as defined in the taxation legislation. Trading trusts are taxed as
companies and taxed at the trading trust level.

Trusts whose activities constitute an “eligible investment
business” are not trading trusts and may be taxed on a flow-
through basis with the investors paying the tax. Activities
such as investing in land for the purpose of deriving rent and
investing or trading in various debt and equity securities and
derivatives are generally considered to be eligible investment
businesses.

Unlisted trusts which have less than 50 members are generally
not considered to be public trusts and may be taxed on a flow-
through basis even though they carry on a business other than
an eligible investment business. The legislation also looks to the
type of member so, for example, a trust in which one or more of
certain types of tax-exempt entities hold more than 20% of the
units would not pass this test, even if it had less than 50 members.

In some cases, securities in different entities are stapled; for
example, with one entity carrying on an eligible investment
business, such as holding land and leasing it to the other entity
which carries on an active trading business (such as managing a
toll road or a hotel). The entity carrying on the active business
will be taxed as a company, either because it is a public trading
trust or because it is a company. It is necessary to ensure an
adequate split of profit between the entities, and in many cases,
a tax ruling is obtained to confirm that the arrangements are
acceptable to the Commissioner of Taxation. In March 2017,
the Commonwealth Treasury released a consultation paper as
part of its current review of the taxation treatment of stapled
structures.

Since then, the Commonwealth Patliament enacted the
Treasury Laws Amendment (Making Sure Foreign Investors
Pay Their Fair Share of Tax in Australia and Other Measures)
Act 2019 (Cth) (the 2019 Act). Schedule 1 of that Act contains
the assessment provisions which Legislation was introduced on
20 September 2018 to deal with a number of issues relating to
foreign investors including investors in MITs. It is proposed
to tax certain MIT distributions at 30% where the underlying
income is non-concessional MIT income as defined. This
would include income received from a cross-stapled entity to the
extent it includes trading income of that entity and income from
agricultural land and residential housing (other than affordable

ICLG.com

© Published and reproduced with kind permission by Global Legal Group Ltd, London



Australia

housing). There is a 15-year exception that is available from

this taxation treatment for new government-approved, nation-

ally significant infrastructure staples.

The legislation is intended to be effective for income years
commencing on or after 1 July 2019. However, the following
transitional relief can be accessed by the taxpayer by lodging an
approved form available from the Australian Taxation Office’s
website:

W cxisting staples may be eligible for transitional relief for
seven years for ordinary business staples and 15 years for
economic infrastructure assets; and

m  MITs investing in agricultural land will have access to
transitional relief until 30 June 2026, and MITs investing
in residential housing will have access to transitional relief
until 30 September 2027.

Schedule 2 of the 2019 Act amends Australia’s thin capitalisa-
tion rules to prevent foreign investors from using double gearing
structures, which include trusts, partnerships and other enti-
ties, to convert their active business income to interest income,
which is taxed at 10% or less. Schedule 2 applies to income years
commencing on or after 1 July 2018.

It is subject to grandfathering provisions designed to extend
the effective date for investments acquired before 27 March
2018 to 1 July 2026 (or later in some cases).

If the trust qualifies as a Managed Investment Trust (MIT), it
may be able to make a capital account election and have its gains
and losses treated on capital account.

MIT status requires satisfaction of a number of conditions,
including conditions relating to the Australian residence of the
trust and management of the trust’s activities, its status under
the Corporations Act provisions dealing with MIS and the
spread of ownership of direct and indirect interests in the trust.

Certain MITs may elect to be treated as “Attribution MITs” or
“AMITs” for Australian income tax purposes and if so, a sepa-
rate taxation regime will apply. Under this regime (known as the
AMIT regime), receipts and the character of those receipts are
attributed to the members of the MIT and thereby aligning the
commercial and tax consequences of the activities of the MIT
and providing flow-through of income and tax offset amounts
with particular characteristics to the members of the MIT.

Australia has an Investment Manager regime which seeks to
ensure foreign Funds and their members are not disadvantaged
by engaging Australian-based service providers and managers.
Under these provisions, certain returns, gains, losses and deduc-
tions of widely held foreign Funds are disregarded where: (a) the
returns or gains would otherwise be assessable income of the
Fund only because they are attributable to a permanent estab-
lishment in Australia; and (b) that permanent establishment
arises solely from the use of an Australian-based agent, manager
or service provider. The main types of gains covered by these
rules are Australian-sourced capital gains (other than gains
related to interests in land and other limited cases) and foreign-
sourced income and gains. There are proposals to extend this
concession.

The Commonwealth Government has recently released expo-
sure draft legislation as part of a consultation process for the
introduction of two new collective investment vehicles (CIV)
which are intended to be more internationally recognisable to
foreign investors. These vehicles are: (1) a company (or corpo-
rate collective investment vehicle (CCIV)); and (2) a limited
partnership, which in both instances meet certain legal and
regulatory requirements.

The taxation treatment proposed for CIVs and CCIVs will
broadly align with the AMIT regime which is a “character-flow
through” model of taxation. Further exposure draft CCIV
legislation was introduced on 17 January 2019 and consultations
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continued until 28 February 2019. As at the date of this publica-
tion, the Commonwealth Government is developing legislation
to enact these new investment vehicles.

Australia has various systems of accruals rules. The Taxation
of Financial Arrangements (TOFA) regime is mandatory for
financial arrangements where the value of trust assets exceeds
A$100 million. In addition, an election may be made for these
rules to apply where the assets are valued at less than A$100
million. Transactions which are not covered by the TOFA
regime may be taxed on an accruals basis where they have an
eligible return; for example, a zero coupon bond where the
income is deferred until the repayment date. Also, accruals rules
may apply to some foreign investments made by Funds.

Goods and Services Tax

There are rules concerning the treatment of financial supplies
which mean that Funds cannot fully recoup GST paid in rela-
tion to some financial supplies. Under regulations which
commenced on 1 July 2012, trusts making financial supplies will
receive reduced input tax credits (RITC) of 55%; in the case of
supplies and in certain specified cases (for example, custodial
services), an RITC of 75% of the GST paid.

Position of Resident Investors

The taxable income of the Fund is usually taxed to the investors
in proportion to the distributions they receive. If the Fund has
deductions or allowances that reduce its taxable income below
its accounting income, then in some cases the amount distrib-
uted may exceed the amount of taxable income. This excess
is commonly called a “tax-free” or “tax-deferred” distribution.
Any such distribution will reduce the cost base of the units in
the unit trust in the hands of the investors for capital gains tax
purposes. Once the cost base in their units reaches zero, further
tax-free distributions are taxed as capital gains in the hands of
the investor.

It is also possible that the amount of taxable income attrib-
utable to an investor will exceed the actual cash distribution,
although Funds usually seck to avoid this outcome.

Capital gains made by the trust may be passed through to
investors and will retain that character in the hands of the
investor and (if the trust has held the relevant asset for at least
12 months) may be eligible for discount capital gains tax treat-
ment, depending on the type of entity the investor is (i.e. a 50%
capital gains tax discount applies to an investor who is an indi-
vidual, while a discount of 33.33% applies to a complying super-
annuation entity). The capital gains tax discount applies only
to residents.

Resident investors are usually taxable on capital gains and
capital losses made on disposal of their units. Such capital gains
usually qualify for discount capital gains treatment for the units
held by a natural person, superannuation Fund or trust for a
period of 12 months or more.

Position of Non-Resident Investors

If the Fund qualifies as an MIT, non-resident investors will
generally be taxed on distributions to them by way of a final
withholding tax of 15%, provided they are resident in a country
with a tax information exchange agreement with Australia.
Distributions of non-concessional MIT income attract 30%
withholding. Non-concessional MIT income includes income
from residential property, from trading businesses, from agri-
culture and from cross-stapled entities.

Distributions of interest, royalties and dividends will be not
be taxed at 15% but at their normal withholding rates — 10% in
the case of interest and 0% in the case of franked dividends. If
dividends are not franked under the dividend imputation rules,
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then normal dividend withholding tax rates will apply. These
rates vary from 0% to 30% depending on the terms of any appli-
cable treaty. Royalties are generally taxed at between 10% and
30%.

The tax position of gains and losses made by non-resident
investors on disposal of their units varies depending on the
nature of their investment.

If the non-resident investor holds their units on capital
account, they are generally not taxed. However, if the Fund is
land-rich (i.e. real property, including mining leases, exceeds
50% of the value of the Fund) and the investor holds mote than
10% of the Fund, then they may be subject to Australian capital
gains tax on any gains made on disposal of their units. Also,
units held by a non-resident investor that are used in carrying on
a business through a permanent establishment of the investor in
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Australia will be subject to capital gains tax on any gain made
on their disposal.

Investments on revenue account, for example, investments
made by a Fund for the purposes of short-term gain or as part of
business activities, will be taxable in Australia, but subject to the
operation of relevant tax treaties.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

See question 4.2 above regarding MITs, AMITs and CIVs
(subject to them being legislated).
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ﬂ Australia

Austin Bell is recognised as a leading financial services and Funds management lawyer, with a particular focus on investment Funds and
hedge Funds. He advises domestic and international Fund managers on all aspects of the Australian regulatory regime, including estab-
lishing and restructuring investment vehicles, Australian financial services licensing, disclosure obligations and negotiating contracts.
Austin is admitted to practise in Quebec, Canada, New York and NSW.

Johnson Winter & Slattery Tel: +61 2 8247 9620

Level 25, 20 Bond Street Email: austin.bell@jws.com.au
Sydney, NSW 2000 URL: WWW.jws.com.au
Australia

Andy Milidoni is a tax lawyer specialising in all aspects of taxation, revenue law, trust law and superannuation law.

He advises on the tax implications of corporate, asset and equity and debt market transactions including mergers, acquisitions, restructures
and incentive schemes, tax and duty audits and disputes. Andy has extensive experience advising on inbound and outbound investment
vehicles, managed Funds and financial products including Australian managed investment trusts, limited partnerships and unincorporated
joint ventures.

Andy's recent experience includes representing and advising large public and private corporate groups, SMEs, family offices and high-wealth
individuals, in a range of business sectors and investments.

Johnson Winter & Slattery Tel: +61 2 8274 9555
Level 25,20 Bond Street Fax: +61 2 8274 9500
Sydney, NSW 2000 Email: andy.milidoni@jws.com.au
Australia URL: WWW.jws.com.au

Johnson Winter & Slattery is engaged by major businesses, investment funds
and government agencies as legal counsel on important transactions and
disputes throughout Australia and surrounding regions. We are a full-service
commercial firm with specialist expertise in all facets of commercial activity,
covering the spectrum of transactional needs, advisory and compliance as
well as dispute resolution. JOHNSON WINTER & SLATTERY
We help our clients navigate legal complexity in both commercial transac- LAWYETR S
tions and dispute resolution by applying specialist legal expertise, innovative
technology and commercial awareness to our clients’ business objectives.
Commitments to outstanding client service, a collaborative ethos and the
importance of fashioning commercial outcomes are hallmarks of our firm.
WWW.jws.com.au
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1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Yes. As a rule, Brazilian-formed investment funds are required
to be registered with the local securities commission (Comzissao
de Valores Mobilidrios — “CV M”), regatrdless of their quotas being
subject to a private or public offering. The rules and require-
ments for the registration of investment funds are set forth by
the CVM and are generally determined based on the type of
investment funds, target investors and type of public offerings.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

The registration of public funds in Brazil requires prior registra-
tion with the CVM through the filing of a minimum set of docu-
ments, which is made by the fiduciary administrator through
the CVM’s website, such as: (i) the fund’s bylaws; (ii) the enrol-
ment of the fund with the Federal Revenue Office taxpayer’s
register; (iii) the statements of the fund’s fiduciary administrator
attesting the compliance of the fund’s bylaws with the applicable
regulations, as well as the execution of certain required agree-
ments (i.e., portfolio management agreements, bookkeeping of
quotas, distribution and custody, etc.); and (iv) the name of the
independent accounting firm responsible for auditing the fund’s
financial statements, among others.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

Under the applicable laws, the distribution of quotas of invest-

ment funds not registered with the CVM is classified as a serious

infraction (/nfragio grave), being subject to the following penalties:

(i) warning;

(i) financial penalty;

(iii) temporary disqualification, up to a maximum period of 20
years, for exercising the duties of a director or member
of the audit committee of listed companies, entities which
are part of the securities distribution system, or other enti-
ties that depend on authorisation or registration with the
CVM;

(iv) suspension of the authorisation or registration to perform
activities related to capital markets;
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(v) temporary disqualification, for a maximum period of 20
years, from performing activities related to capital markets;

(vi) temporary prohibition, for a maximum of 20 years, from
performing certain activities or transactions for entities
that are part of the securities distribution system or other
entities that depend on authorisation or registration with
the CVM; and/or

(vil) temporary prohibition, for a maximum period of 10 years,
from directly or indirectly performing in one or more
types of transactions in the securities market.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

Foreign-formed investment funds are not admitted to regis-
tration in Brazil, nor may their interests be publicly offered in
Brazil.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance
Investment funds in Brazil are structured as a special unincor-
porated pool of assets (condominios especiais), with the investors
participating in the fund through the acquisition of quotas, each
of which corresponds to a notional fraction of all assets held by
the relevant fund. Brazilian-formed funds are not incorporated
as legal entities (i.e., companies, partnerships or trusts), but can
assume duties and obligations towards third parties, as well as
sue and be sued. As a consequence of being an unincorporated
pool of assets, local investment funds are not considered sepa-
rate and independent legal entities from their investors.
Brazilian investment funds may be formed as closed-ended
or open-ended funds. In closed-ended funds the quotas cannot
be redeemed prior to its liquidation, with distributions to quota
holders being made through the amortisation of quotas, gener-
ally approved by the fiduciary administrator or the investment
manager. Quotas of closed-ended funds may be subject to
secondary negotiation among the quota holders. Paradoxically,
open-ended funds allow their investors to redeem their quotas
at any time, regardless of the fund’s liquidation, but prohibit the
secondary transfer of quotas (except in case of judicial order,
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universal succession, collateral foreclosure, fiduciary assign-
ment, etc.).

The principal document of an investment fund is the
bylaws, filed by the fiduciary administrator, which contains
the description of the investment policy, term, target inves-
tors, service providers, characteristics of the quotas and distri-
butions to quota holders, fees, governance and quota holders
meetings, among others. The fiduciary administrator is the
primary person responsible for the fund and is subject to the
terms and conditions set forth in the bylaws, also being respon-
sible for the engagement and supervision of any of the fund’s
service providers, such as the investment manager, custodian
and distributor, as applicable.

The investment decisions in public funds are generally taken
by the investment manager, subject to the investment policy set
forth in the bylaws.

The investors participate in local formed funds through the
quota holders’ meetings, which are responsible, under the terms
of the regulations, for resolving certain matters, such as: (i)
approval of the fund’s financial statements; (ii) replacement of
the fiduciary administrator, investment manager and/or custo-
dian; (iii) merger, spin-off or transformation of the fund; (iv)
increase of the fund’s fees; (v) changes to the fund’s investment
policy; (vi) for closed-ended funds, issuance of new quotas; (vii)
amortisation or redemption of quotas in the absence of specific
language in the bylaws; and (viii) amendment to the bylaws.
Additional matters subject to resolution by the quota holders’
meetings may be included in the bylaws.

Local investment funds may also have investment or technical
committees or boards, formed by members appointed by the
administrator, investment manager or quota holders, pursuant
to the terms of the fund’s bylaws. The existence of commit-
tees or boards does not exempt the fiduciary administrator and
the investment manager of their obligations with respect to the
operations and management of the fund’s portfolio.

ii. Selection of investment adviser, and review and

approval of investment advisory agreement
The fiduciary administrator is responsible for selecting and
engaging the fund’s service providers, including the invest-
ment manager, which shall be duly authorised by the CVM for
the exercising of investment management activities (see ques-
tion 2.2). The engagement of the investment manager is formal-
ised through an investment management agreement, privately
negotiated and executed by the parties (fiduciary administrator,
investment manager and the fund). Such agreement is not filed
with the CVM nor made available to the public in general, but
may be requested at any time for analysis and consultation by
the CVM.

iii. Capital structure

Brazilian law does not provide for capital structure rules to
public funds in Brazil. The general rule is that all the quota
holders, participating in the fund with a fraction of its assets
and holding the same type of quotas, must be treated equally,
holding the same rights and obligations.

The local laws allow the possibility of establishing that the
liability of each quota holder is limited to the amount of its
quotas — provided that such limitation is expressly determined
by the fund’s bylaws. For comparison purposes, this approach
is similar to the limited liability of shareholders of corpora-
tions and limited liability companies in Brazil. It is worth high-
lighting that the limitation of liability in an investment fund that
was originally formed without such limitation will only cover
facts that occurred after the respective change of its bylaws.
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iv. Limits on portfolio investments

In general, the limits on portfolio investments made by public
funds in Brazil are determined by two main factors: (i) the type
of public investment fund (if an equity fund, fixed-income fund,
foreign exchange fund, or multimarket fund, among other addi-
tional classifications); and (ii) the level of sophistication of the
fund’s investors.

The CVM regulations establish certain rules with respect to
the types of assets that may be purchased and traded by public
funds, as well as concentration limits in respect of: (a) the issuer
of each of the assets; (b) the type of financial assets; and (c)
offshore investments.

The rational is that, subject to the limitations imposed to each
of the specific types of public funds, the more sophisticated the
investor, the more flexible the public fund’s investment policy
in relation to the types of assets and concentration limits. Thus,
public funds targeted to qualified and/or professional investors
(see question 2.1 (vii) below) require higher investment stand-
ards from such investors (and entail higher risk exposure) than
those targeted to retail investors.

v.  Conflicts of interest

The CVM regulations contain certain rules applicable to the
fiduciary administrator, investment manager and distributors
in relation to conflict of interest. As a general rule, service
providers (and any members of the fund’s committee or advisory
board, if applicable) must disclose situations involving poten-
tial conflict of interest, as well as the policies and procedures for
mitigating such situations.

The fiduciary administrator and investment manager are
required to prepare and adopt rules and policies in relation to
compliance, risk management, internal controls, and ethics
code, among others.

The fiduciary administrator and the investment manager are
also subject to specific segregation rules imposed by the CVM
regulations, which usually involve physical and information
segregations, as well as the appointment of different officers
responsible for the investment management, risk management
and compliance.

vi. Reporting and recordkeeping

The fiduciary administrator has the primary responsibility for
reporting and recordkeeping the fund’s information, including
information about the value of the fund’s quotas, fund’s port-
folio, performance and material facts, among other information.
Most of the information is made available not only to the quota
holders, but to the CVM and the public in general (available on
the CVM’s website).

The local regulations determine that the fiduciary adminis-
trator keeps certain documents for a minimum period of five
years, such as accession instruments executed by the quota
holders, any communications exchanged by the fiduciary admin-
istrator and the quota holders, executed agreements and auditing
reports, among others.

vii. Other
The CVM regulations classify the investors into three catego-
ries, as follows: (i) retail (non-sophisticated investors); (ii) qual-
ified investors; and (iii) professional investors. This classifica-
tion is relevant for purposes of determining the public funds’
investment policies (see question 2.1 (iv) above).

There is no specific definition for retail investors, meaning
that retail investors are those that do not fall under the catego-
ries of qualified or professional investors.
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The definition of professional investors comprises financial
institutions, insurance companies, pension funds, individuals and
corporations that hold financial investments in an amount of, at
least, R$10 million, investment funds, investment clubs managed by
authorised investment managers, fiduciary administrators, invest-
ment managers, securities advisors and non-resident investors.

On the other hand, qualified investors are those individuals
or companies that hold financial investments in an amount of,
at least, R$1 million, investment clubs managed by quota holders
classified as qualified investors, as well as natural persons certi-
fied by entities accredited by the CVM.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

Yes. The administration and investment management of invest-
ment funds in Brazil are regulated activities, being subject to
registration with the CVM. The registration request can be
required in one or both of the following categories:

(i)  Fiduciary administrator (administrador fiducidrio), respon-
sible for the operation and maintenance of the securi-
ties portfolio, which is responsible for, among others: (a)
legally forming investment funds under its administration
and registering them with the Federal Revenue Office and
CVM; (b) hiring investment providers which are legally
required for the operation of securities portfolios and/
or investment funds (i.e., portfolio managers, custodians,
bookkeeping agents, etc.); and (¢) treasury, accounting,
custody of assets and other back-office activities.

(i) Investment manager (gestor), responsible for the invest-
ment decisions (including purchase and sale) of the securi-
ties portfolios and/or investment funds, and/or for secu-
rities consulting services with respect to investments and
divestments in securities.

Note that both the fiduciary administrator and the invest-
ment manager must be necessarily headquartered in Brazil and
are subject to minimum infrastructure and disclosure require-
ments (filing and annual update of a reference form with infor-
mation on asset under management, infrastructure, remunet-
ation, internal policies, etc.). Additionally, both the fiduciary
administrator and the investment manager are required to, at
least, appoint an officer responsible for the asset management
activities (who is also required to be registered with the CVM
as an individual asset manager), and an officer responsible for
compliance and risk management and anti-money laundering.

In addition to the registration with the CVM, it is a local
market standard that an asset manager is also registered with
the Brazilian Financial and Capital Markets Entities Association
(Associacao Brasileira das Entidades dos Mercados Financeiros e de
Capitais — “ANBIMA”) in order to perform asset management
activities. Broadly speaking, the registration with ANBIMA may
be formalised through two different approaches: (i) becoming a
member of ANBIMA — enjoying associative rights, with manda-
tory adherence to the ANBIMA?’s self-regulatory codes; or (ii)
adherence to the applicable ANBIMA’s self-regulatory codes.

2.3 In addition to the requirements above, are there

additional regulatory restrictions and requirements
imposed on investment advisers that advise public funds?

In addition to the requirements above, fiduciary administrators
and investment managers are subject to self-regulatory rules
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set forth by ANBIMA, and anti-money laundering rules and
reporting obligations. Fiduciary administrators and investment
managers may be also subject to additional regulatory restric-
tions and requirements in case they are registered as financial
institutions and/or manage funds invested by certain types of
investors, such as pension funds and insurance companies.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

Brazilian-formed public funds cannot invest directly in digital
currencies, as such type of asset does not fall under the defi-
nition of financial assets admitted for acquisition and negotia-
tion by local public funds. However, the CVM regulations allow
public funds to make indirect investments in digital currencies
through the acquisition of interests in offshore vehicles and/or
derivatives negotiated abroad, provided that such offshore vehi-
cles and/or derivatives are regulated in the offshore markets
where they are traded. Additionally, the Brazilian regulations
require that the local fiduciary administrator and the investment
manager make the appropriate disclosure to investors, conduct
due diligence of such assets and offshore vehicles, and adopt
monitoring practices to oversee the offshore administrator and/
or investment manager of the offshore vehicles.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

Exchange-traded investment funds (“ETFs”) have the same
legal nature of Brazilian-formed public investment funds, but
are subject to specific CVM regulations (CVM Rule No. 369,
dated January 22, 2002, as amended). The formation and
running of Brazilian ETTs, as well as the public offering of their
quotas require prior registration with the CVM.

Brazilian ETFs may be only formed as open-ended funds and
their quotas are required to be admitted for trading on stock
exchanges or organised markets (Brazil’s B3 S.A. — Brasil, Bolsa,
Balciao). Brazilian-formed ETFs may be backed by variable-in-
come and fixed-income indexes, and at least 95% of their net
asset values (“NAVs”) must be invested in financial assets that
compose the index, and liquidity purchased positions in future
contracts.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

The marketing and distribution of quotas of public funds in
Brazil shall be made by members of the securities distribu-
tion system (in general, financial institutions, brokerage enti-
ties, fiduciary administrators, among others), following certain
requirements and disclosure of information and documents as
required by the CVM regulations, and also by the ANBIMA
codes and guidance.

As a rule, the distribution of quotas of open-ended public
funds are not subject to registration with the CVM. The distri-
bution of quotas of closed-ended investment funds requires prior
registration with the CVM, except if made through an exempted
public offering, with certain limitations on the type and number
of investors that may be accessed by the distributors.
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3.2 Islicensure with a regulatory authority required of
persons (Whether entities or natural persons) engaged in

marketing activities? If so: (i) are there commonly available
exceptions that may be relied on?; and (ii) describe the level
of substantive regulation applied to licensed persons.

Yes. Quotas of investment funds are classified as securities
under the applicable law, and their distributions require the
participation of duly authorised members of the Brazilian secu-
rities distribution system, which is comprised of: (i) financial
institutions and other entities with the purpose of underwriting
securities (subject to registration and supervision of the Brazilian
Central Bank); (ii) entities with the purpose of purchasing secu-
rities in the market and resale using their proprietary accounts;
(iii) companies and individuals who intermediate the trading of
securities in stock exchanges and over-the-counter (“OTC”)
markets; (iv) stock exchanges; (v) OTC entities; (vi) brokerage
of goods, special operators and the stock exchanges of goods
and futures; and (vii) securities settlement and clearing houses.

Under the applicable laws, asset managers may act as distribu-
tors of quotas of investment funds under their administration or
investment management, provided that they adopt specific poli-
cies and procedures in relation to the registration, of investors’
suitability and exchange of information, and appoint an officer
responsible for the distribution activity.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

Distribution fees are usually deducted from the fund’s manage-
ment fee (received by the investment manager), usually calcu-
lated considering the fund’s net worth. Note that the CVM
regulations prohibit the asset managers from receiving any indi-
rect remuneration or benefit paid by related parties that would
hinder or limit the asset managers’ independence in their asset
management activities, requiring that any indirect payment or
benefit must be transferred to the fund and consequently to its
quota holders.

ii.  Advertising

Any marketing material involving public investment funds must,
among other requirements, contain specific disclaimers and
information consistent with the bylaws and the fund’s factsheet
(if applicable), and be drafted with simple, clear, moderate and
concise language, alerting the investors to the risks involved in
investments in funds. ANBIMA’s code for asset management also
provides for certain rules for disclosure of the funds’ performances
and other norms applicable for advertising of public funds.

iii. Investor suitability

The distributors of quotas of investment funds are responsible for
carrying out suitability of the investors, which is made in accord-
ance with the target investors of each of the investment funds.

iv. Custody of investor funds or securities

Custody fees are usually charged as one of the fund’s expenses
and must be duly disclosed in the fund’s bylaws, with an indica-
tion about the maximum custody fee subject to payment by the
fund, expressed as an annual percentage of the fund’s net worth.
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3.4 Are there restrictions on to whom public funds may

be marketed or sold?

Yes. The restrictions on to whom public funds may be marketed
or sold are determined in accordance with the level of sophisti-
cation of the investors (i.e., retail investors, qualified investors
and professional investors). The general concept, in line with
one of the CVM’s fundaments (conferring protection to inves-
tors) is that the more sophisticated the investor is, the more risk
an investor might be exposed to and, therefore, less protection
may be granted to such investors.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

No. The rules and guidance for the marketing of public invest-
ment in Brazil are provided by the CVM, as the regulatory body
responsible for the registration and supervision of investment
funds, and ANBIMA, as a self-regulatory entity. Certain types of
investors, such as pension funds and insurance companies ate also
subject to other regulations provided by other Governmental enti-
ties like the National Monetary Council, National Superintendence
of Complementary Social Security (“PREVIC”) and the
Superintendence of Private Insurance (“SUSEP”), among others.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

As mentioned in question 2.1 (i) above, investment funds are
structured in Brazil as a special unincorporated pool of assets
(condominios especiais).

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may
be)?

As a general rule, investment funds are not subject to taxation on
revenues and capital gains deriving from their own transactions
(at portfolio level). However, there are certain exceptions to that
rule such as financial revenues earned by real estate funds.

Therefore, Brazilian taxation will apply when income or gains
are distributed from the investment fund to its investors.

In such case, the applicable taxation will vary taking into
consideration certain aspects related to the fund (the fund’s
nature and portfolio maturity) and the investor (type of investor,
investment term and tax residency).

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

As mentioned above, public investment funds are generally not
subject to taxes. Taxation applies at the level of the investor
when income or gains are distributed.

There are certain tax benefits for non-Brazilian investors of
public investment funds and a lower general tax rate.

Special tax regimes can also apply taking into consideration
the type of investment fund (the fund’s nature and portfolio)
and the investor.
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Chapter 7

Canada

McCarthy Tétrault LLP

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

For Canadian securities regulatory purposes, an investment
fund is either an open-end fund (referred to in Canada as a
“mutual fund”) or closed-end fund (referred to in Canada as
a “non-redeemable investment fund”) that offers liquidity,
takes passive positions in securities, and does not try to exer-
cise control or otherwise influence the day-to-day business of
the investee issuer. Publicly offered non-redeemable investment
funds and publicly offered mutual funds that are exchange-
traded funds (“ETFs”) typically have their securities listed on a
Canadian stock exchange. If an investment fund seeks to offer
its securities to the public, it must comply with the requirements
described in question 1.2 below.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

In general terms, the conduct of a retail investment fund busi-
ness in Canada gives rise to four fundamental securities regula-
tory filing and approval requirements:

1. Therequirementto prepare and file with the securities regu-
latory authorities in Canada (the “Securities Regulator”) a
prospectus and annual information form describing the
material facts relating to the offering of investment fund
securities (the “Prospectus Requirement”). The type of
prospectus that is used in the offering of a retail invest-
ment fund is subject to National Instrument 81-101
Mutual Fund Prospectus Disclosure (“NI 81-101”) which
mandates the preparation of a simplified prospectus, an
annual information form (“AIF”), and a fund facts docu-
ment (“Fund Facts”) for each series or class of the mutual
fund.

The simplified prospectus is divided into two parts: Part
A which contains general information about mutual funds
and introductory information about all mutual funds in a
fund family; and Part B which contains specific information
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about each fund within a family. The simplified prospectus
format permits several mutual funds under common
management to be offered together in a single document.
Until recently, the simplified prospectus was required to
be delivered to investors, but is now only filed with, and
reviewed by, the Securities Regulator, and is available for
inspection by the public on SEDAR (the Canadian version
of EDGAR).

The AIF contains more detailed disclosure about the
mutual fund, and although filed with, and reviewed by, the
Securities Regulator, it is not required to be delivered to
investors. Like the simplified prospectus, the AIF is avail-
able on SEDAR.

The Fund Facts document highlights key information that
is important to investors, in a “plain language” format
they can easily understand, and must be no more than two
double-sided pages. The Fund Facts document content
requirements are set out in NI 81-101 and include basic
information about the fund followed by a concise expla-
nation of mutual fund performance, expenses and fees,
advisor compensation and the investor’s cancellation
rights. A separate Fund Facts document must be prepared
for each series or class of the mutual fund. The Fund Facts
document must be filed and posted on the website of the
mutual fund or the mutual fund manager. The Fund Facts
document must be delivered to the investor prior to the
dealer accepting an order to purchase from the investor.
For publicly offered investment funds that are non-re-
deemable investment funds, a long form prospectus is
delivered to investors at the time of initial offering in /ieu
of the “simplified” prospectus and Fund Facts.

2. The requirement to have the fund’s investment manager
registered under applicable securities laws (the “Investment
Fund Manager Registration Requirement”). This require-
ment involves the filing of Form 33-109 F6 on behalf of
the firm and the filing of Form 33-109 F4 on behalf of
registered individuals.

3. The requirement to have the investment fund’s portfolio
managed by an adviser registered under applicable securi-
ties laws (the “Adviser Registration Requirement”). This
requirement involves the filing of Form 33-109 F6 on
behalf of the firm and the filing of Form 33-109 F4 on
behalf of registered individuals.

Public Investment Funds 2020

© Published and reproduced with kind permission by Global Legal Group Ltd, London




4. The requirement to distribute the investment fund secu-
rities through dealers registered under applicable securi-
ties laws (the “Dealer Registration Requirement”). This
requirement involves the filing of Form 33-109 F6 on
behalf of the firm and the filing of Form 33-109 F4 on
behalf of registered individuals.

Each of these filings and registrations must be obtained prior
to the commencement of the offering of any investment fund
securities to the public in a Canadian province or territory.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

Failure to comply with the requirements described in question
1.2 above would constitute a breach of Canadian securities laws,
the consequences of which include fines and other significant
sanctions.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

While the investment fund itself and its custodian must be
domiciled and resident in Canada, the investment fund manager
and portfolio adviser may be located outside of Canada. An
investment fund established and custodied in a foreign jurisdic-
tion may not be offered on a retail basis in Canada but may be
offered to Canadian institutional investors or high-net-worth
individuals through Canadian registered dealers or by foreign
broker dealers that qualify for the international dealer exemp-
tion. Certain minimum Canadian residency requirements apply
to directors of investment funds that are structured as corpora-
tions or as classes of shares of a corporation. These residency
requirements vary by province and territory.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i. Governance

The Canadian securities markets are currently regulated solely
by the provincial and territorial governments. As a result, each
of Canada’s 10 provinces and three territories has its own legis-
lative scheme for regulating the securities market within its
own provincial or territorial jurisdiction and its own Securities
Regulator for administering and enforcing such legislation.
Securities regulatory requirements in Canada can therefore vary
from jurisdiction to jurisdiction.

In an effort to harmonise Canadian securities laws, each of
the 13 Securities Regulators in Canada have, under rule-making
authority granted by the provincial and territorial governments,
established numerous rules, referred to as “national instru-
ments”, that operate in a substantially identical manner in each
province and territory.

Notwithstanding the potential for inconsistent regulatory
requirements between the provinces, there is significant harmo-
nisation of securities market regulation in Canada and this
recognition has resulted in the Securities Regulators collabo-
rating in the development of a number of key national instru-
ments or policies including:
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m  National Policy 11-202 Process for Prospectus Reviews
in Multiple Jurisdictions (“NP 11-102”) which describes
procedures for the filing and review of a preliminary
prospectus, prospectus and related materials in more than
one Canadian jurisdiction.

[ National Instrument 31-103 Registration Requirements,
Exemptions and Ongoing Registrant Obligations (“NI
31-103”) which imposes registration categories and
requirements for individuals and firms, registration
exemptions, internal controls and systems, capital and
insurance requirements and client relationship principles.

m  National Instrument 33-109 Registration Information
(“NI 33-109”) which sets out the required information for
registration and allows regulators to assess a filer’s fitness
for registration or for permitted individual status, with
regard to their solvency, integrity and proficiency.

m  National Instrument 62-103 The Early Warning System
and Related Take-over Bid and Insider Reporting Issues
(“NI 62-103”) which prescribes securities reporting
rules relating to circumstances when a portfolio adviser
acquires, on behalf of one or more investment funds or
accounts managed by it, control or direction over 10% or
more of a class of voting securities of a Canadian reporting
issuet.

®  National Instrument 81-101 Mutual Fund Prospectus
Disclosure (“NI 81-1017) which is meant to ensure that the
offering disclosure regime for mutual funds provides inves-
tors with disclosure documents that clearly and concisely
state information that investors should consider in connec-
tion with an investment decision about the mutual fund,
while recognising that different investors have differing
needs in receiving disclosure.

®  National Instrument 81-102 Investment Funds (“NI
81-102”) which imposes a uniform code of regulatory
requirements upon all those involved in the management
and distribution of retail investment funds in Canada.

m  National Instrument 81-105 Investment Fund Sales
Practices (“NI 81-105”) which imposes a code on cash
payments and non-monetary benefits that may be paid or
provided by a member of an investment fund organisation
to a dealer.

m  National Instrument 81-106 Investment Fund Continuous
Disclosure (“NI81-106) which imposes continuous disclo-
sure requirements for investment funds across Canada.

®  National Instrument 81-107 Independent Review Committee
for Investment Funds (“NI 81-107”) which imposes a
minimum, consistent standard of independent oversight for
all publicly offered investment funds to ensure that the inter-
ests of the investment fund (and ultimately, the investors) are
at the forefront when an investment fund manager is faced
with a conflict of interest.

ii.  Selection of investment adviser, and review andap-
proval of investment advisory agreement

The investment fund manager is responsible for the selection

and oversight of the portfolio adviser. The portfolio adviser

may retain sub-advisers.

iii. Capital structure

There are no restrictions regarding an investment fund’s legal
form and capital structure. Tax, legal liability and market prac-
tice will often determine the appropriate structure for a fund’s
specific purposes. Typically, investment funds are structured as
one of the following:
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[ Trusts — publicly offered investment funds in Canada are
most often structured as investment trusts, also frequently
referred to as unit trusts. Investors are issued units and
become unitholders of the fund and are the beneficiaries
of the trust.

[ Corporations — while most publicly offered investment
funds in Canada are structured as trusts, investment funds
can also be structured as corporations or as classes of
shares of a corporation. Investors are issued shares and
become shareholders of the fund.

[ Limited partnerships —investment funds can also be struc-
tured as a limited partnership. This legal form is more
common for hedge funds and other non-publicly offered
investment funds. Investors are issued units and become
limited partners of the limited partnership. It would be
unusual to see a publicly offered investment fund in the
form of a limited partnership.

iv. Limits on portfolio investments

NI 81-102 and certain other laws and regulatory instruments
impose restrictions on portfolio investment activity. These
restrictions pertain to prohibiting investments in parties related
to the investment fund manager and portfolio adviser, prohib-
iting certain types of investments such as real property, control
and concentration of portfolio positions, short selling, invest-
ment in other investment funds, illiquid investments, derivatives
and securities lending.

v.  Conflicts of interest

There are numerous rules pertaining to conflicts of interest. The
principal rule is NI 81-107 which prescribes the establishment of
an independent review committee to review matters that present
a conflict of interest for the investment fund manager in respect
of its fiduciary duty to the investment fund.

vi. Reporting and recordkeeping
NI 81-106 sets out the continuous disclosure requirements appli-
cable to all investment funds, including publicly offered invest-
ment funds. Such continuous disclosure requirements include
requirements to prepare, file with the Securities Regulator and/
or deliver to investors:
(i) annual and interim management reports of fund perfor-
mance (“MRFPs”);
(ii) annual and interim financial statements; and
(iii) other continuous disclosure obligations such as disclosure
of the proxy voting record and material change reports.
The continuous disclosure rules also provide details with
respect to the calculation of the net asset value and management
expense ratio of a mutual fund.
Investment fund managers are required to maintain invest-
ment fund records for at least seven years.

vii. Other

In addition to the abovementioned rules, publicly offered invest-
ment funds will usually also be subject to regulation in the areas
of trading (e.g., best execution, short selling, institutional trade
matching, insider trading, soft dollars), privacy and anti-spam
laws. In addition, if the investment fund is publicly offered
in the Province of Quebec, Quebec’s Charter of the French
Language establishes French as the official language of the
province of Quebec and prescribes French-language require-
ments with respect to certain documents. Canadian anti-money
laundering and terrorist-financing legislation also applies to
investment fund managers doing business in Canada.
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2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your
jurisdiction? If so, what does the registration process
involve?

Investment fund manager

The manager of an investment fund or group of investment
funds is the entity responsible for administering the day-to-day
operations of the investment fund or investment fund group and
is generally considered to be the “operating mind” of the invest-
ment fund complex. In Canada, the investment fund manager of
a publicly offered investment fund is subject to the Investment
Fund Manager Registration Requirement. A registered invest-
ment fund manager is subject to a standard and duty of care
of a fiduciary nature. The registration requirement involves a
number of conditions of registration including capital require-
ments, insurance, audited financial statements and proficiency
for the chief compliance officer.

Portfolio advisor

The entity responsible for the investment advice that is provided
to publicly offered investment funds is subject to the Adviser
Registration Requirement and must be registered as a portfolio
manager with the Securities Regulator within the jurisdiction in
which the publicly offered investment fund is established. Like
the investment fund manager category of registration, registra-
tion as a portfolio manager involves a number of conditions
of registration including capital requirements, audited finan-
cial statements and proficiency for advising representatives and
the chief compliance officer. A registered portfolio manager is
authorised to provide advice in respect of securities to any retail
investment fund. If the advice was to include advice in respect
of exchange-traded commodity futures contracts and options,
registration as an adviser under commodity futures legislation
would also be required depending upon the Canadian jurisdic-
tion in which the investment fund was established.

Portfolio managers that are retained by other Canadian regis-
tered portfolio managers to act as “sub-advisers” to a publicly
offered investment fund are often able to take advantage of an
exemption from the Adviser Registration Requirement. In addi-
tion, non-resident portfolio managers to an investment fund
that restrict their investment advice to non-Canadian securi-
ties may qualify for an exemption from the Adviser Registration
Requirement.

2.3 In addition to the requirements above, are there

additional regulatory restrictions and requirements
imposed on investment advisers that advise public funds?

In most cases, a publicly offered investment fund would be
precluded by law from owning 10% or more of a class of voting
or equity securities of an issuer. However, the portfolio adviser
to a publicly offered investment fund could nonetheless exer-
cise control or direction over more than 10% of a class of voting
or equity securities of a Canadian reporting issuer on an aggre-
gate basis across all of its client accounts. Accordingly, a port-
folio adviser needs to be aware that under Canadian securities
law, a portfolio adviser to a publicly offered investment fund
that invests in Canadian public company securities is subject to
a shareholder position reporting requirement and is required
to make regulatory filings with the Securities Regulator in the
following circumstances:
m  10% report threshold — when the portfolio adviser acquires
control or direction over voting or equity securities of
any class of a Canadian reporting issuer (or securities
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convertible into voting or equity securities of any class
of a Canadian reporting issuer), that, together with the
purchaser’s securities of that class, constitute 10% or more
of the outstanding securities of that class. This report
must be filed within 10 days after the end of the month in
which the threshold was reached.

m  Subsequent increases and decreases in control or direc-
tion — a portfolio adviser who has met the 10% reporting
threshold is required to report both increases and decreases
above and below the 12.5%, 15% and 17.5% thresholds in
control or direction. In addition, a portfolio adviser is
required to report when their control or direction position
has fallen below the 10% reporting threshold. This report
must be filed within 10 days after the end of the month in
which the threshold was reached.

m  Change in material fact — when there has been a change in
a material fact in the portfolio advisetr’s most recent report
required to be filed.

Canadian take-over bid laws would be engaged if a portfolio
adviser were to exercise control or direction over 20% or more
of a class of voting or equity securities of a Canadian reporting
issuer.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

While there is no express prohibition in Canada against public
funds investing in digital currencies, such investments must
be carefully reviewed against restrictions pertaining to illiquid
assets and custody requirements. A recent proposal by a
Canadian fund manager to launch such a public fund was chal-
lenged by a Canadian regulator in part due to the illiquid nature
of the digital currency in question. After a contested hearing on
the matter, the digital offering was permitted to proceed.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

ETFs are offered by way of a long form prospectus and ETF
Facts document, in prescribed form. The ETF Facts document
is similar to the Fund Facts document and must be delivered
to the ETT investor within two days of the dealer accepting an
order to purchase from the investor. In order to list their secu-
rities on a Canadian stock exchange, ETFs must also meet the
applicable listing requirements of the exchange.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

All sales of the securities of mutual funds are subject to the
Dealer Registration Requirement and must therefore be made by
a person or company that is registered in an appropriate category
of dealer registration. The dealer registration categories that can
accommodate the retail sale of mutual fund securities are the
mutual fund dealer and investment dealer categories of dealer
registration. A mutual fund dealer is authorised to trade mutual
fund securities only. An investment dealer is authorised to sell
any securities. Most investment fund managers elect to sell the
securities of their mutual funds through persons or companies
registered in either of these categories of dealer registration.

Public Investment Funds 2020

McCarthy Tétrault LLP

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

Marketing of investment fund securities is considered an act in
furtherance of a trade of securities and must therefore be under-
taken by a registered dealer. Investment fund managers qualify
for an exemption from the dealer registration requirement to the
extent that their marketing activities are restricted to wholesaling
their own investment funds to registered dealers. Marketing
activities that promote the investment fund manager’s “brand”
as opposed to a specific security generally do not trigger the
Dealer Registration Requirement.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

In addition to fixed filing fees applied by each Securities
Regulators at the time of filing of initial Disclosure Documents
or the mandatory annual renewal thereof, certain Securities
Regulators also levy an annual fee equal to 0.04% of the dollar
value of securities sold in the jurisdiction in the prior year.

ii.  Advertising

NI 81-102 prescribes numerous rules pertaining to the adver-
tising of public investment funds, including advertising of the
fund’s performance.

iii. Investor suitability

Investor suitability must be conducted by the registered dealer
that sells the public investment fund to the investor. The key
factors of the suitability assessment are the client’s financial
position, age, dependents, lifestyle, investment knowledge,
investment objectives, risk tolerance and time horizon.

iv. Custody of investor funds or securities

The portfolio assets of a public investment fund must be held by a
Canadian custodian that meets certain regulatory requirements.
The Canadian custodian may retain foreign sub-custodians.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

A public investment fund may be sold to any resident of Canada
that has obtained the age of majority.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

NI 81-105 applies restrictions in respect of sales practices on all
investment fund managers and of publicly offered investment
funds in Canada in respect of their arrangements with dealers
that sell the investment funds to investors. Except as specif-
ically permitted by NI 81-105, both monetary payments and
the provision of non-monetary benefits by an investment fund
manager to a dealer related to the sale of publicly offered invest-
ment funds are prohibited.
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4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

Public funds may be structured as partnerships (usually limited
partnerships), trusts and corporations. Co-ownership struc-
tures are rarely used.

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may
be)?

A partnership is not itself liable to tax. Income (or loss) and
capital gains (or capital losses) are calculated at the partner-
ship level as if the partnership were a separate person resident
in Canada and are allocated to the partners in accordance with
the partnership agreement. The partners take into account their
share of such amounts in computing their own income or loss,
whether or not they receive a distribution in respect thereof.
Amounts included in income increase the adjusted cost base
(“ACB”) of the partner’s partnership interest. Distributions to
a partner are not subject to tax but reduce the partner’s ACB of
its interest. A partner may realise a capital gain (or capital loss)
on the disposition of a partnership interest to the extent that the
proceeds of disposition exceed (or are exceeded by) the ACB of
the partnership interest. In Canada, only 50% of capital gains
(“taxable capital gains”) are included in income and only 50%
of capital losses (“allowable capital losses”) are deductible and
only against taxable capital gains. If the ACB of a limited part-
net’s interest is negative at the end of a year, a deemed capital
gain will arise.

A trust is liable to tax on its income (including taxable capital
gains) but is generally entitled to deduct the amount of its income
paid or payable in the taxation year to beneficiaries. A benefi-
ciary must include in income its share of the trust’s income paid
or payable to it. So-called “ancillary conduit” provisions permit
the character of certain types of income which receive prefer-
ential tax treatment (such as dividends from taxable Canadian
corporations) to retain their character in the hands of benefi-
ciaries. Distributions to a beneficiary reduce the ACB of the
beneficiary’s interest except to the extent that it is included in
income or is the non-taxable portion of capital gains. A benefi-
ciary may realise a capital gain (or capital loss) on the disposition
of its interest or if its ACB becomes negative.

A corporation without special status (see below) is rarely used.
Such a corporation is liable to tax on its income (other than divi-
dends from other taxable Canadian corporations). A corpora-
tion is not entitled to claim a deduction for dividends or other
distributions paid to shareholders. Shareholders must include
dividends in income. In the case of a shareholder that is an indi-
vidual, there is a partial credit given for tax paid at the corpo-
rate level and, in the case of a Canadian corporation, the recip-
ient corporation is generally entitled to deduct the amount of
the dividend in computing taxable income. A shareholder may
realise a capital gain (or capital loss) on the disposition of its
shares.
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4.3 If a public fund, or a type of entity that may be

a public fund, qualifies for a special tax regime, what
are the requirements necessary to permit the entity to
qualify for this special tax regime?

A trust that is a “mutual fund trust” (“MFT”) qualifies for a

special tax regime. To be an MFT, a trust must generally:

m  Be a “unit trust”, which requires that the interest of each
beneficiary be described by reference to units and either
at least 95% of the units (based on fair market value) are
redeemable at the demand of the holder or the trust satis-
fies certain conditions with respect to the nature of its
investments including a concentration restriction.

m  Limit its activities to investing its funds in property (other
than real property or interests therein) and/or acquiring,
holding, maintaining, improving, leasing or managing real
property or interests therein that are capital property.

m  Be considered to have distributed a class of its units to
the public, generally in accordance with a prospectus or
offering memorandum, and in respect of a class of units
so distributed, there must be 150 or more unitholders each
holding not less than (1) one block of units of the class, and
(2) units of the class having a total fair market value of at
least $500.

An MFT may be entitled to a “capital gains refund”, deter-
mined on a formula basis, which reduces the amount of capital
gains the MFT must distribute to its unitholders and conse-
quently the amount they must include in income. An MFT, by
making appropriate distributions, should be able to avoid tax at
the fund level on all sources of income.

Units of an MFT are “qualified investments” for a “registered
retirement savings plan” and similar tax-deferred plans.

A corporation that is a “mutual fund corporation” (“MFC”)
also qualifies for a special tax regime. This generally requires that:
m  The corporation is a “public corporation” which requires

either that (1) a class of its shares is listed on a designated
stock exchange in Canada, or (2) it has elected to be a
public corporation by distributing a class of its shares to
the public, generally in accordance with a prospectus or
offering memorandum, and depending on the attributes of
the shares distributed, having 150 or more (or 300 or more)
shareholders each holding not less than (1) one block of
shares of the class, and (2) shares of the class having aggre-
gate fair market value of at least $500.

m  The corporation limits its activities to investing its funds
in the same way as an MFT.

m At least 95% (based on fair market value) of its issued
shares are redeemable at the demand of the holder.

An MFC may elect to pay “capital gains dividends” out of
realised capital gains which are treated as realised capital gains
in the hands of shareholders and entitle the MFC to a refund
of tax payable on such capital gains (“capital gains refund”).
Like an MFT, an MFC may also be entitled to a capital gains
refund based on a formula taking into account redemptions of
its shares which reduces the amount of capital gains dividends
to be paid to shareholders. An MFC is an efficient vehicle for
investments that give rise to capital gains or taxable dividends
from Canadian corporations. However, corporate level tax
may be paid on income from other sources (e.g., interest and
foreign income) unless the corporation has sufficient deductible
expenses (such as management fees).
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Chapter 8

Denmark

Kromann Reumert

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Funds offered to the public either qualify as undertakings for
the collective investment of transferable securities (“UCITS”)
or alternative investment funds (“AIFs”).

UCITS

A Danish UCITS can be organised as:

[ an investment association;

®  aninvestment company with variable capital (“SICAV”); or

®m  asecurities fund (not a separate legal entity but a contrac-
tual structure).

In Denmark the most common form of UCITS is the invest-
ment association.

Any marketing of a Danish UCITS requires the prior author-
isation of the UCITS by the Danish Financial Supervisory
Authority (the “Danish FSA”).

Any marketing of an EEA-authorised UCITS requires the
prior passporting of the UCITS’ authorisation into Denmark in
accordance with the UCITS Directive (Directive 2009/65/EC,
as amended) and the UCITS Regulation (Regulation (EU) No.
584/2010).

AlFs
Any marketing of AIFs managed by a Danish alternative invest-
ment fund manager (“AIFM”) to professional investors in
Denmark requires either: (i) registration of the AIFM, provided
the AIFM’s assets under management do not exceed the thresh-
olds in the AIFM Act (Consolidated Act No. 1047/2019, as
amended, the “DAIFMA” implementing Directive 2011/61/
EU, as amended, the “AIFMD?”), i.e. EUR 100 million if the
managed AIFs use gearing or EUR 500 million if the managed
AlFs do not use gearing and investors have no redemption
rights exercisable during a period of five years following the date
of initial investment in each AIF; or (ii) if any of the thresholds
are exceeded, authorisation of the AIFM by the Danish FSA.
The AIFM is required to notify the Danish FSA of the AIFs
that it manages, which will be registered with the Danish FSA.
Any marketing of an AIF managed by an EEA-authorised AIFM
requires the prior passporting of the AIFM’s authorisation into
Denmark in accordance with the rules implementing the AIFMD.
Any marketing of an AIF managed by a non-EEA AIFM to
professional investors in Denmark requires the prior authorisa-
tion of the AIFM’s contemplated marketing of the AIF by the
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Danish FSA (such authorisation is specific to the AIF intended
to be marketed).

A “top-up” authorisation by the Danish FSA is required in
order to market an AIF to retail investors in Denmark.

Prospectus Requirements

Please note that the offering of units or shates in an AIF/UCITS
may be subject to a prospectus requirement pursuant to the Danish
Capital Markets Act (Consolidated Act No. 931/2019, as amended),
and the Prospectus Regulation (Regulation 2017/1129).

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

UCITS

A Danish UCITS is required to apply for authorisation from the

Danish FSA using an application form available on the Danish

FSA’s website. Generally, authorisation will be granted if the

following requirements are satisfied (there will be minor vari-

ances in the below list — which is based on the requirements for
an investment association — depending on the type of UCITS):

m  The investment association is validly established.

m  Fulfilment of the requirements of Section 3(1)—(5) of
Danish Investment Association Act (Consolidated Act
No. 1046/2019, as amended) (the “DIA”) transposing the
UCITS Directive into Danish law.

m  Members of the UCITS’ board of directors and manage-
ment board are “fit and proper”. If the UCITS does not
have a management board, the investment management
company must have been approved by the Danish FSA.

m  The Danish FSA has approved the investment associa-
tion’s articles of association and the depositary.

m  The investment association’s activity plan, organisation,
risk management, business procedures and administrative
conditions are appropriate.

m  There are no “close links” between the investment associ-
ation and other natural or legal persons that may compli-
cate the Danish FSA’s work.

m  Legislation in a non-EEA Member State regarding an under-
taking or person with whom the applicant has close links will
not complicate performing the Danish FSA tasks.

m  The capital of the investment association is at least EUR
300,000 (not including intangible assets), if the investment
association has not delegated the day-to-day management
to an investment management company.

m  The minimum capital is subscribed for at the first general
meeting and deposited in a blocked account with the depos-
itary, or an unconditional guarantee is provided by a bank or
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insurance company for subscription of units in the invest-
ment association for a minimum amount of EUR 300,000.

m  The investment association has its registered office in
Denmark.

Finally, in order to offer units in a UCITS in Denmark, the
UCITS is required to publish: (i) a prospectus prepared in
accordance with the Danish Executive Order on Information
in Prospectuses for Danish UCITS (Executive Order No.
138/2016); and (ii) a key investor information document
prepared in accordance with the Key Investor Information
Document Regulation (Regulation (EU) No. 583/2010).

AIFs

A Danish sub-threshold AIFM is required to register with the

Danish FSA using a registration form available on the Danish FSA’s

website. When registering, the sub-threshold AIFM is required to

state its name and company registration number, identify the AIFs
that it manages and describe the investment strategies of these

AlFs. A Danish registered sub-threshold AIFM may market:

[ Danish AIFs towards professional investors in Denmark.

[ Danish or non-EEA AlFs in non-EEA Member States,
provided this is permitted pursuant to the laws of such
non-EEA Member State.

[ Danish or non-EEA AlFs in othet EEA Member States,
provided this is permitted pursuant to the laws of such
EEA Member States.

A Danish non-sub-threshold AIFM is required to apply for
authorisation from the Danish FSA using an application form
available on the Danish FSA’s website.

Generally, authorisation will be granted if the following
requirements are satisfied:

] The AIFM has sufficient initial capital and an adequate
capital base in accordance with Section 16 of the DATFMA.

[ Members of the AIFM’s management are of sufficiently
good repute and are sufficiently experienced in exercising
their duties and responsibilities or carrying out their posi-
tion (i.e. “fit and proper”).

m  The AIFM’s business conduct is decided by at least two
persons from its management.

[ Owners of “qualifying interests” in the AIFM are suit-
able, taking into account the need to ensure the sound and
prudent management of the AIFM.

m  The AIFM’s head office and registered office is located in
Denmark.

] The AIFM is a limited liability company.

[ There are no “close links” between the AIFM and other
natural or legal persons that may complicate the Danish
FSA’s work.

[ The Danish FSA is not prevented from carrying out its
supervisory functions due to laws and administrative provi-
sions in a third country applicable to natural or legal persons
with which the undertaking has close links, or due to diffi-
culties in enforcing such laws and administrative provisions.

A Danish authorised AIFM may market:

[ Danish AIFs towards professional investors in Denmark.

m  EEA AIFs towards professional investors in Denmark,
provided that the AIF has been passported into Denmark
by way of the AIFM notifying the Danish FSA about the
contemplated marketing and the Danish FSA authorising
such marketing (such authorisation is not to be given more
than 20 business days after the Danish FSA receiving the
notification). The notification to the Danish FSA shall
include:

m a programme of operations identifying the AIF,
including its home EEA Member State;
m  the AIF’s articles of association;
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m information on the AIF’s depositary;
information that is available to the AIF’s investors;

B information on where the master fund is established (if
applicable);

m information required pursuant to Article 23 of the
AIFMD; and

m information on the measures adopted to ensure that
the AIF will not be marketed towards retail investors.

[ EEA AlFs towards professional investors in other EEA

Member States, provided that the AIF has been pass-

ported into such other EEA Member States by way of the

AIFM notifying the Danish FSA about the contemplated

marketing and the Danish FSA forwarding the notification

to the competent authorities in the relevant EEA Member

States (such forwarding is not to be done more than 20

business days after the Danish FSA receiving the notifica-

tion). The notification to the Danish FSA shall include:

m a programme of operations identifying the AIF,
including its home EEA Member State;

m  the AIF’s articles of association;

information on the AIF’s depositary;

B information that is available to the AIF’s investors,
including information required pursuant to Article 23
of the AIFMD;

B information on where the master fund is established (if
applicable);

m information on the EEA Member States in which the
AIFM intends to market the AIF; and

m information on the measures adopted to market the
ATF including the measures adopted to ensure that the
ATF will not be marketed towatds retail investors.

In order to manage Danish AIFs or market EEA AIFs
towards professional investors in Denmark, an authorised EEA
AIFM is required to passport its authorisation into Denmark by
way of requesting the competent authorities in its home EEA
Member State to notify the Danish FSA about the contemplated
management or marketing (as the case may be).

In order for a Danish-authorised AIFM, an EEA-authorised
AIFM or a non-EEA AIFM to market non-EEA AIFs towards
professional investors in Denmark, the following requirements
must be met:

m  The AIFM must, if it is a Danish-authorised AIFM or
an EEA-authorised AIFM, comply with all provisions of
the DAIFMA (except Chapter 8) and all executive orders
issued pursuant thereto, or, if it is a non-EEA AIFM,
comply with Sections 61-68 and 70-75 (if applicable) of
the DAIFMA.

m  The Danish FSA must have entered into appropriate coop-
eration arrangements with the competent authorities in the
non-EEA AIF’s home country, enabling the Danish FSA to
supervise the AIFM, and if the AIFM is a non-EEA AIFM
with the competent authorities of the AIFM’s home country.

®  The non-EEA AIF’s home country (and if the AIFM is

a non-EEA AIFM the home country of the AIFM) may

not be registered as a non-cooperative country by the

Financial Action Task Force.

[ The AIFM shall ensure that one or more “depo-lite” enti-
ties be appointed to perform the custody, cash-flow moni-
toring and other functions in respect of the non-EEA AIF
set out in Sections 50, 51(1) and 52 of the DAIFMA.

[ The AIFM shall apply to the Danish FSA for authorisation
using an application form available on the Danish FSA’s
website, attaching:

m in the case of a Danish-authorised AIFM or an

EEA-authorised AIFM, documentation for authorisa-

tion pursuant to rules implementing the AIFMD;
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Denmark

m 2 programme of operations identifying the non-EEA
ATF, including the non-EEA AIF’s home country;

m  the non-EEA AIF’s articles of association, etc.;

B information that is available to the non-EEA AIF’s
investors, including information required pursuant to
Article 23 of the AIFMD;

m the non-EEA AIF’s latest annual report (if available);

m a statement from the competent authorities in the
non-EEA AIF’s home country stating that they are
prepared to grant similar Danish funds access to
market themselves in the non-EEA country. If the
non-EEA AIF is not under supervision in its home
country, a statement to the same effect shall be issued
by a qualified attorney in its home country; and

m information (i) on whether and, if so, the extent to
which the non-EEA AIF may be marketed to the
public in the AIFM’ and/or the non-EEA AIF’s
home country, (ii) that the non-EEA AIF is required
to provide to its investors according to the laws of
its home country (including if it ceases marketing),
and (iii) other information that the non-EEA AIF is
required to publish under the laws of its home country.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

Generally, failure to comply with the registration, notification or
authorisation requirements is sanctioned by a fine. In practice,
there is often no sanction the first time an offence is made. Such
an offence will often be met by a request/otder from the Danish
FSA to rectify the activity or behaviour.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

Subject to compliance with the registration, notification or
authorisation requirements, a foreign AIF/UCITS may be
marketed in Denmark.

Generally, no local residency or local qualification require-
ments apply. However: (i) an EEA-authorised AIFM with a pres-
ence in Denmark (e.g. a Danish office with Danish employees)
will typically be required to establish a Danish branch; (ii) an
EEA-authorised AIFM or a non-EEA AIFM wishing to market
an AIF to retail investors in Denmark is required to contract with
a Danish representative assisting Danish investors in obtaining
information and redeeming their units in the AIF; and (iii) an
EEA-authorised UCITS that intends to market in Denmark to
retail investors must appoint a Danish representative assisting
Danish investors in obtaining information and redeeming their
units in the UCITS.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i. Governance

UCITS

Danish UCITS are required to comply with the rules on govern-
ance of 2 Danish UCITS in the DIA and the Executive Order on
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Management and Administration of Danish UCITS (Executive
Order No. 865/2014).

The strategic and overall management of an investment
association and a SICAV is undertaken by a board of direc-
tors responsible for resolving on matters of an unusual nature
or significant importance. The day-to-day management of
the investment association must be carried out by a manage-
ment board appointed by the board of directors or an invest-
ment management company appointed by way of delegation
by the board of directors, whereas the day-to-day management
of a SICAV must be carried out by an investment management
company. A securities fund is not a separate legal entity, but
rather is part of the investment management company.

Any decision by the board of directors of an investment asso-
ciation to delegate material functions to a third party must
comply with the outsourcing requirements outlined in the DIA.

Members of the management of an investment association are
subject to, infer alia, (i) quantitative and qualitative restrictions
on variable remuneration (some gold-plating is in place pursuant
to the DIA compared to the UCITS Directive), and (ii) “fit and
proper” requirements (this requirement also applies to members
of the board of directors of a SICAV).

The DIA includes detailed rules on governance of a Danish
UCITS. Whereas some of the detailed rules on governance in
the DIA apply to all Danish UCITS (including non-disclosure
restrictions, etc.), the DIA also includes rules particular to each
of an investment association, a SICAV or a securities fund.

ATFs
Danish authorised AIFMs are required to comply with the rules
on governance of a Danish authorised AIFM in the DATFMA.

A Danish AIFM either has (i) a board of directors and a
management board appointed by the board of directors, (ii) a
supervisory board and a management board, or (iii) a manage-
ment board alone. In case the AIFM has a board of directors
and a management board, the board of directors is responsible
for resolving on matters of an unusual nature or significant
importance, whereas the day-to-day management is carried out
by the management board. In case the AIFM has a supervisory
board and a management board, the management is responsible
for resolving matters of an unusual nature or significant impor-
tance and the day-to-day management, whereas the supervisory
board will only supervise the management board.

An AIFM intending to delegate to a third party the task of
carrying out significant functions shall notify the Danish FSA.
The ATFM shall supervise the services provided by the delegate
on an ongoing basis.

ii. Selection of investment adviser, and review and

approval of investment advisory agreement
As a general rule, the appointment of an investment adviser
by an AIFM or a UCITS will not qualify as delegation under
Danish law, provided that (i) the investment adviser only
provides investment advice, (ii) the AIFM or the UCITS (as the
case may be) does not base its investment decision-making solely
on the rendered investment advice (i.e. the AIFM or the UCITS
(as the case may be) shall carry out its own qualified analysis
before concluding a transaction), and (iii) assessments made by
the AIFM or the UCITS (as the case may be) may not only be
of a formal character (e.g. checking whether the advice would
breach investment restrictions).

iii. Capital structure

UCITS

A Danish UCITS may not raise loans; however, the Danish FSA
can consent to the UCITS on behalf of a sub-fund raises:
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m  short-term loans of a maximum of 10% of a sub-fund’s
assets except for loans with investment objectives; and
m  loans of up to 10% of a sub-fund’s assets for the acqui-
sition of real property necessary for performance of the
activities of the Danish UCITS.
The above-mentioned loans may in aggregate not exceed 15%
of the sub-fund’s assets.

AIFs

Danish authorised AIFMs shall have a minimum capital of no
less than EUR 125,000, while self-managed Danish AIFs shall
have a minimum capital of no less than EUR 300,000. The
capital base shall be increased by 0.02% of the amount by
which the value of the portfolios of the AIFs exceeds EUR 250
million. However, the capital base shall not exceed EUR 10
million, unless this results in the capital base corresponding to
less than a quarter of the fixed costs for the previous year.

iv. Limits on portfolio investments

UCITS

UCITS are, by definition, limited to investing in transferable
securities (and other liquid assets) and are subject to investment
restrictions and rules on portfolio composition, asset diversifi-
cation, concentration limits and risk-spreading.

AIFs

Generally, AIFs are not subject to any limits on portfolio invest-
ments (except for feeder funds, which are required to invest at
least 85% of its assets in a master fund, and so-called capital asso-
ciations, which are required to invest in liquid assets, including
currencies, and financial instruments covered by Annex 5 to the
Danish Financial Business Act (Consolidated Act No. 937/2019)
(the “DFBA”)).

v.  Conflicts of interest

UCITS

The board of directors of (i) an investment association shall
lay down a policy on conflicts of interest and be able to iden-
tify and mitigate conflicts of interest which may be prejudicial
to the interests of the investment association and its investors,
between the investment association and other Danish UCITS ot
capital associations, between the sub-funds and unit classes and
between the association and its parties, as well as ensure that
such conflicts of interest are limited as far as possible, or (ii) a
SICAV shall lay down a policy for identification and manage-
ment of any conflicts of interest of the board of directors.

AIFs

Danish authorised AIFMs shall (i) take all reasonable steps to
prevent conflicts of interest and, if unpreventable, identify, manage
and monitor conflicts of interest in order to prevent inflicting
damage to the interests of managed AIFs or the interests of their
investors, and (ii) inform managed AIFs, their investors and any
other relevant parties about any conflicts of interests in order to
prevent them from adversely affecting the interest of the managed
AlFs or investors and to ensure that the AIFs are fairly treated.

vi. Reporting and recordkeeping

UCITS

A Danish UCITS is required to report information about the
UCITS to the Danish FSA. The frequency depends on the kind
of reporting,.

AIFs

Danish authorised and registered AIFMs are required to report
information about the AIFM and the manged AIFs to the
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Danish FSA. The frequency of the reporting depends on the
overall size of the portfolios of the managed AIFs.

Pursuant to the Danish Bookkeeping Act (Consolidated Act
No. 648/2006, as amended), accounting records shall generally
be kept for five years from the end of the accounting year the
material concerns. Please note that the retention period may be
longer pursuant to special laws.

vii. Other
There are no other main regulatory restrictions and require-
ments to be aware of.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

Yes, provided the investment advice is deemed rendered in
Denmark. For example, where an AIFM delegates (part of) the
portfolio management for a Danish AIF to a non-EEA secu-
rities dealer, such securities dealer will not need to obtain an
authorisation to carry out portfolio management in Denmark,
as the characteristic performance of the service is carried out
outside of Denmark, provided that the following conditions are
met:

1)  the securities purchased under the portfolio manage-
ment mandate are netted, cleared and safe-kept outside
Denmark;

2)  the securities dealer has obtained the required authorisa-
tions to carry out investment services in its home country;

3)  the securities dealer is under supervision from the relevant
financial authorities in its home country; and

4)  the securities dealer’s home country is an IOSCO member.

An entity rendering investment advice to a Danish UCITS, its
investment management company or an AIFM must be one of
the following entities:

m A Danish investment adviser authorised by the Danish
FSA (an application form is available on the Danish FSA’s
website).

® A Danish investment firm authorised by the Danish FSA
(an application form is available on the Danish FSA’s
website).

®  An EEA investment firm, authorised to provide invest-
ment advice in its home EEA Member State, and having
passported its authorisation into Denmark (by way of
requesting the competent authorities in its home EEA
Member State to notify the Danish FSA about the contem-
plated provision of investment advice in Denmark).

®  Anon-EEA investment firm, authorised to provide invest-
ment advice in its non-EEA home country and licensed
by the Danish FSA to carry out investment services in
Denmark either cross-border or through a Danish branch.

2.3 In addition to the requirements above, are there
additional regulatory restrictions and requirements

imposed on investment advisers that advise public
funds?

Please note that a Danish investment adviser is subject to the
requirements applicable to investment advisers in the Danish
Financial Advisor, Investment Advisor and Property Credit
Mediators Act (Consolidated Act No. 1160/2018, as amended),
including its rules on authorisation.

A Danish investment firm is subject to the requirements
applicable to investment firms in the DFBA, including its capital
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Denmark

requirement, restrictions on the type of business an investment
firm is allowed to carry out, its rules on remuneration, its rules
on governance (including “fit and proper” requirements appli-
cable to its management), and its requirement to have owners of
a qualifying interest (10% or more of the shares or votes) in an
investment firm approved by the Danish FSA, etc.

An investment firm authotised in another EEA Member
State, which passports its authorisation into Denmark, is gener-
ally subject to its home EEA Member State regulation and super-
vision in accordance with the Markets in Financial Instruments
Directive (Directive 2014/65/EU) and the Markets in Financial
Instruments Regulation (Regulation (EU) No. 600/2014).

A non-EEA investment firm authorised by the Danish
FSA to carry out services with securities trading cross-border
into Denmark is subject to selected provisions in the DFBA,
including the requirement that the business must be operated
in accordance with honest business principles and good prac-
tice within the field of activity, and the Danish Good Business
Practice Order (Executive Order No. 330/2016).

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

From our perspective an investment in a digital currency will
not qualify as an investment in a liquid asset, as digital curren-
cies are generally not recognised as a currency for financial regu-
latory purposes. We refer to question 2.1, point iv.

2.5 Are there additional requirements in your
jurisdiction for exchange-traded funds?

No, there are no additional requirements in Denmark for
exchange-traded funds.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing
of public funds?

Please see section 1.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly
available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

Please see section 1.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

Securities dealers providing investment advice on an inde-
pendent basis or discretionary portfolio management are not
permitted to accept and retain fees, commissions or any mone-
tary or non-monetary benefits paid or provided by any third
party or a person acting on behalf of a third party in relation to
the provision of the service to the client. Minor non-monetary
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benefits that are capable of enhancing the quality of service
provided to a client and are of a scale and nature such that they
could not be judged to impair compliance with the investment
firm’s duty to act in the best interest of the client, shall be clearly
disclosed and are excluded from the prohibition.

ii.  Advertising

Any marketing in Denmark must be carried out in accord-
ance with the general marketing restrictions applicable under
Danish law. By way of example, this means that all marketing
shall be carried out in accordance with good marketing practice
and that, as a general rule, all unsolicited direct marketing to all
types of investors, including professional investors, in Denmark,
through e-mail, an automatic calling system or fax, is prohibited.

iii. Investor suitability

Pursuant to the Danish Investor Protection Order (Executive
Order No. 1580/2018), sccurities dealers are required to cate-
gorise their clients as either retail clients, professional clients or
eligible counterparties and, depending on the categorisation, the
client will have different kinds of protection under Danish law.

iv. Custody of investor funds or securities

UCITS

An investment management company shall ensure that a depos-
itary is appointed for each Danish UCITS that it administers,
and the depositary is subject to certain provisions in the DFBA.

AlFs

An AIFM shall ensure that a depositary is appointed for each
AIF that it manages, and the depositary is subject to certain
provisions in the DAIFMA.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

UCITS
As a general rule, UCITS may be marketed to all investors.

AIFs

As a general rule, AIFs may only be marketed to professional
investors, unless separate authorisation to market to retail inves-
tors has been obtained (please refer to question 1.1).

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

There are no other main areas of regulation imposed with
respect to the marketing of public funds.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

Depending on the qualification of the entity as an AIF or a
UCITS, and subsequently the UCITS’ organisation as an invest-
ment association, a SICAV or a securities fund, the entity may be
set up for tax purposes pursuant to the Danish Corporation Tax
Act (Act No. 1164/2016, as amended) as:

1. anaccount-holding fund;

2 a fund with minimum taxation;

3. having the status of an investment company; and

4. anaccumulative fund.
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4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may be)? are the requirements necessary to permit the entity to

A Danish UCITS organised as an investment association or an
AIF can, for tax purposes, be set up as:

qualify for this special tax regime?

An Account-Holding Fund

1.  An Account-Holding Fund m  The investors (members) may only transfer/sell their
Entity-level Tax share of the UCITS/AIF to the UCITS/AIF itself. Itis
m  Income from interest, dividend and capital gains is also a requirement that each member is entitled to the

tax-exempt. same proportionate share of the yearly yield from each
®m  Any other business-related profits are taxable. asset or debt in the fund.
Taxation of Investors m  The fund must have at least eight members.
m  Income in the UCITS is allocated directly to the indi- A Fund with Minimum Taxation
vidual investors for tax purposes. The income is taxed m  The fund must compute and report on an annual basis
according to the rules applicable to the individual a “minimum income” following the method set out in
investor. the Danish Tax Assessment Act, Section 16 C (Act No.
2. A Fund with Minimum Taxation 1162/2016, as amended).
Entity-level Tax m  The fund must have at least eight members.
®  As a main rule, income from interest, dividend and Status of an Investment Company
capital gains is tax-exempt. However, the fund may m If a UCITS/AIF does not qualify as a fund with
choose to be taxed 15% on dividends received from minimum taxation or as an account-holding fund,
Danish companies. it will be treated as an investment company for tax
®  Any other business-related profits are taxable. purposes.
Taxation of Investors ®  An investment company must be an entity liable to
m  The investors are subject to tax on their proportional taxation.
part of the minimum income or the actual amount Accumulative Fund
distributed if this exceeds the minimum income. m If a UCITS/AIF does not qualify as an account-
m  The fund must, as a main rule, withhold 27% in with- holding fund, a fund with minimum taxation or as an
holding tax on their distributions. However, the investment company, it will be treated as an accumula-
income is taxed according to the rules applicable to tive fund for tax purposes.
the individual investor.
m  Foreign investors are tax exempt on the distributions
from the fund if it has chosen to be taxed 15% on divi-
dends received from Danish companies. The fund will
as a main rule, withhold 27% in withholding tax, and
the investor may file a reclaim for any excess paid taxes.

3. Having the status of an Investment Company
Entity-level Tax
m  Generally tax-exempt. However, dividends received

from Danish companies are subject to a 15% with-
holding tax when paid to the investment company.

Tascation of Investors

m  The entity must withhold 27% in tax on distributions.

m  Foreign investors are tax exempt on the distributions from
the Investment Company. The Investment Company
will, as a main rule, withhold 27% in withholding tax, and
the investor may file a reclaim for any excess paid taxes.

4.  An Accumulative Fund

Entity-level Tax

m Treated as a normal company for tax purposes.
Income is taxed at the corporate tax rate of 22%.

Tascation of Investors

m  The entity must withhold 27% withholding tax on
distributions.

A Danish UCITS organised as a SICAV or a securities fund, has

the following two possibilities for tax treatment:

1.
2.

A fund with minimum taxation.
Status of an investment company.
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1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Yes. Pursuant to article I.. 214-3 of the French monetary and
financial Code (“CMF”), the creation and marketing of any
French undertaking for collective investment in transferable
securities (“UCITS”) or a sub-fund of any French UCITS
are subject to a prior authorisation by the French financial
markets authority (Autorité des marchés financiers — the “AMF”).
Such authorisation process consists of filing with the AMF a
complete file whose elements are referred to in question 1.2. The
marketing of shares or units of any UCITS may only begin once
the AMF notifies the management company of its authorisation.
Ditective 2009/65/EC of the European Patliament and of the
council (“UCITS Directive”) regulates UCITS, which are open-
ended investment funds. UCITS may be defined by four criteria:
] they are undertakings whose exclusive purpose is the
collective investment in transferable securities or other
liquid financial assets;
m  they raise capital from the public;
m  they apply a principle of risk-spreading; and
m  their units or shares may be repurchased or redeemed
upon request of their investors.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

Under French law, there are two different approval procedures:
a. ndard pr

The creation of a UCITS requires the prior authorisation

of the AMF and, as such the UCITS may not be marketed

until such authorisation has been obtained. The applica-
tion file must contain the following items:

m the operating rules or the articles of incorporation of
the UCITS;

m the draft key investor information document
(“KIID”);

m the draft prospectus;

m  a letter of undertaking: for each UCITS filed with
the AMF, the portfolio management company must
deliver a formal letter in which it undertakes, zzer alia,
to maintain technical resources, internal procedures
and staff in order to comply with regulatory require-
ments applicable to UCITS; and
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m  if the UCITS is a structured fund or if it implements
specific management strategies such as portfolio insur-
ance, long/short strategies, index-tracking, it is neces-
sary to provide the AMF with a marketing programme
regarding the UCITS (including marketing materials).
The AMF controls the completeness of the file and
verifies whether the portfolio management company
and the custodian are duly authorised to manage this
type of product. It also verifies whether the KIID is
written in a clear, accurate and not misleading manner.

b.  Fast track process for filing comparable UCITS:

A fast track authorisation process is only available to

UCITS which are similar to another UCITS or an alter-

native investment fund (“AIF”) that has been previously

authorised pursuant to the standard process. As port-
folio management companies tend to decline their invest-
ment strategies in multiple investment funds, the AMF has
decided that these “comparable” investment funds could
benefit, under certain conditions, from an accelerated
approval procedure, referred to as “analogy procedure”

(procédure par analogre).

The comparable UCITS must be based on a “reference

UCITS or AIF” and meets certain conditions of compar-

ison, in particular:

m  they are both managed by the same portfolio manage-
ment company or by portfolio management companies
belonging to the same group;

m  the “reference UCITS or AIF” has been authorised
within an 18-month-period preceding the filing of the
authorisation file for the comparable UCITS;

m  they both have similar characteristics in terms of risk
profile, functioning rules, investment strategy, etc.; and

m  investors of the comparable UCITS may also investin the
“reference UCITS or AIF” under the same conditions.

Such conditions are appreciated by the AMF on a case-by-

case basis.

The authorisation process for a comparable UCITS may

only last eight business days from the receipt of a complete

application file by the AMF.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

Failing to register a UCITS may trigger the application of:

m  disciplinary sanctions and measures pronounced by the
Sanctions Committee of the AMF;

m  civil sanctions such as damages and the invalidity of the
subscription of shares or units of the UCITS; and

m  criminal penalties (fraud).
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1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

French regulation implements gold-plating rules such as AMF
fees to be paid. There is a fee of 2,000 euros per foreign UCITS
or per sub-fund (if any) to be passported in France. The fee is
payable on the day the notification is filed with the AMF and on
the 30" of April of each subsequent year.

In addition, in the context of the “passportin” procedure, that
enables any UCITS located in a country party to the European
Economic Area treaty (“EEA”) to be marketed in France,
the latter must appoint one or more centralising correspond-
ents which must be located in France. Pursuant to an agree-
ment entered into with the relevant EEA UCITS or its manage-
ment company, the centralising correspondent is responsible for
providing the following services:

m  processing subscription and redemption requests;

m  paying coupons and dividends;

[ making information documents available to investors; and

m  providing shareholders/unitholders with specific informa-
tion in certain cases.

The EEA UCITS must notify the AMF of their centralising
correspondents.

Moreover, the marketing of units or shares of an EEA UCITS
is subject to compliance with the marketing rules as set out in the
CMF and the General Regulation of the AMF (the “GRAMEF”).

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

Any French UCITS is constituted as either:

m  amutual fund (fond commun de placement — “FCP”). An FCP
may not be self-managed and must always be managed by
a UCITS management company; or

®m  aninvestment company with a variable share capital (société
d'investissement a capital variable — “SICAV”) either in the
form of a public limited company (société anonyme — “SA”)
or a French simplified joint-stock company (société par
actions simplifice — “SAS”).  An investment company may
be self-managed or must appoint a UCITS management
company.

ii. Selection of investment adviser, and review and
approval of investment advisory agreement

Investment advice consists of providing personalised recom-

mendations to a third party with respect to one or more trans-

actions on financial instruments. Such activity is regulated and
any person which contemplates providing investment advice
must have cither:

m  the status of the financial investments adviser (conseiller en
investissements financiers — “CIF”);

m  the status of the investment services provider authorised to
provide investment advice in France (either credit institu-
tions, investment firms or portfolio management compa-
nies); or

m  the status of tied agent acting on behalf of an investment
services provider.
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Moreover, any UCITS management company may dele-
gate the portfolio management to an external investment
manager (financial management delegation). Such delega-
tion must comply with specific AMF constraints. In addi-
tion, the delegate may only be a person authorised for port-
folio management purposes. The portfolio management
company cannot delegate the entire management of the
collective investments for which it is responsible. If it is
not already provided for in its programme of operations,
the portfolio management company must inform the AMF
without delay of the existence of the delegation.

In addition, the financial management delegation must be
formalised in a written agreement.

iii. Capital structure

m  Capital of the SICAV: The initial capital may not be less
than 300,000 euros. The SICAV’s share capital is variable.
Therefore, the amount of the SICAV’s capital is at any time
equal to its net assets value, deducting distributable amounts.
The SICAV is required to issue and redeem its shares at any
time at the request of its sharecholders. The capital varies
according not only to new subscriptions and redemption
requests but also to the value of the financial instruments that
are part of the asset composition. When, during the course of
a SICAV’s corporate life, its assets fall below 300,000 euros,
the redemption of its shares must be suspended. If the assets
remain below this amount for 30 days, the SICAV must be
liquidated or merged into another UCITS.

m  Assets of the FCP: The mutual fund is a co-ownership of
securities, without any legal personality, and which issues
units. The value of the net assets of an FCP may not be less
than 300,000 euros. When the net assets of an FCP fall below
300,000 euros, the redemption of its units must be suspended.
If the assets remain below this amount for 30 days, the FCP
must be liquidated or merged into another UCITS.

iv. Limits on portfolio investments

The UCITS’ investment strategy must comply with an essential
principle of risk diversification. Therefore, risk-spreading ratios,
control ratios and counterparty risk ratios apply to UCITS.

For instance, UCITS must comply with the risk spreading
ratios provided for in article R. 214-21 of the CMF. This rule is
the so-called “5/10/40” rule. According to this rule, a maximum
of 10% of the fund’s net assets may be invested in the assets of
a single issuer, and total investments in issuers in each of which
the fund invested more than 5% of its assets must not represent
more than 40% of the total portfolio.

In addition, UCITS are subject to investment constraints
regarding: (i) eligible assets; (ii) authorised financial markets;
(iii) specific operations that are authorised under conditions
(guarantees, securities financing transactions, cash borrowing,
etc.); and (iv) prohibited operations.

Additional investment constraints apply to specific types of
UCITS (e.g. index-tracking UCITS).

v.  Conflicts of interest

Any portfolio management company must implement an

adequate policy for managing conflicts of interest. Such policy

must in particular:

®m  identify, in connection with the portfolio management
company’s activities, the circumstances which constitute
or may give rise to a conflict of interest entailing a mate-
rial risk of damage to the interests of the UCITS or one or
more clients; and

u specify procedures to be followed and measures to be
taken in order to manage such conflicts of interest.
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vi. Reporting and recordkeeping

UCITS must draw up a half-yearly report at the end of the first
half of their accounting period. This half-yearly report must be
published no later than two months after the end of the first half
of the year, or after the end of each quarter, where appropriate.
Investors must also be provided with the assets composition of the
UCITS upon request. Such document also includes information on
the net assets value, the number of shares or units and its off-bal-
ance-sheet commitments.

Pursuant to the provisions of the GRAME, the portfolio
management company must take the necessary measutes to set
up appropriate electronic systems, allowing the rapid and correct
recording of information relating to UCITS transactions. Such
records must be kept for at least five years.

vii. Other

Other regulatory requirements are applicable, in particular with

respect to the following matters:

®m  accounting rules, determination of distributable amounts
and calculation of the net asset value;

W practices regarding fees and expenses (swing pricing,
subscription and redemption fees, “shared fees”, etc.);

m  specific rules to prevent market timing and late trading
practices; and

m  specific rules on redemption requests (e.g. cap of redemption
orders in case of exceptional circumstances) and subscrip-
tion requests (e.g. suspension of subscription orders).

Moreover, additional requirements may apply to specific
types of UCITS (see question 3.4).

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

In order to be able to provide French UCITS with investment

advice, any entity must either:

m  be authorised and regulated in France by the French
prudential control and resolution authority (Autorité de
contréle prudentiel et de résolution — “ACPR”, an independent
administrative authority attached to the Bangue de France) as
an investment services provider (either a credit institution
or an investment firm), authorised to provide investment
advice in France;

m  be authorised and regulated in France by the AMF as a
portfolio management company authorised to provide
investment advice in France, provided that such activity is
carried out on an ancillary basis;

m  be registered with the ORIAS register as a French CIF
and be affiliated with one of the professional associations
authorised by the AMF;

m  be registered with the ORIAS register as a tied agent
acting on behalf of an investment services provider; or

m  ifitislocated outside France but in another Member State
of the European Union (“EU”), be authorised by its local
regulatory authority as (i) an investment services provider
and comply with the passporting notification procedure
in accordance with the EU Directive 2014/65/UE (the
“MiFID”), or (ii) a UCITS manager or an AIF manager
authorised to provide investment advice and comply with
the passporting notification procedure in accordance with
either the UCITS Directive or the EU Directive 2011/61/
EU (the “AIFMD”).

Regarding any portfolio management delegate, such entity
must either be (i) authorised to manage UCITS or AIFs by its
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competent regulatory authority, or (ii) authorised to provide
portfolio management services, whether located inside or
outside the EU. If the delegate is located in a third-country,
a cooperation agreement must have been entered into between
the AMF and the competent regulatory authority of the relevant
portfolio management delegate.

2.3 In addition to the requirements above, are there

additional regulatory restrictions and requirements
imposed on investment advisers that advise public funds?

Yes. Any investment adviser is subject to the MiFID regime
which was implemented by French law. The investment adviser
must comply with regulations and good conduct rules pursuant
to the MiFID requirements.

2.4 Are there any requirements or restrictions in your

jurisdiction for public funds investing in digital currencies?

Yes. UCITS are currently notauthorised to investin crypto-assets.

However, the new regime for regulating “initial coin offer-
ings” in France has been introduced into the French law No.
2019-486 of 22 May 2019 on the growth and transformation of
undertakings (the “PACTE” law).

The PACTE law enables specific investment funds opened
to professional investors (professional specialised investment
funds (fonds professionnels spécialisés — “FPS”), professional private
equity funds (“FPCI”) and specialised financing vehicles (o7gan-
ismes de financement spécialisé — “OFS”)) to invest in crypto-assets,
whose property rights are based on blockchain technology.

The PACTE law now recognises that the ownership right held
by FPS and OFS may also be based on blockchain technology.
However, such new investment possibility is subject to a reliable
evaluation of the crypto-assets in which the investment fund
intends to invest, for instance with the assistance of independent
tokens valuators.

FPCI is also authorised to invest in cryptocurrencies and
utility tokens, of up to 20% of their assets.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

Yes. French requirements on UCITS exchange traded funds
(“ETE”) are provided for in the CMF, the GRAMF and the
AMTF position No. 2013-06.

The AMF position No. 2013-06 on ETT also includes the
requirements as set forth in the ESMA’s guidelines 2012/832
and 2014/937.

Even though the AMF position and the ESMA’s guidelines
seem to enable actively-managed UCITS to be traded on a finan-
cial market, the CMF actually excludes such type of UCITS to
be traded on a financial market. Thus, in France, only index-
tracking UCITS may be UCITS ETTs.

In addition, before the publication of the PACTE law, UCITS
ETFs were authorised to be traded on a regulated market only.
Now, UCITS ETFs may also be traded on a multilateral trading
facility (“MTF”), if the following conditions are met:

m  the UCITS ETF is already traded on a regulated market;
and

m  the MTF puts in place a mechanism that enables it to
ensure that the trading price does not vary significantly
from the UCITS’ net asset value.

The following additional requirements also apply to French
UCITS ETFs:
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m  their name, constitutive documents, prospectus and other
regulatory documents must include the identifier “UCITS
ETE”;

u their prospectus and marketing materials must include
a specific mandatory disclaimer, with respect to the
purchase and the transfer of their shares or units and the
existence of specific fees and costs; and

[ they must make available specific information on their
admission to trading, the results of their algorithm and any
adjustments made to such algorithm.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

The regime for marketing UCITS in France only covers UCITS
authorised pursuant to the UCITS Directive. All French UCITS
must be authorised by the AMF prior to the marketing of their
units or shares in France (see question 1.1 above).

EEA UCITS located outside of France may benefit from
the passport regime pursuant to the UCITS Directive. Thus,
in order to market the shares or units of an EEA UCITS or
a UCITS sub-fund in France, the management company must
comply with a notification procedure and file sufficient infor-
mation on the relevant UCITS with its competent regulatory
authority. Such notification file is then emailed directly to the
AMF. The AMF informs the relevant competent authority
within five business days that the complete notification file has
been taken into account. The UCITS may then market its shares
or units in France as from the date of that notification.

In addition, the AMF applies the concept of “pre-marketing”,
which does not qualify as marketing within the meaning of the
UCITS Directive. Pre-marketing consists of testing investors’
interest before launching a UCITS. This test must be performed
via a maximum of 50 professional investors (or assimilated as
such) and must not result in the delivery of a subscription form
nor documents including definitive information on the charac-
teristics of the UCITS.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing ac s? If so: (i) are there commonly

available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

Even though marketing is not per se a regulated activity, the

marketing of financial products usually leads the distributor

to provide one or more investment services such as investment

advice or service of reception and transmission of orders on

behalf of third parties. Such investment services may only be

provided by:

[ a portfolio management company, duly authorised for
providing such investment services (on an ancillary basis);

®m  another investment services provider (an investment firm
or a credit institution or an investment services provider
which benefits from a passport regime);

m  a tied agent acting on behalf of an investment services
provider; or

m 2 CIF (see question 2.2).

The MIiFID provides for a list of exceptions according to
which entities providing investment services are exempt from
any authorisation requirement. However, such exceptions are
subject to a strict interpretation from competent regulators.
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Distributors which provide investment services in France
while marketing shares or units of UCITS must comply with
good conduct rules, in particular rules on product governance,
investors’ information, inducements, suitability or appropriate-
ness assessment, etc.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

In accordance with article L. 533-12-4 of the CMF, investment

services providers shall not pay or receive any fee or commission

or provide or receive a non-monetary benefit in connection with

the provision of an investment service to any person, unless the

following conditions are met:

u the purpose of the commission or benefit is to enhance the
quality of the relevant service; and

u such inducement does not interfere with the investment
services providet’s obligation to act honestly, fairly and
professionally in accordance with the best interests of the
client.

In such cases, investors must be clearly informed of the exist-
ence, nature and amount of the payment or benefit referred
above or, where this amount cannot be established, of its
method of calculation, in a complete, accurate and comprehen-
sible manner before the investment service or related service
concerned is provided to them.

ii.  Advertising

The GRAMF defines the general principles that apply to the

contents of marketing materials. Any information provided in

a marketing material:

®  must be correct, clear, and not misleading;

u may not include statements that are in contradiction with
the information provided by the prospectus and the KIID;
and

B must have balanced information, i.e. if the distributor
emphasises the advantages of the product, it must also
emphasise the risks associated with it.

AMTF position No. 2011-24 on the drafting of marketing mate-
rials provides details on the good conduct rules to be adopted
when drafting marketing materials with respect to collective
investment schemes. It also provides for a list of bad practices
which are prohibited.

iii. Investor suitability

The MiFID requires investment services providers to assess
the suitability or the appropriateness of investment services
or financial instruments proposed to their clients or potential
clients:

a. itabili : such assessment is required when invest-
ment advice or portfolio management services are
provided. This test consists of obtaining the necessary
information regarding the client’s or potential client’s
knowledge and experience in the investment field relevant
to the specific type of product or service, that person’s
financial situation including his/her ability to bear losses,
and his/her investment objectives including his/her risk
tolerance so as to enable the investment services provider
to recommend to the client or potential client the invest-
ment services and financial instruments that are suitable
for him/her and, in particular, are in accordance with his/
her risk tolerance and ability to bear losses.

Public Investment Funds 2020

© Published and reproduced with kind permission by Global Legal Group Ltd, London




b.  Appropriateness test: such assessment is required when any

other investment services are provided. This test consists
of asking the client or potential client to provide informa-
tion regarding that person’s knowledge and experience in the
investment field relevant to the specific type of product or
service offered or demanded so as to enable the investment
services provider to assess whether the investment service or
product envisaged is appropriate for the client.
Investment services providers may not be required to conduct
an appropriateness test in case of an “execution only” service,
i.e. when it only provides execution or reception and trans-
mission of client orders. However, specific conditions must
be met in order to benefit from such an exemption.

iv. Custody of investor funds or securities
In France, it is mandatory to appoint a custodian for each
UCITS, which is independent from the management company.
The custodian must be authorised to carry out the activity of
safekeeping and administration of financial instruments. The
custodian may be either a French credit institution, a French
branch of an EEA credit institution or an investment firm
which complies with specific own funds requirements.

Article L. 214-10-5 of the CMF governs the depositary func-
tions. The custodian has, ter alia, two main duties:
®m  asset custody; and
[ monitoring function. In this respect, the custodian
ensures that the portfolio management company manages
its UCITS in accordance with the management policy
defined in the prospectus and that it effectively complies
with the various prescribed ratios.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

No. However, additional requirements and/or marketing

restrictions apply to specific types of UCITS, such as:

m  structured UCITS (OPCVM a formule), which qualifies as
“complex financial instruments” (see AMF Position No.
2010-05);

m  “guaranteed” UCITS (OPCVM garantis) (see AMF Position
No. 2013-12); and

m  UCITS ETFs or index-tracking UCITS (see question 2.5).

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

There are specific marketing rules concerning (this is a non-ex-

haustive list):

a.  The financial solicitation (démarchage) which is an active
method of marketing financial products governed by arti-
cles L. 341-1 to L. 341-16 of the CMF. The financial solic-
itation is constituted by:
® unsolicited contact (there is no solicitation if an invest-

ment service provider responds spontancously to a
solicitation from an investot);
m by any means whatsoever;

with an individual or a legal entity; and

B in order to obtain “the execution of a transaction” or
“the provision of a service” referred to in article L.
341-1 of the CMF. The act must therefore be intended
to obtain the consent of the solicited person to the
execution of a transaction in financial instruments,
a bank transaction or the provision of an investment
service.
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This legal framework includes additional good conduct
rules that must be complied with.

b.  French consumer law rules that apply to distance contracts
for financial services entered into with French consumers
(articles L. 222-1 e# seq. of the French consumer code).

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

UCITS can either be set up as SICAVs or as FCPs.

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may
be)?

1. SICAVs

Tax treatment applicable to SICAVs

SICAVs fall within the scope of corporate income tax (“CIT?”).
However, they are expressly exempt from CIT with respect to
the profits they derive from operations realised in accordance
with their corporate purpose. Such profits are taxed at the level
of their investors.

SICAVS’ profits are taxed at the level of their investors when
they are distributed to them. In contrast, profits that are not
distributed by SICAVs are capitalised at the SICAV’s level
increasing the liquidating value of SICAVS’ shares.

Tax treatment applicable to investors

Given that SICAVs have alegal personality, profits they distribute

are generally taxed as dividends at the level of the investors.

However, to the extent that SICAVs use the so-called

“couponing method” (wéthode du conponnage) (i.e. by ventilating
profits according to their nature and origin), distributions made
by SICAVs are generally taxed according to the rules appli-
cable to each corresponding category of income (i.e. distributed
dividends are treated as dividends, distributed capital gains as
treated as capital gains for tax purposes). This holds true both
for resident and non-resident investors.

(i)  Tax treatment applicable to French resident individuals

Individual investors are treated as if they had directly
derived profits carried out by SICAVs, save that taxation
only occurs when such profits are effectively distributed
by SICAVs to their investors (via a distribution of assets or
a share buy-back).
Accordingly, dividends that are redistributed by SICAVs
are subject to “flat tax” at the rate of 30% (i.e. 12.8%
income tax + 17.2% of social levies) or to income tax at
scaling rates if a specific option is made in this respect by
the investor (in that case, a 40% deduction applies on the
gross amount of distributed dividends). Flat tax regime
also applies to capital gains on shares that are distrib-
uted by SICAVs to their individual investors, except when
such investors have elected to be taxed at scaling rates of
income tax. In this case, a 50% or 65% deduction in basis
(depending on whether investors have held the shares since
more than two or eight years) may be applicable provided
that the SICAV’s assets are composed of shares at 75% or
more.

(ii) Tax treatment applicable to French corporate investors
As a rule, French corporate investors are subject to a mark-
to-market taxation rule with respect to shares they hold in
SICAVs. It means that corporate investors are subject to
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France

standard CIT rates in case of an increase (at the closing of
the financial year) of the liquidation value of the shares
they hold in SICAVs (i.e. generally 28% in 2020, 26.5%
from 2021 and 25% from 2022). As an exception, certain
SICAVs that invest at least 90% of their assets in shares
(known as “SICAVs actions”) are not concerned by this
mark-to-market rule.
In any case, profits that are distributed by SICAVs are
subject to taxation at standard CIT rates (net of any mark-
to-market taxation). It should be noted that SICAVS’ shares
are not eligible to the French parent-subsidiary regime
(régime mere-fille), nor to the French participation-exemption
regime on capital gains (régime des plus-values long terme).

(i) Non-resident investors
Much like resident investors, non-residents are techni-
cally deemed to directly derive SICAV profits on the year
when such profits are effectively distributed. As a result,
non-residents are subject to a withholding tax (“WHT”)
on the distributions paid by SICAVs according to the rules
applicable to each corresponding category of income (as
the case may be, such WHT may be reduced or removed
under certain double tax treaties).
Accordingly, distributions reflecting dividends are subject
to a 12.8% WHT when they are distributed to individuals
or to a 28% WHT when they are distributed to corporate
investors (reduced progressively to 26.5% from 2021 and
25% from 2022). Also, provided certain conditions are met,
such dividends may benefit from a WHT exemption when
they are paid to European UCITS or UCITS of non-Eu-
ropean States having entered into a double tax treaty with
France containing an administrative assistance clause.
Distributions reflecting capital gains realised by SICAVs
upon the disposal of assets are generally not subject to
taxation in France provided that the investor, his/her
spouse and their relatives in the ascending and descending
line, do not hold, directly or indirectly, at any time during
the five years prior to the distribution, more than 25%
of the rights in the underlying company (distribution d’une
participation substantielle).

2. FCPs

Tax treatment applicable to FCPs

As opposed to SICAVs, FCPs are co-ownerships of assets
with no legal personality. Consequently, they benefit from a
tax transparency regime. FCPs’ profits are taxed at the level of
investors who enjoy a tax regime which is very close to the one
that applies to investors in SICAVs.

Tax treatment applicable to investors

(i) Tax treatment applicable to resident investors (individuals
and corporates)

When they invest in FCPs, unitholders ate technically
deemed to directly derive income realised by FCPs on the
year when they are effectively distributed to them. As a
result, unitholders in FCPs are generally subject to income
tax (for individuals) or to CIT (for corporate investors) on
distributions carried out by FCPs according to the rules
applicable to the concerned category of income.
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For example, distributions made to individuals reflecting
dividends perceived by FCPs are subject to flat tax at the
global rate of 30% (i.e. 12.8% of income tax + 17.2% of
social levies) or to scaling rates of individual income tax
if a specific option is made in this respect by the investor
(in that case, a 40% deduction applies to the gross amount
of dividends distributed). Distributions of capital gains
made by FCPs follow also the same tax regime as the one
we described above in paragraph 1.

Corporate investors are subject to the same tax treatment
we described above in paragraph 1.

(i) Tax treatment applicable to non-resident unitholders

Much like residents, non-residents investing in FCPs are
technically deemed to directly derive income realised by
the FCP on the year when they are effectively distributed.
As a result, non-residents are subject in France to a WHT
on the distributions paid by FCPs according to the rules
applicable to each corresponding category of income.
For example, dividends received by FCPs from French
companies are subject to a 12.8% WHT when they
are distributed to non-resident individuals or to a 28%
WHT when they are distributed to corporate companies’
unitholders (i.e. reduced progressively to 26.5% from 2021
and 25% from 2022). In contrast, distributions of capital
gains will generally not be subject to taxation in France
(please see paragraph 1 for a more detailed analysis).

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

SICAVs are exempt from CIT and FCPs are tax transparent,
both without being bound by any legal obligation to distribute
their income, and capital gains. However, in order for their
investors to be taxed according to the tax regime of each cate-
gory of underlying profits or gains, both forms of public funds
must satisfy certain conditions. Notably, they must:

m  allocate their distributions according to their nature
(dividends, capital gains, interests, etc.) and their source
(domestic or foreign) (méthode du “couponnage™);

[ communicate this allocation to investors; and

m  disclose a detailed follow-up status report mentioning
profits received and distributed at the first request of the
French tax authorities.
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Chapter 10

Germany

Bodecker Ernst & Partner mbB

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Yes. Under the German Investment Code, any fund that is
intended to be marketed to investors in Germany must be noti-
fied to the German supervisory authority (Federal Financial
Supervisory Authority, Bundesanstalt fiir Finanzdienstleistungsanfsicht
ot “BaFin” (please visit https://www.bafin.de/EN/Homepage/
homepage_node.html for more information)).  Since the
Alternative Investment Fund Managers Directive (“AIFMD”)
was transposed into German law in 2013, Germany no longer
provides for a private placement regime; therefore, the distinc-
tion between public and private funds does not apply. Rather,
a distinction must be made between retail funds and non-retail
funds (so-called “Special AIFs” which may be marketed solely
to professional and semi-professional investors as defined in the
German Investment Code). For purposes of this information,
we use the term public fund as an equivalent for retail funds.

The European fund universe is divided into undertakings for
the collective investment in transferable securities (“UCITS”)
and alternative investment funds (“AIFs”). UCITS are defined
as retail funds. AIFs can be retail or non-retail funds.

In Germany, notifications of foreign UCITS for marketing
to retail investors are made under the EU’s UCITS passport
regime. German UCITS and all AIFs for retail investors are
notified directly to the BaFin. The AIFMD marketing and
passport regime is available only for the marketing of AIFs to
professional and semi-professional investors in Germany.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

Foreign UCITS can be marketed to retail investors under the
passport regime of the UCITS Directive 2009/65/EU, i.c. the
fund manager notifies the competent authority of its home
Member State of its intention to market the fund in Germany
(regulator-to-regulator notification procedure). Special rules
apply to certain funds under European regulations, such as
European Long-Term Investment Funds.

The terms and conditions of German retail funds (including
sub-funds of an umbrella) must be set forth in a separate docu-
ment (Anlagebedingungen) which is subject to the BaFin’s approval.

Before a fund can be marketed to retail investors, the fund
manager must submit to the BaFin the following documents:
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m  abusiness plan;

[ the fund’s terms and conditions;

m  if applicable, the constituting documents (for funds which
are organised as investment companies);

m  information relating to the fund’s depositary;

m  the prospectus and the key investor information document;
and

m  if the fund is a feeder fund, certain information relating to
the master fund.

If a foreign AIF (i.e. a non-UCITS fund) is intended to be
marketed to retail investors in Germany, the foreign fund
manager (the “AIFM”) must submit a notification letter plus
accompanying documents for such AIF (or the sub-fund of an
umbrella). The notification letter must include, for example,
evidence of the AIFM’s licence and compliance with the
AIFMD, a description of the fund, the custodian, the German
paying agent and the German representative, the fund docu-
ments, a business and a marketing plan, the most recent audited
annual report and the semi-annual report, the prospectus and
the key investor information document. Documents in a foreign
language must be accompanied by a German translation. In
addition, the foreign AIFM must agree to provide certain infor-
mation and reports to the BaFin and submit itself to the BaFin’s
instructions regarding use of leverage. The BaFin has published
a guidance notice for such marketing notification. The BaFin
charges fees for the notification procedure, the review of the
periodical reports and orders prohibiting marketing.

While EU-AIFMs can market their EU-based AIFs to non-re-
tail investors under the AIFMD passport regime, non-EU
AIFMs have to notify the BaFin of marketing intent to non-re-
tail investors (since the AIFMD passport regime has not yet been
extended to non-EU AIFMs). As with the notification proce-
dure for retail marketing, the AIFM must submit a notifica-
tion letter to the BaFin which includes the required information
and accompanying documents. However, the documents can
be provided either in English or German. The BaFin provided
a “Guidance Notice on the marketing pursuant to section 330
of the Investment Code”, and a non-binding English transla-
tion thereof. Please visit https://bepartners.pro/en/pathfinder/
bafin/ for more information.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

If any unauthorised marketing is undertaken, the BaFin may
take all measures necessary and appropriate to protect the inves-
tors, including an order to cease any further marketing. The
BaFin may charge a fee therefor from EUR 1,000—EUR 15,000,
plus expenditures.
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In certain cases, such a BaFin order triggers a one-year
lockout period.

If such an order is violated, the BaFin may impose a fine of up
to EUR 5 million, or, in case of legal persons or associations, an
amount equalling 10 per cent of the annual total turnover, which
may exceed EUR 5 million. If the addressee is part of a group,
the basis for calculating the fine is the whole group’s total turn-
over. Alternatively, the fine can be calculated as twice the amount
of the economic benefits resulting from the violation, which may
exceed both EUR 5 million and 10 per cent of the turnover.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

Foreign funds are permitted to register, provided that the fund
manager and the fund fulfil the applicable requirements set
forth in the Investment Code. If marketed to retail investors,
the ATF and its AIFM must be domiciled in the same country.
UCITS are not subject to the same restriction, i.e. cross-border
management within the EU Member States is allowed.

If an AIF is marketed to retail investors, the AIFM must
appoint a German representative and a German paying agent.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

Any German fund manager must be licensed by the BaFin (or

at least registered in accordance with the de minimis rules, which

are based upon the AIFMD). The governance requirements of
the Investment Code are based upon the AIFMD or the UCITS

Directive:

m  General principles (such as: acting honestly and fairly, with
due skill, care and diligence; acting in the best interests of the
fund or the fund investors and the integrity of the market;
taking all reasonable steps to avoid conflicts of interest
and, if unavoidable, identifying, managing and monitoring
and, where applicable, disclosing those conflicts of interest;
complying with all regulatory requirements so as to promote
the best interests of the fund or fund investors and the integ-
rity of the market; and treating all investors fairly).

m  Remuneration policies.

m  Functional and hierarchical separation of the risk manage-
ment functions from the operating units, including the
portfolio management.

[ Sound administrative and accounting procedures, control
and safeguard arrangements for electronic data processing
and adequate internal control mechanisms, including, in
particular, rules for personal transactions by employees or
for the holding or management of investments in order to
invest on its own account.

®m  Valuation policies (appropriate and consistent procedures
so that a proper and independent valuation of the assets of
the fund can be performed).

m  Delegation of functions (due diligence, monitoring and
final responsibility of the fund manager).

m  Appointment of a depositary.

m  Investor information prior to subscription and ongoing
reporting and disclosure obligations.
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Retail funds are subject to detailed rules relating to the port-
folio, e.g. with regard to eligible assets, leverage or diversifica-
tion. Additional European regulation must be observed, such
as the Commission Directive 2007/16/EC of 19 March 2007
implementing Council Directive 85/611/EEC on the coordina-
tion of laws, regulations and administrative provisions relating
to undertakings for collective investment in transferable securi-
ties (“UCITS”) as regards the clarification of certain definitions
or Commission Delegated Regulation (EU) No. 231/2013 of 19
December 2012 supplementing Directive 2011/61/EU of the
European Parliament and of the Council with regard to exemp-
tions, general operating conditions, depositaries, leverage, trans-
parency and supervision (the “Delegated Regulation”).

ii. Selection of investment adviser, and review and
approval of investment advisory agreement

In terms of the Investment Code, an investment adviser advises
the fund manager without taking any investment decisions.
Obtaining such advice is not subject to specified requirements,
whereas providing such advice if it relates to financial instru-
ments is (e.g. no requirements if in relation to real estate).

However, the fund manager may delegate the portfolio manage-
ment function to a service provider, i.e. to an external portfolio
manager. Unlike an investment adviser, the portfolio manager has
the discretion and is authorised to make and implement investment
decisions. The delegation of portfolio management functions is
subject to a specified delegation regime. The fund manager must
notify the BaFin of its intention to delegate the portfolio manage-
ment to a service provider (before the delegation arrangement
enters into force). The BaFin may require the fund manager to
provide the agreements with the external portfolio manager.

Generally, an external portfolio manager must be licensed or
registered for portfolio or asset management services and must
be subject to effective supervision. For example, an EU-based
portfolio manager of a fund investing in financial instruments
is typically authorised in accordance with the provisions of the
UCITS Directive, the AIFMD or the Markets in Financial
Instruments Directive (“MiFID”). If the portfolio manage-
ment is delegated to a non-EU portfolio manager, the supervi-
sory authorities of the portfolio managet’s country of domicile
must have concluded a cooperation agreement with the BaFin.
By 10 December 2015, the BaFin had concluded 23 of such
agreements, znter alia, with Switzerland’s FINMA, the United
States’ SEC and the Cayman Islands” CIMA.

On a case-by-case basis, the BaFin may approve the appoint-
ment of a portfolio manager who is not licensed or registered.

iii. Capital structure
The Investment Code provides minimum capital requirements
relating to the fund manager.

German funds are basically financed with the investors’ equity.
Limitations of debt financing apply, depending on the type of
fund and the target investors (retail or non-retail investors).

As a general rule, the BaFin is authorised to limit the use of
leverage of funds in order to ensure the integrity and stability of
the financial systems.

With regard to retail funds, the Investment Code imposes
strict limits on debt financing. UCITS and open-ended AIFs
may take up loans only on a short-term basis and are limited to
10 to 20 per cent of the relevant fund’s NAV. Open-ended real
estate funds for retail investors may use additional long-term
financing not exceeding 30 per cent of the loan to value of the
real property portfolio. Closed-ended retail funds may take up
loans not exceeding 60 per cent of the committed capital.

Foreign funds which seek approval for marketing to retail
investors in Germany must observe these limits.
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Germany

The intended use of leverage must be set forth in the
prospectus for retail funds, and the use of leverage must be
reported on an ongoing basis.

iv. Limits on portfolio investments

Different limits on portfolio investments apply to German
funds, depending on the type of fund and the target inves-
tors. Generally speaking, German retail funds are subject to
detailed rules relating to a fund’s portfolio, such as eligible assets
including target funds, leverage, use of derivatives and diversifi-
cation. Foreign funds which seek authorisation for marketing to
retail investors in Germany must apply equivalent limits.

v.  Conflicts of interest

The fund manager (of retail funds as well as of non-retail funds)
has to take all reasonable steps to identify any conflicts of interest
that arise in the course of managing funds. It shall maintain
and operate effective organisational and administrative arrange-
ments with a view to taking all reasonable steps designed to
identify, prevent, manage and monitor conflicts of interest in
order to prevent such conflicts from adversely affecting the
funds’ and their investors’ interests. Details are set forth in the
Investment Code, the Regulation specifying Rules of Conduct
and Organisational Requirements for Investment Services
Enterprises and, in particular, in Articles 30—37 of the Delegated
Regulation. Further guidance is also available from the BaFin.

vi. Reporting and recordkeeping

Fund managers of open-ended retail funds must provide audited
annual reports and non-audited semi-annual reports. Such
reports must include the basic information as set forth in the
Investment Code and supplemental information for certain
types of funds. Additional reports are required when the fund
manager is replaced or the fund is liquidated. The annual
reports must be published in the German Federal Gazette. For
closed-ended investment limited partnerships, no semi-annual
reports are required.

Operations must be documented in a manner which allows
there to be a reconstruction of each transaction (portfolio trans-
actions and subscription and redemption orders). All required
records must be retained for a period of at least five years.
However, the BaFin may require a longer retention period.
Details are set forth in the Investment Code, the Regulation
specifying Rules of Conduct and Organisational Requirements
for Investment Services Enterprises and in Articles 64—66 of the
Delegated Regulation.

vii. Other

Please note that a single depositary must be appointed for each
fund. The depositary is responsible for the safekeeping of the
assets and the monitoring of cash flow.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

Yes. Investment advisers which provide financial services to
investors (including investors which are funds) must generally
be licensed to provide financial services in accordance with the
German Banking Act. The term “financial services” includes,
inter alia, investment advice, brokerage and portfolio management
for individual clients (as opposed to the management of collective
investment schemes) in connection with financial instruments.
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However, a fund manager which is licensed under the
Investment Code may also provide investment advice or port-
folio management services to individual clients without having
to obtain a licence under the German Banking Act.

EU-based investment advisers can provide financial services
in Germany under a passport regime of one of the applicable EU
directives, such as the MiFID (provided that they are licensed
for such services by the competent authority of their country of
domicile). Services can be provided either directly as a cross-
border service or via a German branch, or so-called “tied agent”.
Since EU-based investment advisers are subject to supervision in
their country of domicile, they do not require a licence from the
BaFin. Rather, their intention to provide services in Germany
must be notified in a regulator-to-regulator notification proce-
dure, similar to the notification procedures for marketing funds
under an EU passport regime (see question 1.2 above).

Non-EU-based investment advisers cannot provide cross-
border services; they must establish a branch or a subsidiary in
Germany. Such branch or subsidiary is subject to German law
and requires a licence as a credit institution or financial services
provider under the German Banking Act. The application for
the licence must contain certain particulars; for example, a
viable business plan, the organisational structure, the envisaged
internal monitoring procedures, evidence of sufficient resources
needed for business operations, information of the knowledge
and reputation of (at least two) responsible managers and signif-
icant holdings in the applicant.

2.3 In addition to the requirements above, are there

additional regulatory restrictions and requirements
imposed on investment advisers that advise public funds?

Yes. An investment adviser is subject to the MiFID regime
which was transposed into German law in particular as the
Securities Trading Act (Wertpapierhandelsgesetz). The MiFID
regime is a complex framework of EU directives (transposed
into domestic law), EU regulations and other delegated acts
which are directly binding law in the EU Member States.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

Digital currencies are currently not explicitly addressed in the
German legal framework for retail funds. The BaFin examines
and decides on a case-by-case basis whether a token qualifies under
the securities laws as a financial instrument or a security. To the
extent that a token qualifies as a security, such digital currency
might principally be investable for a retail fund. However, many
questions in connection with investments in digital currencies are
not yet answered, although some issues such as the qualification
as financial instruments and safekeeping of tokens were addressed
by the legislator and the BaFin in the recent past.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

Yes. The BaFin issued Guidelines on the definition of fund
categories pursuant to section 4 para. 2 of the Investment Code
and further transparency requirements for certain fund cate-
gories (Fondskategorien-Richtlinie). Article 4 of said Guidelines
addresses specific requirements for ETFs, such as naming and
specific investor information.
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A new draft of said guidelines was published for consultation
as the BaFin intends to update and amend it.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

The fund manager must observe the Investment Code which
includes marketing provisions, such as the mandatory investor
information (prospectus and key investor information docu-
ment), the eligible target investors (retail or non-retail investors)
and reporting and disclosure obligations.

A distributor marketing a fund in Germany is not directly
subject to the Investment Code but to the MiFID regime, in
particular the Securities Trading Act (plus government regu-
lations and BaFin guidance), since marketing of funds quali-
fies as a financial service. However, a distributor must indi-
rectly observe the Investment Code. An obligation to observe
the Investment Code is typically included in the contractual
arrangements between the fund manager and the distributor.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

Yes, a person engaged in marketing activities generally must be
licensed as a financial services provider in accordance with the
Banking Act. Such licence requitres: a minimum capital; managers
of sufficient knowledge and good reputation (atleast two managers
who are German residents); that holders of significant interests in
the applicant are appropriate; sufficient resources; and an organi-
sation which allows the business to operate properly.

However, a distributor which markets (licensed) funds only
in Germany does not necessarily require a licence as a financial
services provider under the Banking Act. Such distributors may
market funds under a licence under the German Trade Ordinance
(subject to some additional requirements) which is easier to obtain.
The licence requites evidence of sufficient knowledge and reputa-
tion, sufficient credit standing and professional liability insurance
(“E&O”). Sufficient knowledge must be evidenced by an exam
passed with the local Chamber of Industry and Commerce. Each
natural person involved in marketing activities must provide such
an exam and a good reputation.

Persons licensed as a financial services provider in accordance
with the Banking Act ate subject to the MiFID regime (Securities
Trading Act, EU and German regulations, BaFin guidance and,
in particular, Circular 5/2018 (WA) — Minimum Requirements
for the Compliance Function and Additional Requirements
Governing Rules of Conduct, Organisation and Transparency
(“Circular 5/2018”)).

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

Fees and charges are subject to restrictions and extensive disclo-
sure obligations under the MiFID regime and the Investment
Code (in particular, the Securities Trading Act and Article 50
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of the Commission Delegated Regulation (EU) No. 2017/565
of 25 April 2016 supplementing Directive 2014/65/EU of the
European Parliament and of the Council as regards organisational
requirements and operating conditions for investment firms and
defined terms for the purposes of that Directive, plus BaFin guid-
ance, such as section BT 3.3.4.1.7 of the Circular 5/2018).

ii.  Advertising
Advertising for UCITS and retail AIFs must be readily identifi-
able as advertising. As a general principle, advertising must be
honest and clear and not misleading. In particular, advertising
must not include any statements which contradict or decrease the
importance of any information provided in the prospectus or the
key investor information document. Written advertising must
include a note that a prospectus and a key investor information
document are available (additionally, it must include informa-
tion on where to obtain said documents and in which language).
For specified types of funds or investment strategies, additional
information must be included in the advertising material.
Distributors are subject to the abovementioned MiFID
regime.

iii. Investor suitability

The MiFID regime includes an obligation to determine whether
an investment is suitable for the relevant potential investor,
including extensive documentation obligations.

iv.  Custody of investor funds or securities
Custody of investor funds or securities generally requires an
appropriate licence under the Banking Act.

However, custody of investors’ shares or units in funds can
also be undertaken by German management companies licensed
under the Investment Code, provided that such licence is
extended to include individual portfolio management services.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

Under German law, no distinction is made between public funds
and private funds. The restriction applies to non-retail funds
which may not be marketed to retail investors.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

Marketing is subject to the Investment Code, the Banking Act
and the Securities Trading Act, plus EU law (directives, regu-
lations and other delegated acts) and German regulations and
ordinances relating thereto. With regard to investment stock
corporations with fixed capital which are offered to the public
or listed in an organised market, the Securities Prospectus Act
(Wertpapierprospektgesetz) applies.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

German funds can be contractual funds (Sondervermagen) or
investment companies.

The Sondervermigen is an open-ended type of fund which is
available for both retail and non-retail investors.

Investment companies for retail investors can have the form
of a closed-ended investment limited partnership (geschlossene
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Germany

Tnvestmentkommanditgesellschaf?), a closed-ended investment stock
corporation with fixed capital (Investmentaktiengesellschaft mit fixcem
Kapital) or an open-ended investment stock corporation with
variable capital (Investmentaktiengesellschaft mit variablem Kapital).

4.2 What is the tax treatment of each such entity (both

entity-level tax and taxation of investors in respect of
allocations of income or distributions, as the case may be)?

Since 1 January 2018, a revised investment tax regime with both
an entity-level tax and taxation of investors applies. The revised
Investment Tax Act applies to “Investment Funds”; such term
generally includes most pooled investment vehicles, whether
established in Germany or abroad. However, investment vehi-
cles structured as partnerships (including limited partnerships) do
not qualify as Investment Funds if they do not qualify as UCITS.

Investment Funds within the meaning of the Investment Tax
Act are subject to taxation at entity level. Tax is levied on certain
German source income and capital gains: income from participa-
tions (dividend income and equivalent compensation payments
under stock lending and security repurchase agreements); real
estate income (real estate income and real estate capital gains);
and certain other income (/nter alia, income and capital gains
attributable to a German permanent establishment of an enter-
prise). Both German and foreign Investment Funds suffer a 15
per cent tax on such income and gains (there is an exemption
insofar as fund investors (domestic and foreign) themselves are
tax-exempt). German investors receive a partial tax exemption
on income and capital gains generated out of their Investment
Fund investments regardless of whether they have invested in
a German or a foreign Investment Fund. The exemption will
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only be granted if the Investment Funds provide for a certain
minimum quota for their investments. For example, an exemp-
tion of at least 30 per cent applies (depending on the tax status of
the investor in Germany) if at least 51 per cent of the fund assets
are comprised of shares, an exemption of 60 per cent applies
if the fund assets are comprised of real estate, and an exemp-
tion of 80 per cent applies if the fund assets are comprised of
non-German real estate.

In addition to Investment Funds, there exists the category of
so-called “Special Funds”. Tax treatment is different insofar
as the fund can elect to have certain income and capital gains
taxed only at investor level, and not at fund level. Special Funds
need to be open-ended, risk-diversified and are subject to strict
investment limits. Special Funds must not be offered to individ-
uals and the total number of investors is restricted to 100.

Investment vehicles structured as partnerships (other than
UCITYS) are subject to the general rules applicable to partner-
ships, i.e. such funds are generally tax-transparent but may be
subject to trade tax if they derive commercial income. Investors
are subject to tax depending on the income allocated to them
and the investor’s individual tax status.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

German tax law differentiates between Investment Funds and
Special Funds. For Investment Funds, the scope is broad. In prac-
tice, all AIFs and UCITS fall into this category. Special Funds
need to fulfil certain additional criteria (see question 4.2 above).
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Chapter 11

Hong Kong

Deacons

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Under the Securities and Fututres Otdinance (SFO), authorisa-
tion by the Securities and Futures Commission (SFC) is required
before a collective investment scheme may be offered to the
public in Hong Kong.

There are, however, a limited number of exemptions to this
requirement.

The first exemption is when an offer is intended only to profes-
sional investors, which is defined in the SFO and its subsidiary
legislation to include various institutional investors: trust corpo-
rations entrusted with at least HK$40 million in assets; and indi-
viduals, corporations and partnerships with an investment port-
folio of at least HK$8 million in assets.

Authorisation is also not required where a fund constituted
in corporate form is offered: (i) to not more than 50 people;
(ii) with a consideration not exceeding HK$5 million; or (iii)
with a minimum investment of not less than HK$500,000.
Authorisation is also not required for a fund not constituted in
a corporate form if such fund is offered to not more than 50
people.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

The authorisation process for retail funds in Hong Kong
involves the SFC’s review of: (i) the fund itself; (ii) the offering
documents in respect of the fund; and (iii) the key operators
of the fund (e.g. the trustee/custodian, the manager and invest-
ment manager/advisor delegated with investment management
power over the fund). The main requirements are set out in the
SFC’s Code on Unit Trusts and Mutual Funds (the Code).

To initiate an application for the SFC’s authorisation of a
fund, the applicant should submit to the SFC a duly signed and
completed application form and information checklist, accom-
panied by the draft offering documents and constitutive docu-
ments of the fund.

Further, there are various documents required to be submitted
pursuant to the information checklist. For instance, funds that
are managed by managers or delegates not currently managing
SFC-authorised funds are required to submit a copy of the valid
certificate(s) demonstrating the manager/delegate’s licensing/
registration status, and confirmation in relation to financial and
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human resources, internal controls and procedures, disciplinary
status and licensing/registration status of such manager/dele-
gate, as well as documentation setting out the fund management
experience of the key investment personnel of the manager/dele-
gate. Likewise, a fund with a trustee/custodian not currently
acting in such capacity for any other existing SFC-authorised
funds is required to submit, infer alia, a certificate of incorpo-
ration/registration of the trustee/custodian, and, for trustees/
custodians whose functions are mainly carried out in Hong
Kong, an audit certificate with respect to the trustee’s/custodi-
an’s internal controls and systems in accordance with the Code.

Applications are subject to a lapse period of six months from
the date an application is taken up by the SFC, after which the
applicant is required to make a new application and repeat the
relevant application procedures, including payment of the appli-
cation fee in respect of such new application, if the applicant
still intends to seck authorisation of the fund. In general, the
SFC expects overall processing time for new fund applications
to be between one to three months from the date an applica-
tion is taken up by the SFC, taking into account factors such
as the extent of the fund’s use of derivatives, whether the fund
is managed by existing approved managers managing other
existing SFC-authorised funds with good regulatory records,
and any material issues and/or policy implications relating to
the application.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

Subject to the applicable exemptions, it is a criminal offence to
offer a fund that has not been authorised by the SFC to the public
in Hong Kong. The maximum penalty is a fine of HK$500,000
and imprisonment for three years.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

Both local and foreign funds may be authorised by the SFC for
offers to the public in Hong Kong,.

The SFC may accept that some funds already comply in
substance with certain provisions in the Code by virtue of prior
authorisation in a recognised jurisdiction. The list of recognised
jurisdictions is listed on the SFC’s website and currently includes
Australia, France, Germany, Guernsey, Ireland, Isle of Man,
Jersey, Luxembourg, Malaysia (in respect of Islamic funds),
Netherlands, Switzerland, Taiwan (in respect of exchange-traded
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index tracking funds), the United Kingdom and the United
States of America. The SFC will generally review applications
for authorisation of funds from a recognised jurisdiction on the
basis that the fund’s structural and operational requirements
and core investment restrictions already comply in substance
with the Code. Nevertheless, the SFC expects such funds to
comply in all material respects with the Code, and reserves the
right to require compliance with specific provisions of the Code
as a condition of authorisation.

For instance, in addition to the general procedures and
requirements detailed in the Code, the SFC has adopted a fast-
track procedure to facilitate the processing of UCITS funds
domiciled in France, Ireland, Luxembourg, the Netherlands,
and collective investment schemes domiciled in the United
Kingdom. Furthermore, the SFC has entered into “Mutual
Recognition of Funds” schemes with a number of jurisdictions,
including Australia, France, Mainland China, Switzerland,
Luxembourg, the United Kingdom, and most recently, the
Netherlands, whereby eligible overseas and Hong Kong funds
can be distributed in each othet’s market through a streamlined
authorisation process.

Where the manager is not incorporated and does not have a
place of business in Hong Kong, the fund is required to appoint
a Hong Kong representative responsible for, inter alia, receiving
applications/redemption/conversion notices, providing holders
with information on the fund including the fund’s financial
reports, offering documents, circulars, notices and announce-
ments, and representing the fund and the manager in relation
to all matters in which any holder normally resident in Hong
Kong has a pecuniary interest or which relates to units sold in
Hong Kong. Such Hong Kong representative must be licensed
or registered under the SFO, or a trust company registered under
the Trustee Ordinance which is an affiliate of a Hong Kong
authorised financial institution.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

The Code requires every fund to appoint a trustee (in the case
of a unit trust)/custodian (in the case of a mutual fund corpora-
tion)/depositary (in the case of a UCITS) and a manager accept-
able to the SFC. Notwithstanding this, a self-managed scheme
may be managed by its own board of directors who perform the
functions of a manager where the scheme’s investment manage-
ment function is delegated at all times to a qualified investment
delegate in compliance with the Code.

The role of the trustee/custodian is to take into its custody or
under its control all the property of the fund and hold it in trust
for the holders or the fund in accordance with the constitutive
documents of the fund. The trustee/custodian must segregate the
property of the fund from the property of the manager, trustee/
custodian, and their delegates, nominees, agents, connected
persons, and other clients, and put in place appropriate measures
to verify ownership of the property of the fund. In addition, the
trustee/custodian is obligated to, amongst others, take reason-
able care to ensure that the sale/issue/repurchase/redemption/
cancellation and the valuation of units/shares are performed in
accordance with the constitutive documents of the fund. Cash
and registrable assets must be registered in the name of or to the
order of the trustee/custodian.
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The trustee/custodian must be: (a) a bank licensed in
Hong Kong; (b) a trust company registered under the Trustee
Ordinance which is a subsidiary of such a bank or a banking
institution falling under (d) below; (c) a trust company which is
a trustee of any registered scheme as defined in the Mandatory
Provident Fund Schemes Ordinance; or (d) a banking institution
incorporated outside Hong Kong which is subject to pruden-
tial regulation and supervision on an ongoing basis, or an entity
which is authorised to act as trustee/custodian of a fund and
prudentially regulated and supervised by an overseas supervi-
sory authority acceptable to the SFC. The trustee/custodian
should: be subject to prudential regulation and supervision on
an ongoing basis; appoint an independent auditor to periodi-
cally review its internal controls and systems on terms of refer-
ence in compliance with the Code; and file the report with the
SFC, unless such trustee/custodian is prudentially regulated and
supervised by an overseas supervisory authority acceptable to
the SFC.

Further, the trustee/custodian should have paid-up share
capital and non-distributable capital reserves of HK$10
million. Nevertheless, if it is a wholly-owned subsidiary of a
bank or financial institution with minimum paid-up capital of
HK$150 million, the issued paid-up capital and non-distribut-
able capital reserves may be less than the aforementioned mone-
tary threshold if the holding company of the trustee/custodian
issues certain standing commitment or undertaking in relation
to the shate capital of such trustee/custodian.

The general obligations of a manager of an SFC-authorised
fund are to, inter alia, manage the fund in accordance with the
fund’s constitutive documents in the best interest of the holders
and to fulfil the duties imposed on it by the general law. The
eligibility criteria for the manager is detailed in question 2.1(ii)
below.

ii. Selection of investment adviser, and review and

approval of investment advisory agreement
The eligibility criteria for the manager and the investment
advisor delegated with investment management function in
respect of the fund are detailed in Chapter 5 of the Code. In
particular, an investment advisor must: (i) be engaged primarily
in the business of fund management; (ii) have minimum paid-up
share capital and non-distributable capital reserves of HK$10
million; (iii) not lend to a material extent; and (iv) maintain at all
times a positive net asset position.

The manager/investment advisor must also have at least two
key investment personnel and each of them must have at least
five years of investment experience in managing public funds
with reputable institutions. The expertise gained should be in
the same or similar type of investments as those proposed for
the fund seeking SFC authorisation. Further, such key invest-
ment personnel shall have a demonstrable track record in the
management of public funds in accordance with the foregoing
requirements on investment experience and must dedicate suffi-
cient time and attention in the management of the relevant fund.

With respect to a managetr/investment advisor belonging
to a well-established fund management group, the foregoing
requirement for the key investment personnel to possess public
funds experience may be satisfied if the managet/investment
advisor on a group-wide basis is able to demonstrate that it
possesses the requisite experience and resources to administer
public funds. In other words, the key investment personnel of
a manager/investment advisor are required to possess at least
five years of investment experience in funds, but not necessarily
in public funds, if the manager/investment advisor belongs to a
fund management group of at least five years of establishment in
managing public funds and with good regulatory records.
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In addition to local fund managers which are required to be
licensed or registered with the SFC to carry out asset manage-
ment activities, fund managers based in and licensed with the
relevant regulator of a jurisdiction acceptable to the SFC may act
as managers or delegated investment advisors of SFC-authorised
funds. Currently, such acceptable inspection regimes (AIR) are
Australia, France, Germany, Hong Kong, Ireland, Luxembourg,
Malaysia (in respect of Islamic funds), the Netherlands,
Switzerland, Taiwan (in respect of exchange-traded index
tracking funds), the United Kingdom and the United States of
America.

iii. Capital structure

The SFC does not impose any specific requirements on the
minimum capital or net asset value of a retail fund. In practice,
the fund size should be maintained at a level at which the fund
could be managed in a cost-efficient manner in the best interest
of its holders.

iv. Limits on portfolio investments
Plain vanilla equity, bond and mixed asset funds, as well as
feeder funds, guaranteed funds, and funds investing in other
funds are required to comply with the diversification, invest-
ment type and exposure limits set out in Chapter 7 of the Code.
Chapter 8 of the Code imposes additional and/or alternative
requirements for “specialised schemes”, namely money market
funds, unlisted index funds, hedge funds, structured funds,
funds that invest extensively in financial derivative instruments,
active E'TFs, and closed-ended funds.

v.  Conflicts of interest

The Code requires the manager and the trustee/custodian to
be independent of each other. Notwithstanding this, they may
belong to the same ultimate holding company if: (i) neither the
manager nor the trustee/custodian is a subsidiary of the other;
(ii) there are no common directors between the manager and the
trustee/custodian; and (iii) both the manager and the trustee sign
an undertaking that they will act independently of each other in
their dealings with the fund. Notwithstanding the above, the
Code specifies that there should be systems and controls in place
to ensure that persons fulfilling the custodial function/safe-
keeping of the fund’s assets are functionally independent from
persons fulfilling the fund’s management functions.

Moreover, the Code stipulates restrictions on connected
party transactions in respect of, amongst others, cash deposits
with connected persons, transactions with connected persons
as principals, soft dollar arrangements, and transactions with
connected brokers or dealers. In general, all transactions carried
out by or on behalf of the fund must be at arm’s length and in the
best interests of investors.

In addition to the Code requirements above, managers should
maintain and operate effective organisational and administra-
tive arrangements with a view to taking all reasonable steps
designed to identify, prevent, manage and monitor any actual or
potential conflicts of interest, including conducting all transac-
tions in good faith at arm’s length and in the best interests of the
fund on normal commercial terms. Where an actual or potential
conflict arises, the conflict should be managed and minimised
by appropriate safeguards and measures to ensure fair treatment
of fund investors, and any material interest or conflict should
properly be disclosed to fund investors. For instance, when
fund managers are transacting for themselves, they must give
their clients priority and avoid conflicts of interest. In addition,
cross trades between house accounts and client accounts require
the prior written consent of the client, to whom any actual or
potential conflicts of interest should be disclosed.
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According to the SFC’s guidance on internal product approval
process, managers are expected to avoid or manage any actual
or potential conflicts of interests by conducting all transactions
at arm’s length and maintaining necessary “Chinese walls”. In
cases where a conflict cannot be avoided, and provided that
investors’ interests can be sufficiently protected, the conflict
should be managed and minimised by appropriate safeguards,
measures and product structure, and these measures and safe-
guards shall be properly disclosed to investors.

vi. Reporting and recordkeeping

Reporting requirements

Annual reports prepared in compliance with internationally
recognised accounting standards containing information stip-
ulated in the Code must be published and distributed to holders
within four months from the end of the fund’s financial year
and interim reports applying the same accounting policies and
method of computation as are applied in the annual report must
be published and distributed to holders within two months
from the end of the period they cover. Holders may be notified
of where such reports, in printed and electronic forms, can be
obtained within the relevant timeframe as an alternative to the
distribution of printed financial reports.

The fund’s latest available offer and redemption prices or net
asset value must be calculated and made public free of charge on
every dealing day in an appropriate manner by means of dissem-
ination, which may include newspapers, telephone hotlines and
websites. If dealing in units/shares is suspended, the SFC must
be notified immediately. In addition, the fact that dealing is
suspended must be published immediately following such deci-
sion and at least once a month during the period of suspension
in an appropriate manner.

Moreover, there are further reporting requirements pertaining
to various types of circumstances. For instance, the SFC and
the trustee/custodian must be informed immediately if an error
is made in the pricing of units/shares. Likewise, the manager
shall inform the SFC promptly should there be any material
breach of the SFC’s product requirements.

In general, the manager should provide holders with reason-
able prior notice or inform holders as soon as reasonably prac-
ticable, of any information concerning the fund which is neces-
sary to enable holders to appraise the position of the fund.

Recordkeeping requirements

In general, a fund manager should keep its accounts and records
properly, which, inter alia, requires such fund manager to keep
all transaction records and records of investment processes
adopted, and maintain appropriate procedures for the safe-
keeping, retrieval and storage of documents and records.

The fund manager should also keep records which are suffi-
cient to explain and reflect the financial position and oper-
ation of its businesses, enable profit and loss accounts and
balance sheets to be prepared from time to time, and recon-
cile on a monthly basis differences in balances or positions
with other entities such as custodians, banks, clearing houses
and other intermediaries. Records should be maintained that
show, in respect of each client for whom the fund manager holds
client assets, the particulars of the client’s assets and liabilities,
including any financial commitments and contingent liabilities.
Such records should be retained for a period of not less than
seven years.

In addition, a fund manager should adequately record all
audit work performed in respect of the adequacy, effective-
ness and efficiency of such manager’s management, operations
and internal controls, and record the findings, conclusions and
recommendations.
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vii. Other

The Code requires: (i) changes to constitutive documents (subject
to certain exceptions); (i) changes to the trustee/custodian,
manager, investment delegates, and Hong Kong representative
and their regulatory status; (iii) material changes in investment
objectives, policies and restrictions of the fund (including expan-
sion in the purpose and extent of use of financial derivative instru-
ments for investment purposes); (iv) introduction of new fees and
charges, or increase in fees and charges payable out of the prop-
erty of the fund or by the investors (other than an increase within
the permitted maximum level as disclosed in the Hong Kong
offering documents of the fund); (v) material changes in dealing
arrangements, pricing arrangements or distribution policy of the
fund; and (vi) changes that may have a material adverse impact
on holders’ rights or interests (including changes that may limit
holders” ability in exercising their rights), to be submitted to the
SFC for prior approval. The SFC will also normally expect one
month’s prior written notice to be provided to holders in respect
of the aforementioned changes. The Hong Kong offering docu-
ments of a fund revised to reflect such changes are also required
to be submitted to the SFC for prior authorisation.

Notice is also required to be given to investors where a fund is
to be merged or terminated. Such notice should contain infor-
mation stipulated by the SFC, and be submitted to the SFC for
prior approval.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

An investment advisor delegated with discretionary investment
management function not currently acting in the same function
for other existing SFC-authorised funds is required to be vetted
by the SFC. As part of such vetting process, the SFC requires
submission of confirmations and/or documentation in respect of
the registration status of the investment advisor to manage funds,
the disciplinary history of the investment advisor and the direc-
tors thereof, and compliance with the financial and key invest-
ment personnel requirements detailed in question 2.1(ii) above.

Local investment advisors delegated with investment manage-
ment functions ate required to be properly licensed or registered by
the SFC to carry on asset management activities. A copy of the valid
certificate showing such licensing/registration status should also be
submitted to the SFC as part of the foregoing vetting process.

Inapplying to the SEC for the licensing/registration status tequired
for managing funds in Hong Kong, the investment advisor is required
to submit comprehensive information and vatious prescribed forms
to the SFC consisting of a proposed “business plan”, shareholding
structure, organisational chart, key business lines, managers in charge,
internal control framework and financial situation. In addition, the
SFC requires information in relation to the fitness and properness of
the substantial shareholders of the investment advisor, the proposed
responsible officers overseeing the regulated activity of asset manage-
ment, and both executive and non-executive directors of the invest-
ment advisor. The investment advisor applying for its asset manage-
ment licence and its directors and substantial shareholders will also be
required to submit SFC application forms.

2.3 In addition to the requirements above, are there

additional regulatory restrictions and requirements
imposed on investment advisers that advise public funds?

Notwithstanding the requirements on AIR detailed in
question 2.1(ii), managers may delegate investment management
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functions to non-AIR investment advisors, subject to condi-
tions. In particular, the delegated investment advisor should
be an affiliate of the manager and is subject to a system of
internal controls and compliance procedures similar to that of
the manager and/or corporate group to which both the manager
and the investment advisor belong.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

The SFC has, to date, offered no express prohibitions against
SFC-authorised funds investing in virtual assets (including
digital currencies, utility tokens or security or asset-backed
tokens and any other virtual commodities, crypto assets and
other assets of essentially the same nature). However, in view of
the practical difficulties in managing the various risks inherent
in virtual assets, including custody and liquidity risks, and that
there are currently no generally accepted valuation principles
for virtual assets, it is unlikely that a fund investing directly in
virtual assets will obtain SFC authorisation.

For funds not authorised by the SFC, the licensed or regis-
tered person distributing such funds should ensure that the
recommendation or solicitation made is suitable for the client
in all circumstances, having regard to information about the
client of which the licensed or registered person is or should
be aware through the exercise of due diligence, including the
client’s financial situation, investment experience and invest-
ment objectives. Managers who manage or plan to manage
funds with a stated investment objective to invest in virtual
assets, or an intention to invest 10% or more of the gross net
asset value of the fund in virtual assets will be subject to an addi-
tional set of licensing conditions by the SFC in relation to disclo-
sure to investors, safeguarding of assets, portfolio valuation,
risk management, appointment of auditors, and liquid capital to
ensure that the risks associated with virtual assets are addressed
by such managers.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

Funds traded on The Stock Exchange of Hong Kong (Exchange)
are required to be authorised, and must remain authorised, by the
SFC. Such funds and their key operators are generally subject
to the same requirements as unlisted retail funds detailed else-
where in this chapter, including the key operator requirements
and applicable portfolio limits detailed in question 2.1 above.

Additional requirements are set out in the Code, including that
the manager of the ETF is generally expected to use its best endeav-
ours to putin place arrangements so that there is at least one market
maker for the units or shates (traded in each countet) of the ETF
and at least one market maker for (each counter of) the ETF will
give not less than three months’ notice prior to terminating the
market making arrangement. An ETF is also required, except with
the approval of the SFC, to provide through its own website or such
other channels as the SFC considers appropriate: (i) real time or
near-real time indicative net asset value per unit/share (updated
at least every 15 seconds during trading hours); (i) last net asset
value per unit/share and last net asset value of the fund (updated
on a daily basis); and (iii) full holdings of the fund (updated on a
monthly basis within one month of the end of each month).

In addition to SFC authorisation, such funds are required
to make an application for listing to the Exchange and comply
with the Listing Rules and other applicable rules, guidance, and
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Hong Kong

practice notes as may be issued by the Exchange from time to
time. The Exchange has stated in its Listing Rules that it will
normally grant a listing in respect of funds which have been
authorised by the SFC, although SFC authorisation does not
ensure that listing will be granted.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

Retail funds which have been authorised by the SFC may be adver-
tised and marketed to the Hong Kong public. Advertisements
and other invitations to invest in such funds must comply with
the Advertising Guidelines Applicable to Collective Investment
Schemes Authorized Under the Product Codes (Advertising
Guidelines) and its related FAQs. In general, advertisements for
a fund should: (i) not be false, biased, misleading or deceptive;
(ii) be clear, fair and present a balanced picture of the fund with
adequate risk disclosures; and (iii) contain information that is
timely and consistent with the fund’s offering documents.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

Generally, persons marketing retail funds in Hong Kong must
be licensed by the SFC for Type 1 regulated activity (dealing in
securities). There is an “incidental exemption” to such require-
ment where the dealing is done wholly incidentally to the busi-
ness of a licensed asset manager. As such, managers holding
a licence for Type 9 regulated activity (asset management) may
promote the funds for which they manage — marketing activities
should fall within the exemption.

Licensed/registered persons are subject to ongoing supervi-
sion and monitoring by the SFC, and the various codes, circulars
and guidelines issued by the SFC from time to time, in particular
the Code of Conduct for Persons Licensed by or Registered with
the SFC and, for holders of a Type 9 licence, the Fund Manager
Code of Conduct. The first-mentioned Code of Conduct applies
to licensed or registered persons for all types of regulated activ-
ities (including Types 1 and 9 mentioned above) and includes
requirements in respect of honesty, diligence and capabilities of
the licensed or registered person, know-yout-client procedures,
adequate disclosure on relevant material information to clients,
conflicts of interest, client assets and responsibility of senior
management.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

There are no specific requirements in respect of distribution fees
that may be levied by intermediaries involved in the marketing
of retail funds. However, the manager is expected to ensure
that fees are fair, proportionate and clearly disclosed to inves-
tors at the point of sale. When considering the fee structure at
launch, and if applicable, throughout the life-cycle of the fund,
the manager should take into account: (i) whether the fees and
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charges payable by the investor for the fund are fair, propor-
tionate and commensurate with the investment objectives
and risk/return profile; (ii) the charging mechanism should
be simple and transparent so that investors can easily identify
and be able to assess the fees and charges; and (iii) whether the
fund is cost-efficient, taking into consideration the profiles and
features of any comparable substitute products.

In addition, the Code specifies several types of fees, costs
and charges that must not be paid from the fund’s assets, which
include expenses arising out of any advertising or promotional
activities in connection with the fund, and commissions payable
to sales agents arising out of any dealing in units/shates of the
fund.

ii.  Advertising
As briefly noted in question 3.1 above, advertisements and other
invitations to invest in SFC-authorised funds must comply with
the Advertising Guidelines, which are intended to apply to all
forms of advertisements, including, but not limited to: distri-
bution materials (e.g. factsheets, newsletters, and brochures);
display-only materials (e.g. posters, exhibition panels, and
outdoor displays); broadcasts; and interactive systems (most
notably, the Internet).

The Advertising Guidelines consist of SFC requirements in
relation to, znter alia, the language and graphics, performance
information, use of comparative indices and warning statements.

iii. Investor suitability

The SFC’s Code of Conduct sets out suitability requirements. In
general, having regard to information about the client, including
the client’s financial situation, investment experience and
investment objectives, of which a licensed or registered person
is or should be aware through the exercise of due diligence, the
licensed or registered person should, when making a recom-
mendation or solicitation, ensure the suitability of the recom-
mendation or solicitation for that client is reasonable in all the
circumstances.

iv. Custody of investor funds or securities

Where a licensed or registered person or a third party on
behalf of the licensed or registered person is in possession or
control of investor funds or securities, the licensed or registered
person should ensure that such investor funds or securities are
adequately safeguarded.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

Retail funds authorised by the SFC may be marketed and sold
to the public in Hong Kong. However, as detailed in question
3.2(iii) above, when making a recommendation or solicitation in
respect of a fund, the person marketing the fund must ensure the
suitability of that recommendation or solicitation for its client.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

An SFC-authorised fund that acquires financial derivative
instruments for non-hedging purposes that results in the fund’s
net exposure relating to these financial derivative instruments
exceeding 50% of the fund’s total net asset value will be subject
to enhanced distribution requirements applicable to “derivative
products”. In providing services to a client in respect of such
derivative products, a licensed or registered person is required
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to assure itself that the client understands the nature and risks
of the product and has sufficient net worth to be able to assume
the risks and bear the potential losses of trading in the products.

For SFC-licensed entities and registered persons conducting
regulated activities in providing order execution, distribu-
tion and advisory services in respect of investment products
(including public funds) via online platforms, SFC-authorised
funds exceeding the above 50% threshold are also classified as
“complex products”. A platform operator is required to ensure
a transaction in such an SFC-authorised fund (as a complex
product) is suitable for the client in all circumstances.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

Retail funds established in Hong Kong have generally been unit
trusts constituted under bilateral trust deeds, under which the
trustee and manager are parties, and the assets of the trust may
be held by the trustee or a custodian appointed by it.

In 2018, the Hong Kong government introduced a new invest-
ment vehicle in the form of a corporate structure known as the
“open-ended fund company” (OFC). The OFCis an open-ended
collective investment scheme set up in corporate form with the
flexibility to create and cancel shares and without restriction on
distributions out of capital applicable to companies constituted
under the Companies Ordinance. The OFC regime, consisting
of the Securities and Futures (Amendment) Ordinance 2016,
Securities and Futures (Open-ended Fund Companies) Rules,
Securities and Futures (Open-ended Fund Companies) (Fees)
Regulation, and the Code on Open-ended Fund Companies,
became operational on 30 July 2018. Retail funds constituted
as OFCs are required to obtain the SFC’s authorisation and also
comply with the authorisation and ongoing post-authorisation
requirements set out in the Code.
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4.2 What is the tax treatment of each such entity (both

entity-level tax and taxation of investors in respect of
allocations of income or distributions, as the case may be)?

Entity level

Retail funds authorised by the SFC are specifically exempted
from Hong Kong profits tax under the Hong Kong Inland
Revenue Ordinance. Accordingly, there is no requirement for
such funds to file Hong Kong profits tax returns. Stamp duty is
payable on transfers of Hong Kong registered stock, subject to
some exemptions.

Investor level
No tax is generally payable by holders of a retail fund in Hong Kong
in respect of income distributions from the fund or capital gains
arising from the sale or redemption of units/shares in the fund.
However, investors carrying on trade or business in Hong
Kong are subject to tax on distributions and gains (which are
not capital profits) arising from the sale of units/shares that arise
from that trade or business and that have a Hong Kong source.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

The profits tax exemption detailed in question 4.2 above only
applies where the fund is authorised by the SFC.

Note

Please note that the information provided in this chapter is up to
date as of 4 March 2020.

Whilst every effort has been made to ensure the accuracy of this
chapter, it is for general guidance only and should not be treated as
a substitute for specific advice. If you would like advice on any of
the issues raised, please speak to any of the contacts listed.
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Hong Kong

Alwyn Li is a key member of the investment funds team. He has extensive experience in establishing and advising clients on seeking author-
isation by the Securities and Futures Commission (SFC) of unit trusts and mutual funds domiciled in Hong Kong and overseas jurisdictions
including RMB-denominated funds, QFIl and RQFII funds, and UCITS funds. He also advises on ongoing compliance and post-authorisation
issues.

In addition, Alwyn advises on the structuring and establishment of private investment funds. He regularly advises on regulatory matters
across a broad spread of issues affecting the asset management industry in Hong Kong. He helps clients to set up their Hong Kong offices
and obtain appropriate SFC licences.

Deacons Tel: +852 28259627

5" Floor, Alexandra House, 18 Chater Road Email: alwyn.li@deacons.com
Central URL: www.deacons.com
Hong Kong

Lawson Tam is a registered foreign lawyer in the investment funds practice. He has experience in seeking the SFC's authorisation of, and
preparing documentation for, collective investment schemes including UCITS, Hong Kong domiciled funds, mandatory provident funds and
investment-linked assurance schemes.

In addition, Lawson has been involved in advising financial institutions on a range of ongoing compliance and post-authorisation issues in
connection with the marketing, restructuring and termination of SFC-authorised collective investment schemes.
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Deacons Tel: +852 28259723

5% Floor, Alexandra House, 18 Chater Road Email: lawson.tam@deacons.com
Central URL: www.deacons.com

Hong Kong

Deacons is committed to serving our clients by delivering world-class legal
solutions.

We are Hong Kong's premier independent firm and for over 165 years, have
been Hong Kong's trusted legal advisors.

Internationally renowned for our broad range of expertise, we are committed
to partnering with clients doing business in Hong Kong and China.

With our rich heritage and reputation for excellence, clients are assured of
the integrity and stability of one of the region's oldest and most respected
institutions. DEAC ON S
Our headquarters are in Hong Kong and we have representative offices in

Beijing, Guangzhou and Shanghai. We act for regional and international Bﬁ }& @ Eﬂi fj‘
corporations, including public and private companies, banks and financial
institutions, and government corporations. We advise many of the world's
most successful multinational companies.

Through our own offices and by working with the best independent law
firms in other jurisdictions, clients receive advice from leading local prac-
titioners in their field.

www.deacons.com
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Ireland
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1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Undertakings for collective investment in transferable securi-
ties (“UCITS”) are the most common category of Irish fund
that are offered to the public. UCITS are EU-based regulated
investment funds that are available for public participation. For
an Irish UCITS to be offered to the public it must firstly be
authorised by Ireland’s regulatory authority, the Central Bank of
Ireland (the “CBI”). Once a UCITS has been authorised by the
CBI it is automatically registered in Ireland and can be marketed
to the Irish public.

In order for the UCITS to be marketed in other jurisdic-
tions, such as Member States of the EU (“Member States”), it
must submit a passporting notification to the CBI in respect
of the relevant Member State with supporting documenta-
tion including, zuter alia, the relevant key investor documents
(“KIIDs”), annual financial statements and the formal pass-
porting notification. Once the passporting notification has
been reviewed and there ate no comments from the CBI or the
local regulator of the EU Member State(s) that the UCITS is
proposed to be marketed in, the UCITS fund can be offered in
that EU Member State(s). UCITS funds benefit from this pass-
porting notification process for EU Member States on the basis
of the marketing passport under the UCITS Directive which
allows UCITS authorised in one EU Member State to be sold
cross-border in another EU Member State without any addi-
tional authorisation processes to be completed.

There is another type of retail fund that may be offered to
the public and registered in Ireland known as a retail investor
alternative investment fund (“RIAIF”) which is a sub-category
of alternative investment fund (“AIF”). In essence, an AIF is
any fund that is not a UCITS. However, as RIAIFs are not as
commonly authorised or widely marketed as UCITS, the focus
of this section is on UCITS.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

The CBI has a prescribed authorisation process that all UCITS
applicants must comply with. As part of the UCITS authorisa-
tion process, there are a number of documents that are required
to be filed with the CBI either for review ot as confirmation of
the UCITS’ compliance with applicable regulatory requirements.
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The central document in the application is the prospectus.
This document is submitted for prior review and comment by
the CBI. Any comments raised during the application must be
addressed to the CBI’s satisfaction before the UCITS can be
authorised. In addition, should the UCITS propose to invest in
certain asset types or instruments such as contracts for differ-
ence, binary options or contingent convertible bonds, then the
CBI will require supplementary materials to be provided as part
of the application, such as model portfolio information, due dili-
gence on the underlying portfolio and evidence to support the
view that the proposed investment portfolio is suitable, taking
into account the CBI’s requirements. The review process with
the CBI, once the documents have been drafted, can take two
to four months depending on the complexity of the strategy of
the proposed UCITS.

As part of the authorisation process, there are other docu-
ments that are submitted to the CBI in a final executed format.
Such documents are not subject to prior review and include, inter
alia, the management agreement (where a management company
is appointed), depositary agreement, investment manage-
ment agreement, administration and distribution agreements,
KIIDs, risk management process (where the UCITS proposes
to use financial derivative instruments (“FDIs”)) and various
confirmations that the relevant documentation meets the CBI’s
requirements.

As mentioned above, a management agreement may be put in
place where a management company is appointed to a UCITS.
It is not a requirement for a UCITS to appoint a management
company in Ireland. Where a UCITS does not appoint a manage-
ment company it is referred to as a self-managed investment
company (“SMICs”). Where a UCITS is a SMIC, it is required
to prepare a detailed corporate governance and oversight docu-
ment known as a business plan that is filed with the CBI for
prior review and commentary before the UCITS is authorised.
In light of the additional corporate governance, oversight and
time commitment obligations that the CBI imposes on UCITS,
for new UCITS, the externally managed model has become a
predominant model within the industry in Ireland as it allows
the UCITS to relinquish compliance with many of these require-
ments and have them sit with the Management Company.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

If a fund is not registered as a UCITS it cannot hold itself out
as this type of regulated entity. From a commercial perspective
the fund then does not benefit from the UCITS marketing pass-
port and will not be able to avail of the global recognition that
UCITS funds enjoy as the gold standard investment fund within
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Ireland

the EU financial services community. If a fund holds itself out
as a UCITS and it is not authorised as such, then a number of
authorities, in particular the CBI, have a range of prohibitory
powers such as enforcement, sanctions and fines that can be
applied to the fund.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

As mentioned in question 1.2 above, Irish domiciled UCITS
must go through an authorisation process with the CBI. For
UCITS domiciled in other EU Member States, as set out in
question 1.1 above, these UCITS must make a passporting noti-
fication to their home state regulator who liaises with the CBI.
Once there are no outstanding comments from the relevant
regulatory authorities, the UCITS can be offered to the public
in Ireland.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

UCTTS that are legally structured as ICAVs or Plcs are required
to have a board of directors with at least three directors, two of
which must be Irish resident directors. There is a voluntary Irish
corporate governance code (the “Code”) which is an industry
rather than a regulatory obligation, but the vast majority of
UCITS adopt the Code on a comply or explain basis with any
instances of partial or non-compliance disclosed in their finan-
cial statements. The Code sets out recommendations on board
composition including, znzer alia, that boards comprise a majority
of non-executive directors, at least one independent director
who would not be an employee, partner, significant shareholder
or director of a service provider to the UCITS and that at least
one director be an employee, partner or director of the UCITS’
investment manager or management company.

Further, the CBI requires for UCITS SMICs that: (i) two
directors are resident in Ireland; (ii) half of the UCITS SMIC’s
directors are resident in the EEA or such other country as deter-
mined by the CBI; and (iii) half of the UCITS SMIC’s managerial
functions are performed by at least two designated persons resi-
dent in the EEA or such other country as determined by the CBI.
As set out in question 1.2 above, UCITS SMICs are required to
prepare and maintain a detailed business plan. The business plan
will indicate designated persons, either directors and/or external
individuals responsible for six managerial functions that relate
to regulatory compliance, fund and operational risk, financial
management, distribution and investment management. These
individuals, who are known as designated persons, along with
the directors, are required to be fit and proper in the eyes of the
CBI; i.e., they must be competent and capable, honest, ethical,
act with integrity and they must be financially sound. The desig-
nated persons and the directors must also specify a minimum
time commitment to the UCITS which indicates the minimum
amount of time they require to carry out their roles, responsi-
bilities, duties and obligations. The CBI requires that letters
of engagement are to be put in place in respect of designated
persons as well as directors of a UCITS.
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ii. Selection of investment adviser, and review and

approval of investment advisory agreement
In Ireland there are two categories of entities that can be
involved in the portfolio management of a UCITS; namely,
investment managers who have discretionary authority over
the assets of the UCITS and investment advisers who do not
have discretionary authority over the assets of the UCITS. For
an entity to be appointed as an investment adviser to a UCITS,
no prior engagement with the CBI is required, and an executed
investment advisory agreement is submitted as part of the
UCITS authorisation process along with a confirmation letter
that the investment adviser will act in an advisory capacity only
and will have no discretionary powers over any of the assets of
the UCITS.

For an investment manager to be appointed to a UCITS, the
CBI has a fast-track application process for EU-based invest-
ment managers whereby a simple notification is made to the CBI
prior to the investment manager’s appointment, setting out the
name and registered address of the investment manager, details
of the investment manager’s regulatory status (typically relating
to Directive 2009/65/EC as amended (“UCITS Directive”),
Directive 2004/39/EC (“MiFID”), Directive 2014/65/EU
(“MiFID”) or Directive 2011/61/EU (“AIFMD”)), its home
state regulator and contact details of the relevant contact within
the home state regulator.

Non-EU-based investment managers must go through a
once-off full review process with the CBI prior to their appoint-
ment which involves a detailed application being made to the
CBI with supporting documents evidencing expertise, integ-
rity and adequacy of financial resources which will include
background details and experience of senior staff, organisa-
tional structure of the investment manager to include details
of shareholders, assets under management and latest audited
financial statements. This process can take approximately one
month but it will vary depending on the jurisdiction of the
investment manager, as the CBI will also be seeking to ascer-
tain if the investment manager is appropriately regulated in its
home state and that the investment manager is from a jurisdic-
tion that the CBI recognises as being equivalent from a pruden-
tial supervision perspective. Once this process is complete, the
non-EU investment manager will be deemed cleared and can
be appointed to any other UCITS or AIF and, provided it does
not let the clearance lapse, need not go through the clearance
process again. The CBI does not typically review investment
management agreements.

iii. Capital structure

As set out above in question 1.2,a UCITS can be a SMIC or it can
appoint a management company. UCITS that appoint a manage-
ment company do not themselves have any capital requirements
imposed on them. In such instances, the capital requirements
are imposed on the UCITS’ management company. However,
a UCITS that is a SMIC must retain a minimum capital amount
of €300,000 in order to be authorised by the CBI. Typically,
this €300,000 is usually provided by way of cash injection from
the UCITS’ promoter or sponsor and it must be evidenced in
writing at the authorisation phase. However, once subscriptions
have been received that exceed this minimum, the sponsot/
promoter may withdraw its €300,000 it had initially provided
and investor funds will meet the minimum capital amount.

iv. Limits on portfolio investments

UCITS can invest in a number of asset classes such as: transfer-
able securities (including debt and equities) and money market
instruments, units of UCITS and units of non-UCITS collec-
tive investment schemes, deposits with credit institutions and
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financial derivative instruments that meet certain criteria.
However, there are a number of investment and borrowing
restrictions placed on UCITS through the UCITS legislative
framework with the primary focus of such restrictions relating
to portfolio diversification and liquidity. A UCITS cannot invest
in real estate nor can it invest directly in commodities (however,
it can gain exposure to commodities indirectly through FDI or
exchange traded notes).

v.  Conflicts of interest

The CBI set out requitements for the management and disclo-
sure of conflicts of interests which primarily involves disclosing
in the prospectus how potential conflicts of interests between the
UCITS and its service providers will be dealt with, e.g.: (i) trans-
actions are executed on best terms on an organised investment
exchange in accordance with the rules of such exchange; and (ii) a
person approved by the depositary certifies the value of the trans-
action, or, where the transaction involves the depositary, a person
approved by the UCITS, or its management company; ot (iii)
where (i) and (ii) are not possible whete the depositaty (or UCITS/
management) is satisfied that the transaction is conducted at arm’s
length and is in the best interests of shareholders.

vi. Reporting and recordkeeping

UCITS have reporting and recordkeeping requirements as set out
under the UCITS Directive and must have policies in place to
ensure compliance with those requirements. However, there are
additional periodic reporting requirements imposed by the CBI
that relate to, for example, filing of returns in relation to annual
and semi-annual financial statements, the fitness and probity
of the directors of the UCITS, updating of the KIIDs and the
profile of a sub-fund of the UCITS as at the financial year end.

vii. Other

There are listing requirements where a UCITS is listed on a
stock exchange e.g. notices to shareholders, material changes to
the prospectus, financial statements, etc. Further obligations
may be imposed for UCITS that are structured as ETFs (as set
out in question 2.5 below) and money market funds.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

This is set out in question 2.1(ii) above.

2.3 In addition to the requirements above, are there
additional regulatory restrictions and requirements
imposed on investment advisers that advise public
funds?

The primary requirements are set out above in question 2.1(ii),
however, once an investment manager is cleared to act for a
UCITS, it should inform the CBI in advance of any upcoming
changes to its regulatory status, name or registered address.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

As set out in question 2.1 (iv) above, there are a number of
eligible asset classes that a UCITS can invest in. Currently,
digital currencies are not a permissible asset class that a UCITS
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can directly invest in. However, a UCITS may be able to get
indirect exposure to digital currencies through, for example,
financial indices or the equities of related companies.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

The CBI requires UCITS structured as exchange-traded funds
(“ETFs”) to include in its name “UCITS ETF”. UCITS that
are ETFs generally function as index tracking funds and as a
result are subject to additional CBI disclosure requirements in
the prospectus such as descriptions of the relevant index being
tracked, how it will be tracked, the tracking error, factors that
affect the ability of the UCITS to track the index, leverage at the
level of the index, etc. Where a UCITS ETF is actively managed,
it must make clear that the UCITS does not track an index and
that it is actively managed by the investment manager. ETF
UCITS are required to be listed on an exchange and, as a result,
are required to comply with the relevant listing obligations. In
order for investors to deal in the UCITS ETF, one or more market
makers will be appointed by a UCITS ETF to: (i) subscribe for
and redeem UCITS ETF shares directly from the UCITS ETF
but usually only in large blocks called creation units; and (ii) make
a market in the UCITS ETF shares in the secondary market.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

Marketing of a UCITS throughout the EU is primarily governed
by the UCITS Directive. However, if a UCITS is marketed by
a distributor that is subject to MiFID then the UCITS may be
indirectly impacted by certain aspects of MiFID by virtue of
that appointment. Marketing of the UCITS outside of the EU
will be subject to the requirements of the relevant jurisdiction in
which the UCITS is being marketed as well as the rules to which
the distributor is subject.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly
available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

Entities that propose to market a UCITS within the EU must be
authorised under an appropriate regulatory regime, such as the
UCITS Directive, AIFMD, or MiFID. Non-EU distributors or local
distributors in non-EU jurisdictions must be authorised to sell the
UCITS in the relevant jurisdiction. In all cases, the relevant UCITS
itself must also comply with the applicable local requirements.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

Where fees or other charges of entities responsible for distribu-
tion are payable out of the assets of the UCITS, this is required
to be disclosed in the prospectus. As a result, the main require-
ment centres around prospectus disclosure. The disclosure will
cover the maximum fee payable to the distributor or in the case of
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a sub-distributor, confirmation that the fees and expenses are at
normal commercial rates. Distributors governed by, for example,
MIiFID, are not permitted in certain circumstances to accept fees,
commissions or any monetary or non-monetary benefits. Asa result,
these distributors may require the share classes they are marketing
to be in compliance with this prohibition on inducements under
MiFID and these are commonly known as “clean share classes”. In
this regard, some prospectuses will disclose which share classes are
suitable for MiFID distributors and disclosure regarding MiFID
compliance will typically be included. As set out in question 3.1
above, this is not a direct requirement on the UCITS, but rather the
indirect effect of appointing a MiFID distributor.

ii.  Advertising

The CBI requires UCITS to comply with its applicable statu-
tory advertising standards. The overarching principle of these
requirements is that the design and presentation of an adver-
tisement must be clear, fair, accurate and not misleading.
Notwithstanding that a UCITS may be marketed solely to insti-
tutional investors, the CBI views UCITS as a retail product and,
as such, advertisements must be consistent with the offering
documents and pitched at such a level that the marketing mate-
rial can be understood easily and clearly by a retail investor.

iii. Investor suitability

The CBI requires a UCITS to identify and disclose the profile of
the typical investor for whom the UCITS is designed. Distributors
such as those authorised under MIFID may be subject to their
own obligation regarding target market assessment.

iv. Custody of investor funds or securities

All TIrish regulated collective investment schemes, including a
UCITS, must appoint an independent depositary located in Ireland.
The majority of the duties and responsibilities of the depositary are
prescribed directly by the UCITS Directive including the rules for
delegation of safe-keeping and the standard of liability to which
the depositary is subject. As part of its duties, the depositary moni-
tors all cash flows, provides reconciliations and verifications, due
diligence and risk assessments, segregation arrangements, sub-cus-
tody oversight and reporting of breaches to the CBI.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

As set out in question 3.3 (iii) above, a UCITS atits core is a collec-
tive investment scheme that can be offered to retail investors.
Notwithstanding this, there is no restriction on who can investina
UCITS. However, the entity who is supporting the establishment
of the UCITS, commonly known as the “promoter” may seek to
self-impose restrictions on who can invest in the UCITS and thus
who the UCITS can be marketed to. These self-imposed restric-
tions can relate to minimum subscription amounts and minimum
holding amounts. The higher these thresholds are set, the more
likely that the promoter is seeking to target institutional investors.
Please sce the response to question 1.1 above in respect of the noti-
fication process to market a UCITS. Each share class of a UCITS
must be available for public participation. While a UCITS might
establish a share class which restricts investment to a specific
group of potential investors, any restriction must not be so narrow
that the share class does not provide for public participation.

Where a UCITS offers a share class which is not open to the
public or a sector sufficiently broad enough to constitute the public,
it is not complying with the sole object requirement in Regulation
4(3) of the UCITS Regulations.
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If a UCITS seeks to establish share classes with a restriction on
participation, the CBI will require a confirmation that, notwith-
standing the proposed testriction, the share class provides for public
participation. This applies to each share class and, in the context
of an umbrella UCITS, to each share class within each sub-fund.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

No, the responses above cover the main areas that relate to the
marketing of a UCITS in Ireland.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

The types of entities that can be public funds (i.e. UCITS funds)
are: Irish collective asset-management vehicles (“ICAVs”);
public limited companies (“Plcs”)/variable capital companies;
trusts; and common contractual funds (“CCFs”).

4.2 What is the tax treatment of each such entity (both

entity-level tax and taxation of investors in respect of
allocations of income or distributions, as the case may be)?

Assuming an Irish UCITS (other than a CCF) is Irish tax resi-
dent, then it will be exempt from Irish tax on its income and
gains, except for certain limited cases where the UCITS (known
under Irish tax law as an IREF) holds Irish real estate assets or
certain assets deriving their value or the greater part of their
value from Irish real estate.

Investors (in an Irish UCITS which is not an IREF and not a
CCF) who are not tax resident (or ordinarily resident) in Ireland,
will not be subject to Irish withholding tax in respect of a “charge-
able event” (which includes distributions, redemptions, disposals
and a deemed chargeable event arising on the eighth anniversary of
the relevant investment made by the investor) provided an appro-
priate declaration is completed by such investors. With respect to
Irish resident investors, an Irish UCITS will be obliged to with-
hold Irish tax (at a rate of either 25% or 41%) on the happening of
a chargeable event, although there are certain exceptions to that
withholding tax requirement for pension schemes, charities, etc.
and where the percentage (by value) of Irish resident investors is
below 10% of the UCITS and an election is made.

CCF's are considered to be Irish tax transparent and therefore
investors (both Irish residents and non-Irish residents) are taxed
as if the income and gains of the CCF had arisen directly to them.

For non-Irish resident investors in a UCITS, certain exemp-
tions from Irish gift and inheritance taxes apply.

No stamp duty is payable in Ireland on the issue, transfer,
repurchase or redemption of an investor’s interest in an Irish
UCITS (although in certain cases stamp duty will apply for
UCITS which are an IREF).

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

The UCITS (other than a CCF) must be regulated in Ireland and
Irish tax resident. If a CCF, it must be Irish regulated.
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Chapter 13

Japan

Nishimura & Asahi

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

In Japan, domestic funds that are offered to the public are gener-
ally structured as either investment trusts or investment corpo-
rations. In addition, foreign funds that are publicly offered are
categorised as foreign investment trusts or foreign investment
corporations.

For a domestic investment trust, a notification that contains
the basic terms and conditions of the investment trust contract
must be filed with the relevant authority (the commissioner of
the FSA or the director general of a local finance bureau) prior
to entering into the investment trust contract, regardless of
whether the units are publicly offered or privately placed.

For a domestic investment corporation, registration of the
investment corporation is required prior to commencing its
operations, regardless of whether the units are publicly offered
or privately placed.

For a foreign investment trust or foreign investment corpora-
tion, a notification that contains an outline of the foreign invest-
ment trust or foreign investment corporation must be filed with
the commissioner of the FSA prior to (a) an offering and sale
of, or (b) providing intermediary, brokerage or agency services
regarding, the units/shares of the fund, unless an exemption
applies. Although exemptions from the notification require-
ment are available to foreign investment trusts and foreign
investment corporations, these exemptions are quite limited and
a notification will generally be required.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

The registration and filing requirements differ depending on
whether the fund is structured as an investment trust or invest-
ment corporation, and whether it is categorised as domestic or
foreign.

Domestic investment trusts must file a notification including
the name, the type (open-ended or closed-ended, etc.) of invest-
ment trust, and the type of assets which are to be the subject
of investment, the investment policy, the planned size of the
investment trust, the establishment date, and the period of the
trust agreement. The notification is required to attach a draft
of the basic terms and conditions of the investment trust and a
written consent of the trustee.
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When registering a domestic investment corporation, the
application for the registration must include: the purpose; trade
name; whether it is open-ended or closed-ended; the subject and
policy of asset investments; the policies for distributing monies,
information concerning the corporate officer(s); supervisory
officers; accounting auditor(s); the asset management company;
the asset custody company; and major investors. The attach-
ments to the application include the certificate of incorporation,
a certificate of registered information of the investment corpo-
ration, a resume or history of the executive managing officers,
supervisory officers and organiser(s), a copy of the written
entrustment contract for asset investment concluded with an
asset management company, and a copy of the custody contract
concluded with the asset custody company.

A foreign investment trust must file a notification including
an outline of the settlor, trustee, beneficiary, the beneficiary
certificates, the management and investment of the trust, calcula-
tion of the trust and the distribution of profits and the offering/
placement. A foreign investment corporation must file a noti-
fication including the purpose, trade name, and address of the
investment corporation, outline of its organisation and officers,
the management and investment of its assets, the accounting for
and distribution of profits, the rights represented by the units,
and the refund and repurchase of the units. The attachments
to the notifications of a foreign investment trust and foreign
investment corporation include: a certificate of incorporation
(only foreign investment corporation); a copy of the written
approval, written authorisation, written permission, notification
or documents equivalent thereto in cases where an approval,
authorisation, permission, notification or the equivalent thereto
has been made with regard to the establishment of the relevant
fund based on laws and regulations of the state in which the
fund was established; a legal opinion by legal experts stating that
the establishment of the relevant fund is legal as well as copies
of the relevant provisions of the relevant laws and regulations
set forth in the legal opinion; and a document describing the
contents of the entrustment in cases where a person who has the
authority for the investment of the relevant fund has entrusted
the authority to another person.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

Regarding domestic investment trusts, a person who has failed
to make a notification or has made a false notification of the
basic terms and conditions of the investment trust shall be
punished by imprisonment with labour for not more than six
months, a fine of not more than JPY 500,000, or both.
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Domestic investment corporations, organiser(s) of an invest-
ment corporation, corporate officer(s) or supervisory officer(s),
etc., who have conducted a sale or purchase of securities and
certain other transactions without obtaining registration shall
be punished by imprisonment with labour for not more than one
year, a fine of not more than JPY 1 million, or both.

Regarding foreign investment trusts or foreign investment
corporations, a person who has failed to make a notification or
has made a false notification of certain matters shall be punished
by imprisonment with labour for not more than six months, a
fine of not more than JPY 500,000, or both.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

For a domestic investment trust, the settlor of the trust, which
manages the assets of the investment trust, must be a financial
instruments business operator (a “FIBO”) who conducts invest-
ment management business, and is required to have an office
in Japan.

A domestic investment corporation needs to be established
under the Investment Trust and Investment Corporation Act of
Japan, and be headquartered in Japan.

For a foreign investment trust or foreign investment corpora-
tion that makes a notification concerning (a) an offering and sale
of, or (b) intermediary, brokerage or agency services regarding,
its units or shares, the issuer must appoint a person who has an
address in Japan and who has the authority to represent the issuer
for any acts concerning the notification. In addition, the Japan
Securities Dealers Association (“JSDA”) allows its members to
market units of a foreign investment trust to the public in Japan
only where the management company of the foreign invest-
ment trust has appointed a person with an address in Japan and
with the authority to represent the issuer for any acts in Japan
and a representative firm from members of the JSDA. For an
investment corporation, the JSDA allows its members to market
shares of a foreign investment corporation to the public in Japan
only where the foreign investment corporation has appointed a
person who has an address in Japan with the authority to repre-
sent the issuer for any acts in Japan and a representative firm
from members of the JSDA.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i. Governance

For a domestic investment trust, a settlor of the trust and a
trustee are required. A domestic investment trust is generally
managed by a settlor, which must be a FIBO who conducts invest-
ment management business, though written resolution by bene-
ficiaries is required for a material change to the basic terms and
conditions of an investment trust or consolidation of investment
trusts. A trustee of a domestic investment trust must be either
a bank that is allowed to engage in trust business, or a trust
company licensed or registered under the Trust Business Act.

A domestic investment corporation must have one or more
corporate officers, supervisory officers numbering at least one
more than the number of corporate officers, a board of officers
which is composed of all the corporate officers and supervisory
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officers, and an accounting auditor. A domestic investment
corporation is generally managed by the corporate officer(s)
and/or board of officers, though resolution by an investors’
meetingis required in order to, among others, entrust its business
pertaining to asset investment to an asset management company
and change its certificate of incorporation or appoint its corpo-
rate officer(s) and supervisory officers. In addition, a domestic
investment corporation must entrust its business pertaining to
asset investment to an asset management company, which must
be a FIBO that is registered under the FIEA to conduct invest-
ment management business. Further, a domestic investment
corporation must entrust its business pertaining to custody of
assets to an asset custody company, and entrust business affairs
related to the solicitation of persons to subscribe for, or the issue
of, its equity interests or bonds, business affairs related to the
operations of the administrative instruments, or business affairs
related to accounts to specified persons.

For a foreign investment trust, there are no governance
requirements except that the JSDA allows its members to market
units of a foreign investment trust to the public in Japan only
when a change in the officers of the management company shall
require the approval, etc. of the relevant authorities, investors
or trustees.

There are no governance requirements on a foreign invest-
ment corporation, except that the JSDA allows its members to
market shares of a foreign investment corporation to the public
in Japan only when a change in the officers of the foreign invest-
ment corporation shall require the approval, etc. of the relevant
authorities, investors ot trustees.

ii. Selection of investment adviser, and review and
approval of investment advisory agreement

For a domestic investment trust, a settlor of a trust generally gives
instructions on the investment. A settlor may entrust another
person with the authority to do so, if the person is registered to
conduct the investment management business under the FIEA
or a foreign judicial person conducts the investment management
business in a foreign state. The registration may be required for
the foreign judicial person unless an exemption applies.

A domestic investment corporation must entrust its business
pertaining to asset investment to an asset management company,
which must be a FIBO that is registered under the FIEA to
conduct investment management business. The registration may
be required in order for the investment advisor to work for the
asset management company unless an exemption applies.

For a foreign investment trust or foreign investment corpora-
tion, there are no restrictions.

iii. Capital structure

For a domestic investment trust, a settlor of a trust must have
both capital of JPY 50 million and net assets amounting to JPY
50 million and trustees must also have a certain amount of capital
and net assets depending on the type of licence/registration.

A domestic investment corporation must have at least JPY 50
million both for its capital amount and its net asset amount.

For a foreign investment trust, the JSDA allows its members
to market units of a foreign investment trust to the public in
Japan only when the net assets of the management company are
at least JPY 50 million and net assets of the foreign investment
trust are at least JPY 100 million.

For a foreign investment corporation, the JSDA allows its
members to market shares of a foreign investment corporation
to the public in Japan only when the net assets of the foreign
investment corporation are at least JPY 100 million and net
assets of the asset management company are at least JPY 50
million.
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iv. Limits on portfolio investments

A domestic investment trust and domestic investment corpora-
tion may invest only in “specified assets” which include securi-
ties, derivatives, real estate, loans and commodities. Restrictions
relating to management of credit risk and other restrictions also
apply.

For a foreign investment trust or foreign investment corpora-
tion, the JSDA allows its members to market units of a foreign
investment trust or shares of a foreign investment corporation
to the public in Japan only when investments by the fund comply
with the JSDA’s rules.

v.  Conflicts of interest

A settlor of a domestic investment trust and a management
company of a domestic investment corporation must not make
an investment that involves a transaction being conducted with
itself or its directors or executive officers, or make an invest-
ment that involves a transaction being conducted between or
among funds it manages.

For a foreign investment trust, the JSDA allows its members
to market units of a foreign investment trust to the public in
Japan only when there is a prohibition against improper trans-
actions, under which, among others, the management company
is forbidden to conduct transactions for the purpose of its own
benefit or for the benefit of third parties other than benefi-
ciaries, and other transactions that go against the protection of
a beneficiary or that hamper the appropriate management of the
investment trust.

For a foreign investment corporation, the JSDA allows its
members to market shares of a foreign investment corporation
to the public in Japan only when there is a prohibition against
improper transactions, under which, among others, the asset
management company is forbidden to conduct transactions
for the purpose of its own benefit or for the benefit of third
parties other than investors, and other transactions contrary to
the protection of the investors or that hamper the appropriate
management of the investment corporation.

vi. Reporting and recordkeeping

For a domestic investment trust, a settlor must prepare an
investment report for the investment trust that it manages, on
the last day of the accounting period for the fund, and deliver it
to known beneficiaries of the investment trust, unless an exemp-
tion applies. In addition, the settlor of the trust, as a registered
FIBO, must prepatre and archive its business books and docu-
ments, and must file annual business reports with the relevant
authority in accordance with the FIEA.

A domestic investment corporation is required to prepare
financial statements, asset investment reports, and statements
on the distribution of monies for each business period. In addi-
tion, an asset management company, as a registered FIBO, must
prepare an investment report for the investment corporation
and deliver it to the investment corporation, unless an exemp-
tion applies, prepare and archive its business books and docu-
ments, and must file an annual business report with the relevant
authority in accordance with the FIEA.

For a foreign investment trust, a settlor must prepare and
deliver an investment report as well as domestic investment
trusts, however, foreign investment corporations are not
required to prepare investment reports. Concerning the limited
availability of information for foreign investment trusts and
foreign investment corporations, the JSDA allows its members
to market units of a foreign investment trust or shares of a
foreign investment corporation to the public in Japan only when
information concerning the fund is disclosed to investors and
the relevant authority, unless an exemption applies.
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vii. Other
There are no other main regulatory restrictions and require-
ments to be aware of.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

A domestic investment trust is generally managed by the settlor
of the trust. A domestic investment corporation is generally
managed by an asset management company. An investment
advisor to a settlor or asset management company must be regis-
tered as a FIBO that engages in investment management busi-
ness if it has the discretionary power to invest in and dispose of
assets. If an investment advisor does not have that discretionary
power, it must be registered as a FIBO that engages in invest-
ment advisory and agency business.

An investment advisor to a foreign investment trust or a
foreign investment trust is not subject to Japanese law as long as
no advisory-related activity is conducted in Japan.

2.3 In addition to the requirements above, are there
additional regulatory restrictions and requirements

imposed on investment advisers that advise public
funds?

An investment advisor to a settlor of a domestic investment trust
or asset management company of an investment corporation
that is registered as a FIBO is subject to obligations under the
FIEA, which include reporting and bookkeeping obligations.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

As mentioned above in question 2.1 iv. “Limits on portfolio
investments”, a domestic investment trust and domestic invest-
ment corporation may invest only in “specified assets”, which
does not include digital currencies. Therefore, public funds
investing only in digital currencies do not fall under the defi-
nition of a domestic investment trust or domestic investment
corporation under the Act on Investment Trusts and Investment
Corporations (the “AITIC”).

If a domestic public fund, as a fund of funds, invests in equity
of a fund which invests only in digital currencies, the fund of
funds can be a domestic investment trust or domestic invest-
ment corporation under the AITIC.

Whether a fund falls under the definition of a foreign public
funds depends on the similarity between the foreign public
fund and a domestic investment trust or domestic investment
corporation. Therefore, foreign public funds which invest only
in digital currencies are not likely to fall under the definition
of a foreign investment trust or foreign investment corporation
under the AITIC.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

Most exchange-traded funds (“ETFs”) traded in Japan are
listed on the Tokyo Stock Exchange (““TSE”). Under the TSE’s
listing criteria, ETFs can be domestic investment trusts, foreign
investment trusts or foreign investment corporations (domestic
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investment corporations investing in real estate are categorised
as Real Estate investment trusts or REITs). In addition, index
ETFs, or leveraged or inverse ETFs can be listed and are actu-
ally listed, while the TSE’s listing criteria do not allow active-
ly-managed ETFs. In addition, ETFs must be processed by
Japan Securities Depository Center, Incorporated (“JASDEC”)
in accordance with JASDEC’s rules and the Act on Book Entry
of Corporate Bonds and Shares.

After listing on the TSE, issuers of ETFs must file a securi-
ties report (an “SR”) for each accounting period, and a semi-an-
nual securities report if the accounting period is more than six
months, with a local finance bureau pursuant to the FIEA.
Also, issuers of ETFs must file an extraordinary report with a
local finance bureau pursuant to the FIEA without delay when
one of the events that are enumerated in the relevant cabinet
office ordinance, as necessary and appropriate to disclose in the
public interest or for the protection of investors, occurred.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

Basically, the regulatory framework is divided into: require-
ments regarding disclosure; and requirements regarding the
conduct of business.

As for the disclosure requirements, in the event of an offering
of interests in funds to the public in Japan (i.e., where no private
placement exemption is available), the issuer must file an SRS with
a local finance butreau with respect to the proposed offering in
Japan, unless an exemption applies. The SRS becomes effective, at
the earliest, 16 days after it is filed, and the offeror cannot execute
a sale and purchase agreement with the offerees until the SRS
has become effective. The offeror must also deliver a prospectus
to each offeree with respect to the proposed offering in Japan.
In addition, an issuer who has filed an SRS becomes subject to
the continuous disclosure requirements under the FIEA, which
include the requirement to file an SR for each calculation period.

One possible exemption from the abovementioned disclosure
requirements is the “secondary distribution of foreign securi-
ties” exemption that is applicable to foreign investment trusts
and foreign investment corporations. When secondary distribu-
tions of foreign securities meeting prescribed requirements are
conducted by a FIBO or a bank, or certain other financial insti-
tutions registered as engaging in financial instruments business
(a “FIBO, etc.”), an SRS need not be filed with respect to the
offering of such secondary distribution, provided that prescribed
“foreign securities information” must, in general, be provided or
publicised simultaneously with, or in advance of, the distribution.

As for the requirements regarding the conduct of business,
please see question 3.2 below.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

A distributor, in principle, must be registered as a FIBO, etc. that
conducts “type I financial instruments business”, provided that
a foreign securities firm that engages in securities transactions
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in its home jurisdiction having a proper licence or being prop-
erly exempted may engage in marketing to a qualified financial
institution from outside of Japan.

There are various requirements to be registered as a FIBO,
etc. that conducts “type I financial instruments business”. For
example, the applicant must be a company incorporated in Japan
having a board of directors as its governance organisation, or a
non-Japanese company having a branch in Japan with sufficient
human resources and prospects of financial soundness to carry
on regulated financial instruments business.

If marketing activities are conducted by a settlor of an invest-
ment trust, the settlor must be registered as a FIBO, etc. that
conducts “type II financial instruments business”. There
are various requirements to be registered as a FIBO, etc. that
conducts “type II financial instruments business”, though the
requirements are less strict to some extent than those for “type
I financial instruments business”.

If marketing activities are conducted by a foreign investment
corporation, the investment corporation does not have to be
registered as a FIBO, etc. A domestic investment corporation
must entrust business affairs related to the solicitation of persons
to subscribe for, or the issue of, its equity interests or bonds and
is not allowed to conduct marketing activities by itself.

For marketing activities, a FIBO, etc. must comply with the
requirements regarding the conduct of business, which include
restrictions on advertising, requirement of delivering a docu-
ment stating prescribed particulars to the customer in advance,
prohibition of engaging in fraudulent, misleading and other
prescribed acts, and principle of suitability.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges
This is not applicable in our jurisdiction.

ii.  Advertising

A TFIBO, etc. must, when advertising the contents of its financial
instruments business or conducting any similar acts, indicate its
trade name, registration number, the amount of fees, risks and
other prescribed matters clearly and accurately.

iii. Investor suitability

A FIBO, etc. must not conduct solicitations with regard to a
financial instruments transaction in a manner that is inappro-
priate in light of the customer’s knowledge, experience, the
status of property or the purpose of concluding a contract for a
financial instruments transaction, which results in or is likely to
result in insufficient protection for investors.

iv.  Custody of investor funds or securities
For a domestic investment trust, a trustee must comply with the
requirements under the Trust Act, Trust Business Act and Act on
Engagement in Trust Business Activities by Financial Institutions.
A domestic investment corporation must entrust its business
pertaining to custody of assets to an asset custody company,
which must comply with the requirements under the Trust Act,
Trust Business Act and Act on Engagement in Trust Business
Activities by Financial Institutions or the FIEA.
For a foreign investment trust or foreign investment corpora-
tion, no restrictions apply.
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3.4 Are there restrictions on to whom public funds may

be marketed or sold?

No, there are no restrictions.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

If the aggregate subscription amount is JPY 1 billion or more,
the foreign issuer is required to submit a report to the Minister
of Finance within 20 days following the issuance of the shares.
In addition, an annual report regarding the status of redemp-
tion, etc. of securities would be required.

In relation to subscription by Japanese investors of interests
in a fund, identity confirmation is generally required pursuant
to the Act on Prevention of Transfer of Criminal Proceeds. In
addition, in the event assets received are suspected of being
criminal proceeds, or in the event the counterparty is suspected
of engaging in actions which correspond to the concealment
of criminal proceeds or other crimes, the facts related to the
suspicious transactions must be reported promptly to the
Commissioner of the Financial Services Agency.

The preparation of certain legends may be required under the
Act on Sales, etc. of Financial Instruments.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

In Japan, domestic funds that are offered to the public are gener-
ally structured as either investment trusts or investment corpo-
rations. Foreign funds that are publicly offered are categorised
as foreign investment trusts or foreign investment corporations.

4.2 What is the tax treatment of each such entity (both

entity-level tax and taxation of investors in respect of
allocations of income or distributions, as the case may be)?

A domestic investment trust would generally not be treated as a
taxpayet for Japanese corporate income tax purposes.
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A domestic investment corporation is able to deduct the
amount of distributions to its shareholders from its taxable
income if certain requirements are satisfied, which include:

(i) itis registered under the Investment Trust and Investment
Corporation Law;

(i) either of: (a) when established, it makes a public offering
of its shares, the aggregate sale price of which exceeds JPY
100 million; or (b) at the end of the fiscal year, shares are
held by 50 or more persons, or held by specified institu-
tional investors only;

(iii) the majority of its shares were offered in Japan;

(iv) its fiscal year is one year or shorter;

(v) it is not a “family company” (a company is a family
company if the majority of the shares are held only by one
person and his/her/its affiliated person(s));

(vi) it distributes more than 90% of its distributable amount;

(vii) it does not hold 50% or more of the shares of another
company; and

(viii) it does not borrow money from any person other than
specified institutional investors.

A foreign investment trust or foreign investment corporation
is not subject to Japanese taxation unless it has income from
sources within Japan.

As for the taxation of individual investors, although tax treat-
ment differs depending on type of the fund, individual inves-
tors, in general, may choose separate taxation at the rate of
20.315% for income from distributions. If an investor chooses
comprehensive taxation, the maximum income tax rate for indi-
viduals is roughly 56%. Capital gains qualify for separate taxa-
tion at the rate of 20.315%. Withholding tax may apply.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

For details of the special tax regime applying to a domestic
investment corporation, please see question 4.2 above.
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Chapter 14

Netherlands

Stibbe

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Yes. Alternative Investment Funds (“AIFs”) and Undertakings
for Collective Investment in Transferable Securities (“UCITS”)
that are offered to the public in the Netherlands need to be
registered.

Under the Dutch Financial Supervision Act (Wez op het finan-
cieel toezicht or “Wift”), offering means making a sufficiently
specific proposal, either directly or indirectly, to act as the other
party to a contract regarding a participation right in an AIF or
UCITS, or to request or acquire, either directly or indirectly,
funds or other goods from a client in order to hold participa-
tions in an AIF or UCITS.

If participation rights are offered at the request of a Dutch
investor without any solicitation by the management company,
no marketing is deemed to have taken place in the Netherlands.

AIFMs

Dutch Alternative Investment Fund Managers (“AIFMs”) must
obtain a licence from the Dutch Authority for the Financial
Markets (Autoriteit Financiéle Markten or “AFM”) before they may
start marketing the AIFs they manage in the Netherlands.

A de minimis exemption is available to AIFMs whose assets
under management do not exceed EUR 100 million, or EUR
500 million in certain circumstances. AIFMs making use of
this exemption do not need to obtain a licence but are subject to
registration and reporting requirements.

EU AIFMs that are licensed under the Alternative Investment
Fund Managers Directive (“AIFMD”) are allowed to market in
the Netherlands with a marketing passport. AIFMs can obtain
such a passport through its home state regulator. Non-EU
AIFMs can make use of the Dutch private placement regime.
They must submit a notification form and attestation to the
AFM.

When marketing to retail investors in the Netherlands, the
AIFM must comply with a top-up regime, comprising, among
other things, additional disclosure obligations. Non-EU AIFMs
may only market to professional investors, unless they comply
with the designated state regime.
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UCITS ManCos

UCITS management companies (“UCITS ManCos”) must
obtain a licence from the AFM. EU management companies
may market in the Netherlands with a marketing passport.
As with AIFMs, UCITS ManCos can obtain such a passport
through its home state regulator.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

Licence application for AIFMs

AIFMs applying for a licence have to submit an application form,
together with the following documents, to the AFM. Please
note that additional documents may be required depending on
the specific facts and circumstances:

m  cxtract from the trade register relating to the AIFM;

m  business plan;

m  description of the administrative organisation and internal
control;

structure chart, including day-to-day policymakers;
outsourcing policy;

remuneration policy;

overview of AIFs and assets under management;
financial statements and auditot’s report;

regulation on inside information and trading;

overview of risk takers, whose professional activities have

a material impact on the risk profile of the AIFM or the

AIF it manages, and employees receiving total remunera-

tion that takes them into the same remuneration bracket as

senior management and risk takers;

m  integrity and suitability screening forms for (day-to-day)
policymakers and supervisory directors of the AIFM;

[ ATF notification form; and

m  depositary notification form.

Article 42 notification
Non-EU AIFMs making use of the Dutch private placement
regime must submit a notification form and attestation to the AFM.

Licence application for UCITS ManCos

UCITS ManCos applying for a licence have to submit an appli-
cation form, together with the following documents, to the
AFM. Please note that additional documents may be required
depending of the specific facts and circumstances:
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[ articles of associations of the UCITS ManCo, the UCITS
and the depositary;

[ extract from the trade register relating to the UCITS
ManCo, the UCITS and the depositary;

[ auditor’s statement of the net asset value of the UCITS
ManCo and depositary;

m  structure chart of the group of the UCITS ManCo, the
UCITS and the depositary;

m  structure chart of the UCITS ManCo and depositary,
including the names of policymakers and shareholders,
and foreign branches (if applicable);

m  (draft) prospectus;

description of the administrative organisation and internal

control of the UCITS ManCo, the UCITS and depositary,

together with an auditor’s report (if applicable);

business plan of the UCITS ManCoy;

agreement on management and custody;

registration document; and

integrity and suitability screening forms for (day-to-day)
policymakers, co-policymakers and supervisory directors
of the UCITS ManCo, the UCITS and the depositary.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

In the event of a breach of the Wft, the AFM can take enforce-
ment measures, such as: (i) making a formal information request;
(i) issuing a formal instruction (zamwizing); (iii) imposing an
incremental penalty for non-compliance (last onder dwangsom); and
(iv) imposing an administrative fine (bestuurljjke boete) or with-
drawing a licence. In addition, acting without a licence qualifies
as an economic offence.

In addition, the AFM can impose an administrative fine on
those individuals who: (1) exercise actual control (feitelijk leiding-
gevende) at the time the financial undertaking is in breach of the
applicable regulatory rules and regulations; or (2) give instruc-
tions to the financial undertaking to commit such a breach
(individuals de facto in charge).

These administrative sanctions do not impact the enforce-
ability of otherwise valid contracts. Civil claims can be filed
when a breach has caused damage.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

Yes. A Dutch AIFM must have its headquarters in the
Netherlands.  There is no similar requirement for UCITS
ManCos. However, the policymakers of a Dutch UCITS ManCo
and Dutch UCITS must carry out their activities in connection
with these entities from the Nethetlands.

(Day-to-day) policymakers and supervisory directors of the
Dutch AIFM, Dutch AIF with legal personality, Dutch UCITS
ManCo and Dutch UCITS with legal personality must be
screened on integrity and suitability by the AFM.
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2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

Dutch AIFMs and UCITS ManCos must have a clear and trans-
parent governance structure. At least two private individuals
must determine the day-to-day policy of a Dutch AIFM, Dutch
UCITS ManCo or Dutch self-managed Fund. Subject to the
principle of proportionality, a general requirement applies to
AIFMs to have a risk management function hierarchically and
functionally separate from other parts of the business, including
the portfolio management function.

ii. Selection of investment adviser, and review and
approval of investment advisory agreement

The Wit provides that the business activities of an AIFM or

UCITS ManCo must be controlled and business processes

and risks must be managed effectively. If an AIFM or UCITS

ManCo decides to outsource activities and business processes, it

must comply with specific rules.

In accordance with the Wft, “outsourcing” or “delegation”
entails the instruction by the AIFM or UCITS ManCo to a third
party (the “delegate” or “outsourcee”) to provide services that:
] are part of, or follow from the business undertaking of the AIFM

or UCITS ManCo or the provision of financial services; or
] are part of the essential business procedures supporting
such operations or the provision of financial services.

Note that a Dutch AIFM or UCITS ManCo is prohibited from
delegating the determination of its investment policy.

Outsourcing within the meaning of the Wft is subject to
strict requirements. This means that if the appointment of an
investment advisor by the AIFM or UCITS ManCo qualifies as
outsourcing, the AFM may have to be notified, the written agree-
ment between the AIFM or UCITS ManCo and the investment
advisor must meet the Dutch outsourcing requirements, and the
investment advisor will be responsible for the insourcing entity’s
compliance with the relevant rules and regulations. Moreover,
the specific outsourcing provisions set out in the AIFMD and
UCITS Directive (each as implemented in Dutch law) will apply.

iii. Capital structure

An externally managed fund must have an initial capital of at
least EUR 125,000, whilst a self-managed fund must have an
initial capital of atleast EUR 300,000. In specific circumstances,
the AIFM or a self-managed AIF must provide additional equity
capital (eigen vermogen) in accordance with the provisions of the
AIFMD (as implemented in the Netherlands). AIFMs are also
subject to the solvency requirements set out in the Wft and the
underlying regulations.

iv. Limits on portfolio investments

AIFMs

For AIFs, no limits on portfolio investments apply. However, if
an AIF acquires control over non-listed companies and issuers,
certain restrictions come into play. Moreover, related provisions
on asset stripping would apply in such case.
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UCITS ManCos

The provisions of the UCITS Directive as regards the invest-
ment restrictions have been implemented in the Wft and the
regulations promulgated thereunder.

v.  Conflicts of interest

AIFMs

Pursuant to the Wft, a Dutch AIFM must structure its opera-
tions in such manner that appropriate measures can be taken
to identify, prevent, manage and control conflicts of interest.
Moreover, the AIFM must take appropriate measures to
preclude that the interests of the AIFs it manages, and the inter-
ests of the investors in such AIFs, will be prejudiced as a result
of the materialisation of a conflict of interest. The rules prom-
ulgated under the Wit refer to the provisions on conflicts of
interest set out in the AIFMD.

UCITS ManCos

Pursuant to the Wft, a UCITS ManCo must have an adequate
policy to prevent conflicts of interest from materialising. The
UCITS ManCo must also ensure that the UCITS managed by it
and the investors in these UCITS will be treated fairly in case a
conflict of interest materialises. The regulations promulgated
under the Wft provide for detailed provisions in this respect.

vi. Reporting and recordkeeping

AIFMs

Within six months after the financial year has ended, a Dutch
AIFM must file with the AFM the audited annual statements
and the management report for each EEA AIF it manages and
for each AIF it offers in the EEA.

Within six months after the financial year has ended, a
non-Dutch ATFM must file the audited annual statements and
management report for each Dutch AIF it manages with the
AFM. At the investor’s request, these financial statements must
be sent to such investor too.

In the event an AIF is closed-ended and listed on a regu-
lated market operated in the Netherlands, these requirements
do not apply. Listed closed-ended AIFs must make available
their financial statements within four months after their finan-
cial year has ended.

UCITS ManCos

Within four months after the financial year has ended, a Dutch
UCITS ManCo and Dutch UCITS must file the audited annual
accounts, the management report and other information with
the AFM, and make these publicly available. Half-year finan-
cials of a Dutch UCITS ManCo and Dutch UCITS must be
filed with the AFM too. These must be made publicly available
within nine weeks after the end of the first half of the finan-
cial year. At the investor’s request, these financial statements
must be sent to such investor. In the event a Dutch UCITS is
closed-ended and listed on a regulated market operated in the
Netherlands, these requirements do not apply. Listed closed-
ended UCITS must make available their financial statements
within four months after their financial year has ended.

vii. Other

In addition to the remuneration rules under the AIFMD and
UCITS Directive, the Dutch Act on Remuneration Policies in
Financial Undertakings (Wet beloningsbeleid financicle ondernemingen
or “Whbfo”) applies to AIFMs and UCITS ManCos with their
corporate seat in the Netherlands. In addition, the Whfo may
also apply if an AIFM or UCITS ManCo with its corporate seat
outside the Netherlands is a subsidiary of a financial undertaking
with its corporate seat in the Netherlands, or is part of a group
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where the ultimate parent company has its corporate seat in the
Netherlands, and where the main activities of such group consist
of offering financial products or providing financial services.

In the Netherlands, the variable part of remuneration is not
allowed to exceed 20% of the fixed remuneration. This is stricter
than the 100% cap used elsewhere in the EU. This bonus cap
does, however, not apply to AIFMs and UCITS ManCos.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

MiFID IT (as implemented in the Wft) and MiFIR apply to enti-
ties providing investment management and advisory services to
public funds.

2.3 In addition to the requirements above, are there
additional regulatory restrictions and requirements
imposed on investment advisers that advise public
funds?

No, we are not aware of any additional regulatory restrictions
and requirements imposed on investment advisors that advise
public funds.

2.4 Are there any requirements or restrictions in
your jurisdiction for public funds investing in digital
currencies?

No, we are not aware of any specific requirements or restric-
tions that apply in the Netherlands to funds investing in digital
currencies.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

There is no specific regulatory regime for exchange-traded
funds. They are subject to the same regulation as other funds.
The AFM does pay particular attention to cost transparency,
benchmarking and disclosure generally in relation to ETFs.
Also, the AFM has issued specific recommendations that asset
managers and investment advisers should follow when selecting
or recommending ETFs for the portfolios of their clients.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

The marketing of public funds to professional investors and
retail investors is regulated by the Wft. As mentioned under
section 1 above, AIFMs and UCITS ManCos must obtain a
licence or be able to make use of a specific regime or exemption
before they can start marketing in the Netherlands. Whether
or not marketing in the context of the AIFMD or the UCITS
Directive takes place depends on whether the marketing activi-
ties qualify as an “offer” as defined in question 1.1 above.

The definition of “offetr” in the Wit is broad. This defi-
nition may already be relevant in the early stages of contact
with proposed investors, depending on whether the informa-
tion provided to investors is sufficiently specific to enter into
a contract with a fund. It is possible, for example, that draft
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documentation such as information memoranda or presenta-
tions qualify as an offer regardless of whether disclaimers are
included to the effect that the document does not constitute an
offer. This depends on the specific information included in the
documentation.

In the context of marketing a fund in the Netherlands, it is
also necessary to consider whether the offering qualifies as an
investment service or investment advice and is therefore regu-
lated by MiFID II. MiFID II may trigger additional licensing
requirements.

As mentioned in question 1.1 above, if participation rights are
offered at the request of a Dutch investor without any solici-
tation by a management company, no marketing is deemed to
take place in the Netherlands. The AFM applies the “initia-
tive test” in determining whether active or passive marketing
has taken place.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly
available exceptions that may be relied on?; and (i)

describe the level of substantive regulation applied to
licensed persons that may be relied on?; and (ii) describe
the level of substantive regulation applied to licensed
persons.

Marketing of AIFs or UCITS may qualify as the provision of
investment management or investment advisory services within
the meaning of MiFID II, as implemented in the Wft. Entities
or natural persons providing these MiFID services must obtain
a licence prior to providing the services, unless they are able to
make use of an exemption.

Various exemptions are available; for example, if the services
are provided to a group company or as an ancillary service.
Also note that AIFMs or UCITS ManCos may perform certain
MiFID services without obtaining a full MiFID licence.

Depending on the entity that performs the marketing activ-
ities, a licence must be obtained under one of the following
regimes: MiFID IT; UCITS Directive; or AIFMD. Alternatively,
no licence would be required if the entity is able to make use
of its European passport as long as it has already obtained a
licence to provide investment management or advisory services
in another EEA Member State.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

Strict rules apply in the Netherlands to inducements for invest-
ment services (receiving and transmission of orders, order
execution, asset management, investment advice and placing
or underwriting of financial instruments) provided to retail or
professional clients. Inducements include all fees, commissions
and non-monetary payments received or paid that relate to the
provision of investment services.

Exemptions generally apply to investment firms providing
investment services in case the inducements, are paid directly
by the client, are necessary to provide the service (necessary
means such as custody costs, settlement and exchange fees,
regulatory levies or legal fees), or relate to small non-monetary
inducements or other minor non-monetary benefits capable
of enhancing the quality of the service. All of these must be
reasonable and proportionate and of such a scale that they are
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unlikely to influence the investment firm’s behaviour in any way
that is detrimental to the interests of the relevant client.

ii.  Advertising

Advertisements are subject to general conduct rules prescribed
by the Wft. Advertisements must be accurate, clear and not
misleading. The commercial objective of the advertisement
must be recognisable as such. Depending on the type of fund
and the type of investors, specific disclaimers and warning
signs must be included in the advertisement (or in the offering
documentation).

iii. Investor suitability

MiFID II rules as implemented in the Wft require entities or
persons that market participation rights in the funds to assess
whether the product is suitable for the client. This suitability
assessment is required for individual portfolio management
or advice regarding the participation rights and requires the
investment firm to obtain information from the client before it
provides the investment services.

iv. Custody of investor funds or securities
If funds or securities are held in custody as part of the provi-
sion of investment services, the custodian must have a licence.
If funds or securities are held in custody and no investment
services are provided, it does not qualify as a regulated activity.
Under Dutch law, AIFMs and UCITS ManCos must appoint
a depositary for the safekeeping of assets. Certain exemptions
and light regimes are available.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

Different requirements apply to the marketing of funds to
professional and retail investors; however, there are no generic
restrictions on to whom funds may be marketed or sold.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

Marketing activities must comply with the requirements of the
Dutch Act on Unfair Commercial Practices (Wez oneerlijke handel-
spraktijken or “AUCP”). Pursuant to the AUCP, retail investors
must not be provided with misleading information, and essen-
tial information — such as the key featutes of the offered invest-
ment funds — must not be withheld.

Although developments are underway, currently (until 31
December 2019) AIFs and UCITS are exempt from the require-
ment to prepare a key investor document in accordance with
the PRIIPs Regulation, provided that these Funds have already
published a Key Investor Information Document in accordance
with the Dutch implementation of the relevant regulations.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

The most commonly used Dutch entities for public funds are:

m  The public limited liability company (#aaniloze vennootschap
or “NV”). An NV is a legal entity and as such can hold
the legal title to the fund assets. An NV is incorporated by
having a notarial deed of incorporation executed in front
of a Dutch civil law notary.
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m  The fund for joint account ( fonds voor gemene rekening or “FGR”).
An FGR is not a legal entity and therefore cannot hold the
legal title to the fund assets. Instead, an FGR is a contractual
arrangement between one or more investors, a fund manager
and a legal titleholder (typically a Dutch foundation). The legal
titleholder holds the legal title to the fund assets for the risk
and account of the participants.

AnTFGR can be structured as a taxable entity or as tax transparent.

In order for an FGR to be tax transparent the transfer of participa-

tions has to be subject to certain statutorily described limitations.

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may be)?

Taxation at entity level

NV or taxable FGR

AnNYV or taxable FGR is subject to Dutch corporate income tax
(“CIT”) at the regular statutory rates. Distributions by an NV or
taxable FGR are, in principle, subject to 15% Dutch dividend with-
holding tax (“DWT”). However, Dutch public funds in the form
of an N'V or taxable FGR often apply the fiscal investment institu-
tion regime (fiscale beleggingsinstelling or “FI11”) or the exempt invest-
ment institution regime (vrzjgestelde beleggingsinstelling or “E117). See
question 4.3 for a description of these regimes.

Tax transparent FGR

A fund in the form of a tax transparent FGR is not subject to
Dutch CIT. The assets and liabilities of a tax transparent FGR
(including income and capital gains from underlying invest-
ments) are attributed to the participants on a pro rata basis and
are taxed accordingly.

Distributions by a tax transparent FGR are, in principle, not
subject to Dutch DWT.

Taxation at investor level

Dutely resident individuals

A Dutch resident individual is generally subject to Dutch
personal income tax (“PIT”) with respect to an investment in a
public fund under the regime for savings and investments (sparen en
beleggen, box 3). Under this regime, the actual income (or losses) of
the investment are not taxed. Instead, the individual is subject to
PIT on a deemed return. This deemed return is calculated by multi-
plying applicable deemed return percentage(s) with the individual’s
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particular yield basis (rendementsgrondsiag), insofar this exceeds a
certain threshold (beffingvrij vermogen). The individual’s yield basis is
determined as the fair market value of certain qualifying assets (e.g.
savings, shares held as investment and certain property) less the fair
market value of certain qualifying liabilities, both determined on 1
January of the relevant year. The deemed return percentages to be
applied to the portion of the yield basis in excess of the threshold,
increase progressively from 1.79% to 5.28%, depending on the indi-
vidual’s particular yield basis (rate for 2020). The deemed return is
subject to a flat tax rate of 30% (rate for 2020).

Dutch resident individuals are generally able to offset Dutch
DWT withheld on distributions received from an NV or taxable
FGR against Dutch PIT due (or claim a refund), subject to certain
limitations.

Dutch resident entities

A Dutch resident entity is generally subject to Dutch CIT with
respect to income and capital gains derived from an investment in
a public fund that is an N'V or taxable FGR at the regular statutory
CIT rates (certain exceptions apply). Dutch resident entities may
generally offset Dutch DWT withheld on distributions received
from an NV or taxable FGR against Dutch CIT due (or claim a
refund), subject to certain limitations.

In respect of an investment in a public fund that is a tax trans-
parent FGR, a Dutch resident entity is generally subject to Dutch
CIT with respect to income and capital gains derived from the
underlying investment.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

Please refer to the table on the adjacent page.

For the sake of completeness, it is noted that the requirements
of the FII regime as set forth in the table, assume that the public
fund is considered to be regulated or listed, which is the case if
the public fund or its manager holds a licence from the AFM
within the meaning of the Wft (or is exempted therefrom) or if
its shares or participations are admitted to trading on a market
for financial instruments within the meaning of the Wft. If the
public fund is not considered regulated or listed, the require-
ments of the FII regime are slightly different.
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Stibbe

Fiscal Investment Institution

Exempt Investment Institution

Legal form

NV, BV or taxable FGR.

NV or taxable FGR.

Shareholder restrictions

Yes, in brief:

®  no single individual person may own an
interest of 25% or more;

®  no taxable entity (or whose beneficiaries
are taxable entities), may alone or together
with affiliated entities, own or control an
interest of 45% or more; and

m o single Dutch resident entity may own
an interest of 25% or more through a
non-Dutch resident FGR or entity with a
capital divided into shares.

No, but there should be more than one
participant.

Directors’ requirements

No managing director and no more than half of
the supervisory directors may at the same time
be a managing director or supervisory director,
respectively, or employee of a participant that,
alone or together with affiliated entities, owns
an interest of 25% or more.

Restriction on activities

The aim and the actual activities need to solely
consist of passive investment activities.

The aim and the actual activities need to
solely consist of passive investments in
financial instruments (e.g. equities and
bonds) or bank deposits, whereby the
principle of risk spreading needs to be

applied.

Distribution obligation

Yes, an FII has to distribute its profit within
eight months after the end of the book year
(exceptions may apply).

No.

Dutch CIT position of public
fund entity

An NV, BV or taxable FGR is, in principle,
subject to Dutch CIT. However, under the FII
regime the applicable Dutch CIT rate is 0%.

An NV or taxable FGR is, in principle,
subject to Dutch CIT. However, under

the EII regime an exemption from
Dutch CIT applies.

Dutch DWT on distributions
from the public fund entity

Yes, subject to 15% Dutch DWT. However, an
FII may claim a DWT remittance rebate with
regard to the Dutch DWT and foreign with-
holding taxes withheld on income received by
an FIIL

No, exempt.

Eligibility of the public fund
entity for tax treaties

Yes, based on current Dutch tax treaty policy,
the aim of the Dutch government is that an
FII is eligible for tax treaty benefits. However,
whether benefits may be obtained is ultimately
determined by the source state.

No.
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Netherlands

Advance request required

No. It is, however, advisable to request the
Dutch tax authorities for advance confirmation
that the FII regime applies.

Yes, the EII regime is applied upon
request. The request should be filed
with the Dutch tax authorities ultimately
in the year in which the NV or taxable
FGR wants to apply the EII regime (the
EII regime can only be applied as from
the beginning of a book year).

Miscellaneous requirements

The debt financing may not exceed: (i) 60% of
the tax book value of real estate investments;
and (if) 20% of the tax book value of other
investments.

In order to qualify for the EII regime, the
participations in the public fund should
be repurchased or redeemed directly or
indirectly out of the fund assets if the
participants request so.
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Jeroen Smits specialises in Dutch domestic and international taxation with a special focus on the Dutch tax aspects of the formation and
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Jeroen further advises on (public and private) M&A, private equity, structured finance and capital markets transactions. His clients include
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1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Offers of units/shares of a collective investment scheme (“CIS”)
in Singapore are primarily governed by the Securities and
Futures Act, Chapter 289 of Singapore (“SFA”), the Securities
and Fututes (Offers of Investments) (Collective Investment
Schemes) Regulations 2005 (“SFR”) and the Code on Collective
Investment Schemes (“Code”), which are administered by the
Monetary Authority of Singapore (“MAS”).

In general, unless an offer of units/shares of a CIS is one which
is specifically exempted from Prospectus requirements under
the SFA, the offer of units/shares of such CIS in Singapore is
required to be accompanied by a Prospectus.

In brief, an offer of units/shares of a CIS may be made to the
retail public in Singapore (“Retail CIS”) only if:

(1)  the CIS is (in the case of a CIS constituted in Singapore)
authorised pursuant to section 286 of the SFA
(“Authorised Scheme”) ot (in the case of a CIS consti-
tuted outside Singapore) recognised pursuant to section
287 of the SFA (“Recognised Scheme”) by the MAS;

(2) such offer is made in or accompanied by a Prospectus
(“Prospectus”) that is prepared in accordance with
prescribed requirements and registered by the MAS; and

(3) such offer is accompanied by a product highlight sheet
(“PHS”) that is prepared in accordance with prescribed
requirements and lodged with the MAS.

With the coming into operation of the Variable Capital
Companies Act, No. 44 of 2018 (“VCC Act”) on 14 January
2020, Singapore has launched a new type of corporate struc-
ture tailored for CISs known as the Variable Capital Company
(“VCC”). The VCCs are regulated by the Accounting and
Corporate Regulatory Authority or “ACRA” (for establish-
ment and administrative purposes) and the MAS (for Anti-
Money Laundering/Countering the Financing of Terrorism
purposes). VCCs have features that seck to provide investment
managers with greater operational flexibility, such as having
flexible capital structures, allowing payment of dividends out
of capital and providing for segregation of assets and liabili-
ties of sub-funds. They may be used for different fund strat-
egies, including open-ended and closed-ended funds, as well as
retail funds and funds offered to only qualified investors. As
of 1 March 2020, however, funds and sub-funds of VCCs may
only be offered to institutional and accredited investors as the
necessary subsidiary legislation for offers to retail investors
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pursuant to the authorisation of funds or sub-funds of a VCC
as an Authorised Scheme(s) has not been issued yet. When
implemented, it is expected that funds and sub-funds of VCCs
applying for authorisation will be subject to similar require-
ments as other Authorised Schemes.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

The secking of MAS approval for offers of units/shares in a CIS

to the retail public in Singapore requires the filing of:

(1)  a prescribed application form (a “Form 17 authorisation
application or a “Form 2” recognition application);

(2) aProspectus; and

(3) aPHS,

together with certain documents prescribed in the CIS Practice

Note 1/2005 on Administrative Procedures for Retail Schemes

issued by the MAS, and the requisite filing fees payable to the

MAS. A 21-day review period by the MAS is applicable for each

of Form 1/Form 2 and the Prospectus.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

Any person who makes an offer of units/shares in a CIS
to the retail public in Singapore where the CIS has not been
authorised/recognised may, upon conviction, be liable for a
fine not exceeding S$150,000 or to imprisonment for a term
not exceeding two years or to both, and to a further fine not
exceeding S$15,000 for every day or part thereof during which
the offence continues after conviction.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

The MAS may recognise an offshore CIS under section 287 of

the SFA if it is satisfied, iner alia, of the following:

(1) the laws and practices of the jurisdiction under which the
offshore CIS is constituted and regulated affords protec-
tion to investors in Singapore at least equivalent to that
provided by comparable local CISs authorised under the
SFA (e.g. the MAS may only recognise an offshore CIS if it
is satisfied, amongst others, that the offshore CIS is subject
to/can comply with investment guidelines and restrictions
that are substantially similar to those set out in the Code);

(2)  the manager of the offshore CIS is licensed or regulated in
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the jurisdiction of its principal place of business and a fit
and proper person in the opinion of the MAS. The Code
also requires that the manager (together with its related
corporations) should be managing at least S$500 million of
discretionary funds in Singapore unless the units/shares in
the offshore CIS have been approved for listing for quota-
tion and will be traded on an approved exchange or where
the offshore CIS will be offered in Singapore pursuant to
the ASEAN CIS Framework; and

(3) a Singapore representative for the offshore CIS (an indi-
vidual resident in Singapore or a company or a foreign
company registered under Part XI, Division 2 of the
Companies Act, Chapter 50 of Singapore) is appointed
to carry out or procure the carrying out of the prescribed
functions set out in section 287(13) of the SFA.

Offshore CISs established in the jurisdiction of an ASEAN
Capital Markets Forum member which is a signatory to the
Memorandum of Understanding in respect of the ASEAN
CIS Framework dated 1 October 2013 (currently comprises
Singapore, Malaysia and Thailand) and which are offered to the
general public of that member jurisdiction, may avail themselves
of the streamlined authorisation process under the ASEAN CIS
Framework for retail offer in Singapore.

Foreign corporate entities which are domiciled in other juris-
dictions with structures similar to the VCCs, such as Cayman-
segregated portfolio companies and BVI-protected cell
companies, and which meet other qualifying conditions, may
re-domicile as VCCs in Singapore by transferring their registra-
tions to the ACRA.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

Trustee

An Authorised Scheme which is constituted as a unit trust, is
required to appoint a trustee for the scheme who is an approved
trustee under section 289 of the SFA. A VCC that is, or which
comprises an Authorised Scheme(s) will also be required to
appoint a custodian that is an approved trustee. The MAS may
approve a public company as an approved trustee if it is satisfied
that, inter alia, the public company has a paid-up capital of not
less than S$1 million, shareholders’ funds of not less than S$1
million, a sound financial position, a sufficient number of qual-
ified personnel with experience in performing the duties of an
approved trustee or other relevant experience and that it (and
each of its officers) are fit and proper persons.

The operational and other additional requirements of trustees
are set out in regulations 7(1) and 8(2)(b) of the SFR and Chapter
2 of the Code which includes, 7nter alia, taking into custody or
control the property of the scheme and holding it on trust for
the participants and maintaining a register of the participants
in the scheme.

The above requirements in relation to trustees do not
currently apply to Recognised Schemes, and the MAS generally
look to the laws and regulations of the home jurisdiction for the
trustee’s appointment (if applicable).

Manager

The manager of an Authorised Scheme (including a VCC that
is, or which comprises an Authorised Scheme(s)) is required
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to hold a capital markets services licence (“CMSL”) for fund
management (or be exempted from the same) and satisfy the
MAS that it is a fit and proper person. Conversely, the manager
of a Recognised Scheme is required to satisfy the MAS that it is
a fit and proper person and is licensed or regulated in the juris-
diction of its principal place of business.

Except where the units/shares in a Recognised Scheme have
been approved for listing for quotation and will be traded on
an approved exchange or where it will be offered in Singapore
pursuant to the ASEAN CIS Framework, it is currently a require-
ment that the manager of the Recognised Scheme (together with
its related corporation) manages at least S$500 million of discre-
tionary funds in Singapore.

ii. Selection of investment adviser, and review and
approval of investment advisory agreement
As stated above, the manager of an Authorised Scheme(s) must
hold a CMSL for fund management.
There are no specific requirements in respect of the review
and approval of investment advisory agreements.

iii. Capital structure

There is currently no specific requirement under the SFA which
imposes a minimum fund size for a CIS. However, if the CIS
imposes a minimum fund size for its launch or continued oper-
ation, the SFR requires this fact and the minimum fund size to
be stated in the Prospectus.

iv. Limits on portfolio investments
The core investment guidelines and restrictions for Authorised
Schemes are set out in Appendix 1 to the Code. Additional or
different investment guidelines and restrictions are applicable
to money market funds, hedge funds, capital guaranteed funds,
index funds and precious metals funds (“specialised CISs”).
Recognised Schemes should in general be subject to substan-
tially similar/compatable investment guidelines and restrictions
in its home jurisdiction.

v.  Conflicts of interest

The trustee of an Authorised Scheme(s) should be independent
from the manager (i.e. an entity should not have an interest
in 20% or more of the shares issued by the trustee and by the
manager or its related corporations). Such interest would include
a deemed interest in the shares of the trustee or manager as the
case may be under sections 4(4) and (5) of the SFA.

Generally, the manager and the trustee of an Authorised
Scheme should conduct all transactions with or for the scheme
at arm’s length.

The Code imposes restrictions on transactions carried out by
the manager with its related corporations, and where such trans-
actions are carried out, the Code generally requires the manager
to have effective arrangements in place to manage potential
conflicts of interest.

Additionally, the SFR requires the Prospectus of a CIS to
disclose any potential or actual conflicts of interest in relation
to the CIS and its management and whether these conflicts will
be resolved or mitigated and, if so, how they will be resolved or
mitigated.

vi. Reporting and recordkeeping

Reporting

The hard copies or electronic copies of the semi-annual accounts
and reports relating to an Authorised Scheme(s) should be made
available to holders within two months from the end of the
period covered by the accounts and reports. Annual accounts
and reports and the auditors’ report on the annual accounts for
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Singapore

Authorised Schemes should be made available to holders within
three months from the end of each financial year of the scheme.

Recognised Schemes will need to comply with the relevant
laws of their home jurisdiction, and the MAS generally expects
investors in Singapore to be accorded with equivalent treatment
as the investors in the home jurisdiction of the scheme.

Recordkeeping

The Code requites the manager of an Authorised Scheme to main-

tain a record of the instructions (if any) to the trustee as to how

votes in relation to investments of an Authorised Scheme should

be exercised as well as a record of all soft dollars received (if any).
Recognised Schemes will need to comply with the relevant

laws of their home jurisdiction.

vii. Other

For Authorised Schemes, the manager should inform the MAS
and existing holders of any significant change to be made to
the scheme at least one month before the change is to take
effect. Where a significant change cannot be determined by
the manager at least one month in advance, the manager should
inform the MAS and existing holders of the significant change
as soon as practicable.

The MAS has yet to prescribe any specific requirement on
notices to holders in respect of Recognised Schemes. The MAS
will look to the laws of the home jurisdiction to regulate such
matters and will expect investors in Singapore to be accorded
with equivalent treatment as the investors in the home jurisdic-
tion of the scheme.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

The provision of fund management services (this includes
managing the property of, or operating, a CIS) is a regulated
activity under the SFA. A company that carries on fund manage-
ment is prima facie required to hold a CMSL for fund manage-
ment unless otherwise exempt from such licensing requirement.
There are prescribed licensing criteria for fund management
companies, including minimum base capital compliance and
staffing requirements and minimum competency requirements
for key individuals. Fund managers should be Singapore incor-
porated companies and have a permanent physical office in
Singapore. Fund management companies that service retail
clients have to meet higher requirements than those that service
only non-retail clients.

The licensing process would involve the submission of
prescribed application forms to the MAS. The MAS usually takes
approximately three to six months to process and approve an appli-
cation, during which the MAS may ask follow-up questions or
request further information on the application.

2.3 In addition to the requirements above, are there

additional regulatory restrictions and requirements
imposed on investment advisers that advise public funds?

Licensed fund management companies are subject to ongoing

financial, conduct of business, filing and reporting require-

ments. For instance, a licensed fund management company

must ensure that (this is a non-exhaustive list):

(1) it meets ongoing capital and financial requirements
prescribed by the MAS;

(2) assets under management are subject to independent
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custody, independent valuation and customer reporting;

(3)  there is adequate disclosure to its customers, in respect of
each fund or account that it manages, which is provided at
the inception of the fund or at the point that the customer’s
account is set up, as well as on a periodic basis or as and
when material changes occur. The disclosures should
cover, among other things, the investment policy and
strategy, valuation policy and performance measurement
standards, and the counterparties and service providers
used by the fund or account;

(4) any decision to terminate a fund and the process of termi-
nation are in the interests of investors in the fund, and that
all investors are treated fairly and equitably; and

(5) it complies with notification/approval obligations for
certain transactions (e.g. a change in control of the fund
manager) and changes (e.g. in particulars and the appoint-
ment of key individuals).

2.4 Are there any requirements or restrictions in your

jurisdiction for public funds investing in digital currencies?

The MAS has yet to prescribe specific guidelines and restric-
tions for a retail CIS investment in digital currencies/token
under the Code.

However, there are guidelines and restrictions on an
Authorised Scheme’s investments in securities/units of a CIS
(“underlying scheme”) in the Code. It is possible that digital
currencies may be construed to be securities or units ina CIS. If
so, the Authorised Scheme (in investing in such digital curren-
cies) will need to comply with the applicable restrictions on
investing in securities/units in a CIS, as set out in the Code.

In the case of an offer of digital currencies which are secu-
rities/units in a CIS to persons in Singapore, the regulatory
regime under Part XIIT of the SFA for offers of securities/units
in a CIS would apply. A person intending to make an offer of
such digital currencies which atre securities/units in a CIS will
need to consider the authorisation/recognition, Prospectus and
licensing requirements as discussed above. There are, nonethe-
less, certain licensing and Prospectus registration exemptions
which may be available (for instance, if a person offers digital
currencies which are securities/units in a CIS to an institutional
investor as defined under the SFA).

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

The listing of a CIS as an exchange traded fund (“ETF”) on
the Singapore Exchange Securities Trading Limited (the “SGX-
ST”) is primarily governed by the listing manual of the SGX-ST
(the “Listing Manual”), which is administered by the SGX-ST.

The Prospectus must contain the disclosures set out in Chapter
6 of the Listing Manual, unless waived by the SGX-ST, in addition
to any information ordinarily required in the Prospectus.

A CIS that is denominated in Singapore Dollars must:

(@) have a minimum asset size of at least S$20 million;

(b) appoint at least one designated market maker;

() limit its investments in companies which are related to
the CIS’ substantial shareholders, investment managers or
management companies to a maximum of 10% of its gross
assets;

(d) abide by the investment and borrowing restrictions
prescribed by the Code; and

(e) restrict investments in unlisted securities to 30% of its
gross assets.
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A CIS that is denominated in a foreign currency must:

(@)  have a minimum asset size of US$20 million (or its equiv-
alent in other currencies);

(b) appoint at least one designated market maker;

(¢ in the case of an offshore CIS, have facilities for the
transfer and registration of securities in Singapore (if
required by the SGX-ST); and

(d) in the case of a secondary listing of an offshore CIS, be
listed or approved for listing on a foreign stock exchange
acceptable to the SGX-ST.

In addition, an offshore CIS may also be required to satisfy
the SGX-ST that there are adequate rules in its home jurisdic-
tion governing it.

A newly formed CIS must not change its investment objectives
and policies in the first three years unless approved by a special
resolution of its unitholders or shareholders in general meeting.

The management company (or if there is no management
company, the sponsor or trustee) must be reputable and have an
established track record in managing investments. Generally,
the management company (sponsor or trustee) must have been
in operation for at least five years. Additionally, the persons
responsible for managing the investments of the CIS must
be reputable, have a track record in managing investments
for at least five years, and must have satisfactory experience
in managing the particular type of funds for which listing is
sought.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

The regulatory regime under the SFA applies to the marketing
of CIS in Singapore.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

The marketing of units/shares of a CIS would be regarded as
conducting the regulated activity of “dealing in capital markets
products”, and hence must be conducted in Singapore by a
holder of a CMSL for dealing in capital markets products that
are a CIS, or a person who is exempt from such requirement
(such holder or person, an “Authorised Distributor”).

In relation to retail CIS, the “responsible person” for a CIS
(i.e. whete the CIS is constituted as a VCC or a sub-fund, the
VCC; where the CIS is constituted as a corporation other than
a VCC, the corporation; in any other case, the manager for the
CIS) can rely on an exemption to market units of that CIS where:
(a) it is the holder of a CMSL, or an exempt person, in respect of
fund management; or (b) the dealing is effected either through
the holder of a CMSL to deal in capital markets products that
are securities, units in a CIS or specified exchange-traded deriv-
atives contracts, or an exempt person in respect of dealing in
capital markets products that are units in a CIS.

In addition, a corporation that carries on business in fund
management is exempt from this licensing requirement where it
markets units/shares of a CIS that is managed by the corpora-
tion or any of its related corporations. Accordingly, a licensed
fund management company can market units/shares of a Retail
CIS which it manages.
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A person licensed for dealing in capital markets products
would be subject to ongoing capital and other financial require-
ments, representative registration requirements, fit and proper
requirements, customer’s money and assets rules, conduct of
business requirements, and financial reporting requirements.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

Where the units in a CIS are marketed by a licensed fund
management company, the fund management company must
disclose to customers the terms with respect to fees (this
would include distribution fees and other charges), as part of
its ongoing conduct of business requirements. The Code of
Ethics and Standards of Professional Conduct (“IMAS Code™)
issued by the Investment Management Association of Singapore
(“IMAS”) provides that all relevant fees chargeable by members
of IMAS and other material costs to be charged to the client
by members and their appointed agents should be disclosed
to the client in members’ business representations, investment
management agreements and Prospectuses. While the IMAS
Code applies only to its members, it represents industry guide-
lines as to the minimum standards of conduct applicable to
investment managers in Singapore.

The Eighth Schedule to the SFR, which sets out the prescribed
form for the PHS, requires that the fees and charges (including
management fees and distribution fees) of the fund be stated in
the PHS.

ii.  Advertising

Advertisements or publications in respect of offers or intended

offers of units in CISs (each an “Advertisement”) are primarily

regulated under sections 300 and 341 of the SFA, Division 2 of

Part ITT of the SFR and paragraphs 4.5, 9.1 and 8 of Chapters 4,

9 and Appendix 1 respectively of the Code. Additional adver-

tisement requirements/restrictions ate applicable to specialised

CISs which can be found in the relevant Appendices to the Code.

In particular, the SFR requires that an Advertisement must,
inter alia, not be false or misleading, provide a fair and balanced
view of the units, present information in a clear manner, (where
it is in visual form) be clearly legible and contain the statement:
“This advertisement or publication has not been reviewed by the
Monetary Authority of Singapore.”

The SFR also sets out other requirements regulating the
contents as well as the legibility/audibility of Advertisements for
CISs. Inaddition, such Advertisements must be approved by the
senior management of the person disseminating or publishing
the Advertisements prior to the dissemination or publication.

The Code further prescribes additional guidelines and
requirements in relation to the preparation of an Advertisement.
In particular, paragraph 4.5 of Chapter 4 of the Code provides that
Advertisements in relation to a CIS should be prepared in accord-
ance with:

(1) the Code of Best Practices in Advertising Collective
Investment Schemes and Investment-Linked Life
Insurance Policies jointly issued by the IMAS and the Life
Insurance Association; and

(2)  the Guidance Notes on Recommended Disclosures to Support
the Presentation of Income Statistics in Advertisements
issued by the IMAS.
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iii. Investor suitability
As prescribed in the Eighth Schedule to the SFR, product suita-
bility information must be provided in the PHS.

If a person marketing units in a CIS also provides advice
concerning the CIS, such provision of advice concerning the
CIS would separately be regulated as the provision of a finan-
cial advisory service under the Financial Advisers Act, Chapter
110 of Singapore (“FAA”). A person who provides finan-
cial advisory services is prima facie required to hold a financial
adviset’s licence unless otherwise exempt from such licensing
requirement.

The FAA requires a financial adviser to have a reasonable
basis for recommending any investment product to any person
who may reasonably be expected to rely on the recommenda-
tion. 'To have a reasonable basis, the financial adviser must
have: had regard to the information provided by the customer
concerning his investment objectives, financial situation and
particular needs; given such consideration to, and conducted
such investigation of, the subject matter of the recommen-
dation as is reasonable in all the circumstances; and made
a recommendation based on the foregoing consideration
and investigation. In addition, a financial adviser must also
comply with the requirements in the MAS Notice FAA-N16
on Recommendations on Investment Products (unless
exempted), and may be required to conduct prescribed reviews
of a customer’s knowledge and experience prior to making
recommendations on specified investment products.

iv. Custody of investor funds or securities

One of the main functions of the trustee for an Authorised
Scheme is to take into custody or control of the property of the
CIS and hold the property on trust for the holders of the CIS,
and to ensure that the property of the scheme is kept distinct
from its own property and the property of its other clients.
Regulations 7 and 8(2)(b) of the SFR set out the requirements
that an approved trustee of an Authorised Scheme is expected to
observe and comply with.

A licensed fund management company is also subject to
customers’ monies and assets rules under Part ITT of the Securities
and Futures (Licensing and Conduct of Business) Regulations
(“SF(LCB)R”). In particular, a licensed fund management
company is required under regulation 13B(1)(c) of the SF(LCB)R
to segregate assets under its management from its proprietary
assets (or those of its related corporations or connected persons)
and maintain them in either a trust account or custody account
(as the case may be) with a licensed custodian.

In addition, the Code also sets out certain responsibilities and
operational obligations which are expected of a trustee for an
Authorised Scheme. They include, amongst others:

(1)  the trustee should be independent of the manager; and
(2)  the trustee should conduct all transactions with or for a
scheme at arm’s length.

There is currently no equivalent requirement for the appoint-
ment of a trustee for a Recognised Scheme.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

Upon the authorisation/recognition of a CIS and the registra-
tion of the Prospectus in respect of the offer of units/shatres of
such CIS, the CIS can be marketed or sold to retail investors in
Singapore by an Authorised Distributor. There is currently no
restriction on whom, or the number of investors, such CIS may
be marketed or sold to in Singapore.
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3.5 Are there other main areas of regulation that are
imposed with respect to the marketing of public funds?

The main areas of regulation have been addressed above.
4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

Currently, the only requirements for authorisation of a CIS
which is constituted as a unit trust are prescribed in the SFA,
hence Authorised Schemes are structured as unit trusts consti-
tuted by way of trust deeds. As mentioned above, the Variable
Capital Companies Act 2018 has introduced a legal framework
for VCCs. Currently, however, funds and sub-funds of VCCs
may only be offered to institutional and accredited investors
as the necessary subsidiary legislation for offers to retail inves-
tors pursuant to the authorisation of funds or sub-funds of a
VCC as Authorised Schemes has not been issued yet. When
implemented, it is expected that funds and sub-funds of VCCs
applying for authorisation will be subject to similar require-
ments as any other Authorised Scheme(s).

There is generally no restriction on how a Recognised Scheme
may be structured. In practice, the MAS may recognise offshore
CISs which are structured as unit trusts or investment compa-
nies in its place of domicile, if the requirements under section
287 of the SFA are met.

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may
be)?

In Singapore, pursuant to the Income Tax Act, Chapter 134
of Singapore (“ITA”), income tax is chargeable on income
accruing in or derived from Singapore and foreign-sourced
income received (or deemed received) in Singapore from outside
Singapore. In this regard, case law has held that the source of
income is a “practical, hard matter of fact” and that no simple,
single legal test can be employed, so the facts of each case will
have to be considered in the relevant context. Broadly speaking,
one would generally look to where the activities giving rise to the
income took place to determine if income is Singapore-sourced.

(i) Fund level
In the context of a public fund, the discretionary management
of investments by a manager in Singapore would generally be
regarded as the carrying on of a business in Singapore by the
manager for the public fund, and the profits of the public fund
arising from such discretionary management in Singapore could
then be subject to Singapore income tax on the basis that the
manager is a permanent establishment in Singapore of the public
fund.

Please see question 4.3 for information on certain schemes for
tax exemption in relation to available fund managements.

(ii) Investor level

An individual is tax resident in Singapore in a year of assessment
if, in the preceding year, he was physically present in Singapore
or exercised an employment in Singapore (other than as a
director of a company) for 183 days or more, or if he resides in
Singapore. A company is tax resident in Singapore if the control
and management of its business, which is typically evidenced
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through the conduct of board meetings discussing matters of

strategic importance, is exercised in Singapore.

Individuals who are Singapore tax residents are subject
to Singapore income tax on income accrued in or derived
from Singapore. All foreign-sourced income received (except
for income received through a partnership in Singapore) in
Singapore on or after 1 January 2004, by Singapore tax resident
individuals, will be exempt from tax. Corporate taxpayers who
are Singapore tax residents are subject to Singapore income tax
on income accrued in or derived from Singapore and, subject
to certain exceptions, on foreign-sourced income received or
deemed to be received in Singapore from outside Singapore.

Non-resident corporate taxpayers are subject to income tax on
income accrued in or derived from Singapore, and on foreign-
sourced income received or deemed received in Singapore, subject
to certain exceptions. Non-resident individuals, subject to certain
exceptions, are subject to income tax on income accrued in or
derived from Singapore and are exempt from tax on foreign-
sourced income remitted or deemed to be remitted into Singapore.

However, foreign-sourced income in the form of divi-
dends, branch profits and service income (“specified foreign
income”) received or deemed to be received in Singapore by
Singapore tax resident companies on or after 1 June 2003, is
exempt from tax if certain prescribed conditions are met,
including the following:

(1)  such income is subject to tax of a similar character to
income tax under the law of the jurisdiction from which
such income is received; and

(2)  atthe time the income is received in Singapore, the highest
rate of tax of a similar character to income tax (by whatever
name this is called) levied under the law of the territory
from which the income is received, on any gains or profits
from any trade or business carried on by any company in
that territory at that time (“headline tax rate”), is not less
than 15%.

In the case of dividends paid by a company resident in a terri-
tory from which the dividends are received, the “subject to tax
condition” in (1) above is considered met where tax is paid in
that territory by such company in respect of its income out of
which such dividends are paid or tax is paid on such dividends in
that territory from which such dividends are received.

Certain concessions and clarifications have also been
announced by the Inland Revenue Authority of Singapore with
respect to the above conditions.

In the case of the public fund being a foreign unit trust or
non-resident company, individuals (whether resident or non-res-
ident) in Singapore are exempt from Singapore tax on income
distributions received from such a public fund where the units
are held for investment purposes and not pursuant to a trade,
business or partnership carried on in Singapore. Income distri-
butions from such public funds may otherwise be treated as
Singapore-sourced income in the hands of an individual investor
where the income distributions constitute gains or profits from a
trade or business carried on by the investor in Singapore.

Corporates or other entities in Singapore will be taxed on the
income distributions received from such a foreign or non-resi-
dent public fund at the applicable corporate tax rates. The point
of taxation may be: (1) upon remittance or deemed remittance
into Singapore (for entities receiving the income distributions as
passive investment income, subject to the exemption mentioned
above in respect of specified foreign income in the form of
foreign-sourced dividends received by Singapore tax-resident
companies); or (2) upon such income being derived and irre-
spective of remittance into Singapore (for entities receiving the
income distributions as income from a trade or business carried
on in Singapore).
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In the case of the public fund being a locally-constituted trust
which is tax exempt, distributions from such public fund should
generally be tax exempt in the hands of its investors, subject to
meeting the conditions prescribed under such schemes.

Where the public fund is a company or VCC incorporated and
tax resident in Singapore, the public fund (being a Singapore-
resident company or VCC) can pay tax-exempt (one-tier) divi-
dends which are exempt from Singapore income tax in the
hands of its shareholders, regardless of their tax residence status.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

In order to encourage fund management activities in Singapore,

the following schemes for tax exemption in relation to fund

management are available where the relevant conditions are met:

(1) the “Qualifying Fund Scheme” for non-resident or
offshore companies and trusts pursuant to section 13CA
of the I'TA;

(2) the “Resident Fund Scheme” for Singapore-resident compa-
nies and VCCs incorporated in Singapore pursuant to section
13R of the I'TA; and

(3) the “Enhanced-Tier Fund Scheme” for fund vehicles
constituted in all forms (including the VCC) in respect
of standalone funds and master-feeder fund structures,
pursuant to section 13X of the ITA. Separate rules apply
in respect of Master-Feeder-SPV fund structures.

The scope of the tax exemption under each of the tax exemp-
tion schemes is the same, i.e. “specified income” from “desig-
nated investments” of such funds under each of such schemes
would be exempt from tax in Singapore. The categories of
“specified income” and “designated investments” atre set out in
the Income Tax (Exemption of Income of Prescribed Persons
Arising from Funds Managed by Fund Manager in Singapore)
Regulations 2010 and are sufficiently wide for most funds.

In order to rely on the above schemes, one of the require-
ments is that the public fund must be managed or advised by a
fund manager in Singapore. A “fund manager” for this purpose
refers to a company that holds a CMSL under the SFA for fund
management or that is exempted under the SFA from holding
such a licence.

(1) The Qualifying Fund Scheme

With respect to the Qualifying Fund Scheme under
section 13CA of the ITA, the fund (“Qualifying Fund”)
must meet certain conditions, including the Qualifying
Fund being: (A) a non-resident company that neither
carries on any business in Singapore, nor has a permanent
establishment in Singapore (other than a fund manager);
ot (B) a trust whose trustee neither carries on any busi-
ness in Singapore, nor has a permanent establishment in
Singapore (other than due to its functions as the trustee,
or the presence of a fund manager).
In addition, all the investors in the Qualifying Fund must
also be “Qualifying Investors” on the last day of the
Qualifying Fund’s financial year (“basis period”) relating
to a particular year of assessment (“Relevant Day”),
failing which a proportion of the income derived by the
Qualifying Fund and attributable to non-qualifying inves-
tors (“Non-Qualifying Investors™) may be subject to tax
in the hands of the Non-Qualifying Investors (“Financial
Penalty”). In order to be a “Qualifying Investor”, an
investor in the Qualifying Fund includes one of the
following:
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(i) an individual investor; or
(ii) a bona fide entity not resident in Singapore which:

(A) does not have a permanent establishment in Singapore
(other than a fund manager) and does not carry on a
business in Singapore; or

(B)carries on an operation in Singapore through a
permanent establishment in Singapore where the funds
used by the entity to invest directly or indirectly in the
Qualifying Fund are not obtained from such operation;

(iii) a “Designated Person” (which as a category is limited and
comprises certain government-related entities); or

(iv) any other investors other than those listed in paragraphs (i)
to (iii) above:

(A) where the Qualifying Fund has less than 10 beneficial
investors, an investor who, either alone or together with
its associates, beneficially owns on the Relevant Day
not more than 30% of the total value of the Qualifying
Fund or the issued securities of the Qualifying Fund; or

(B)where the Qualifying Fund has 10 or more beneficial
investors, an investor who, either alone or together with
its associates, beneficially owns on the Relevant Day
not more than 50% of the total value of the Qualifying
Fund or the issued securities of the Qualifying Fund.
The fund manager of a Qualifying Fund would be
required to comply with certain reporting obligations.

(2) The Resident Fund Scheme
The Resident Fund Scheme undet section 13R of the ITA
applies to a fund that is a Singapore incorporated and
tax-resident company or VCC which meets certain condi-
tions, including the following:
(i) did not previously carry on business in Singapore where
the income of that business would not have been tax
exempt in Singapore (subject to certain exclusions);

(ii) uses a Singapore-based fund administrator;

(iii) incurs at least $$200,000 of expenses in each financial
year; and

(iv) investment strategy remains unchanged after approval
for the tax exemption has been granted.

In order to qualify under the Resident Fund Scheme, a
specific application for approval has to be made to the
MAS.

As with the Qualifying Fund Scheme, any “non-qualifying
investor” of the fund is liable to pay a Financial Penalty,
and the fund manager is obliged to meet the reporting
requirements similar to that imposed under the Qualifying
Fund Scheme. In addition, the fund manager will also be
required to make an annual declaration to the authorities
attesting that the conditions of the tax exemption have
been met.

(3) The Enhanced-Tier Fund Scheme

The Enhanced-Tier Fund scheme under section 13X of
the ITA applies to fund vehicles constituted in all forms
in respect of standalone funds and master-feeder fund

<
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structures, and which meet certain conditions, including
the following:

(i) aminimum fund size of S$50 million (which may include
committed capital for private equity funds (or private
equity fund of funds), real estate funds, infrastructure
funds and debt or credit funds (“Committed Capital
Concession”));

(ii) the fund manager employs at least three investment
professionals in Singapore;

(iii) if the fund is a Singapore incorporated and resident
company or VCC, the fund uses a Singapore-based fund
administrator;

(iv) incurs at least $$200,000 of local business spending in
each financial year;

(v) the fund must not change its investment objective/
strategy after being approved for the scheme (although
an application for change may be made if it is for bona
fide commercial purposes); and

(vi) the fund does not concurrently enjoy any other tax
incentive scheme in Singapore.

Special rules are applicable for master-feeder fund struc-
tures and master-feeder-SPV fund structures under the
Enhanced-Tier Fund Scheme and additional rules apply
where a VCC wishes to avail of the master-feeder fund
structures and master-feeder-SPV fund structures under
such Scheme.

In order to qualify under the Enhanced-Tier Fund Scheme,
a specific application for approval has to be made to the
MAS. In relation to the VCC, the application for approval
is made by the umbrella VCC. In addition, the fund
manager will also be required to make an annual declara-
tion to the authorities attesting that the conditions of the
tax exemption have been met.
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Chapter 16

Spain

Cases & Lacambra

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

Yes. Spanish funds and third-country funds offered to the
public require prior authorisation from the Spanish National
Securities Market Commission (“CNMV?”), the Spanish author-
ising, supervisory and control authority. Therefore, funds
shall not carry out their activities until duly authorised by the
CNMYV, and once the key investment information document
(“KIID”) and information brochure are registered in the rele-
vant CNMV’s administrative register. Please note that the regis-
tration of funds at the Spanish Commercial Register is optional.

For UCITS open-ended harmonised funds, the Spanish stat-
utory framework is mainly composed of Law 35/2003, of 4
November, on Collective Investment Schemes applying to open-ended funds
(“Law 35/2003”), and Roya/ Decree 1082/2012, of 13 July, approving
the Regulation for the Development of the Collective Investment Schemes Law
(“RD 1082/2012”). The most relevant development has been the
approval of Royal Decree 1464/2018 of 21 December in order
to complete the transposition of MiFID II to the Spanish legal
framework. For the purpose of this questionnaire, the most rele-
vant issue is the new regime for the research cost which implies
that research and transactions fees are unbundled in order to
provide investors with a more transparent regime. Please note
that all references in this chapter to Spanish legislation include the
proper amendments carried out in the last years in order to trans-
pose all relevant EU Directives.

Since Spain is a Member State of the European Union, the
freedom to provide financial services throughout the European
territory applies, so funds already authorised in any of the EU
Member States may be able to carry out their activities on a
cross-border basis through the EU passport, which mainly
requires prior communication by the relevant authority of the
fund’s home Member State to the CNMV, and the submission of
relevant information of the fund and its management company.
In registering non-EU registered funds, please note that the
CNMYV applies the reciprocity principle.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

To address this question, a distinction must be made between
(i) Spanish funds, and (ii) third-country funds (non-EU funds),
although in both cases, the registration process involves the
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filing of an application before the CNMYV that must be accom-

panied with several documents related to the fund and its

management company.

In case of Spanish funds, under article 10.2 of Law 35/2003,
the registration process involves filing an application before the
CNMYV, which will be accompanied with the following docu-
ments: (i) a report; (if) a certificate of professional competence
and good repute of the fund’s directors and managers; (iii) any
further data, reports and information which is considered neces-
sary to verify the fulfilment of the requirements and condi-
tions for the authorisation and registration of the fund; (iv) the
prospectus; (v) the KIID; and (vi) its management regulations
of the fund.

In order to facilitate this process, during 2019 several guides
have been published by the CNMYV, more specifically, the
Technical Guide 3/2019 on the authorisation procedure for
new firms, which offers entities the possibility of more struc-
tured initial contacts with the CNMYV (pre-notifications), aimed
at facilitating the identification of the most relevant aspects for
the processing of the application prior to the start of the formal
processing of the file, as well as indications to be taken into
account when submitting documents.

In case of third-country funds (non-EU funds), prior to its
authorisation, the following conditions shall be evidenced to the
CNMV:

(i)  that the Spanish laws regulate the same category of fund,
and that the fund itself or its management company
is subject, in its home country, to specific regulations
protecting the interests of the unitholders, similar to the
existing regulations in Spain;

(i)  afavourable report from the fund’s home country authority
responsible for the control and inspection of the fund or
its management company;

(iii) the existence of proper cooperation agreements signed
between the CNMV and the relevant authorities in the
fund’s home country; and

(iv) the fund’s home country shall not be included in the
GAFT’s list of non-cooperative countries and territories
(“NCCT”) on money laundering.

Once the aforementioned conditions are proven, the SGIIC
shall submit and register in the relevant CNMV’s registry the
following information: (i) the identification and domicile of the
fund which is intended to be marketed in Spain; (ii) any infor-
mation concerning the method of distribution of units and
shares in Spain; (iii) the fund’s rules or company incorporation
documents, including the last annual report; (iv) the prospectus
(ot equivalent document); (v) the identification of the deposi-
tary; (vi) the fund description and any other information avail-
able to investors; (vii) measures adopted to avoid marketing to
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retail investors; and (viii) documentation evidencing that the
fund or its SGIIC is subject to the relevant regulation and statu-
tory provisions in its home country.

Finally, for the proper authorisation of the fund by the
CNMY, both the fund and its SGIIC shall be registered at the
CNMYV. Once they have been authorised and registered, the
SGIIC must provide the unitholders with: any payments due;
the acquisition by the fund of their units or the redemption of
their units; the dissemination of the information that must be
provided to the unitholders resident in Spain; and, in general,
the exercise of their rights in relation to their investment.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

Marketing and distribution of units of funds to investors without

prior authorisation from the CNMV constitutes a very serious

infringement under article 80 of Law 35/2003. The sanctions
that may be imposed by the CNMV to a management company

(“SGIIC”) in case of infringement of the prior authorisation and

registration requirement are:

(i) a fine of an amount greater than the equal and up to five
times the gross profit obtained as a consequence of the
acts or omissions in which the infraction consists. If the
benefit obtained from the infringement is not quantifiable,
a fine of up to EUR 300,000

(i) a revocation of the authorisation with definitive exclusion of
the special registers. In cases where the entity itself or the
SGIIC is a foreign institution authorised within other Member
States of the European Union, the revocation will be replaced
by the prohibition to operate or be marketed in Spain;

(iii) a temporary exclusion of the non-complying entity from
the special registers, for not less than two years and not
more than five years;

(iv) a suspension or limitation of the type or volume of trans-
actions that the infringer may carry out for a term not
exceeding five years; or

(v) the mandatory replacement of the depositary, where
appropriate.

Furthermore, other sanctions may be imposed on individ-
uals responsible for the infringement who hold directorship or
management positions:

(i)  anindividual fine of not more than EUR 300,000;

(i) removal from office including disqualification from exer-
cising directorship or management responsibilities, whether
in the entity or in any other financial institution of the same
nature for a maximum period of 10 years; or

(iii) the suspension of the exercise of their position for a period
of up to three years.

Moreover, a public reprimand may be imposed, including the
publication of a statement in the Spanish Official State Gazette
(“Boletin Oficial del Estado”), stating both the identity of the
infringer, the nature of the infringement and sanctions imposed.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

Local residence and other local qualification requirements
only apply for Spanish-based funds or management compa-
nies (“SGIICs”) registered in Spain, and for those third-country
funds (non-EU funds) intended to be marketed or distributed
in Spain.

Public Investment Funds 2020

Cases & Lacambra

Thus, those funds or SGIICs which carry out their activi-
ties in Spain will be subject to local residence or qualification
requirements, except in those cases where the SGIIC is already
authorised to carry out its activities in Spain on a cross-border
basis pursuant to the EU passport.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

Under Law 35/2003, public investment funds shall be managed by a
SGIIC and choice of a depositary. In addition, in order to access and
exercise the marketing of funds in Spain, all the managers and direc-
tors of the fund shall be persons of good repute and have professional
competence. To evaluate professional competence, the CNMYV will
assess all of the available information on each individual.

ii. Selection of investment adviser, and review and
approval of investment advisory agreement

There are no specific requirements regarding the selection of an
investment adviser. However, the selected adviser must comply
with the general rules under the Spanish statutory regulations
regarding professional competence and good repute require-
ments and the selection of the relevant investment adviser must
not imply any conflict of interest for the entity.

Furthermore, and although investment advisers may only
issue recommendations, they may also advise the SGIIC on any
relevant aspect, provided that they comply with the statutory
provisions. Thus, the investment adviser may recommend the
purchase or the selling of certain securities, when to carry out
the relevant transaction and the order to be executed, etc.

The prospectus will include the legal name of any external
investment adviser, all the conditions regarding their engagement
which may be of relevance for the participants, including a refer-
ence to the assessment costs that will be incurred by the fund.

iii. Capital structure

The initial share capital depends on the type of the fund: (i)
article 76 of RD 1082/2012 provides for an initial share capital
requirement of EUR 3,000,000 in case of financial investment
funds; and (ii) article 93 of RD 1082/2012 provides for an initial
share capital requirement of EUR 9,000,000 in the case of real
estate investment funds.

If a financial investment fund is constituted by compart-
ments, each of them shall have a minimum share capital of EUR
600,000 and the aggregate of all compartments shall not be less
than EUR 3,000,000.

There is an exception in relation to the minimum initial share
capital requirement of funds or those funds incorporated by
compartments. Funds can be established with an initial share
capital of EUR 300,000 and EUR 60,000 in case of funds consti-
tuted by compartments, provided that, within a period of six
months since the registration date in the relevant CNMV register,
these funds achieve the minimum initial share capital of EUR
3,000,000. In case the fund does not meet the minimum share
capital requirement within the aforementioned period of six
months, the fund shall then be wound up.

If a real estate investment fund is incorporated by compart-
ments, each of them shall have a minimum share capital of EUR
2,400,000 and the aggregate of all compartments shall not be
less than EUR 9,000,000.
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Moreover, the initial share capital shall be entirely issued and
disbursed, subject to the exception mentioned in the paragraph
above.

iv. Limits on portfolio investments

Regardless of the assets constituting the object of investment of

the relevant fund, and under Law 35/2003, all entities shall carry

out their investments in compliance with the following principles:

(i)  Liquidity: funds must have sufficient liquidity according to
their own nature, its participants and the assets in which
they invest in.

(i) Risk diversification: entities should limit the concen-
tration of counterparty risk, thereby ensuring sufficient
diversification.

(iiiy ‘Transpatency: funds must clearly define its investment profile,
which will be reflected in the information they provide.

Moreover, funds must comply with the relevant statutory
provisions and Spanish regulations in terms of eligible assets for
investment (which will depend on the type of fund, i.e. financial
or non-financial funds), investment rules and obligations towards
third parties. Those requirements are foreseen, in respect of

financial funds, in articles 29 to 31 of Law 35/2003 and 48 to 53

of RD 1082/2012, and, regatding non-financial funds, in articles

36 and 38 to 39 of Law 35/2003 and 90 to 93 of RD 1082/2012.

v.  Conflicts of interest

Under RD 1082/2012, management companies (“SGIICs”)

shall be organised and structured in such a way that they are able

to identify and avoid any potential risk which leads to damage of
the institution itself or its clients as a consequence of a conflict
of interest arisen between:

(i)  the SGIIC and the funds (or other IICs) it manages or its
investors;

(i)  the directors, employees or a relevant person of the SGIIC,
or someone who has a direct or indirect control relation-
ship with the SGIIC, the funds (or other IICs) it manages
or its investors;

(iil) clients;

(iv) the funds (or other IICs) managed by the SGIIC or its
investors and other clients of the SGIIC; and

(v) the funds (or other IICs) managed by the SGIIC or its
investors and any other IIC managed by the same SGIIC
or its investors.

For such purposes, the SGIIC must have an appro-
priate written policy on management of conflicts of interest,
according to the size of the organisation and the nature, level
and complexity of its activities.

The SGIIC shall guarantee an adequate independence and
separation between those tasks and responsibilities which may
eventually be considered as incompatible or which could give
rise to systematic conflicts of interests. The policies and proce-
dures established in the organisation shall guarantee the exist-
ence of a regularly updated registry of those transactions and
activities carried out by the SGIIC or in their name in which a
conflict of interest emerged or could potentially emerge.

Regarding related transactions, RD 1082/2012 foresees a
special regime on conflicts of interest.

vi. Reporting and recordkeeping
Regarding reporting and recordkeeping obligations, a distinction
must be made between: (i) the information that must be provided
and disclosed to the participants, shareholders and public in
general; and (ii) the reporting requirements to the CNMV.
Those SGIICs managing funds must make available to its
participants, and to the public in general, the following informa-
tion and/or documentation: (i) the prospectus; (ii) the KIID; (iii)
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immediately, any relevant facts which may affect either the situ-
ation or performance of the entity; (iv) an annual report; (v) a
semi-annual report; and (vi) two quarterly reports. The content of
these documents and information is set forth in articles 23 to 25
and 26 to 30 of RD 1082/2012.

Furthermore, SGIIC must provide the CNMV with: (i) any
information regarding the principal markets and instruments
in which the SGIIC trades on behalf of the fund; (ii) the main
instruments in which the fund trades; (iii) the principal expo-
sures and concentrations of each of the funds it manages; (iv) an
annual report of each of the funds managed or marketed by the
SGIIC; and (v) prior to the end of each quarter, a detailed list
of all the funds (and any other IICs) it manages. Moreover, and
on a quarterly basis, the SGIIC of the funds must provide the
CNMYV with the identification of the participants that, during
the relevant quarter, have increased, decreased or acquired
certain percentages of units (triggers set at 20%, 40%, 60%,
80% or 100%).

vii. Other

Pursuant to article 21 of Law 35/2003, the annual accounts of
public investment funds shall be audited. There are no other
relevant requirements or restrictions; however, we do recom-
mend undertaking an in-depth analysis on a case-by-case basis.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

It depends on the type of adviser. The most common advisers
are regulated investment firms (i.e. securities companies, secu-
rities agencies, portfolio management companies and inde-
pendent advice companies), and other companies and agencies.

Under Royal Decree Law 4/2015, approving the Consolidated Text of
the Spanish Securities Market Act (“Spanish Securities Market Act”),
regulated investment firms are subject to an activity reserva-
tion, so they require prior authorisation from the CNMV before
carrying out their activities. The request for authorisation will
include the relevant statutory documentation, the activities
programme and information regarding the measures and organ-
isation of the entity. Moreover, they must be incorporated under
the legal form of a public limited company, have an internal code
of conduct, a business plan and must comply, among others, with
the minimum share capital and financial requirements, and suit-
ability of its directors and managers. Moreover, and prior to
the commencement of its activities, the regulated adviser shall
be registered in both the Commercial Register and in the rele-
vant administrative register of the CNMV. In case of individ-
uals, registration in the CNMV will suffice.

Furthermore, under Law 35/2003, it must be noted that
the SGIIC may also carry ancillary activities as an investment
adviser regarding one or multiple financial instruments, subject
to prior authorisation by the CNMV and the amendment of its
articles of association, where appropriate.

Finally, it must be noted that regulated investment firms and
SGIICs acting as investment advisers are subject to supervision
by the CNMV.

2.3 In addition to the requirements above, are there

additional regulatory restrictions and requirements
imposed on investment advisers that advise public funds?

There are no other requirements or restrictions from a UCITS
perspective, but in the rendering of investment services,
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investment advisers shall observe the obligations imposed by
MiFID II that were fully transposed in 2018. We recommend
undertaking an in-depth analysis on a case-by-case basis, espe-
cially regarding the type of client, profile of the UCITS and type
of investment service being rendered.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

The CNMV considers that a collective investment scheme
investing in digital currencies cannot be registered as a public
investment fund (UCIT open-ended harmonised fund), only
as an alternative investment fund (“AIF”) governed by Law
22/2014, of November 2014, regulating private equity entities
and other closed-ended investment entities.

In addition, aligned with the European Securities and
Markets Authority (“ESMA”), the European Banking Authority
(“EBA”) and European Insurance and Occupational Pensions
Authority (“EIOPA”) criteria, the CNMV and Bank of Spain
have highlighted the risk of virtual currencies for consumers.

It will be necessary to await updates from the European
Commission, which published a public consultation at the end
of 2019 to assess the creation of a regulatory framework for
digital currencies.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

Exchange-traded funds (“ETTs”) are considered collective
investment schemes and therefore subject to the requirements
provided by Law 35/2003 and the RD 1082/2012. There are no
other additional requirements.

However, since ETFs are traded in a specific segment of the
“SIBE” electronic trading platform (the interconnection for the
country’s four Stock Exchanges), it will be mandatory to observe
the criteria for admission to trading and compliance with listing
conditions and with the obligations established by MiFID II in
terms of transparency.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

The Spanish legal framework for the marketing of public funds
is mainly composed by: (i) Law 35/2003; (ii) RD 1082/2012;
(iii) the Spanish Securities Market Law, which states, in general
terms, the basic conditions for marketing materials; (iv) Aez
34/1998, of 11 November 1998, for advertising; and (v) Royal Decree
217/2008, of 15 February 2008, on investment firms, and Royal
Decree-Law 21/2017, transposing MiFID I1.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (i)
describe the level of substantive regulation applied to
licensed persons.

Those SGIICs which carry out marketing activities by them-
selves or through their own agents or representatives must
submit to the CNMYV its activities statement evidencing its
intention together with an explanatory report on how these
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activities will be carried out and justifying its capacity to fulfil

the requirements further established by the CNMV.

Under article 95 of RD 1082/2012, when marketing activity
is directly performed by the SGIIC, the opening and closing
of both Spanish and foreign branches shall be reported to the
CNMYV. Moreover, when marketing is conducted by agents or
representatives, the following requirements must be fulfilled:

(i) prior (a) communication by the SGIIC to the CNMYV,
including a specific mention stating that the relevant agent
or representative complies with the professional compe-
tence and good repute requirements, (b) registration in
the Commercial Register, and (¢) granting of the relevant
power of attorney. They are also required to have the proper
administrative and accounting organisation, as well as the
human and material resources, in relation with its objectives;

(i) neither agents nor representatives must have a labour rela-
tionship with the company (or any of its group entities). In
case of a legal person, the performance of marketing activ-
ities must be compatible with its company purpose;

(iii) these relationships must be formalised through the
granting of a power of attorney that must specify the terri-
torial scope of action, companies and investment funds
included, type of clientele and the manner of execution of
acquisitions or subscriptions and disposals or reimburse-
ments. In addition, entities may subscribe an agreement
which regulates different aspects of the representation
(i.e. obligations arising from the contract, incompatibility
regime, where applicable, commission billing systems and
the rules of conduct for the agent or representative);

(iv) they cannot carry out their activities through contracted
sub-agents or establish any legal relationship creating any
personal link with the clients;

(v) inany of the activities carried out by agents or representa-
tives with clients, they shall clearly identify themselves as
representatives of the company; and

(vi) those agents or representatives of the SGIIC being legal enti-
ties must comply with a minimum share capital requirement.

The SGIIC shall implement the appropriate internal control
measures and procedures of the activities performed by its agents
or representatives to monitor their transactions and relationships
with shareholders and participants. Prior to the formalisation of
the power of attorney, the entity shall verify the sufficiency and
adequacy of the administrative organisation and means, oper-
ating procedures, internal control and accounting and, where
appropriate, computer systems that will be used to carry out their
activities. In case of a legal person, the verifications must include
its economic and financial situation. Therefore, the designation
of agents and representatives is subject to successful verification
of the aforementioned information.

Any delivery of funds shall be made directly between the
management company and the investor, without the funds being
able to be, even temporarily, in the possession or in the account
of the agent or representative. Under no circumstances may the
units of the unitholders be in the possession or deposit of the
agents or representatives.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

Both SGIICs and depositaries may receive, respectively, manage-
ment fees or custodian fees from the funds. In case of SGIICs,
they must receive subscription and reimbursement fees from the

ICLG.com

© Published and reproduced with kind permission by Global Legal Group Ltd, London



Spain

participants. It may also be possible to apply subscription and
reimbursement fees in favour of the funds.

The aforementioned fees will represent a percentage of the
fund’s assets or performance (or a combination of both) or, as
the case may be, the net asset value of the participation, which
may not exceed the limits foreseen in the relevant regulations.
The prospectus and the KITD must provide for the method of
calculation and the maximum limit of the fees, the commissions
effectively charged and its beneficiary.

Notwithstanding the foregoing, different fees may be charged
to the different classes of units issued by the same fund. In any
case, the same management and depositary fees will be applied
to all units pertaining to the same class.

ii.  Advertising

Advertising activities aimed at promoting the subscription or
acquisition of units of a fund will be subject to the general rules
set forth in the relevant Spanish regulations and statutory provi-
sions (i.e. the information provided shall be reliable and not
misleading).

However, it must be noted that any publicity containing an
invitation to acquire units of a fund should indicate the existence
of both the prospectus and the KIID, including the place and
means for obtaining them. This publicity cannot contradict or
diminish the importance of the information contained in either
the prospectus or the KIID.

Moreover, it must be noted that, under article 81 of Law 35/2003,
the performance of advertising activities infringing the general
rules provided therein will constitute a severe infringement.

iii. Investor suitability

Public funds can be marketed and distributed to both retail and
professional investors. Please note that the framework provided
by MIiFID II, has reinforced the level of transparency and
protection for retail investors.

iv. Custody of investor funds or securities

Depositaries are those entities which deposit and custody secu-
rities, cash and, in general, any assets constituting the object of
the fund. Those entities may be banks, savings banks, credit
unions, securities companies and securities agencies, provided
they hold the condition of a participating entity in the clearing,
settlement and registration systems in the relevant markets in
which they will carry out their activities.

The depositary must have its registered office or branch, as
the case may be, located in Spain and each institution will have
a sole depositary. In general terms, no entity can be simultane-
ously the manager and the depository of the same entity (except
in the cases expressly provided for in the relevant regulations).

The designation of a depositary shall be made by means of a
written contract. Furthermore, depositaries shall be authorised by
the CNMYV and registered in its relevant administrative register.

Also, the depositary of a fund may delegate to third parties who, in
turn, can sub-delegate a custodian function in respect of the assets,
provided that such third party complies with all of the relevant
requirements to act as a depositary, and any conditions, including
that there is an objective reason that justifies the delegation.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

Funds can be marketed to both professional investors and retail
investors, with the observance of the relevant applicable statu-
tory requirements.
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3.5 Are there other main areas of regulation that are
imposed with respect to the marketing of public funds?

There are no other areas of regulation imposed regarding the
marketing of public funds. However, we recommend to under-
take an in-depth analysis in case marketing activities of public
investment funds are intended.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

According to Law 35/2003, the entities considered as public

investment funds in Spain are:

(i)  Collective Investment Institutions of a Financial Nature
(“Instituciones de Inversion Colectiva de cardcter financiero”);

(ii) Collective Free Investment Institutions (“lustituciones de
Inversin Colectiva de Inversion Libre”);

(iii) Real Estate Collective Investment Institutions (“Iustituciones
de Inversion Colectiva Inmobiliaria”); and

(iv) Other non-Financial IIC (“Instituciones de Inversion Colectiva
de Cardcter no Financiero”).

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may
be)?

Public funds are subject to a special tax regime foreseen in the
Spanish Corporate Income Tax Act. If certain requirements are
met, public funds will be taxed at a special tax rate of 1% (mainly,
it is required that the fund has a minimum of 100 participants).

Individuals will be subject to a 19% to 23% tax rate on the
capital gains arising from the public fund. In this regard,
Spanish tax-resident individuals will not be taxed on capital
gains derived from the redemption or transfer of participations
in an investment fund, provided a subsequent investment in a
qualifying investment fund is made. In this particular case, and
if certain conditions are met, the participations acquired would
have the same acquisition cost as the participations redeemed
or transferred.

Companies will be subject to a 25% tax rate. Moreover,
companies will not benefit from the participation exemption
regime on the transfer of participations in public funds.

Capital gains obtained by non-resident investors will be taxed
in accordance with the tax treaty in force. However, as a general
rule, Spain reserves the right to subject to taxation capital gains
at a 19% tax rate. Notwithstanding, capital gains arising from
the transfer of funds negotiated in a Spanish secondary official
stock market obtained by non-resident investors without perma-
nent establishment are exempt from taxation, as long as the state
of residence of the investor has a Double Taxation Agreement
with an exchange of information clause with Spain in force.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

Spanish legislation does not foresee any special tax regime for
public funds other than the 1% tax rate.
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Chapter 17

Switzerland

Lenz & Staehelin

1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

The current relevant Swiss legal and regulatory framework with
respect to Swiss and non-Swiss collective investment schemes
(“CISs”) is the Collective Investment Schemes Act (“CISA”)
and its implementing Ordinance on Collective Investment
Schemes (“CISO”), as well as FINMA’s Ordinance on Collective
Investment Schemes (“FINMA-CISO”). The relevant supervi-
sory authority for CISs is the Swiss Financial Market Supervisory
Authority (“FINMA”).

As of 1 January 2020, two new instruments entered into
force: the Financial Services Act (“FinSA”); and the Financial
Institutions Act (“FinIA”). The FinSA mainly governs the provi-
sion of financial services and offer of financial instruments in
Switzerland and contains organisational requirements, as well as
rules of conduct for financial services providers. On the other
hand, the FinIA sets the licensing and organisational require-
ments for non-banking financial institutions active in Switzerland.

Both the FinSA and the FinIA are complemented by imple-
menting ordinances (the Financial Services Ordinance
(“FinSO”) and the Financial Institutions Ordinance (“Fin1O”)).
In addition, FINMA has issued additional draft implementing
regulation whose entry into force is currently expected for Q4
2020. Likewise, it is expected that the Swiss Funds & Asset
Management Association (“SFAMA”) issues additional self-reg-
ulations in due time.

With this new legislation, the authorisation and supervision
of fund management companies and asset managers of CISs are
now regulated exclusively by FinIA. Most of the corresponding
provisions have lifted without material change from the CISA,
to the exclusion of the licensing requirements for distributors
of CISs, which have been abolished. By contrast, the product
licensing requirements for CISs remain in the CISA. The provi-
sion of financial services (which includes the offering of CISs;
see question 3.1) and the corresponding rules of conduct are,
however, now regulated in the FinSA.

The type of licensing requirement a CIS is subject to mainly
depends on: (i) its place of incorporation; and (ii) the category of
its targeted investors.

Swiss CISs

The CISA provides for the following four different types of
Swiss CISs:
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1)  the contractual investment fund;

2)  the Swiss investment company with variable capital
(“SICAV™);

3) the Swiss investment company with fixed capital
(“SICAF”); and

4)  the Swiss limited partnership (“LP”).

All Swiss CISs and the products they issue or manage are
supervised by FINMA, irrespective of the category of the
targeted investors. As opposed to contractual investment funds,
corporate CISs have a dual role in this context: one as a product,
in the form of a company; and one as an institution subject to
a licensing requirement. One of the common requirements of
those entities is to have substance in Switzerland.

Non-Swiss CISs

The CISA defines non-Swiss CISs as comprising all forms of
CISs, regardless of their legal form and structure (e.g., open- or
closed-ended, corporate or contractual), which are established
and managed from outside Switzerland.

Non-Swiss CISs which are offered in Switzerland are to be regis-
tered with FINMA in the event that they target non-qualified inves-
tors (as defined under question 3.1). By contrast, non-Swiss CISs
which target unregulated qualified investors are subject to certain
limited requirements, but no FINMA registration (see question 1.4).

Finally, non-Swiss CISs exclusively targeting regulated financial
intermediaries fall outside the ambit of the CISA (as well as the
FinSA) and are therefore not subject to any licensing requirement.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

Swiss CISs

Swiss CISs are to be authorised by FINMA prior to performing any

activity. In practice, both the Swiss CIS and its manager are author-

ised through a single regulatory process. In a nutshell, the general
requirements to obtain FINMA’s authorisation are the following:

m  the persons in charge of the management and the business
operations of the applicant have a good reputation, offer
all the guarantees of proper management and have appro-
priate professional qualifications;

m  qualified sharcholders in the applicant (i.e., individual or
legal entity which directly or indirectly owns at least 10%
of the capital or voting rights or which may have a mate-
rial influence in another way) must have a good reputation
and must not exercise their influence to the detriment of a
cautious and sound management;

m  internal regulations and a proper organisation are in
place in order to ensure compliance with the obligations
provided for in the Swiss fund regulations;
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] sufficient financial guarantees are available; and
®m  any further requirements specific to the applicant listed in
the CISA are met.

The application is to be reviewed by a Swiss audit firm recog-
nised by the Federal Audit Oversight Authority (“FAOA”). Tt
is worth noting that the auditor in charge of the review of the
application is barred from acting as the auditor of the Swiss CIS.

In addition, the Swiss CIS must submit for FINMA approval of
the fund documentation (e.g;, the collective investment contract,
the Articles of association and investment regulations, the part-
nership agreement), including the key investor information docu-
ment (“KIID”) as per Articles 58 to 63 FinSA and the fund
prospectus. In this respect, SFAMA has developed model agree-
ments and prospectuses which have been recognised by FINMA
as adequate for the purposes of the authorisation applications.

Non-Swiss CISs

The registration process with respect to non-Swiss CISs distrib-

uted to non-qualified investors implies that FINMA approves

the fund documentation (see also question 1.4). The following
documents (in an official Swiss language or in English) are to be
submitted in such context:

m  the prospectus;

[ the KIID as per Articles 58—63 and 66 FinSA;

m  the collective investment agreement with respect to
contractual funds, the Articles of association and the
investment regulations or the partnership agreement with
respect to CISs organised under company law; and

®  any other documents that would be necessary for approval
under applicable foreign laws and those for Swiss CISs.

The above authorisation and approval requirements must be
complied with at all times. Any change having a material impact
on the requirements underlying the obtained authorisation or
approval must be notified in advance for FINMA’s approval. In
practice, FINMA provides on its website a series of templates
aiming to simplify the authorisation, registration and notifica-
tion of the changes process.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

Under the CISA, the constitution of a CIS without authorisation
or the unauthorised offer of CISs (e.g., marketing of non-regis-
tered foreign CISs to non-qualified investors) may be punished
by a fine of up to a maximum of CHF 540,000 or by imprison-
ment of up to three years. A negligent violation is punishable by
a fine of up to a maximum of CHF 250,000.

Further, activities carried out in breach of the CISA require-
ments may trigger regulatory sanctions from FINMA, which
may range from a warning to licence withdrawal and liquidation
of the entity in question. As the case may be, violations of those
requirements may also give rise to tort liability.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

As indicated above, foreign CISs targeting non-qualified inves-
tors are to be registered with FINMA prior to being offered in
ot from Switzerland.

In addition to the fund documentation approval by FINMA,
the following material conditions are to be met for the purposes
of the registration:
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m  the CIS, the fund manager and the custodian bank (if any)
are subject to public supervision, with a focus on investor
protection;

m  the above are subject to equivalent regulations in terms of
organisation, investor rights and investment policy;

m  the CIS is not presented in such a way so as to deceive or
confuse (namely, as regards its investment policy);

®m  a representative and paying agent have been appointed
with respect to units being offered in Switzerland to high-
net-worth individuals (“HNWIs”) and their investment
structures having no professional treasury management,
provided they have “opted out” (see also question 3.1); and

m  there is a cooperation and information exchange agree-
ment between FINMA and the relevant foreign supervi-
sory authorities.

In practice, FINMA almost exclusively registers funds which
are organised as Undertakings for Collective Investments in
Transferable Securities (“UCITS”).

It is worth noting that, under the new regime, foreign CISs
targeting HNWIs and their investment structures without
professional treasury management (subject to opting-out) are
not subject to registration requirements but are to comply at
all times with the third and fourth requirements above. By
contrast, foreign CISs targeting other types of qualified inves-
tors are not subject to any specific requirements.

During the transitional period (see question 3.1) the obliga-
tion to keep a Swiss representative and a Swiss paying agent in
place, with respect to the offer of CISs to any type of qualified
investors, will continue to apply, as long as the marketing activ-
ities being conducted do not comply with the new FinSA rules.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

The persons in charge of the management and business opera-
tions of a Swiss CIS and its fund manager are subject to a “fit
and proper test” in order to ensure that they do not exercise
any adverse influence on the CIS. Both CIS and managers
are to further ensure that they have proper and appropriate
risk management, an internal control system and compliance
covering their entire business activities. In this context, risk
management functions, internal control system and compliance
must be separated in functional and hierarchical terms from the
investment decision function.

ii. Selection of investment adviser, and review and
approval of investment advisory agreement

Swiss CISs usually appoint their investment advisers on the basis

of a written asset management or advisory agreement setting out

the terms of their relationship or directly, as the case may be, in

the partnership agreement.

Swiss fund asset managers may delegate certain tasks to other
advisers to the extent that such delegation is in the best interest
of the CIS. The asset management function (e.g., investment
decision) may, however, only be delegated to CIS asset managers
which are subject to recognised supervision and have the neces-
sary experience and knowledge (see question 2.2). Such delega-
tion should, in addition, not give rise to conflicts of interest with
respect to the investors and asset managers themselves.
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Switzerland

Itis worth noting that the FinIO extends the delegation possi-
bilities to CIS asset managers which are below the de minimis
thresholds set forth in the FinIA (see question 2.2). In our view,
delegation to a de minimis entity is only permissible if such entity
is based in Switzerland.

As regards Swiss fund management companies, they may
not delegate fund management activities to third parties, to
the exclusion of certain investment decisions and partial tasks
(provided that this is in the interest of an appropriate manage-
ment of the fund). Further, with respect to CIS whose offer
is facilitated on the basis of an agreement with the European
Union, investment decisions may not be delegated to either the
custodian bank or any other companies whose interests may
conflict with those of the fund asset manager or the investors.

iii. Capital structure

The minimum required capital structure and net assets depend

upon the type of the Swiss CIS:

m  contractual funds, sub-fund of an umbrella fund and
SICAVs must have net assets of at least CHF 5 million the
year following their launch, at the latest;

[ SICAFs must have shares amounting to at least CHF
500,000 fully paid-up in cash at the time of formation.
Such minimum investment amount must be maintained at
all times; and

[ the Swiss LP is not subject to any capital requirements
(while the minimum share capital of the general partner
must amount to CHF 100,000 and be fully paid-in).

iv. Limits on portfolio investments

Generally speaking, Swiss CISs and their agents must pursue the

investment policy corresponding to the investment characteris-

tics of the CIS, as set out in the relevant fund documentation.

As regards open-ended funds and SICAFs, depending on
whether the fund qualifies as a securities fund, a real estate
fund, or other fund for traditional and alternative investments,
the following restrictions to investments apply:

u securities funds are allowed to invest in securities, deriv-
ative financial instruments, units of CISs, money-maker
instruments and sight or time deposits with a term to matu-
rity not exceeding 12 months. On the other hand, they are
not allowed to invest in precious metals and commodities
or to engage in short-selling;

[ real estate funds may invest in real estate, real estate
companies, units in real estate funds and foreign real estate
assets. Real estate funds must spread their investments
over at least 10 properties and the market value of a single
property may not exceed 25% of the fund’s assets; and

m  other funds for traditional and alternative investments are
allowed to make the same investments as securities funds,
and, in addition, they may invest in precious metals and
structured products.

Finally, Swiss LPs are specifically authorised to invest in
construction, real estate, infrastructure projects and alternative
investments.

v.  Conflicts of interest
In order to protect the interests of the investors, Swiss CISs must
implement effective organisational and administrative measures
to identify, prevent, settle and monitor conflicts of interests. In
the event that a conflict of interest cannot be avoided, the same
must be disclosed to the investors.

The SFAMA Code of Conduct specifies that CISA-authorised
institutions must implement the above measures in accord-
ance with their size and structure. They must also apply an

ICLG.com

appropriate remuneration policy that protects the investors’
interests, as well as adopt written regulations on the receipt and
granting of rebates and other benefits by employees and prohibit
churning (i.e., shifts in clients’ portfolios without any economic
reason).

Further requirements with respect to conflicts of interest
apply to financial services providers themselves (see question
3.1) under the FinSA.

vi. Reporting and recordkeeping

Swiss CISs are required to publish an annual report within four
months after the closing of the financial year. In addition, a
semi-annual report must be issued within two months after the
end of the first half of the financial year.

Furthermore, under the transitional regime (see question 3.1),
Swiss CISs, as well as third parties involved in the distribution of
units, are required to record in writing the client’s needs and docu-
ment their recommendations made in view of the subscription to a
CIS. This written record must be handed over to the client. Under
the FinSA, such documentation and accounting obligations, appli-
cable to financial services providers, have been strengthened and
replaced the pre-existing CISA ones (see question 3.1).

vii. Other

Please refer to question 3.1 with respect to new regulatory
restrictions and requirements applicable to financial services
providers under the FinSA.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

Under the FinIA and the CISA, asset managers of both Swiss
and non-Swiss CISs, including managers of pension funds, must
obtain a licence from FINMA.

In addition to the general requirements (see question 1.2),
asset managers of CISs must:

m  be organised as a legal entity in the form of a limited
company (necessary for Swiss LPs), a partnership limited
by shares or a limited liability company under Swiss law, as
a general or limited partnership, or as a Swiss branch of a
foreign asset manager of CISs;

[ have an appropriate organisation;

have the required equity capital and financial guarantees;

m  ensure that the Articles of association, partnership agreement
or organisational rules include a factually and geographically
accurate description of its proposed operations; and

[ manage at least one CIS.

The FinIA, however, contains a de minimis rule, according to
which CIS asset managers whose investors are qualified inves-
tors (as defined under question 3.1), respectively of pension
schemes, are considered as “simple” asset managers (see ques-
tion 2.3) if they satisfy one of the following requirements:

[ the assets under management, including those resulting
from the use of leverage, are below the threshold of CHF
100 million;

m  the assets under management do not exceed CHF 500
million, and the CISs are unleveraged and closed-ended
for a five-year period;

[ with respect to managers of pension schemes, the assets do not
exceed CHF 100 million and the manager manages no more
than 20% of the assets of an individual pension scheme; or

[ the assets belong to persons with whom the asset manager

have business (e.g., group of companies) or family ties.
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The asset manager of a non-Swiss CIS that meets one of the
above conditions may, however, opt in and apply for a FINMA
licence as fund asset manager, provided that such authorisation
is required under the law of the jurisdiction where the CIS is
incorporated or offered, respectively, where the pension institu-
tion is managed.

Under the FinIA, fund management companies are to meet
the following conditions to be authorised:

m  beorganised as alimited company with its registered office
and administrative centre in Switzerland;

have an appropriate organisation;

have the required equity capital and financial guarantees;
the board of directors must have at least three members;
the share capital must be divided into registered shares; and

the managers are to be independent from the custodian
bank and vice versa.
Non-Swiss managers of both Swiss and non-Swiss CISs
with a branch in Switzerland are also required to register with
FINMA. By contrast, foreign fund management companies are,
however, not allowed to set up branches in Switzerland (Article
52 (2) FinIA).

The European Commission, Parliament and Council are
currently reviewing the potential extension of the marketing
passport under the EU Alternative Investment Fund Managers
Directive (“AIFMD”) to Switzetland, as a third country. For the
time being, Swiss-based alternative investment fund managers
are to rely on the national private placement regimes in each
EU country for the purposes of conducting their marketing
activities.

2.3 In addition to the requirements above, are there

additional regulatory restrictions and requirements
imposed on investment advisers that advise public funds?

Requirements under the FinIA and the FinSA

According to the FinIA, asset managers (including fund asset
managers which meet the de minimis requirements (see ques-
tion 2.2)) are subject to FINMA supervision (namely for the
purposes of authorisation process and enforcement proceedings)
since 1 January 2020. Their day-to-day supervision, though,
is entrusted to supervisory organisations (to be approved and
monitored by FINMA).

This overhauls the regulatory framework applicable to asset
managers who were, in principle, not subject to any supervi-
sion (except for AML purposes) prior to the entry into force of
the FinIA. Existing asset managers, which were not regulated
before 1 January 2020, will have (i) six months to notify FINMA
of their intention to continue to conduct their activities, and (ii)
three years to request an authorisation from the same (provided
that during this period they remain affiliated to a self-regulatory
organisation for AML purposes).

Under the FinSA, asset managers are further subject to
specific rules of conduct. In particular, they have an obligation
to verify whether a financial instrument or service is appropriate
and suitable for their clients (see question 3.3 (iii)).

Swiss Anti-Money Laundering Regulations

Under the Swiss Anti-Money Laundering Act (“AMLA”), asset
managers are generally treated as financial intermediaries and,
as such, are subject to the Swiss regulations against money laun-
dering. In particular, they are to comply with know-your-cus-
tomer rules and procedures, as well as certain organisational
requirements (e.g., internal controls, documentation and contin-
uing education). They are subject to self-regulatory organisations,
respectively, supervisory organisations under the new regime.
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2.4 Are there any requirements or restrictions in your

jurisdiction for public funds investing in digital currencies?

On 7 December 2018, the Swiss Federal Council adopted a
report on the legal framework for blockchain and distributed
ledger technology in the financial sector. According to this
report, the current Swiss legislation does not provide for mate-
rial restrictions as regards funds investing in digital currencies
or crypto-currencies (or crypto-funds).

With respect to open-ended CISs, the category “other funds
for alternative assets” (see question 2.1 (iv) above) is the only
one which may invest in crypto-currencies. The risk profile of
those funds is typically in line with such alternative investments
(whether in terms of structure, investment techniques and
restrictions). By contrast, as regards closed-ended CISs, both
SICAFs and LPs may invest in such alternative products. In any
event, managers of CIS invested in crypto-currencies and their
custodian banks are to take organisational measures for appro-
priate risk management in such context.

It is worth noting that the Swiss Federal Council has further
confirmed that the regime applicable to the distribution of foreign
CISs in Switzerland applies without restriction to CISs investing
in crypto-currencies. FINMA has not approved any foreign cryp-
to-funds for distribution in Switzerland yet. That being said, such
funds are generally targeting exclusively qualified investors and
are not subject to any approval (see question 1.2 above).

In 2018, FINMA issued a distributor authorisation to an insti-
tution with its registered office in Switzerland to distribute a
crypto-fund in a foreign jurisdiction to qualified investors. A few
months before, FINMA also granted the same institution with a
fund manager authorisation allowing it to manage crypto-funds.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

Until 31 December 2019, all exchange-traded funds (“ETFs”),
including the so-called “mixed funds” (i.e., UCITS that include
one ETF share class), distributed to non-qualified investors in
or from Switzerland had to be listed on a Swiss stock exchange.
Pursuant to the constant practice of FINMA, this listing require-
ment applied to all share classes of an ETT, as well as to all share
classes of a so-called “mixed fund”. The new Article 40 (5) CISO,
which entered into force on 1 January 2020, provides that, for
foreign ETFs targeting non-qualified investors in Switzerland,
only the share classes effectively offered to non-qualified inves-
tors in Switzerland must be listed on a Swiss stock exchange. This
new regime applies exclusively to ETF, but not to “mixed funds”.
Further, this change provides for less restrictive requirements for
the listing of share classes of foreign ETFs than for Swiss funds
(for which the listing rule of all share classes remains applicable).

The above new rule allows the listing on a Swiss stock
exchange of only the share classes of foreign ETFs that are
effectively offered to non-qualified investors in Switzerland. By
contrast, no listing requirements exist for share classes which
are not offered to non-qualified investors in Switzerland. As a
result, promoters are required to notify to FINMA (as part of
the approval process of the fund/sub-fund) which share classes
are actually offered to non-qualified investors in Switzerland. In
addition, the CIS is to ensure that the non-listed share classes are
not offered actively to non-qualified investors in Switzerland.

For the rest, prior to being offered to non-qualified investors
in or from Switzerland, any ETT shall be approved by FINMA.
The approval requirements are identical to those applied to any
non-ETF CIS.
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Switzerland

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

Concept of offer of CISs

Under the new regime, the concept of “distribution” of CISs has

been abolished and replaced by the general concept of an “offer”

of financial instruments.

The FinSA defines an offer as any proposal to acquire a finan-
cial instrument (i.e., units/shares in CISs, equity and debt secu-
rities, structured products, derivatives, deposits whose redemp-
tion value or interest is risk- or price-dependent (excluding those
whose interest is linked to an interest rate index) and bonds) that
includes sufficient information on the terms of the offer and
the financial instrument itself and any communication, which
is customarily intended to draw attention to a certain financial
instrument and to sell it.

According to the FinSO, the following situations do not,
however, fall within the definition of an “offer”:

] the provision of information in reverse solicitation cases,
where no advertisement (within the meaning of Article
68 FinSA) related to any specific financial instrument has
been made by the financial services provider or an agent
thereof;

] the nominal indication of financial instruments, accompa-
nied, where applicable, by factual information (e.g., ISIN
code, NAV, prices, information on risks, price trends, tax
data);

] the simple provision of factual information; or

] the preparation, provision, publication and transmission to
existing clients or financial intermediaries of information
and documents prescribed by law or contract relating to
financial instruments.

The definition of “offer” is defined narrowly and does not
cover certain cases of advertising or marketing, which are,
however, covered by the concept of “advertisement” under the
FinSA (see question 3.3 (ii)). That being said, typical distribu-
tion activities of Swiss and foreign CISs generally fall in our
view under the definition of “financial services”, as a form of
acquisition or disposal of a financial instrument. As a result, the
requirements applicable to financial services providers under
the FinSA are also addressed below.

Investor classification

The requirements applicable to the offer of CISs in Switzerland
depend on the regulatory status of the targeted investors. The
revised CISA maintains the distinction between qualified inves-
tors and non-qualified investors, but the definition of qualified
investors has been adjusted to align it with the client segmentation
provided for by the FinSA: all professional investors (as defined
below) are qualified investors. It is also worth noting that the
FinSA introduced a flexible regime allowing the opting in and
opting out across the different categories of clients. This election
impacts the level of protection applicable to the relevant investors.

The FinSA provides for the following client classification:

Institutional clients

] Financial intermediaries pursuant to the Banking Act,
FinlA and CISA (i.e., banks, securities firms, fund
management companies, managers of collective assets
(CISs and occupational pension schemes)), asset managers
and trustees.

] Foreign financial intermediaries and insurance institutions
(subject to prudential supervision).
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m  Central banks.

m  Regulated insurance institutions.

m  National and supranational public entities with profes-
sional treasury operations.

m  Swiss and foreign CISs and management companies
(which are not already deemed to be institutional inves-
tors), provided they have “opted-out™.

m  Companies with treasury operations, provided that they
have “opted-out”.

Professional clients

m  Institutional clients, provided they have “opted-in”.

m  DPublic entities and retirement benefit institutions (pension
funds) with professional treasury operations.

m  Companies with professional treasury operations.

m  Large companies (with a balance sheet of CHF 20 million,
a turnover of CHF 40 million or an equity of CHF 2
million).

m  Private investment structures with professional treasury
operations created for HNWIs.

m  HNWIs and private investment structures (without profes-
sional treasury operations) created for them, provided they
have “opted-out” subject to certain wealth or sophistica-
tion conditions.

Managed clients
®  Managed and advisory clients without an “opt-in” decla-
ration. Under the revised CISA, private clients are also
considered as qualified investors if a financial interme-
diary (or foreign financial intermediary subject to equiv-
alent prudential supervision) provides asset management
or investment advisory services under a long-term asset
management or investment advisory relationship (unless
they have declared in writing that they do not wish to be
considered as such “opting-in).
Professional, institutional and managed clients are considered
as qualified investors under the CISA.

Private clients

[ All clients who are not professional clients. Professional
clients who are not institutional clients may declare in
writing to be treated as private clients (“opt-in”). Those
are considered as non-qualified investors under the CISA.

Requirements with respect to foreign CISs

Under the new regulatory regime, the offer of foreign CISs is
generally more flexible, given that (i) the concept of qualified
investors is broader under the revised CISA, and (ii) the require-
ment to appoint a Swiss representative and Swiss paying agent
has been substantially reduced.

As of 1 January 2020, the appointment of a Swiss represent-
ative and paying agent is only required for foreign CISs offered
to qualified investors which are HNWIs and private investment
structures established for HN'W1Is without professional treasury
operations, which have declared to be treated as professional
clients (“opting-out”). The offer to other qualified investors
does not trigger any such requirements.

Notwithstanding the above, financial services providers are
subject to grandfathering rules according to which they have
two years (i.e., until 31 December 2021) to comply with the new
legal regime. In the meantime, and as long as they have not
implemented the new rules, financial services providers are to
comply with the former provisions relating to rules of conduct,
which include all rules and self-regulation set forth in the CISA.
As a result, in case of offering of foreign CISs to qualified inves-
tors (as defined under the former regime), the requirement to
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appoint a Swiss representative and a paying agent remains appli-
cable, as long as the new rules are not implemented at the finan-
cial services provider’s level.

Main requirements under the FinSA

As indicated previously, the offer of CISs triggers the need to
comply with certain rules of conduct and organisational require-
ments under the FinSA. The following summarises the main
obligations imposed on financial services providers in such
context:

Client advisers’ register

The FinSA introduced an obligation for client advisers (i.e., indi-
viduals who actually provide financial services within a given
institution or on their own) to register with a specific register
held by a registration body, if such client adviser is not employed
by a financial institution which is itself subject to FINMA
prudential supervision.

This obligation also extends to client advisers of foreign
financial services providers, unless a statutory exception applies.
In this respect, the FinSO exempts client advisers of foreign
financial institutions subject to prudential supervision in their
home jurisdiction from the duty to register, provided that those
target only professional and institutional investors (see above).

As of the date of this publication, no client advisers’ register
body has been approved yet. Once in place, financial services
providers will have six months to comply with the registration
requirements.

Information obligations

Under the FinSA, financial services providers are also to inform

their clients up-front, in particular, on:

m  their regulatory status;

[ the general risks linked to the financial instruments which
are offered;

m  the specific risks linked to the services which are personally
recommended to the client;

[ the related costs;

m  the possibility for the client to initiate procedure with a
mediation body; and

m  the existence of economic ties with third parties, which
include group companies, in relation to the financial
services and instruments which are offered.

Accounting and documentation obligations

Under the FinSA, financial services providers have further to

document:

m  the financial services which have been agreed upon;

m  whether the verification of the appropriate or suitable char-
acter of an instrument/service has been made (in case of
asset management and investment advice services);

[ the financial services actually provided; and

B the need and reasons for a recommendation made to a
client.

By contrast to MiFID II, a financial services provider has
only to account to a client upon request and within a timeframe
agreed with that client. In case of a client’s request, the financial
services provider is to provide the client with a copy of the above
documentation, including an overview and an evaluation of the
portfolio.

There is no obligation to account for the costs on a regular
basis, unless agreed otherwise between the client and the finan-
cial services provider.
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3.2 Islicensure with a regulatory authority required of
persons (Whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

Since 1 January 2020, the licensing requirements for Swiss distrib-
utors has been abolished. As a result, no regulatory authorisa-
tion from FINMA is required to conduct purely marketing activ-
ities. That being said, with the entry into force of the FinSA,
such “distributors” are likely, in our view, to be deemed to provide
financial services and be therefore subject to certain duties,
namely the registration duty with a client advisers’ register and a
mediation body, as well as the compliance with FinSA’s rules of
conduct (see question 3.1).

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

Pursuant to Swiss case law, an asset manager is entitled to retain
retrocessions and other distribution fees it receives in connec-
tion with its mandate only on the basis of a comprehensive waiver
based on an informed consent of the client. In all other circum-
stances, the client is entitled to such retrocessions and fees.

Under the FinSA, the disclosure requirement applies irrespec-
tive of any mandate relationship, i.e., including in case of “execu-
tion only” transactions. Receiving retrocessions is allowed as
long as the recipient specifically discloses those retrocessions,
obtains the client’s consent and provides detailed information
upon the client’s request.

Under the SFAMA Guidelines on the charging and use of
fees and costs (Transparency Guidelines), distributors and
Swiss CIS representatives (subject to the transitional regime)
are to inform investors of fees, costs, rebates and retrocessions
paid or received in relation to the CIS. This information shall
be disclosed in the fund documentation. Furthermore, with
respect to retrocessions, their recipients are to spontancously
inform the investor of the amounts received by giving the calcu-
lation parameters or the spread of those inducements. Upon
the investor’s request, the recipients are to further disclose the
amount actually received. Finally, the recipient is to indicate the
existence and nature of any conflicts of interest that are or may
be triggered by the payment of retrocessions.

ii.  Advertising
Pursuant to the FinSO, advertisement is defined as any commu-
nication aimed at investors (i.e., not limited to qualified inves-
tors) that draw their attention to certain financial services or
instruments. Under the new regime, advertisement for a CIS
must be clearly identifiable as such. Further, it shall mention
the prospectus and the KIID on the CIS and where these docu-
ments can be obtained. Such advertisement must be consistent
with the information contained in the prospectus and the KIID.
The following, however, does not constitute an advertisement:
m  the nominal mention of financial instruments whether or
not related to the publication of prices, rates, NAV, price
lists, price movements or tax data;
m  announcements as regards issuers or transactions, in
particular if they are prescribed by law, by supervisory law
or by rules specific to trading platforms;
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Switzerland

m  the provision or transmission by the financial services
provider of an issuet’s communications to existing clients;
and

m  articles in specialised press.

In terms of content, it should be noted that under the CISA,
foreign fund documentation, marketing materials and any other
publications or websites must disclose the identity of the Swiss
representative and paying agent (if any), the home jurisdiction
of the CIS, the place where the relevant fund documents are
available, as well as the place of performance and jurisdiction
at the registered office of the Swiss representative (if any). Under
the CISO and the FinSO, in the event that a foreign document
which is compliant with the Commission Delegated Regulation
(EU) 2017/653 of 8 Match 2017 supplementing Regulation (EU)
No 1286/2014 on key information documents for packaged retail
and insurance-based investment products (“PRIIPS”) is used
as a KIID, the above information may be appended to such a
document.

In practice, a specific language to the attention of Swiss inves-
tors is added to those materials.

iii. Investor suitability

Under the FinSA, the obligation to verify whether a finan-
cial instrument/service is appropriate or suitable applies in the
context of advisory or discretionary asset management services.
By contrast and contrary to MiFID II, no verification of the
suitability and appropriateness of a financial service/instru-
ment is required in the context of “execution only” transactions
(although the financial services provider is to inform the investor
that no verification is made in this context). Furthermore, the
FinSA distinguishes between advisory services linked to an indi-
vidual transaction, which only triggers the obligation to verify
the appropriateness of that transaction, as opposed to a global
advisory service taking into account the entire client portfolio,
which triggers the verification of the suitability of the financial
instruments or services for the specific client.

It is worth noting that the above obligations do not apply in
relation to services provided to institutional clients. Likewise,
under the FinSA, financial services providers may assume that
professional clients have necessary knowledge and experience,
as well as assuming economically the risks associated with the
proposed services.

For the rest, in accordance with FINMA Circular 2009/1,
asset managers subject to the CISA are, among other things,
to establish a risk profile to cover the client’s experience and
knowledge in the financial field, risk appetite and risk capacity,
and set out in their asset management mandate the investment
objectives of the client reflecting this risk profile. Furthermore,
under the transitional regime, the Distribution Guidelines issued
by SFAMA impose on distributors an obligation to provide the
investors with objective information on the investment char-
acter, opportunities and risks associated with the relevant CIS,
by taking into account their experience and knowledge and the
complexity of the CIS.

iv. Custody of investor funds or securities

Unlike Swiss LPs, fund management companies, SICAVs and
SICAFs must designate a custodian bank with respect to their
CISs. Custodian banks are to be authorised by FINMA.

The custodian banks’ role comprises the holding of fund assets
on deposit, the handling of payments processing and the issuance
and the redemption of units. Safe-keeping tasks may be delegated
to third-party or collective depositories in Switzerland or abroad,
provided this appears appropriate. In that event, investors are to
be informed of the risks associated with such a delegation in the
fund prospectus and the KIID. Custodian banks are further to
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ensure that the fund management company, the SICAV or the
SICAF complies with the applicable law and the fund regulations.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

Please refer to question 3.1 as regards the different types of
investors.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

Under the FinSA, anyone who makes a public offer (i.e., an
offer which is addressed to an unlimited number of investors) to
purchase financial instruments (including CISs) in Switzerland
must first publish a prospectus. The offering of foreign CISs to
qualified investors is, however, not subject to such prospectus
requirements. Likewise, the duty to establish a KIID only
applies with respect to private clients (i.e., non-qualified inves-
tors). The requirements with respect to advertising are reserved
(see question 3.3 (ii)).

Separately, marketing activities in Switzerland are subject to
the Swiss Unfair Competition Act (“UCA”) which addresses
commercial communication with customers and prohibits unfair
business practices. Under the UCA, any behaviour or busi-
ness practice that is deceptive or that infringes the principle of
good faith with the result of affecting the relationship between
suppliers and customers is deemed unfair and unlawful.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

Please refer to question 1.1.

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may
be)?

As a matter of principle, Swiss CISs are not liable to income
and capital taxes. Taxation does not take place at the level of
the CIS, but usually directly targets investors, provided the CIS
is deemed transparent for tax purposes. The taxation regime
largely depends upon the legal structure under the CISA.

Swiss CISs

Open-ended CISs, such as the contractual investment fund and

the SICAV, are not considered to be entities subject to Swiss

corporate income tax. Taxation is applied directly to investors

according to their country of tax residence. The same regime is

applicable to the Swiss LP. That being said, there are two excep-

tions to these general taxation principles:

m  a SICAF is subject to Swiss corporate income tax, as it is
treated as a separate taxpayer under Swiss tax law; and

m  CISs owning real estate are taxed as corporations on the
portion of their income that is directly derived from real
estate.

Allincome thatis distributed by Swiss CISs is subject to a with-
holding tax of 35%, which is entirely or partially recoverable by
the investor (as regards investors based outside of Switzerland,
the reimbursement of the withholding tax depends upon the
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provisions of the applicable double tax treaty). Exceptions to
this general principle are possible. For example, a distribution
of net capital gains realised by a CIS is exempt from withholding
tax to the extent that these capital gains are clearly separated
from the income.

Fund Administration Companies

Fund administration companies are considered as taxpayers in
their own right as they are incorporated as a corporation. As
any other legal entity, they are subject to corporate income tax.
Management and distribution services provided by such compa-
nies to Swiss and non-Swiss CISs remain generally exempt from
Swiss value-added tax.

Public Investment Funds 2020

Lenz & Staehelin

Investors

Swiss-resident investors of CISs that are transparent for tax
purposes are taxed on their share of fund income. This taxation
principle depends upon the structure of the fund (i.e., distrib-
uting or growth) and the income received (i.e., capital gains or
other ordinary income realised by the CIS). Capital gains attrib-
utable to private investors are normally exempt to the extent that
they are distributed with a separate coupon or they are separately
booked in the accounts of the CIS.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

This is not applicable in our jurisdiction.
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Shelby R. du Pasquier is the head of the banking and finance group of Lenz & Staehelin in Geneva. Mr du Pasquier advises a number of Swiss
and international financial institutions, as well as Swiss and offshore private equity, hedge funds and fund managers. He is regularly distin-
guished in professional directories (e.g., Chambers, Who's Who Legal) as a leading individual in banking and finance and as regards investment
funds. Mr du Pasquier is a frequent speaker at professional conferences on banking and financial law issues, as well as investment funds.
Mr du Pasquier is admitted to the Bar in Geneva and New York. He has a Bachelor of Laws and a Bachelor of Business Administration from
the University of Geneva, as well as a Master of Laws degree from Columbia University School of Law. He is a member of the board of the
Swiss National Bank.
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Switzerland

Maria Chiriaeva is a senior associate in the Geneva office of Lenz & Staehelin and specialises in banking, securities and finance law. She
regularly advises on various regulatory, contractual and corporate matters. Her practice covers banking, investment management and alter-
native investments. Her areas of expertise also include compliance advisory and internal investigations. Ms Chiriaeva is admitted to the Bar
in Geneva. She has a Master's in Economic Law from the University of Geneva.

Lenz & Staehelin Tel: +41 58 450 70 00

30 route de Chéne Email: maria.chiriaeva@lenzstaehelin.com
1211 Geneve 6 URL: www.lenzstaehelin.com
Switzerland

While Lenz & Staehelin is acknowledged by most as Switzerland's leading
law firm, its connections and expertise span the globe. With over 200
lawyers, its ability to innovate and adapt to the ever-changing complex-
ities of legal and regulatory environments in Switzerland and beyond,
has attracted many of the world's top corporations as well as private
individuals.

Continuity, stability and a pragmatic understanding of the big picture have I— E N Z & S T A E H E L I N
all played a significant part in the firm's development and success — and
in its ability to attract the best young talent. Swiss-orientated but globally
attuned, Lenz & Staehelin is rightly recognised in Switzerland and abroad
as “The world's Swiss law firm".

www.lenzstaehelin.com
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1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

For UK purposes, a collective investment scheme (“CIS”) is
defined very widely under s.235 Financial Services and Markets Act
2000 (“FSMA”) as being, essentially, arrangements the purpose
of which is the sharing of profit or income by the participants
in circumstances where the participants do not have day-to-day
control over the management of the property in question.

It is important to be aware that not all “public funds” are CISs
for UK purposes. In particular, the Alternative Investment Fund
Managers Directive (“AIFMD”) extends to certain types of
closed-end corporate funds which are specifically excluded from
the CIS definition. Where such corporate funds are listed, they
can be regarded as an alternative to an authorised CIS for retail
investors; however, the requirements relating to such funds are
beyond the scope of this note.

The relevance of the CIS definition for marketing purposes
is that 5.238 FSMA restricts the promotion of CIS by author-
ised persons (as defined in FSMA) to the general public in the
UK, except in relation to the following types of CIS established
in the UK:

1. an authorised unit trust scheme (“AUT”), being a CIS
under which the property is held on trust for the partici-
pants and which has been authorised by the FCA pursuant
to 5.243(1) FSMA;

2. an authorised contractual scheme (“ACS”), being a
specific type of tax-transparent CIS introduced under
the Collective Investment in Transferable Securities
(Contractual Scheme) Regulations 2013 and which may
take one of two forms: (a) a co-ownership scheme; or (b) a
limited partnership scheme; or

3. ascheme constituted by an authorised open-ended invest-
ment company (“OEIC”), being an open-ended invest-
ment company incorporated under the Open-Ended
Investment Companies Regulations 2001 (the “OEIC
Regulations”) or equivalent prior legislation.

An overseas CIS may only be promoted to the general public
in the UK by authorised persons under s.238 where it is a recog-
nised scheme for the purposes of Chapter V FSMA, being cither:
1. a UCITS scheme constituted in another EEA State which

satisfies certain requirements under 5.264 FSMA; or

2. a CIS which is managed in a country or territory outside
the UK and which has been individually recognised by the
FCA under 5.272 FSMA.

Public Investment Funds 2020

Chapter 18

L;l 5 '

b
el

‘ ‘ Tom Dunn

1.2 What does the fund registration process involve,
e.g., what documents are required to be filed?

An application for authorisation of a UK CIS must be made to
the FCA as follows:

1. in relation to an AUT by the manager and trustee under
s.242 FSMA;

2. inrelation to an ACS by the operator and depositary under
5.261C FSMA; and

3. in relation to an OEIC by the authorised corporate
director and depositary under regulation 12 of the OEIC
Regulations.

In addition to the completed application form, various
documents need to be provided when the application is
submitted, including a draft copy of the Trust Deed (for AUTS),
Co-ownership or Partnership Deed (for ACSs), Instrument of
Incorporation (for OEICs), a solicitor’s certificate stating that
the CIS’s constitutional document complies with applicable
laws and regulations, the draft prospectus and related checklist,
the draft Key Investor Information Document (“KIID”) and a
model portfolio.

The FCA must determine applications for authorisation of
new UCITS schemes within two months, and has six months
to process applications for authorisation of a Non-UCITS Retail
Scheme (“NURS”) or Qualified Investor Scheme (“QIS”).
However, in 2015, the FCA announced that it was working
towards approving: (i) NURS applications within two months
of receiving a complete application; and (if) QIS applications
within one month of receiving a complete application.

Whete the CIS is not a UCITS it will be an “AIF” for the
purposes of the AIFMD and the AIF manager will need to
make certain additional notifications to the FCA including
an AIFMD new fund under management notification and an
AIFMD marketing form.

Non-UK CIS

S$.264 schemes

The Financial Services and Markets Act 2000 (Collective
Investment Schemes Constituted in Other EEA States)
Regulations 2001 sets out the requirements that a CIS must
satisfy to be a recognised scheme under 5.264 FSMA. These
include that the CIS must be a UCITS and subject to the UCITS
Directive. In addition, the regulator in the EEA Member State
of the CIS’s operator must provide notice to the FCA containing
the UCITS’s:

[ rules or instrument of incorporation and prospectus;

m  KIID; and

®m  where appropriate, its latest annual report.
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United Kingdom

8.272 schemes

The operator of a CIS which is managed outside the UK and

does not satisfy the prescribed requirements under s.264 may

apply to the FCA to make an order declaring the scheme to be

a recognised scheme. In determining whether to make such an

order, the FCA will consider, among other things, whether the

following requirements are satisfied:

m  adequate protection must be afforded to participants in the
scheme;

m  the arrangements for the scheme’s constitution and
management must be adequate;

m  the power and duties of the scheme’s operator and, where
applicable, trustee or depositary must be adequate;

m  the operator and, where applicable, trustee or depositary
must have permission or otherwise be fit and proper to act
as such and must be able and willing to co-operate with the
FCA by the sharing of information and in other ways; and

m  the purposes of the scheme must be reasonably capable of
being successfully carried into effect.

In relation to s.272 schemes, additional notifications may also
be required under AIFMD.

Brexit

At 11pm (GMT) on 31 January 2020, the UK left the European
Union under the terms of a withdrawal agreement. As a result,
the UK has now entered into a post-Brexit transition period
which is currently due to end on 31 December 2020. During
this time, the UK will continue to be treated as part of the
single market and EU law will continue to apply. Passporting
rights under EU single market directives (including UCITS and
AIFMD) will remain throughout the transition period and the
UK will continue to implement any new EU legislation that has
its application date during this period.

On 2 March 2020, the UK and EU commenced formal negotia-
tions on the future UK-EU relationship. At the time of writing, the
implications of these negotiations and any consequential changes
to the UK regulatory framework for financial services (including
the management and promotion of retail investment funds) remain
entirely uncertain. Changes will need to be made to ensure that UK
financial services legislation is legally operative once EU law has
ceased to apply directly in the UK and to incorporate the terms of
any free trade agreement with the EU relating to financial services.
As a consequence of the UK’s departure from the single market, it
is likely that passporting rights will be withdrawn and additional
requirements for cross border market access will be introduced.

The UK government introduced a Temporary Permissions
Regime (“TPR”) in 2019 to provide certainty for EEA firms
carrying out business in the UK in the event of a ‘No-Deal Brexit’.
The UK government has announced that the TPR will now take
effect at the end of the transition period. The TPR will allow EEA
firms and funds which passport into the UK to continue operating
in the UK when the passporting regime falls away at the end of the
transition period. At the time of writing, the window for firms
to notify the FCA has closed, however, the FCA has indicated
that it may reopen the TPR later in 2020 to allow additional noti-
fications to be made before the end of the transition period and
to give fund managers an opportunity to update their previously
submitted notifications regarding the UCITS and AIFs which they
will continue to be marketing. The FCA has announced that firms
and fund managers that have already submitted notifications to
the FCA need take no further action at the time of writing,

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?
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Where a CIS that has not been authorised or recognised by
the FCA (as outlined in question 1.1 above) is promoted to
the general public (and such promotion does not fall within a
specific exemption), the consequences will differ depending on
whether the promotion was made by an authorised person or an
unauthorised person.

Promotion by an unauthorised person will, in the absence
of an exemption, amount to a contravention of the financial
promotion restriction under s.21 FSMA. Under s.25 FSMA,
a person who contravenes s.21 FSMA will be guilty of a crim-
inal offence and liable on conviction to a maximum term of two
years’ imprisonment or a fine, or both. In addition, s.30 FSMA
provides that agreements resulting from unlawful commu-
nications are unenforceable by the guilty party, and the recip-
ient is entitled to recover any money or other property paid or
transferred by him under the agreement and compensation for
any loss sustained by him as a result of having parted with it.
However, the court may allow the agreement or obligation to
be enforced or money or property paid or transferred under the
agreement to be retained if it is satisfied that it is just and equi-
table in the circumstances of the case.

Promotion by an authorised person will, in the absence of an
exemption, amount to a contravention of the restriction under
5.238 FSMA outlined in question 1.1 above. Under s.241 FSMA,
such contravention is actionable at the suit of a private person who
suffers loss as a result of the contravention, subject to the defences
and other incidents applying to actions for breaches of statutory
duty. The FCA also has wider powers to impose sanctions on the
relevant firm and/or individuals for breaches of its rules.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

As indicated above, a foreign fund may only be marketed to
the general public in the UK where it is a recognised scheme
under s5.264 or 272 FSMA and, in relation to s.272 recognised
schemes, additional notifications may also be required under
AIFMD.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance
As outlined above, each type of UK-authorised fund has its own
constitutional document which, together with the prospectus and
applicable FCA rules, will set out the operating rules of the fund.
Responsibility for the governance of the fund is divided
between the segregated duties of the fund’s manager and its
depositary. The manager is responsible for the day-to-day
operation of the fund in accordance with the above require-
ments, including: arranging for the issue and cancellation of
units; valuing the scheme property; calculating the price of
units; maintaining the register of unitholders; and ensuring that
investment decisions are made in line with the fund’s invest-
ment objectives, policy and investment and borrowing powers.
The depositary oversees the managet’s performance of certain
key functions (including unit pricing, dealing, valuations and
compliance with investment and borrowing restrictions) and is
also responsible for safeguarding the fund’s assets.
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Both the manager and the depositary have fiduciary duties
to the fund’s investors and must act in the best interests of such
investors. The FCA regulates the governance of authorised
funds and has powers to fine or require investor compensation
for breach of the governance rules. Although the manager and
depositary are permitted to delegate certain activities to third
parties, they retain regulatory responsibility for the performance
of such activities.

As a consequence of a market review carried out by the FCA,
significant governance-related measures have recently been
introduced for UK fund managers including the introduction
of a yearly assessment on the value for money at fund level and a
minimum number of non-executive directors on fund manager
boards.

The most senior personnel (such as executive directors) and
those who perform certain required functions (such as compli-
ance oversight) within authorised firms must be approved as
“Senior Managers” by the FCA before they can undertake these
functions. Senior Managers must provide the FCA with a written
Statement of Responsibilities setting out their areas of responsi-
bility and firms must allocate certain Prescribed Responsibilities
to those Senior Managers. Senior Managers will be personally
liable if they fail to take reasonable steps to prevent regulatory
breach in an area for which they are responsible.

Other senior staff, who are not Senior Managers, but who
perform a role which could cause significant harm to the firm or
its customers, must be certified by the firm on an annual basis
as fit and proper to perform that role.

In addition, to drive a culture of personal responsibility
and good conduct, the regulator has imposed a set of Conduct
Rules which apply to all staff within authorised firms (apart
from certain ancillary roles such as security or catering). The
Conduct Rules include an obligation to act with integrity and to
treat customers fairly. There are additional Conduct Rules for
Senior Managers.

ii. Selection of investment adviser, and review and
approval of investment advisory agreement
As outlined above, the fund manager is responsible for the
day-to-day management of the authorised fund including
investment decisions relating to the scheme property. The FCA
rules permit the fund manager to delegate the performance of
its duties to a third party, subject to certain conditions. For
example, a mandate in relation to managing investments of
the scheme may not be given to any other person operating
from an establishment outside the UK unless such person: (a)
is authorised or registered in such country for the purpose of
asset management; and (b) is subject to prudential supervision
in such country. In addition, where the proposed delegate is not
an EEA firm, there must be co-operation arrangements in place
between the FCA and the overseas regulator of the delegate.
There are also certain requirements relating to the content of
the agreement under which investment management services are
delegated, including that: the fund manager must be permitted
to give further instructions to the delegate and to withdraw the
mandate with immediate effect when this is in the interests of
the unitholders; and the mandate must not prevent the effective
supervision of the fund manager and must not prevent the fund
manager from acting, or the scheme from being managed, in the
best interests of the unitholders.

iii. Capital structure

There are no prescribed capital requirements at the level of the
authorised fund itself, although the FCA raises queries as part of
the fund authorisation application (and in relation to any appli-
cation to terminate or wind up a fund) around the minimum size
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for the fund to be considered viable. However, fund managers
are subject to certain capital requirements, including the require-
ment to hold eligible capital of at least one-quarter of their fixed
overheads for the preceding year.

iv. Limits on portfolio investments
The FCA rules impose limits on the type of investments in
which an authorised fund can invest and the proportion of the
fund’s capital property that may be invested in particular assets.
Different restrictions apply depending on whether the fund
is a UCITS or NURS, with greater flexibility generally being
given to NURS. In each case, however, it is the fund manag-
er’s responsibility to ensure that the fund provides a prudent
spread of risk for investors. The following examples on limits
to portfolio investments are non-exhaustive and given by way
of illustration:

1. Approved transferable securities and money market
instruments: A UCITS may not invest more than 5% of
its assets in transferable securities and/or money market
instruments issued by a single body, although this limit can
be increased to 10% per single body, provided the total
value of such holdings over 5% does not exceed 40% of
the fund’s total value (referred to as the 5/10/40 Rule). A
NURS may not invest more than 10% of its assets in trans-
ferable securities or money market instruments in a single
body.

2. Unapproved securities: A UCITS may invest up to 10%
of scheme assets in unapproved securities, subject to the
above maximum of 5% of scheme assets being issued by a
single body. A NURS may hold a maximum of 20% of the
fund’s assets in unapproved securities.

3. Derivatives: Both UCITS and NURS are permitted to
use derivatives for efficient portfolio management and for
investment purposes to the extent appropriate to meet the
scheme’s objectives and subject to maximum permitted
exposure limits for a UCITS and NURS respectively.

4. Direct investments in property, gold and unregu-
lated collective investment schemes (“UCIS”): UCITS
may not invest directly in property, whereas NURS are
permitted to do so subject to certain concentration restric-
tions and other requirements. A NURS may also invest in
other types of investment which may not be held directly
by a UCITS including gold (up to 10%) and UCIS (up to
20% or otherwise 100% in respect of a NURS structured
as a fund of alternative investment funds).

5. Borrowing: UCITS and NURS must not borrow in excess
of 10% of the total value of the scheme’s assets. In addi-
tion, for UCITS, any borrowing may only be on a tempo-
rary and infrequent basis.

In contrast, a “Qualified Investor Scheme” or “QIS” (which
may only be marketed to certain categories of investors) is
subject to very few investment restrictions, although the fund
manager still needs to ensure the fund provides a prudent spread
of risk for investors.

v.  Conflicts of interest

The UK regime requires a fund’s manager and depositary to
be independent of each other and to be in different groups of
companies. This is designed to assist in limiting and managing
the potential for conflicts of interests.

In addition, UK-authorised fund managers and deposi-
taries are required to comply with the FCA’s rules on managing
conflicts of interest, including the following requirements:

m  to take all appropriate steps to identify and prevent or
manage conflicts of interest between (i) the firm and its
clients, and (ii) clients of the firm;
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[ to maintain and operate effective organisational and
administrative arrangements with a view to taking all
reasonable steps to prevent conflicts of interest from
adversely affecting the interests of its clients;

m  to disclose the risk to investors where a firm’s arrange-
ments are insufficient to ensure, with reasonable confi-
dence, that risks of damage to the interests of a client will
be prevented; and

m  (in the case of UCITS fund managers and depositaries) to
keep and regularly update a record of conflicts of interest
that have arisen or may arise and to establish, implement
and maintain an effective conflicts of interest policy in the
form prescribed by the FCA (further requirements apply to
AIFMs).

vi. Reporting and recordkeeping

In the UK, there are requirements for authorised funds to

provide investors with regular reports on performance and other

matters. Investors can expect to receive the following reports:

®  Annual Reports on the fund’s performance comprising
reports from the fund manager, depositary and auditor,
accounts for the annual accounting period and compara-
tive information for evaluation purposes.

m  Half-Yearly Reports containing interim (unaudited
accounts) and a manager’s report for the period.

m  Periodic Reports sent at least quarterly and designed to
give investors a fair and balanced view of the activities
undertaken by the fund and the performance of the port-
folio over the period.

m  Other Reports including reports to investors in the event
that the overall value of the fund’s portfolio depreciates by
at least 10%.

m  Notifications on certain changes to the fund are required
to be sent to investors depending on the materiality of the
change.

Fund managers are required to maintain appropriate records
both to comply with and demonstrate compliance with the FCA
rules. The FCA rules contain, amongst others, specific require-
ments for records to be held of any minutes of investor meet-
ings, the issue and cancellation of any units and all portfolio
transactions (for UCITS).

vii. Other
There are no other main regulatory restrictions or requirements.

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

As outlined in question 2.1(ii) above, the fund manager is
responsible for investment decisions relating to the scheme
property. The fund manager may be an FCA-authorised entity
or may otherwise be carrying out activities pursuant to pass-
porting rights as an EEA management company (in respect of
a UCITS) or EEA AIFM (in respect of a NURS or QIS). In
addition, investment management functions may be delegated
by the fund manager to a third-party investment adviser, subject
to certain requirements including, where the delegate is not an
EEA firm, the existence of co-operation arrangements between
the FCA and the delegate firm’s regulator. Subject to such
requirements, such a delegate would not need to be authorised
by the FCA, provided they are not carrying out regulated activi-
ties in the UK or otherwise are doing so pursuant to the exercise
of EEA passporting rights.
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Applications for authorisation (also known as Part 4A permis-
sions) are made to the FCA through Connect, the FCA’s online
application portal. The process is designed to assess whether
the applicant meets the FCA’s required threshold conditions
and will be tailored according to the nature of the activities
which require authorisation. Information regarding the appli-
cant’s proposed activities, its business plan, senior management
and ownership, as well as I'T systems, will need to be provided.
Application fees range from £1,500 to £25,000, depending
on the complexity of the application. A decision on complete
applications will be given within six months of submission (and
within 12 months for incomplete applications).

2.3 In addition to the requirements above, are there

additional regulatory restrictions and requirements
imposed on investment advisers that advise public funds?

FCA-authorised managers will be subject to extensive require-
ments, including in relation to conduct of business, senior
management, systems and controls, financial requirements and
other rules relating to the operation of the fund.

Many of these requirements (in particular, around the opera-
tion of the fund) will continue to apply where an EEA manage-
ment company or AIFM is providing services into the UK on
a passported basis; however, such a manager will be subject to
prudential supervision by its home-state regulator.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

Digital currencies are not currently a recognised investment in
and of themselves for the purposes of the UK regulatory regime
applicable to public funds. Consequently, the requirements or
restrictions applicable to public funds investing in digital curren-
cies must be considered on a case-by-case basis according to how
the digital currency would be characterised under the regime
(for example, whether it would be regarded as a form of deriva-
tive or unit in a collective investment scheme) and the require-
ments or restrictions applicable to such instruments or securities
must then be applied.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

The majority of UK exchange traded funds are structured as
UCITs and are therefore subject to the requirements of the
UCITS Directive. In addition to complying with the require-
ments of the UCITS Directive (where applicable), the exchange
traded fund will also need to comply with the requirements
of the exchange on which it is listed. There are specific FCA
requirements which need to be satisfied for an exchange traded
fund to be listed on a UK stock exchange.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

These are referred to in questions 1.1 to 1.4, in particular:

1. The financial promotion restriction in s.21 FSMA, which
prohibits an unauthorised person in the course of busi-
ness communicating an invitation or inducement to
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engage in investment activity except where: the content of
the communication has been approved by an authorised
person in accordance with the FCA rules; or the commu-
nication is covered by an exemption.

2. The restriction on promotion in s.238 FSMA, which
prohibits an authorised person from communicating an
invitation or inducement to participate in a CIS, except
in relation to an authorised or recognised CIS as referred
to in question 1.1 above, unless the communication is
covered by an exemption.

3. Where the promotion relates to an authorised or recog-
nised CIS (or is otherwise permitted under an exemption),
the authorised person will need to comply with the FCA’s
rules on communicating with clients (including finan-
cial promotions) set out in Chapter 4 of the Conduct of
Business Soutrcebook (“COBS”) of the FCA Handbook
and the overriding principle to communicate information
to clients in a way which is fair, clear and not misleading.

4. In addition, where a fund is being distributed by an
FCA-authorised firm, they will be subject to certain addi-
tional requirements under the recast Markets in Financial
Instruments Directive (“MiFID II”) as implemented in
the UK. These include certain governance requirements
around identifying a target market for each fund and
ensuring the fund is only distributed to that target market.

Where the CIS is not a UCITS, it will be an “AIF” for the
purposes of the AIFMD, and the ATF manager will need to make
certain additional notifications to the FCA including an AIFMD
new fund under management notification and an AIFMD
marketing form. In addition, the AIF manager will need to
ensure that it makes available to investors before they invest
certain prescribed information and any material changes to it.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (i)
describe the level of substantive regulation applied to
licensed persons.

As above, an unauthorised person may only make a financial
promotion where the communication has been approved by an
authorised person or the communication is covered by an exemp-
tion. In relation to the latter, a number of commonly available
exemptions can be relied on in order to make certain types of
financial promotion (e.g. to certified high-net-worth individuals);
however, broadly speaking these exemptions would not permit an
unauthorised person to market to the general public in the UK
without some kind of prior solicitation from the potential investors.

The FCA authorisation process and ongoing level of regula-
tion on authorised persons is referred to at a high level in ques-
tion 2.3 above.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

In 2006, the Financial Services Authority (the predecessor body
to the FCA) launched the Retail Distribution Review (“RDR”)
with the aim of making the retail investment market work better
for consumers. One of the key outcomes of this review was
to improve the transparency of charges being levied against
consumers by those involved in the lifecycle of retail investment
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products. Measures included a ban on the payment of commis-
sion from fund managers to financial advisers or platforms for
recommending or selling their products. Such advisers and plat-
forms can now only be paid by charging the client a direct fee.

In addition, under the FCA’s inducement rules, there are very
limited circumstances in which a firm may pay or accept any fee
or commission, or provide or receive any non-monetary benefit,
in relation to any regulated business carried on for a client.

ii.  Advertising

The most relevant requirements are covered above, including
the rules in COBS 4 applicable to authorised persons as referred
to in question 3.1 above.

iii. Investor suitability

Where a firm advises a client or manages their investments, it
will need to take reasonable steps to ensure that its advice or
decision to trade is suitable for the client.

For other services, firms are required to carry out an “appro-
priateness test” where a non-advised sale relates to a product
which is “complex” for the purposes of MiFID. In the FCA’s
view, NURS funds are neither automatically non-complex nor
automatically complex and need to be assessed against certain
specified criteria accordingly.

As outlined above, fund manufacturers and distributors are
subject to certain product governance requirements which seek
to ensure sufficient systems and controls are in place to design,
approve, market and manage products. For product manufac-
turers, these include:

1. ensuring their products are designed to meet the needs of
an identified target market;

2. ensuring the strategy for distribution of the product is
compatible with the identified target market; and

3. taking reasonable steps to ensure that the product is
distributed to the target market.

Fund distributors are also subject to product governance
requirements including to: understand the products it is distrib-
uting; assess the compatibility of the products with the needs
of its clients; and ensure that the products are distributed only
when it is in the best interest of the clients.

iv.  Custody of investor funds or securities

The depositary of the fund is responsible for safeguarding the
fund’s assets. All of the depositaries in the UK-authorised fund
market are subsidiaries or divisions of large banking groups,
although there is no regulatory requirement to this effect. It
is not uncommon for the depositary to delegate the custody
function to a third-party custodian; however, the depositary
is effectively subject to a strict liability regime under UCITS
and ATFMD, respectively, in respect of any fund assets held in
custody that are lost.

3.4 Are there restrictions on to whom public funds may

be marketed or sold?

As outlined above, complex products may not be sold on an execu-
tion-only capacity to retail investors. This may potentially include
Non-UCITS Retail Schemes depending on the level of complexity
of the fund in question and whether it meets the relevant criteria.

In addition, regardless of whether a fund is considered to
be complex, the product manufacturer and distributor/s will
be required to comply with the MiFID II product govern-
ance requirements outlined above (including in respect of the
proposed target market).
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United Kingdom

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

There are no other main areas of regulation to be aware of.
4 Tax Treatment

4.1 What are the types of entities that can be public
funds in your jurisdiction?

Authorised UK funds comprise AUTs, OEICs and ACSs as
outlined in question 1.1 above.

4.2 What is the tax treatment of each such entity (both

entity-level tax and taxation of investors in respect of
allocations of income or distributions, as the case may be)?

Tax treatment of the fund

The tax treatment of each type of authorised UK fund is broadly

as follows:

(i)  An AUT (or each sub-fund as a sub-fund of an umbrella
fund will be treated as a separate taxable entity) is subject
to corporation tax on any taxable income at the basic rate
of income tax for the year of assessment. As such, the
normal corporation tax rates do not apply to AUTs. Any
capital gains made by AUTSs are generally exempt from the
taxation of chargeable gains.

(i) An OEIC is taxed on the same basis as an AUT.

(iif) Neither form of ACS is a taxable entity. As such, they are
not within the charge to direct taxes, and may generally
be regarded as “tax transparent” (although special rules,
discussed below, apply to investors in ACSs that are co-own-
ership schemes). Taxes on income and gains are generally
applied, instead, at the level of the investor. However, where
stamp taxes are payable on acquisitions, then the operator of
the ACS will generally account for these.

Tax treatment of the investors

The following applies to UK tax-resident investors and is a
general summary only. Special rules can apply, e.g. for certain
categories of investors such as traders or registered pension
schemes, and the investot’s particular tax treatment may depend
on their circumstances.
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Interest distributions from an AUT or OEIC are taxed as
interest, either under the loan relationship rules for corporates
or as income for individual investors.

Dividend distributions from an AUT or OEIC are taxed as
dividends. Individuals will generally pay tax at the relevant divi-
dend rates. Corporate investors are generally charged to corpo-
ration tax on the unfranked part of the dividend distribution
(with a credit for a deemed deduction).

Upon disposal of an interest in an AUT or OEIC, investors
may be subject to a charge to capital gains tax or corporation tax
on chargeable gains.

Investors in an ACS that is structured as a partnership are
taxed on their share of income and gains as they arise (e.g. on the
disposal of or changes to assets within the fund).

Investors in co-ownership ACSs are taxed on their share of
income as it arises. However, because a holding in a co-own-
ership fund is treated as an asset for tax purposes, investors
are only subject to tax on chargeable gains (if any) when they
dispose of their interest in the fund (rather than upon disposals
of underlying assets held in the fund).

Funds review
The UK government has announced that they will be under-
taking a review of the UK’s funds tax regime during 2020.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

Certain types of authorised UK funds may be subject to special

tax regimes. For example:

B Certain authorised investment funds (AUTs or OEICs)
that meet certain conditions can make an election to join
the “tax elected fund” regime. Broadly, investors are taxed
as if they held the undetlying assets of the fund directly.
An application to HM Revenue & Customs is required.

m  AUTsand OEICs that invest more than 50% of their assets
in non-reporting offshore funds (or that make an election)
are within the regime for funds investing in non-reporting
offshore funds (“FINROF”). Income gains are then
taxed on the investors (rather than at the fund level).
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1 Registration

1.1 Are funds that are offered to the public required
to be registered under the securities laws of your

jurisdiction? If so, what are the factors and criteria that
determine whether a fund is required to be registered?

A fund that is offered publicly in the U.S. must register under
the U.S. Investment Company Act of 1940 (the “1940 Act”)
if the fund is organised under U.S. law and is an “investment
company” as defined under the 1940 Act. Under Section 3(a)(1)
(A) of the 1940 Act, an “investment company” is defined as any
issuer that is or holds itself out as being engaged primarily, or
proposes to engage primarily, in the business of investing, rein-
vesting or trading in securities. Section 3(a)(1)(A) is a subjec-
tive test designed to capture issuers that hold themselves out to
the public as traditional funds, primarily engaged in the busi-
ness of investing in securities. Additionally, the definition of
“investment company’ also includes an objective, numerical test
designed to capture other types of issuers that may own signif-
icant amounts of investment securities, even if such issuers do
not hold themselves out to the public as traditional funds. The
objective, numerical test under Section 3(a)(1)(C) of the 1940 Act
defines an “investment company” as any issuer that is engaged
or proposes to engage in the business of investing, reinvesting,
owning, holding or trading in securities and owns or proposes
to acquire “investment securities” having a value exceeding 40%
of the issuet’s total assets (exclusive of U.S. government secu-
rities and cash items) on an unconsolidated basis. For these
purposes, “investment securities” includes all securities except
U.S. government securities, cash items and securities issued by
majority-owned subsidiaries which do not themselves fall within
the definition of “investment company” under the 1940 Act.

A fund thatis organised under the laws of a jurisdiction outside
the U.S. would not be permitted to register under the 1940 Act,
even if it fell within the 1940 Act definition of “investment
company”. Thus, as further discussed in question 1.4 below,
a non-U.S. fund that is an “investment company” as defined
under the 1940 Act would be prohibited from conducting a
public securities offering in the U.S., unless it: (a) is eligible for
an exemption from 1940 Act registration requirements; or (b)
applies for and obtains an order from the U.S. Securities and
HExchange Commission (the “SEC”) permitting such non-U.S.
fund to register under the 1940 Act and conduct a public
offering in the U.S. A number of exemptions atre available under
the 1940 Act for certain types of issuers, such as banks, insur-
ance companies, broker-dealers, finance subsidiaries, commer-
cial financing and mortgage banking businesses. An issuer that
qualifies for one of these exemptions would be permitted to

ICLG.com

Sarah E. Kim

offer its securities publicly in the U.S. without registering under
the 1940 Act, whether such issuer is organised under U.S. law or
the laws of a non-U.S. jurisdiction. However, non-U.S. funds
are unlikely to qualify for one of these exemptions, which are
intended to exempt certain types of financial services businesses,
and do not exempt funds that are primarily engaged in the busi-
ness of investing in securities. Non-U.S. funds are also unlikely to
be granted an order from the SEC permitting it to register under
the 1940 Act and conduct a public securities offering in the U.S.
Under Section 7(d) of the 1940 Act, the SEC is authorised to grant
such an order if the SEC finds that “it is both legally and practi-
cally feasible effectively to enforce the provision of the [1940 Act|
against the company, and further finds that granting the appli-
cation is otherwise consistent with the public interest and the
protection of investors”. This standard is often difficult to meet
because the regulatory frameworks applicable to funds outside the
U.S. differ significantly from the 1940 Act. For these reasons,
non-U.S. funds generally can only be offered in the U.S. on a
private basis, as discussed in further detail in question 1.4 below.

1.2 What does the fund registration process involve,

e.g., what documents are required to be filed?

A U.S. fund may initiate registration under the 1940 Act by
filing a notification of registration on Form N-8A. Within three
months after filing its Form N-8A, the fund is required to file
a registration statement that describes, among other things, the
fund’s investment objectives, principal investment risks, fees,
performance and management, and the fund’s policies with
respect to borrowing money, issuing senior securities, under-
writing securities issued by others, investment concentrations,
purchase and sale of real estate and commodities, making loans
and portfolio turnover. A fund’s registration statement contains
its Prospectus and Statement of Additional Information, and
must be filed with certain other documents attached as exhibits,
such as the fund’s Articles of Incorporation and By-Laws,
investment advisory agreements, custodian agreements, transfer
agency agreements and other material agreements entered into
by the fund. The form that is required to be used for the regis-
tration statement will depend on the type of fund that is being
registered. For example, open-end funds that issue redeem-
able shares, such as mutual funds, register on Form N-1A, and
closed-end funds that issue non-redeemable shares register on
Form N-2. Registration fees are also required to be paid to
the SEC in connection with a fund’s registration, in the case of
closed-end funds, prior to the effective date of the registration
statement, and in the case of open-end funds, within 90 days
after the end of the fund’s fiscal year, based on the amount of
securities sold and redeemed during such fiscal year.
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Filings with the SEC must be done electronically on the SEC’s
Electronic Data Gathering and Retrieval System (“EDGAR”).
After a registration statement is filed with the SEC on EDGAR,
the SEC staff will review the registration statement and provide
initial written comments, typically within 30 days of the
EDGAR filing. The review process may involve several rounds
of comments and exchanges with SEC staff, until all of the SEC
staff’s comments are resolved and the registration statement is
declared effective. Typically, the review process will take at least
90 days or longer, depending on the nature of the SEC staff’s
comments. A fund may not make a public offering of its securi-
ties in the U.S. until its registration statement is effective.

1.3 What are the consequences for failing to register a

fund that is required to be registered in your jurisdiction?

There are severe consequences for funds that fail to comply with
the registration requirements under the 1940 Act. Section 47
of the 1940 Act states that contracts made in violation of the
1940 Act or the rules thereunder are unenforceable by either
party, unless a court finds that enforcing such contracts would
produce a more equitable result and would not be inconsistent
with the 1940 Act’s purposes. For example, under Section 7(a)
of the 1940 Act, a U.S. fund that is required to register under
the 1940 Act is prohibited from selling its securities publicly in
the U.S. unless it is registered. If such fund conducts a public
offering of its securities in the U.S. without having first regis-
tered under the 1940 Act, the sale of its securities would be in
violation of Section 7(a) of the 1940 Act, and therefore void-
able under Section 47 of the 1940 Act. Buyers of the fund’s
securities in such case would theoretically have an option to
rescind their purchase of the fund’s securities. Underwriters
and other counterparties may also be unwilling to enter into
underwriting or other agreements with such fund because of
the risk that the indemnification provisions and other under-
takings would be unenforceable against the fund.

For a non-U.S. fund, which as discussed above is not
permitted to register under the 1940 Act, activities in the U.S.
will be limited unless such non-U.S. fund qualifies for and
complies with the requirements of an exemption under the 1940
Act. For example, most U.S. lenders require a legal opinion
that the borrower is not required to register under the 1940 Act,
and that the loan agreement is valid and enforceable against the
borrower. If a non-U.S. fund does not qualify for or comply
with an exemption under the 1940 Act, it may be unable to
obtain such a legal opinion, and could have difficulty borrowing
money in the U.S.

In addition, there are monetary fines and criminal penalties
for knowing violations of the 1940 Act.

1.4 Are there local residency or other local qualification
requirements that a fund must meet in order to register

in your jurisdiction? Or are foreign funds permitted to
register in your jurisdiction?

A fund must be organised under U.S. law in order to be eligible
to register under the 1940 Act. A fund organised outside the
U.S. is not permitted to register under the 1940 Act and, under
Section 7(d) of the 1940 Act, is generally prohibited from
making a public offering of securities in the U.S. using “inter-
state commerce” as defined in Section 2(a)(18) of the 1940 Act
(i.e., using trade, commerce, transportation or communication
among the several states or possessions of the U.S., or between
any such state or possession of the U.S. and any foreign country,
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place or ship outside of the U.S). A non-U.S. fund therefore
can only offer its securities publicly in the U.S. if it qualifies
for an exemption, or applies for and obtains an SEC order. As
discussed in question 1.1 above, non-U.S. funds generally are
not likely to qualify for an exemption or SEC order allowing
them to offer their securities publicly in the U.S. Thus, although
non-U.S. funds may make public offerings outside the U.S., such
non-U.S. funds typically only offer securities in the U.S. on a
private basis, relying on the private fund exemptions in Sections
3(©)(1) and 3(c)(7) of the 1940 Act.

Section 3(c)(1) exempts from 1940 Act registration require-
ments funds whose securities are not offered publicly in the
U.S. and are beneficially owned by not more than 100 holders.
Section 3(c)(7) exempts from 1940 Act registration require-
ments funds whose securities are not offered publicly in the U.S.
and are beneficially owned by investors who qualify as “quali-
fied purchasers” as defined in Section 2(a)(51) of the 1940 Act
(e.g., investors who own significant investment portfolios gener-
ally with a value of at least $25 million for institutions and $5
million for individuals). In a series of no-action letters, the SEC
staff applied these private fund exemptions to non-U.S. funds,
and permitted non-U.S. funds to conduct a private offering of
securities in the U.S. in compliance with Section 3(c)(1) or 3(c)
(7) concurrently with a public offering abroad, provided that
after the offerings: (a) there were no more than 100 persons
resident in the U.S. who were beneficial owners of the rele-
vant fund’s securities for purposes of Section 3(c)(1); or (b)
all U.S. resident owners of the relevant fund’s securities were
qualified purchasers for purposes of Section 3(c)(7). See, e.g.,
Touche, Remnant & Co., SEC No-Action Letter (Aug. 27, 1984);
Goodwin, Procter & Hoar, SEC No-Action Letter (Feb. 28,
1997). In other words, the SEC staff took the position generally
that non-U.S. resident shareholders of a non-U.S. fund need not
be counted toward the 100-beneficial-owner limit under Section
3(0)(1), and need not be qualified purchasers when relying on
Section 3(c)(7). Non-U.S. funds may not, however, rely on both
Sections 3(c)(1) and 3(c)(7) for private offerings in the U.S. This
is consistent with the regulation of U.S. funds, which are not
permitted to rely on a combination of Sections 3(c)(1) and 3(c)(7)
to be exempt from registration under the 1940 Act.

2 Regulatory Framework

2.1 What are the main regulatory restrictions and
requirements that a public fund must comply with in the

following areas, if any? Are there other main areas of
regulation that are imposed on public funds?

i.  Governance

The 1940 Act is a comprehensive regulatory regime that
imposes strict requirements on funds that are registered under
the Act. In addition, a special set of rules under the 1940 Act
apply to money market funds, which are a type of registered
fund typically used by retail and institutional investors as cash
management vehicles. The 1940 Act money market fund rules
are designed to promote principal stability and liquidity; for
example, by imposing strict requirements regarding the credit
quality, liquidity, maturity and diversification of investments
made by money market funds.

For example, the 1940 Act imposes a number of requirements
regarding a registered fund’s corporate governance, which are
intended to protect the fund’s shareholders by ensuring that the
fund’s board is sufficiently independent, with specific oversight
responsibilities, and that shareholders have the right to vote on
director elections and other important matters. Section 10 of
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the 1940 Act permits up to 60% of a registered fund’s board of
directors to consist of “interested persons” of the fund. (Under
Section 2(2)(19) of the 1940 Act, “interested persons” of a regis-
tered fund is broadly defined and includes, among others:
persons who have a 5% ownership in, or otherwise controls,
are controlled by or under common control with, such fund;
persons who are affiliated with the fund’s investment adviser;
persons who have acted as legal counsel to the fund; and persons
who have executed portfolio transactions for, engaged in prin-
cipal transactions with, or loaned money to, such fund or any
other fund sharing an investment adviser with such fund.)
However, most registered funds rely on certain exemptive rules
under the 1940 Act which were amended by the SEC to require
compliance with additional fund governance standards that
are set out in Rule 0-1(2)(7) under the 1940 Act. Rule 0-1(a)
(7) requires that: (a) independent directors must constitute at
least 75% of the fund’s board; (b) only the independent directors
select and nominate any other independent director of the fund;
(¢) legal counsel for the independent directors must be an inde-
pendent legal counsel meeting the requirements of Rule 0-1(a)
(6); (d) an independent director must serve as chairman of the
board; (e) the board must perform an annual evaluation of itself
and its committees; (f) the independent directors must meet at
least quarterly in a session at which no directors who are inter-
ested persons of the fund are present; and (g) the independent
directors must be authorised to hire employees and to retain
advisers and experts necessary to carry out their duties. The
requirements noted in items (a) and (d) above were subsequently
vacated by U.S. federal court decisions, and to date, the SEC
has not re-proposed them. Registered funds that rely on the
1940 Act exemptive rules therefore must comply with the fund
governance standards set out in Rule 0-1(a)(7), other than items
(a) and (d) above, and have independent directors that constitute
at least a majority of the fund’s board, which was the require-
ment in effect before Rule 0-1(a)(7) was adopted. See Role of
Independent Directors of Investment Companies, SEC Release
No. IC-24816 (Jan. 2, 2001).

The 1940 Act requires the board of directors of a registered
fund to carry out specific responsibilities to monitor the activ-
ities of the fund and to monitor self-dealing by the sponsor or
investment adviser to the fund. For example, the board of a
registered fund is responsible for: (a) approving the fund’s invest-
ment advisory agreement, underwriting agreement and distribu-
tion plans; (b) adopting a code of ethics governing the personal
trading activity of the fund’s personnel and access persons; (c)
selecting independent auditors for the fund; (d) designating the
Chief Compliance Officer of the fund, and his or her compen-
sation; (€) adopting or approving the written policies and proce-
dures of the fund, and its investment adviser, principal under-
writer, administrator and transfer agent, based on a finding
by the board that the policies and procedures are reasonably
designed to prevent violations of U.S. securities laws; and (f)
reviewing, at least annually, a written report of the fund’s Chief
Compliance Officer in order to determine the adequacy and
effectiveness of the fund’s compliance policies and procedures
and those of its service providers.

The 1940 Act also imposes certain requirements regarding
the voting rights of shareholders of a registered fund. Every
share issued by a registered fund generally must have voting
rights equal with every other voting share issued by the fund.
Approval of a majority of the outstanding voting shares of a
registered fund is required to approve, among other matters:
(@) changes in the fund’s investment objective (unless the
prospectus specifically states that the investment objective
can be changed without a shareholder vote); (b) changes in
any fundamental investment policy of the fund; (c) the fund’s
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investment advisory agreements and distribution plans; and (d)
election and/or changes to the board of directors. Shatcholder
approval is also sometimes required to ratify the board’s selec-
tion of independent auditors for the fund.

ii. Selection of investment adviser, and review and
approval of investment advisory agreement

The investment advisory agreement between a registered fund
and its investment adviser must be approved by a majority vote
of the fund’s shareholders, and is subject to procedural require-
ments regarding review and approval by the fund’s board of
directors. Under Section 15(a) of the 1940 Act, a registered
fund’s investment advisory agreement may continue in effect for
more than two years only if it is approved at least annually by the
fund’s board of directors or a majority vote of the fund’s share-
holders. In addition, Section 15(c) of the 1940 Act requires that
the investment advisory agreement, and renewals thereof, must
be approved by a majority of directors who are not parties to
the agreement or interested persons of any party to the agree-
ment. Section 15(c) specifically imposes a duty on the fund’s
board of directors to request and evaluate such information as
may be reasonably necessary to evaluate the terms of the invest-
ment advisory agreement, and obligates the investment adviser
to provide such information to the board. According to guid-
ance provided in U.S. federal court decisions and followed by
the SEC, material factors that are reasonably necessary for the
board to evaluate an investment advisory agreement include: the
nature and quality of the adviser’s services; the performance of
the fund and the adviser; the adviset’s cost in providing services
to the fund; the profitability of the fund to the adviser; the
extent to which the adviser realises economies of scale as the
fund grows larger; fee structures for comparable funds; and any
fall-out benefits accruing to the adviser or its affiliates. See,
e.g., Gartenberg v. Merrill Lynch Asset Management, Inc., 694 F.2d 923
(2d Cir. 1982); Jones v. Harris Associates 1..P., 559 U.S. 335 (2010).
Recordkeeping rules under the 1940 Act require registered funds
to retain copies of materials that the board reviewed in connec-
tion with approving the funds’ investment advisory agreements.
According to the SEC, maintenance of such records by a fund
facilitates an SEC examiners’ review of whether the fund’s
board of directors has obtained the necessary information to
be able to conduct informed evaluations of the fund’s invest-
ment advisory agreement. See Disclosure Regarding Approval
of Investment Advisory Contracts by Directors of Investment
Companies, SEC Release No. IC-26486 (Jun. 23, 2004).

iii. Capital structure

Section 18 of the 1940 Act imposes strict requirements on
a registered fund’s capital structure. The requirements are
designed to ensure that all shareholders of the fund are treated
equitably and that shareholders are not subject to the increased
risks of a highly-leveraged investment strategy. For example,
open-end funds are permitted to issue only one class of equity
securities, and borrowing by open-end funds is only permitted
under certain circumstances, including maintenance of asset
coverage of at least 300% for all borrowings. Closed-end funds
are permitted to issue only three classes of securities: one class
of common; one class of preferred; and, generally, one class of
debt. In addition, closed-end funds are required to maintain
certain asset coverage ratios with respect to their senior securi-
ties: (a) preferred stock (together with any borrowings and debt
securities) may not represent more than 50% of a closed-end
fund’s assets less liabilities other than borrowings and debt secu-
rities; and (b) borrowings and debt securities may not represent
more than 33% of a closed-end fund’s assets less liabilities other
than borrowings and debt securities. If a closed-end fund fails
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to maintain the required asset coverage on its senior securi-
ties, the fund may be prohibited from paying dividends on or
repurchasing any junior security and, if continued long enough,
holders of senior securities issued in compliance with the 1940
Act may be entitled to elect a majority of the fund’s directors.
Some registered funds may pursue alternative investment
strategies through the use of derivative instruments. However,
certain detivative instruments sold by, and certain derivative
transactions entered into by, a registered fund, may be consid-
ered an impermissible separate class of equity or debt securi-
ties unless the fund segregates assets or “covers” the transac-
tion through an offsetting transaction. On November 25, 2019,
the SEC proposed new Rule 18f-4 which, if adopted, would
supersede the SEC’s previously issued guidance regarding the
use of derivatives by registered funds. The SEC’s proposal was
substantially revised from the original version of the rule that
was proposed by the SEC on December 11, 2015. As proposed,
Rule 18f-4 would impose new compliance obligations on regis-
tered funds that enter into derivative transactions, including
fund leverage risk limits for derivatives transactions based on
daily testing of a registered fund’s relative value at risk (“VaR”).

iv. Limits on portfolio investments
The 1940 Act restricts the investments that can be made by regis-
tered funds. For example, a registered fund is limited in its ability
to purchase securities of, or sell its securities to, other registered
and unregistered funds. The 1940 Act also restricts investments
by registered funds in securities-related issuers, such as brokers/
dealers, underwriters, investment advisers (or companies that
derive more than 15% of their revenues from securities-related
businesses) and insurance companies. Most derivative counter-
parties are investment banks that are generally considered secu-
rities-related issuers, and therefore, registered funds may be
limited in their ability to enter into certain derivative contracts
which involve economic exposure to such investment banks.
The 1940 Act also limits the ability of a registered fund to acquire
voting securities of an issuer if, to the knowledge of the fund,
cross-ownership or circular ownership exists between the fund
and the issuer. A registered fund may not concentrate more than
25% of its investments (including debt securities) in a particular
industry unless the fund specifies in its registration statement
such industry or group of industries in which it is concentrated.
Registered open-end funds, such as mutual funds, are also
subject to restrictions regarding illiquid investments, and to the
liquidity risk management requirements of Rule 22e-4, which
was adopted by the SEC on October 13, 2016. Under Rule
22e-4, registered open-end funds are generally required to adopt
and implement a written liquidity risk management programme
and adhere to certain investment restrictions, such as: prohib-
iting a fund’s acquisition of any illiquid investment if, immedi-
ately after such acquisition, the fund would have invested more
than 15% of its net assets in illiquid investments; and estab-
lishing a minimum percentage of the fund’s net assets required
to be invested in highly liquid investments.

v.  Conflicts of interest

The 1940 Act imposes strict limits on a registered fund’s trans-
actions with affiliates and affiliates of affiliates, which are
designed to regulate situations where there is a risk that the fund
may be overreached by such affiliated persons. For example,
under Section 17 of the 1940 Act, a registered fund’s affili-
ates, promoters, principal underwriters, and their affiliates, are
prohibited from engaging in principal transactions to purchase
property from or sell property to the fund, or borrow money
from the fund. For these purposes, “affiliate” of a fund, as
defined in Section 2(a)(3) of the 1940 Act, includes any person
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or entity which: (a) holds 5% or more of the outstanding voting
securities of the fund; (b) has outstanding voting securities,
5% or more of which are owned by the fund; (c) controls, is
controlled by or is under the common control with the fund; (d)
is an officer, director, partner or employee of the fund; or (e) is
the fund’s investment adviser or member of an advisory board
thereof. Section 17 of the 1940 Act also limits the compensa-
tion that affiliates (and affiliates of such affiliates) of a registered
fund may accept for acting as an agent in connection with the
purchase or sale of property from or to such fund. A registered
fund’s affiliates and principal underwriters, and their affiliates,
are also prohibited from engaging in “joint transactions” (inter-
preted very broadly by the SEC) with such fund. In addition,
Section 10 of the 1940 Act restricts purchases of securities by a
registered fund during an underwriting syndicate if any affil-
iate of such fund is a principal underwriter for the issuer. Rules
under the 1940 Act exempt certain affiliated and other prohib-
ited transactions, provided certain conditions are met, and upon
an application request, other such transactions may be exempted
by SEC ordet.

vi. Reporting and recordkeeping

Registered funds must be sent to their shareholders’ audited
annual reports and unaudited semi-annual reports within 60 days
after the end of the fiscal year and second quarter, respectively.
Such reports must contain financial statements and certain addi-
tional information, such as a list of amounts and values of secu-
rities owned on the date of the balance sheet, a statement of the
aggregate remuneration paid to the directors by the fund during
the period covered by the report, and a statement of the aggre-
gate dollar amounts of purchases and sales of investment securi-
ties made during such period. These shareholders reports must
be filed with the SEC on Form N-CSR, accompanied by certifi-
cations of the fund’s principal executive and principal financial
officers, and are made publicly available. Additional disclosure
must be made on Form N-CSR filings, such as a description of
matters submitted to a vote of the fund’s shareholders during
the period covered by the report.

Registered funds are also required to file with the SEC all
shareholder meeting proxy materials sent to shareholders in
accordance with proxy rules under the U.S. Securities Exchange
Act of 1934 (the “Exchange Act”), file annual reports on
Form N-PX disclosing how the fund voted proxies on portfolio
holdings, and file additional annual reports on Form N-CEN.
Currently, registered funds are also required to file a list of their
investment holdings on Form N-Q, but such reports have been
rescinded effective May 1, 2020 pursuant to amended rules
adopted by the SEC on October 13, 2016. Under the amended
rules, the SEC adopted a new quarterly filing requirement on
Form N-PORT, which requires monthly data on a fund’s port-
folio holdings, such as pricing of portfolio securities, informa-
tion regarding repurchase agreements, securities lending activ-
ities and counterparty exposures, terms of derivative contracts
and discrete portfolio-level and position-level risk measures.
According to the SEC, information reported on Form N-CEN
and Form N-PORT will help the SEC understand trends in the
fund industry, carry out regulatory responsibilities, and analyse
and understand the various risks in a particular fund, as well as
across the industry as a whole.

Registered funds are required to maintain specified records,
including sales literature, advertisements and pamphlets, direc-
tor-questionnaires, materials reviewed in connection with
approving the advisory contract, certain transaction reports,
research and advisory materials for at least six years (with
such records being maintained for at least two years on site).
Registered funds are also required to permanently maintain
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(with such records being maintained for at least two years on
site) certain financial, transactional and shareholder records, and
corporate charters, by-laws and minutes. The SEC is authorised
to conduct examinations of such records.

vii. Other

Registered funds are subject to additional requirements under
the 1940 Act, such as those relating to maintenance of fidelity
insurance bonds, custody of fund assets, and share price deter-
minations for sales, repurchases and redemptions of open-end
fund shares, as well as requirements under other U.S. regula-
tory frameworks, including anti-money laundering regulations,
customer privacy laws, and U.S. tax laws (as further discussed in
section 4 below).

2.2 Areinvestment advisers that advise public funds
required to be registered and/or regulated in your

jurisdiction? If so, what does the registration process
involve?

An investment adviser to a fund that is registered under the 1940
Act generally must be registered as an investment adviser under
the U.S. Investment Advisers Act of 1940 (the “Advisers Act”),
and comply with all the requirements thereunder. Investment
advisers register on Form ADV, which includes a submission
to jurisdiction and service of process in the U.S., and an under-
taking to make records available to the SEC. The Form ADV
requires detailed disclosures regarding, among other things, the
adviser’s business practices, investment methods, ownership
structure, disciplinary history, types of compensation and affil-
iations with financial industry participants. Part 1 and Part 2A
of Form ADV are filed electronically through the Investment
Adviser Registration Depository (“IARD”), and after filing,
such documents are publicly accessible on the SEC’s Investment
Adviser Public Disclosutre website. Part 2B of Form ADV may
need to be completed with respect to certain supervised persons
of the investment adviser and delivered to clients, but is not
required to be filed with the SEC or made publicly available.
The SEC must approve an adviset’s application for registration
within 45 days after the date of the filing or institute proceed-
ings to determine whether registration should be denied.

2.3 In addition to the requirements above, are there
additional regulatory restrictions and requirements

imposed on investment advisers that advise public
funds?

As registered advisers under the Advisers Act, investment
advisers to registered funds are subject to numerous compliance
obligations, including: adopting a Code of Ethics to address
compliance with applicable U.S. securities laws and to monitor
personal trading activity of certain employees; implementing a
written compliance programme and appointing a chief compli-
ance officer to administer such programme; providing adequate
supervision of personnel who are subject to the adviser’s
control; establishing written policies and procedures reasonably
designed to prevent the misuse of material, non-public informa-
tion, including insider trading, front-running (trading ahead of
client orders) and scalping (trading ahead of client recommenda-
tions); and complying with Advisers Act requirements and SEC
guidance such as those regarding advertising and use of perfor-
mance data, best execution, custody of client assets, principal
and agency cross transactions, brokerage arrangements, aggre-
gation and allocation practices, trade error correction, proxy
voting procedures and recordkeeping.
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If a registered fund invests or trades in “commodity interests”,
the fund’s operator and investment adviser may be required to
register as a commodity pool operator (“CPO”) or commodity
trading adviser (“CTA”) under the U.S. Commodity Exchange
Act (“Commodity Exchange Act”) and the rules of the U.S.
Commodity Futures Trading Commission (“CFTC”). The
Commodity Exchange Act and CFTC Rules regulate sales and
trading in “commodity interests”, including swaps, futures
contracts, options on futures contracts and commodity
options. Registered CPOs and CTAs are subject to regula-
tion under the Commodity Exchange Act and the CFTC Rules,
and are required to become members of the National Futures
Association (“NFA”), subject to NFA member rules.

2.4 Are there any requirements or restrictions in

your jurisdiction for public funds investing in digital
currencies?

As of the time of writing, no public exchange-traded funds
investing in digital currencies have been approved in the U.S.
The SEC and its staff primarily cited concerns around the cryp-
tocurrency spot market, including the online exchanges where
such assets trade. For more information, please see Davis Polk
& Wardwell LLP’s chapter entitled “The Current State of U.S.
Public Cryptocurrency Funds” within this guide.

2.5 Are there additional requirements in your

jurisdiction for exchange-traded funds?

Exchange-Traded Funds (“ETFs”) must either meet the require-
ments of new Rule 6¢-11 under the 1940 Act or apply to the SEC
for exemptive relief from various requirements of the 1940 Act
that would otherwise inhibit their operation as ETFs. In addi-
tion to meeting 1940 Act requirements, an ETF would also be
required to comply with the listing standards of the exchange
upon which it lists its shares. To the extent an ETF does not fall
within existing exchange listing standards, an additional SEC
exemptive order may also be necessary.

On September 26, 2019, the SEC adopted Rule 6c¢-11 to
modernise the regulation of ETFs by establishing a clear and
consistent framework for the majority of ETFs. The new rule
and related form amendments became effective on December 23,
2019, with a one-year transition period for compliance with the
form amendments. Rule 6¢-11 provides ETTs within its scope
with exemptions from certain provisions of the 1940 Act, allowing
such ETFs to: (i) redeem shares only in creation unit aggrega-
tions; (ii) permit ETT shares to be purchased and sold at market
prices rather than at net asset value per share (“INAV”); (iii) engage
in in-kind transactions with certain affiliates; and (iv) in limited
circumstances, pay authorised participants redemption proceeds
more than seven days after shares are tendered for redemption.

Rule 6c¢-11 is currently available only to transparent ETFs
organised as open-end funds that are index-based or actively
managed, which constitute the vast majority of today’s ETFs.
ETFs that are: (i) organised as unit investment trusts; (ii) struc-
tured as a share class of a multi-class fund; or (iii) leveraged/
inverse ETFs (i.e., ETFs that seek directly or indirectly to
provide returns at a multiple of a specific index over a fixed
period of time, or, which seck to provide returns that have an
inverse relationship to the performance of a specific index over
a fixed period of time) cannot rely on Rule 6¢-11 in its current
form. However, on November 25, 2019, the SEC proposed to
amend Rule 6¢-11 to permit leveraged/inverse ETFs to rely on
the rule (along with new Rule 18f-4 under the 1940 Act, which,
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if enacted, would impose requirements on the use of derivatives
and certain other transactions by certain registered funds).

Rule 6¢-11 imposes conditions on ETFs relying on the rule,
including, among other things, requirements that such ETFs:
(i) be listed on a national securities exchange; (ii) provide daily
portfolio transparency on their website; (iii) for ETFs that
use “custom baskets” (i.e., baskets that do not reflect a pro rata
representation of the fund’s portfolio or that differ from the
initial basket used in transactions on the same business day),
adopt written policies and procedures that set forth the param-
eters for constructing and accepting such custom baskets; and
(iv) disclose certain information on their website.

For example, an ETF relying on the rule must disclose promi-
nently on its publicly available website the portfolio holdings that
will form the basis for each calculation of NAV per share, and
any cash balancing amount (if any), each business day before the
opening of regular trading on the primary listing exchange of the
ETF’s shares. The ETF must disclose for each portfolio holding
on a daily basis, the: (1) ticker symbol; (2) CUSIP or other identi-
fier; (3) description of holding; (4) quantity of each security or other
asset held; and (5) percentage weight of the holding in the portfolio.

The ETF must also provide website disclosure of: (i) the ETF’s
NAYV per share, market price and premium or discount, each as
of the end of the prior business day; (ii) historical information
regarding the median bid-ask spreads over the most recent 30
days; and (iii) historical information, in a table and line graph,
illustrating the extent and frequency of the ETF’s premiums and
discounts for the most recently completed calendar year and the
most recently completed calendar quarters of the current year.
If an ETF’s premium or discount is greater than 2% for more
than seven consecutive trading days, the ETF is also required
to post such information on its website, and disclose the factors
that are reasonably believed to have materially contributed to the
premium or discount.

In addition, the ETF must comply with certain recordkeeping
requirements, including preserving and maintaining copies of
all written authorised participant agreements. For each basket
exchanged with an authorised participant, an ETF must main-
tain a record including: (i) the ticker symbol, CUSIP or other
identifier, description of holding, quantity of each holding and
percentage weight of each holding within the basket; (ii) iden-
tification of the basket as a custom basket and stating that the
custom basket complies with the ETF’s custom basket policies
and procedures (if applicable); (iii) the cash balancing amount (if
any); and (iv) the identity of the authorised participant. An ETF
will be required to maintain such records for at least five years,
and do so in an easily accessible place for the first two years.

In addition to the above requirements of Rule 6¢-11, ETFs
must also comply with specific requirements contained in the
registration statement used for such ETF (Form N-1A for
open-end ETFs or Form N-8B-2 for unit investment trust
ETTFs), as well as certain reporting requirements specific to
ETFs contained in documents required to be filed with the SEC
(such as Form N-CEN). The foregoing discussion is focused on
ETFs that invest primarily in securities. Additional or different
requirements would apply to other types of ETFs, such as those
primarily investing in commodities or commodity derivatives.

3 Marketing of Public Funds

3.1 What regulatory frameworks apply to the marketing

of public funds?

The marketing of securities in the U.S., including shares of
funds registered under the 1940 Act, is subject to the Exchange
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Act, the U.S. Securities Act of 1933 (the “Securities Act”)
and the SEC rules thereunder. Persons subject to licensure,
as described in question 3.2, are generally also subject to the
Exchange Act, the SEC rules thereunder, and the rules of the
Financial Industry Regulatory Authority (“FINRA”). The
marketing of registered funds is also subject to 1940 Act require-
ments regarding advertising and distribution plans, and adver-
tising restrictions under Advisers Act provisions applicable to
the funds’ investment advisers.

3.2 s licensure with a regulatory authority required of
persons (whether entities or natural persons) engaged
in marketing activities? If so: (i) are there commonly

available exceptions that may be relied on?; and (ii)
describe the level of substantive regulation applied to
licensed persons.

The Exchange Act provides that a person “engaged in the busi-
ness of effecting transactions in securities for the account of
others” is a generally a “broker” and, absent an exception, must
register with the SEC if the person “induces or attempts to induce
the purchase or sale” of securities. As a result, a person (whether
a legal entity or natural person) that solicits U.S. investors to
purchase registered fund securities may be subject to registra-
tion with the SEC as a broker-dealer. Therefore, registered funds
in the U.S. are typically sold through registered broker-dealers.
Natural persons may avoid individual registration by becoming
associated with an entity that is a registered broker-dealer.
Natural persons associated with a registered fund’s investment
adviser may seck to rely on a safe harbour from being deemed
a “broker” subject to registration or association with a regis-
tered broker-dealer. Under Rule 3a4-1 under the Exchange Act,
a partner, officer, director or employee of an investment adviser
to a registered fund would not be deemed to be a “broker” in
connection with the person’s participation in the sale of the
registered fund’s securities, where a number of particular condi-
tions are met, including that the person is not compensated
through commissions or similar remuneration that is dependent
on whether transactions in securities occur, that the person has
substantial duties for the adviser unrelated to selling securities,
and that the person limits their participation in particular ways.
Registered broker-dealers and their natural person associated
persons are subject to extensive substantive regulation. In addi-
tion to registration with the SEC, broker-dealers are also gener-
ally required to become members of FINRA and register with
applicable states. Broker-dealers are subject to minimum regu-
latory capital requirements, limitations on distribution of assets
to affiliates, regulation of their handling of customers’ fund
and securities, regulation of their sales practices, limitations
on margin lending, significant ongoing regulatory events and
financial reporting, annual financial audits, record creation and
maintenance obligations, maintaining internal supervision and
surveillance, anti-money laundering and know-your-customer
requirements, restrictions on the content of communications
with the public and obligations in connection with the prepara-
tion and potential filing requirements relating to these commu-
nications, requirements to obtain FINRA approval for material
changes in business or certain changes in ownership, generally
adhering to high standards of commercial honour and just and
equitable principles of trade, among other obligations. A natural
person secking to become associated with a broker-dealer must
pass qualifying examinations administered by FINRA, subject
themselves to fingerprinting and provide disclosure of extensive
background information. Registered individuals may be subject to
restrictions on the business activities that they engage in outside
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the scope of their association with the broker-dealer, including
personal securities transactions, must meet continuing educa-
tion requitements, and are subject to various ongoing reporting
requirements. Broker-dealers and their natural person associated
persons are subject to examination and enforcement by the SEC,
applicable states, FINRA and any other self-regulatory organisa-
tion of which the broker-dealer is a member.

3.3 What are the main regulatory restrictions and
requirements in the following areas, if any, that must be

complied with by entities that are involved in marketing
public funds?

i.  Distribution fees or other charges

FINRA Rule 2341 prohibits FINRA member broker-dealers
from engaging in the sale of registered fund securities if the sales
charges are “excessive”, as defined in the rule. The rule sets
forth particular maximum sales charges that differ depending
on the relevant fee structures and mix of fees, with the aggregate
maximum sales charges generally ranging from 6.25% to 8.5%.
FINRA also requires that, to the extent that volume breakpoints
or other fee discounts are promised, FINRA members ensure
that customers receive them.

ii.  Advertising

FINRA Rule 2210 requites that all broker-dealer communica-
tions, including advertisements for registered funds, be based on
principles of fair dealing and good faith, be fair and balanced,
and provide a sound basis for evaluating the facts, while not
omitting any material fact that would cause the communications
to be misleading. Broker-dealers also may not include any false,
exaggerated, unwarranted, promissory or misleading statement
or claim in any communication, and must ensure that statements
are clear and not misleading within the context in which they
are made, and that they provide balanced treatment of risks and
potential benefits. Communications may not predict or project
performance, or imply that past performance will recur. FINRA
generally interprets these requirements as prohibiting communi-
cations from containing performance information that is not the
actual performance of the particular fund — such as hypothetical
or back-tested performance, information on targeted returns, or
information regarding the performance of a related investment.

Advertisements that are expected to be distributed or made
available to more than 25 retail investors within a 30-day period
generally must be internally pre-approved by particular licensed
personnel.  When such advertisements relate to registered
funds, they must be filed with FINRA within 10 days of first
use. Additional obligations apply to the use of advertisements
for registered funds that contain certain performance rankings or
comparisons, including a requirement to file those materials with
FINRA 10 days prior to first use.

Advertisements and sales literature regarding registered funds
mustalso generally comply with specific form and content require-
ments under SEC rules, such as Rule 34b-1 under the 1940 Act,
and Rule 482 under the Securities Act. Such marketing materials
are also subject to anti-fraud provisions of the U.S. federal securi-
ties laws, including Rule 206(4)-1 under the Advisers Act, which
prohibit misleading or deceptive advertising practices.

iii. Investor suitability and best interest

Under FINRA Rule 2111, a broker-dealer recommending a
security transaction, including the purchase of registered funds,
must have a reasonable basis to believe that the transaction
is suitable for the customer, based on the customer’s invest-
ment profile (including the customer’s age, other investments,
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financial situation and needs, tax status, investment objec-
tives, investment experience, investment time horizon, liquidity
needs, risk tolerance, and any other information the customer
may disclose). Suitability analysis requires consideration of:
(i) reasonable-basis suitability (that the registered fund is suit-
able for at least some investors); (ii) customer-specific suitability
(that the recommended transaction is suitable for the particular
customer); and (iii) quantitative suitability (that even if suitable
in isolation, the recommended transaction is suitable and not
excessive in light of other recommended transactions). With
respect to certain institutional investors, a broker-dealer may
satisfy its customer-specific suitability obligation under FINRA
Rule 2111 if it has a reasonable basis to believe that the institu-
tional customer is capable of evaluating investment risks inde-
pendently and the institutional customer has affirmatively indi-
cated that it is exercising independent judgment in evaluating
the broker-dealet’s recommendations.

Effective June 30, 2020, a new SEC rule, Regulation Best
Interest (“Reg BI”) will go into effect and impose additional
requirements on broker-dealers recommending investments,
including registered funds, to retail investors. In general, Reg
BI will require that broker-dealers: (i) only make recommen-
dations to retail customers that are in those customers’ “best
interest”, without placing the financial or other interest of the
broker-dealer ahead of the interests of the retail customer; and
(i) identify, disclose or in some cases eliminate, conflicts of
interest relating to their recommendations.

iv.  Custody of investor funds or securities

Most broker-dealers that act as the marketing agent for regis-
tered funds do not themselves have the regulatory permission
or capacity to maintain custody of customer funds or securi-
ties, but instead: (i) matket the funds, with actual sales effected
through customer’s own separate broker-dealers; (ii) arrange
for transactions on a “subscription-way” basis, whereby the
customer provides funds directly to the registered fund or its
transfer agent, who maintains records of the customet’s owner-
ship; or (iii) introduce the customer transaction to a “clearing”
broker-dealer that has the required regulatory permission and
infrastructure to handle customer assets.

Clearing brokers are subject to particular requirements in
connection with their maintenance of custody of customer funds
and securities, including registered fund shares. With respect
to securities, the broker must maintain physical possession or
“control” of all fully-paid securities, and those securities pledged
for margin loans exceeding specified thresholds. This means that
the broker-dealer generally must keep these securities either on its
own premises or at a U.S. bank, another U.S. broker-dealer or a
central securities depository regulated by the SEC. The broker-
dealer may not sell or pledge those securities or otherwise use them
to support its own business. To the extent that the registered fund
shares are not fully-paid, or otherwise have been pledged to the
broker-dealer as collateral below the applicable margin threshold,
the broker-dealer is permitted to pledge and otherwise rehypoth-
ecate those securities, subject to certain limitations.

With respect to cash, clearing brokers are required to conduct
a periodic calculation that approximates the net amount of
cash that it owes to customers (i.e., cash customers have depos-
ited with the broker, less cash the broker has lent to customers,
subject to a number of adjustments), and deposit that amount in
a special reserve bank account held at an unaffiliated bank for
the exclusive benefit of its customers. As a result, cash depos-
ited with a clearing broker is effectively segregated into a sepa-
rate omnibus bank account held for the broker’s customers.
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3.4 Are there restrictions on to whom public funds may
be marketed or sold?

The 1940 Act imposes restrictions on the sale of securities
issued by registered funds to other registered and unregistered
funds. Otherwise, there are no investor eligibility restrictions
on funds that are registered under the 1940 Act, assuming the
fund recommended is suitable or in the best interest of the
investor, if applicable.

3.5 Are there other main areas of regulation that are

imposed with respect to the marketing of public funds?

Registered funds are subject to 1940 Act restrictions on compen-
sation arrangements relating to distribution of the funds’ secu-
rities. For example, under Rule 12b-1(h) under the 1940 Act, a
registered fund may not compensate a broker or dealer for any
promotion or sale of its shares by directing portfolio securities
transactions to such broker or dealer.

4 Tax Treatment

4.1 What are the types of entities that can be public

funds in your jurisdiction?

Various types of entities can be registered funds, including enti-
ties treated as partnerships, grantor trusts or corporations for
U.S. federal income tax purposes. The choice of entity depends
on the fund’s investment strategy, as well as other factors. If a
registered fund will invest in stocks and securities (as opposed
to commodities), it is quite common for the fund to elect to be
treated as a regulated investment company (a “RIC”) for U.S.
federal income tax purposes. This section 4 will focus on the
U.S. federal income tax treatment of, and qualification require-
ments for, a RIC.

4.2 What is the tax treatment of each such entity (both
entity-level tax and taxation of investors in respect of

allocations of income or distributions, as the case may
be)?

Assuming that a fund elects to be treated as a RIC and satis-
fies the relevant requitements for that status, the fund gener-
ally will not be subject to U.S. federal income tax on income that
it distributes to its shareholders, provided that, for each taxable
year, it distributes on a timely basis at least 90% of the sum of: (i)
its “investment company taxable income” (generally, its taxable
income other than net capital gain, with certain modifications);
and (ii) its net tax-exempt interest income. Net capital gain is
the excess, if any, of net long-term capital gains over net short-
term capital losses. Gain or loss from the fund’s disposition of
an investment will be treated as long term if the fund’s holding
period for the investment is more than one year on the date of
disposition. In addition, an RIC will be subject to a 4% excise
tax on certain undistributed income if it does not distribute
during each calendar year (which may be different from its
taxable year) at least: (i) 98% of its ordinary taxable income for
the year; (if) 98.2% of its net capital gains for the one-year period
ending on October 31; and (iii) any income or gains not distrib-
uted in prior years.

Except as described below, distributions out of a RIC’s current
or accumulated earnings and profits will be treated as ordinary
income, which is subject to U.S. federal income tax in the hands
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of the investors at the highest marginal rates. The portion of
any such distribution that the RIC designates as made out of net
capital gains or (if the investor meets an applicable holding period
requirement with respect to his or her shares in the RIC) “qual-
ified dividend income” will retain that character and will there-
fore be subject to lower tax rates in the hands of non-corporate
investors. If at least 50% of the value of a RIC’s assets consists
of tax-exempt state and local bonds, the RIC can designate the
portion of a distribution that is made out of tax-exempt interest
as such, and that portion will be tax-exempt. If a RIC retains net
capital gains, it may elect to treat those gains as distributed to the
investors, in which case the investors will be entitled to tax credits
equal to their shares of the tax paid by the RIC on the retained
gains. A distribution in excess of the RIC’s current and accumu-
lated earnings and profits will be treated as a tax-free return of
capital to the extent of the tax basis of the investot’s shares and
thereafter as capital gain from a sale of those shares.

Except as described below, a distribution by a RIC to a
non-U.S. investor out of the RIC’s current or accumulated earn-
ings and profits will be subject to withholding tax at a 30% rate
or such lower rate as may be specified by an applicable income
tax treaty. Provided that certain requirements are satisfied, this
withholding tax will not be imposed on the portion of any such
distribution that is made out of the RIC’s net capital gain, short-
term capital gain (that is, the excess of net short-term capital
gains over net long-term capital losses) or U.S.-source interest
income. In certain circumstances, a distribution by a RIC of
gains derived from U.S. real-estate-related investments could
subject a non-U.S. investor to regular U.S. federal income tax
and a U.S. tax return filing requirement.

4.3 If a public fund, or a type of entity that may be
a public fund, qualifies for a special tax regime, what

are the requirements necessary to permit the entity to
qualify for this special tax regime?

In order to qualify as a RIC, a fund must: (i) be organised as a
U.S. entity that is treated as a corporation for U.S. federal income
tax purposes; (ii) be registered under the 1940 Act or meet
certain other regulatory requirements; (iii) elect to be treated as
a RIC; and (iv) meet an annual “qualifying income” test and a
quarterly asset diversification test. A fund will meet the “qual-
ifying income” test for any taxable year if at least 90% of its
gross income for the year consists of certain types of investment
income derived from investments in stocks, securities or foreign
currencies (including options, futures or forward contracts with
respect to such assets). Investments in cryptocurrencies that
are not treated as securities for purposes of the 1940 Act do not
produce “qualifying income” and, as a result, a fund that invests
primarily in such cryptocurrencies would not qualify as a RIC
(as defined in this section 4). In order to meet the asset diver-
sification test, a fund must generally diversify its holdings so
that, at the end of each quarter: (i) at least 50% of the value of
its assets consists of cash, U.S. government securities, securities
of other RICs and other securities, with such other securities
limited, in respect of any issuer, to an amount not greater than
5% of the value of the fund’s assets and not greater than 10% of
the issuet’s voting securities; and (ii) not more than 25% of the
value of its assets consists of (x) the securities (other than U.S.
government securities and securities of other RICs) of any one
issuer, or of two or more issuers that the fund controls and that
are engaged in the same, similar or related businesses, or (y) in
the securities of one or more publicly traded partnerships (other
than such a partnership that would itself satisfy the RIC “qual-
ifying income” test).
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If a fund that has elected RIC status fails to satisfy the income
or diversification test for any taxable year, it may be able to avoid
losing its status as an RIC by timely curing such failure, paying
a tax and/or providing notice of such failure to the U.S. Internal
Revenue Service. If the fund does lose its status as an RIC, it
could be required to recognise unrealised gains, pay taxes and
make distributions (which could be subject to interest charges)
before requalifying.
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