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With the triggering of Article 50, the 
Prudential Regulation Authority (PRA) 
review of Brexit impact and the recently 
published ESMA opinion on supervisory 
convergence, decision time has arrived 
for many UK investment managers who 
operate European funds on the basis of 
a passport from the UK. They need to 
make alternative arrangements to future 
proof the management of their EU 
products. ESMA’s supervisory guidance 
has made it clear UCITS Managers, 
AIFMs and Supermancos require that 
“key executives and senior managers of 
EU authorised entities are employed in 
the Member State of establishment and 
work there to a degree proportionate to 
their envisaged role”.

The options for UK 
managers 

UK investment managers have 
several options for establishing Irish 
fund products. They could establish 
a self-managed investment fund 
(referred to as a SMIC, self-managed 
investment company), establish an 
EU management company, or appoint 
an EU27 authorised third party 
management company with the day-
to-day performance of the portfolio 
management function being delegated 
back to the UK domiciled investment 
manager. While ESMA has noted that 
management companies should not 
become “letter box” entities, this 
position is not new and UCITS and AIF 
management companies have regularly 
delegated the day-to-day performance of 

the portfolio management function to 
entities based outside the EU. Despite 
the recent ESMA advice it is unlikely 
that this practice will be discontinued.

Setting up or appointing an 
EU Management Company

Three primary options exist to meet 
the substance requirements for an EU 
Management Company. 

Firstly, investment managers can 
choose to establish their own AIFM, 
UCITS Manager or Supermanco in the 
EU27 and put ‘boots on the ground’ 
to provide the required substance.  
Secondly, managers can opt for a hybrid 
model whereby they establish their 
own management company but utilise 
secondees to provide some or all of the 
required substance in the EU. Thirdly, 
managers can appoint an existing 
third party to act as a management 
company to their fund and delegate the 
investment management function back 
to the UK entity.

•  Establishing a management company 
For those establishing their own 
management company the level of 
substance required will depend on 
the nature, scale and complexity 
of the activities being undertaken. 
Factors to be considered would 
include the number and nature of 
the funds operated, the extent of the 
activities carried out directly by the 
management company and whether 
the management company intends 

to passport its services to other EU 
jurisdictions. The approval process 
for a new management company is 
usually between 4-6 months (this 
would be a similar timeframe for 
establishing a SMIC). If a manager is 
also seeking permission to manage 
separately managed accounts, the 
approval process is likely to take a 
further 2 months given the additional 
requirements which must be satisfied 
to undertake individual portfolio 
management. 

•  Establishing a management company 
but utilising secondees (hybrid 
model) - In the hybrid option, rather 
than directly employing staff to 
undertake all managerial functions, 
the management company may be 
staffed using secondees. The extent 
to which the use of secondees is 
permitted and the amount of time 
they dedicate to the operation 
of the management company 
depends on the nature, scale and 
complexity of the management 
company’s operations. The regulatory 
timeframes involved in establishing a 
management company on this basis 
would be similar to establishing a 
full management company albeit 
there may be some time saving in the 
recruitment process as there will be 
less staff directly recruited.

 •  Appoint an existing third party 
management company - The 
third option is for the UCITS or 
AIF to appoint an existing third 

POST-BREXIT OPTIONS 
FOR UK MANAGERS

Des Fullam, Director, Carne Group
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party management company. This 
management company, which 
already has significant local 
expertise and access to the EU 
passport, would then delegate the 
investment management function 
back to the promoter of the fund. 
As the third party management 
company has an existing 
authorisation, no additional license 
or authorisation is required, making 
this option a swifter and potentially 
more cost-efficient one than 
establishing a new management 
company in the EU. 

In all of these options, the 
management company permission 
gives the management company 
the right to distribute the products 
which it manages. In many cases the 
management company may delegate 
the distribution function to a MiFID 
authorised entity but there is no 
requirement for it to do this. 

Why Ireland for asset 
managers

Ireland already has a leading position 
as a jurisdiction for investment 
funds and with a combination 
of a 12.5% corporation tax rate, 
measures such as the VAT exemption 
of management company fees, and 
the well-educated and skilled pool 
of labour it is a desirable location 
for fund management companies. As 
a location within the EU27, it has 
much in common with the UK, such 

as similar employment laws and under 
the special assignee relief programme, 
certain tax advantages may also be 
available to employees transferring to 
Ireland from the UK. The Central Bank 
of Ireland is an experienced regulator 
which has traditionally had close ties 
to the Financial Conduct Authority 
(FCA) and is very experienced in 
regulating investment funds and fund 
management companies. A number 
of leading managers already have 
significant substance in Ireland while 
other significant players have opted 
for both the hybrid and third party 
management company models. 

Given ESMA’s guidance that the 
‘entity’s programme of operations 
should provide a clear justification 
for relocating to the Member State 
of establishment’ - for all three 
management company options, Ireland 
is the clear choice of domicile.
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THE INVESTMENT
LIMITED 
PARTNERSHIP - 2.0

Recent industry reports show private 
equity (PE) assets at an all-time high1, 
with limited partnerships continuing 
to prove the structure of choice for 
PE investors and sponsors. Against 
this backdrop, the Irish funds industry 
has made proposals to enhance the 
attractiveness of the flagship PE 
product, the Irish investment limited 
partnership (ILP), through a series 
of legislative changes to the ILP 
legislation. In this article, we highlight 
the key features of the ILP and touch 
upon some of the enhancements 
which have been sought.

What is the ILP?

The ILP is a regulated common 
law partnership structure, tailored 
specifically for Irish investment 
funds. The ILP is established on 
receiving authorisation by the Central 
Bank of Ireland (Central Bank) 
and is constituted pursuant to a 
limited partnership agreement (LPA) 
entered into by one or more general 
partner(s) (GPs), who manage the 
business of the partnership on the 
one hand, and any number of limited 
partners (LPs) on the other hand. 

Partners 

Typical to common law partnerships, 
the GP is the operative legal entity, 
responsible for managing the business 
of the ILP and is ultimately liable for 
the debts and obligations of the ILP 
to the extent the ILP does not have 
sufficient assets. The GP must: (i) be 
authorised by the Central Bank to act 

as a GP; or (ii) avail of the right to 
manage an Irish alternative investment 
fund (AIF) on a cross-border basis 
under the Alternative Investment 
Fund Managers Directive (AIFMD).
There are no restrictions on the 
number of LPs that may be admitted 
to an ILP. The liability of a LP for the 
debts and obligations of the ILP is 
limited to the value of their capital 
contributed or undertaken to be 
contributed, except where it becomes 
involved in conducting the business of 
the ILP. The ILP legislation helpfully 
includes a non-exhaustive list of 
‘safe harbour’ activities that can be 
carried out by limited partners without 
being deemed involved in conducting 
the business of the ILP. This safe 
harbour list provides additional legal 
certainty when considering Irish ILPs.
All of the assets and liabilities of an 
ILP belong jointly to the partners in 
the proportions agreed in the LPA. 
Similarly, the profits are directly 
owned by the partners also in the 
proportions agreed in the LPA. 

Strategies 

The ILP can be structured to suit all 
major investment strategies and can 
avail of a full suite of liquidity options 
making it suitable for PE, real estate, 
venture capital, infrastructure, credit, 
lending vehicles, managed accounts, 
hybrid funds and hedge. ILPs are 
not subject to legal risk spreading 
obligations, making them extremely 
useful for single asset funds and/or 
funds with very concentrated positions.

AIFMD 

As an ILP constitutes an AIF under 
AIFMD, an AIFM with primary 
responsibility for the investment 
management of the AIF must be 
appointed. Where an EEA AIFM 
is appointed, it can benefit from 
the AIFMD marketing passport. 

Enhancements 

On 18 July 2017, the Minister 
for Finance announced that the 
Government has approved the legal 
drafting of the amendment to the 
ILP legislation and it is understood 
that the Heads of Bill (Heads) will be 
published shortly. Industry will not 
know what changes are included in the 
Heads until they are published, but it 
is hoped that the key enhancements 
will include features which improve 
the operation of ILPs, align the 
structure fully with AIFMD and allow 
for the establishment of umbrella 
ILPs and the migration of ILPs.

Peter Stapleton, Partner, and Aaron Mulcahy, 
Senior Associate, Maples and Calder

1 Prequin Global Private Equity & Venture Capital Report 2017 – 

Private Equity in 2017.

Peter Stapleton, Partner, and Aaron Mulcahy, 
Senior Associate, Maples and Calder
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With eight events spanning three 
continents in the past two months, 
Irish Funds has been active in 
promoting the Irish funds industry 
and providing updates on the latest 
developments on Brexit, updates 
on regulation (CP86, ILP and 
Delegation), the impact of MiFID 
II, Bond Connect and more. 

Upcoming events calendar

We currently have confirmed dates 
for the following Irish Funds events: 
 
•  28 November – Irish Funds 

Munich Seminar
•  15 January – Irish Funds 

Hong Kong Seminar
•  12 March – Irish Funds 

Seminar Toronto
•  14 March – Irish Funds 

Seminar Boston
•  15 March – Irish Funds 

Seminar New York
•  19 March – Irish Funds ICI  

St Patrick’s Day Party, San Antonio
•  18 April – Irish Funds Alternative 

Investment Seminar, London
•  16 May – Irish Funds 

Annual Golf, Dublin
•  17 May – Irish Funds Annual 

Global Funds Conference, Dublin
•  11 June – Irish Funds FundForum 

International Lunch, Berlin
•  15 November – Irish Funds 

6th Annual UK Symposium

Find out more at irishfunds.ie/events

Irish Funds Annual 
Conference – 17 May 
2018 – Convention 
Centre, Dublin

The highlight of our events programme 
is the Irish Funds Annual Global 
Funds Conference. Our 2017 
conference was record-breaking 
with more than 400 attendees and 
40 international speakers and we 
anticipate even greater interest in 
2018 when we host the conference 
in the Convention Centre, Dublin 
on 17 May 2018. Registration will 
open at the end of this year.

Sponsorship 
and Promotional 
Opportunities 2018

Irish Funds events provide significant 
brand exposure and networking 
opportunities for our sponsors. Our 
2018 international events programme 
will build on our 2017 programme 
that included 26 seminars and 
conferences globally, attended by 
more than 4,500 delegates. Our 
2018 programme promises to be 
far-reaching and engaging, with a 
focus on current trends and future 
developments in the funds industry. 

Irish Funds events provide 
opportunities to connect and share 
insights with policy makers, asset 

managers, distributors, technical 
experts and service providers. In 
the coming year our programme of 
events will highlight the opportunities 
in the funds industry as well as the 
challenges and impact of regulation. 
The continuing risks posed by 
Brexit, with a focus on solutions 
will also be covered in depth in 
addition to how developments in 
financial technology are affecting 
the industry and its future. 

Visit our events section on
irishfunds.ie for more details 
on upcoming events as well as 
sponsorship opportunities.

IRISH FUNDS – EVENTS 
UPDATE AND PROMOTIONAL 
OPPORTUNITIES FOR 2018

David Shirley, Project Manager - 
Events & Sponsorship, Irish Funds
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IMPLEMENTATION OF THE 
EU MONEY MARKET FUND 
REGULATION IN IRELAND

  Ireland is the leading domicile in the 
EU for money market funds (“MMFs”). 
MMFs make up over 20% of the total 
net assets of Irish domiciled funds. 
In 2013, the European Commission 
proposed money fund reform that was 
designed to effectively ban Constant 
NAV (or “CNAV”) MMFs in the EU, a 
type of MMF which constitutes the 
vast majority of the MMFs established 
in Ireland. However, following difficult 
and intense negotiations within and 
between the EU Institutions over the 
course of three years the EU Money 
Market Fund Regulation (the “MMF 
Regulation”) was finally agreed in 
December 2016 and came into effect 
in July this year with an outcome that 
effectively preserves the CNAV product. 
Irish Funds was at the forefront of 
responding to this regulatory initiative 
and in seeking to ensure a workable 
outcome that preserves the CNAV 
features of MMFs that investors value. 

New MMFs Products

Under the new EU MMF Regulations, 
the traditional CNAV MMFs have 
been replaced with a so-called Public 
Debt CNAV MMF (“Government 
CNAV”) and a Low Volatility NAV 
MMF (or “LVNAV”). The Variable 
NAV MMF (or “VNAV”) has been 
retained with some modifications.

In terms of the principle 
features of these new MMFs 
products, they are as follows:

(a) Government CNAV
 (i)  at least 99.5% of the fund 

must be invested in EU or non-
EU public debt securities;

 (ii)  amortised cost accounting 
for all securities;

 (iii)  liquidity requirements: 
10% daily and 30% 
weekly maturing assets;

 (iv)  WAM: 60 days; WAL: 120 days;
 (v)  17.5% of weekly liquidity 

requirement can be made up 
of public debt securities with 
maturities of up to 190 days;

 (vi)  fees and gates may apply.

(b) LVNAV
 (i)  amortised cost accounting for 

securities with maturity up 
to 75 days; provided mark to 
market/model price (“mtm”) 
must be used for an individual 
security, if the price of a security 
diverges from the amortised 
price by more than 10 bp;

 (ii)  no limit on acquiring 
securities with maturity over 
75 days (subject to 397 
days) but these securities 
must be valued at mtm;

 (iii)  if valuation of portfolio 
deviates by 20 bps over mtm 
value must use VNAV price;

 (iv)  same as (iv), (v) and (vi) 
for Government CNAV.

(c)  VNAV – there are two types of 
VNAV reflected in the new MMF 
Regulations - short term VNAV 
and standard VNAV (“SVNAV”).

 (i) valuation based on mtm only;
 (ii)  liquidity requirements: 

7.5% daily, 15% weekly;
 (iii)  WAM: 60 days (180 days 

for SVNAV); WAL: 120 days 
(360 days for SVNAV);

 (iv) no fees and gates.

The new MMF Regulation also includes 
detailed requirements on eligible 
assets (including securitisations and 
asset backed commercial paper) as 
well as rules on risk management, 
credit assessment, stress testing, 
disclosures and regulatory reporting. 

Timing

Although the new MMF Regulations 
came into effect in July this year 
there is a transition period. For MMFs 
that existed prior to July 2017, there 
is an 18 month transition period to 
comply with the new rules. For MMFs 
established after July this year, there 
is a 12 month transition period.

Kevin Murphy, Head of Asset Management and  
Investment Funds Group, Arthur Cox
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ESMA consultation

ESMA issued a consultation paper 
(“CP”) on the new MMF Regulation 
in May seeking feedback on some 
technical issues relating to asset 
liquidity and credit quality and 
assessment, the establishment of a 
reporting template and stress testing. 
Irish Funds submitted a detailed 
response to the CP. It is expected that 
ESMA will issue its final technical 
guidelines on foot of the CP in the final 
quarter of this year. Although the CP 
also included a proposal to disallow 
the cancellation of shares by a CNAV 
to deal with the impact of negative 
interest rates, it is not expected 
that this proposal will be adopted. 

Conversion process 
for existing MMFs

The Central Bank is already engaging 
with Irish Funds on the process for 
existing MMF funds to convert to one 
of the new MMF products (whether 
Government CNAV, LVNAV or VNAV 
funds). Such early engagement by 
the Central Bank is very welcome as, 
depending on the choices made by 
existing MMFs, there may need to be 
some lead time to make the necessary 
changes to a fund’s constitutional 
documents (requiring shareholder 
approval) as well as prospectus 

changes. The discussions with the 
Central Bank include developing a 
bespoke application form for MMFs 
seeking to convert to one of the new 
MMFs products. From an operational 
perspective, promoters also need to 
use the transition period to engage 
with their fund administrators to 
ensure they can support these new 
products, as well as putting in place 
policies and procedures to support 
changes to credit arrangements, 
stress testing and reporting.

In summary, having successfully 
navigated a very challenging legislative 
process at the EU level, Ireland is well 
positioned for the timely conversion of 
all of the MMFs established in Ireland 
(especially CNAV) to the new MMFs 
products under the MMF Regulation.
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It wasn’t all that long ago when financial 
experts and regulators were asking the 
question “What is an ETF?”. How far 
the industry has come in such a short 
space of time. In May 2017, it was 
reported by ETFGI1 that the global ETF/
ETP industry with US$3.913 trillion 
in assets at the end of Q1 2017 was 
US$847 billion US dollars larger than 
the global hedge fund industry which 
had assets of US$3.066 trillion at 
the same period end. It is difficult to 
pick up a broadsheet newspaper today 
without seeing commentary on ETFs 
extolling the ingenuity and virtues of 
these investment tools. 

The case for low cost 
passive investing

Warren Buffett famously bet $500,000 
that hedge fund managers would have 
trouble outperforming a low cost S&P 
500 index tracking fund over a ten year 
period between 1 January 2008 and 
the end of 2017. His primary rationale 
was that the higher fees charged by 
such active funds would outweigh the 
financial acumen of their managers. The 
silence from the hedge fund industry 
was almost deafening with only one 
manager willing to take the hedge fund 
side of the wager. As at the end of 
2016, Buffett’s index investment, using 
Vanguard’s S&P 500 ETF, has had an 
average annual return of 7.1% while 
the hedge side of the bet (investing in 
five hedge fund of funds) has averaged 
an annual return of 2.2%2. The case for 
low cost passive investing would appear 
to be persuasive.

What’s next for ETFs?

So what’s next for ETFs? Continued 
success is the simple answer but 
that’s too easy. Passive investing is not 
without risks. Sure they are the most 
cost-effective mainstream investment 
products, which ultimately, is their 
biggest draw. This should be enough 
to see the long term horizon investor 
continue to invest regardless of market 
performance. That said, markets have 
been good in an era of quantitative 
easing. Traditional market cap weighted 
index products have thrived. But what 
happens when markets fall? Rapid and 
/ or prolonged bear markets will see a 
return to a chorus of “I told you so” 
aimed at passive and ETF investors. 
Will they be right? Well, yes and no. 
It is clear that traditional cap market 
weighted indexing has its limitations, 
most notably that they are not nimble 
enough to protect capital in bear 
markets. What’s not clear is whether the 
mainstream market understands this 
point well. 

Opportunities for smart 
beta and active ETFs
As with the original ETFs (which purely 
tracked indices based on market 
weighting), the US was the first to 
embrace smart beta (or strategic beta) 
and active ETFs. Before we discuss 
opportunities for these ETF types, we 
must firstly clearly distinguish them. 
Smart beta ETFs are passively managed 
products where the shape and the 
weighting of portfolio holdings differ 

from market-weighted ETFs. These 
differences result from the application 
of a prescribed factor or factors. By 
way of example, the index tracked by 
a smart beta fund could be to apply 
a heavier weighting to low volatility 
stocks, or low-priced stocks or higher 
quality stocks or a combination of such 
factors. In contrast, active ETFs are the 
same as other active funds except the 
fund is in an ETF wrapper. As such, 
the investment manager of such a 
product has full discretion on portfolio 
composition once it is within the scope 
of the fund’s investment objectives and 
regulatory framework. 

The attraction of smart beta to investors 
is clear. It provides a low cost route 
to invest in a product with a defined 
objective which differs to just following 
the broader market – an advantageous 
feature for investors who consider 
themselves fully/over allocated to 
traditional market cap ETFs. These 
funds have clearly defined factors 
which can be back-tested against 
the market – an attractive feature for 
chartists. However, past performance 
is not a reliable indicator of future 
returns. “Black swan” events have 
occurred and will occur again. It is too 
soon in the life of smart beta products 
to determine whether they are living 
up to their name but it is clear that 
they have been massively embraced 
by markets. Globally, more than $500 
billion is invested in smart beta ETFs 
and BlackRock estimates this will rise 
to $1 trillion by 2020, and $2.4 trillion 
by 20253. This is supported by FTSE 

WHAT’S NEXT FOR ETFS: 
THE EVOLUTION OF 
SMART BETA AND ACTIVE 
STRATEGIES

Robert Malone and Paul Heffernan, 
HSBC Securities Services ETF Innovation Team

 1 ETFGI.COM Press Release 18 May 2017
2 Berkshire Hathaway 2016 Annual Shareholder Letter
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Russell’s 2017 smart beta survey 
which reported utilisation of smart beta 
strategies by asset owners climbing 
to 46%, up from 36% last year4. The 
proliferation of smart beta ETFs in 
the US has actually resulted in there 
now being more US indices than US 
equities5.

In contrast, active ETFs would appear 
to be a more challenging proposition. 
Historically, the management fees 
of active funds are a lot higher than 
their passive counterparts (ETF or 
otherwise). The primary reason for 
these higher fees is that you are paying 
a premium for an investment manager 
and their supporting functions, 
including research, risk, etc., to pick 
stocks to outperform the market. As 
such, an investor is buying (hopefully!) 
the manager’s intellectual capital. 
This creates two issues. The first, as 
demonstrated in our earlier example, 
is that costs have a tangible impact on 
investor returns and ETF investors are 
by now accustomed to low fees on their 
passive holdings. Managers are going 
to have to find a pricing point which is 
attractive to ETF investors but which 
keeps the lights on. The second point 
relates to transparency. In a normal 
active fund, an investor only gets sight 
of the full portfolio of the underlying 
fund assets periodically and, normally, 
a period of time has elapsed before 
the information is published. Contrast 
this to ETFs which publish portfolio 
composition files on a daily basis. 
How can an investment manager in 
this scenario expect to be as to be 
as effective – it’s the equivalent of 

starting a hand of poker by showing 
your opponents your cards. In the US, 
there are about 170 active ETFs that 
disclose their holdings, but they have 
failed to gain material traction making 
up approximately 1% of the US ETF 
market6. Some ETF issuers have tried 
to tackle this problem by creating a 
timing lag to publication of a portfolio 
composition file but growth in this 
product space is likely to hinge on 
clarification regarding transparency 
requirements from global regulators. 

As with most things in life, you can 
have too much of a good thing. There 
is a danger in investors becoming 
obsessed with low fees, investing solely 
in passive beta or smart beta products 
and forsaking alpha opportunities. 
Whilst Warren Buffett is extolling the 
virtues of passive, it is noteworthy that 
Berkshire Hathaway has massively 
outperformed the market since 
inception. There will always be a place 
for quality active fund management. 
The challenge for the ETF industry 
will be to work with investors – both 
primary and secondary, investment 
managers and regulators to continue 
developing efficient innovative 
investment solutions that keep all 
parties happy. 

3Irish Times: Stock pickers face scrapheap as investors turn to algorithms, 18 April 2017
4FTSERussell: 2017 Smart Beta Survey
5Bloomberg News: There are now more indexes than stocks, 12 May 2017
6Bloomberg News: Precidian moves closer to non transparent ETF with SEC filing
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MiFID II, which is widely regarded as 
the most significant regulatory initiative 
undertaken by the European Union 
since 2008, will come into immediate 
effect (i.e. without any phase in period) 
on 3 January 2018. 

Although MiFID II will have the most 
significant direct impact on MiFID 
investment firms (in addition to AIFMs 
and UCITS management companies 
which have additional authorisation to 
carry on certain MiFID activities), it 
will indirectly impact all funds, AIFMs 
and UCITS management companies 
which utilise a MiFID investment firm 
as a service provider to provide fund 
distribution, execution, research or other 
services. 

A less focused upon area has been 
the potential tax impact of MiFID II 
changes on existing and new business 
models and practices which may arise 
following the implementation of MiFID 
II. This article explores the potential 
tax issues associated with some of the 
key MiFID II provisions that may impact 
funds, AIFMs and UCITS management 
companies.

Unbundling of research

Under the current MiFID framework, 
there is no requirement for a MiFID 
investment firm to separately invoice for 
the services they provide to a fund or 
fund management company. In practice, 
this has led to some brokers using “soft 
commission” arrangements whereby 
they provide research services as a 
complement to the execution services 
i.e. as one bundled service for a single 
fee or subject to shared commission 

arrangements in some cases. However, 
MiFID II and the move to increased 
transparency over fees will spell an 
end to this activity and introduce a 
new requirement to unbundle research 
services from execution.

The new requirement gives investment 
firms two broad choices in relation to 
research services:

•  Fund the research themselves – the 
“P&L method”; or

•  Seek to pass on the cost of research 
to their clients (i.e. funds)

To date, the fact that research services 
have been bundled as part of a wider 
execution service, has meant that in 
most EU jurisdictions the research 
component of the service is normally 
treated as VAT exempt – usually on the 
basis of being ancillary to execution 
services provided. 

However, the unbundling of the 
research from execution activities 
now raises the question of the VAT 
treatment applying following the 
unbundling, specifically the risk of 
VAT now applying to any separate 
fee charged for research. This could 
give rise to an incremental VAT cost 
on the supply of separate research 
services, which in many cases may not 
be recoverable. This will be the case 
unless any research services can qualify 
for VAT exemption as part of a VAT 
exempt intermediation service or under 
the fund “management” exemption 
i.e. where the fund under management 
is itself is a “qualifying fund” which 
is entitled to procure “qualifying 
management services” without VAT. 

This issue is not confined to Ireland. 
The results of a recent KPMG pan-EU 
VAT survey across EU Member States 
have indicated similar concerns have 
been recognised in many EU Members 
with limited consensus reached to date 
on how such services are to be treated 
from a VAT perspective from 3 January 
2018 onwards. 

Discussions remain ongoing between 
industry and the Tax Authorities in a 
number of Member States. Similar 
concerns also have been raised in 
non-EU jurisdictions. For example, 
Switzerland is a not a Member State of 
the EU but the rules will affect Swiss 
Financial Institutions dealing with 
EU customers in the same way and 
therefore, similar concerns have been 
raised with respect to the VAT treatment 
of research services in Switzerland. 

Those on the “buy” or “sell” side 
affected by the MiFID II changes 
should consider how VAT may impact 
on their supply or purchase of research 
service. In doing this they will need to 
understand their proposed model for 
investment research activities going 
forward.

There is no blanket answer on whether 
such services will attract VAT going 
forward or may retain VAT exemption. 
The analysis in each case will be fact 
dependent taking into account the 
nature of the fund under management, 
contractual arrangements with the fund 
and service provider and the remaining 
link, if any, between the research 
activities performed and trade execution 
carried out. 

POTENTIAL TAX ISSUES 
ARISING FROM MIFID II

Glenn Reynolds, VAT Partner, and Philip Murphy,  
Tax Associate Director, KPMG Ireland
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Additionally, as the quantum of fees 
for research activities in many cases 
is expected to be significant, the 
need to split existing commercial fee 
arrangements between execution and 
research amounts could require an 
exercise similar to a transfer pricing 
benchmarking analysis.

Product governance

From a product governance 
perspective, MiFID II introduces 
additional requirements applicable 
to product “manufacturers” (i.e. 
firms creating financial instruments 
such as fund promoters) and product 
“distributors” (i.e. investment firms 
offering financial instruments to 
clients). From 3 January 2018, fund 
promoters will now need to undertake 
a target market assessment, which 
must be communicated to the fund 
distributor, who will be obliged to verify 
that the fund is being distributed in 
a consistent manner with the target 
assessment on both an upfront and 
ongoing basis.

Given that this new requirement will 
require additional resource from both 
fund promoters and distributors, from a 
commercial perspective it is likely that 
incremental operating costs will arise. 

In order to determine if there will 
be an incremental VAT cost on top 
of the increased operating costs 
suffered under this new requirement, 
consideration will need to be given to 
whether any additional services are 
subject to VAT or if they can qualify 
for VAT exemption. For example, where 
a fund distributor imposes additional 

cost for its ongoing target market 
assessment, consideration will need to 
be given to whether the service being 
provided can qualify for VAT exemption 
as part of the distribution service or 
as another form of VAT exempt service 
provided.

Treatment of inducements 

The general inducement rule under 
MiFID II states that investment firms 
must not retain third party payments 
or non-monetary benefits, other than 
where the payment or benefit:

•  is designed to enhance the quality of 
the relevant service to the client; and

•  does not impair compliance with 
the investment firm’s duty to act 
honestly, fairly and professionally in 
accordance with the best interests of 
its clients.

In light of the above, fund distribution 
models which involve the payment 
of upfront commissions or trail 
commissions may be impacted where 
the distribution channel involves the 
MiFID investment firm providing either 
a discretionary investment management 
service or an independent advisory 
service (as in order to support a fee, 
there must be a benefit which clearly 
enhances the overall quality of service 
to the client). 

Whilst this change will primarily 
impact MiFID investment firms, an 
indirect impact may arise for funds 
which have commission paying share 
classes, as there may be a need to 
either amend the terms of such share 
classes, or reorganise investors into 

non-commission paying share classes. 
In this instance, it will be important 
to seek to implement any restructure 
in a manner which prevents triggering 
a tax crystallisation event for investors 
where possible. Although there are 
provisions in Irish tax legislation which 
allow for tax free reorganisations in the 
context of Irish tax resident investors in 
funds, consideration will also need to 
be given to the treatment of investors 
under the tax legislation of their own 
jurisdiction (given that most Irish funds 
have a significant non-Irish tax resident 
investor base). 

Furthermore, any alternative 
commission arrangements or changes 
to fee structures should be considered 
from a VAT, withholding tax and tax 
deductibility perspective before being 
implemented. 

Conclusion

Although MiFID II is primarily a 
regulatory development impacting 
MiFID investment firms, there are a 
number of related tax consequences 
which will need to be considered 
by funds and fund management 
companies alike in relation to its 
implementation. 

These tax consequences should 
be considered in tandem with the 
regulatory impact, to ensure any 
potential additional costs or impacts 
on investors from a tax perspective are 
identified and quantified upfront, and 
managed in advance where possible. 
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In light of a variety of regulatory, tax 
and accounting developments, the 
competitiveness of index funds in 
Europe may face new challenges. Here, 
we examine some potential solutions 
that may allow investors and promoters 
to meet their obligations, while still 
maintaining the quality of the product 
and minimising tracking error.

EMIR

The European Market Infrastructure 
Regulation (EMIR) was introduced by 
the European Union in 2012 to reduce 
systemic, counterparty and operational 
risk, and increase transparency in the 
OTC derivatives market. It was also 
designed as a preventative measure to 
mitigate against fallout during possible 
future financial crises.

EMIR introduces requirements that 
where a fund has currency hedged share 
classes, the fund may have to use assets 
of the fund to post as collateral, which 
would mean that overall, the fund is less 
invested as a percentage of the net asset 
value. As an alternative to accruing or 
posting cash assets which would deplete 
the level of investible assets, posting 
non-cash collateral instead may be an 
option worth exploring.

Withholding tax

In some countries, tax authorities may 
look to challenge reclaims received by 
foreign funds, resulting in lower levels 
of Dividend Withholding Tax (DWT) 
reclaims being issued. Organisations 
should assess the countries from 
which a product regularly receives 
DWT rebates, reviewing the risk that 
these countries may change their 
approach or rules, monitoring where 
the tax is governed and the potential 
impact on the fund, and the effect on 
the performance of the fund if these 
rebates were not available.

Where a country applies a DWT that 
the fund is subject to, this will directly 
impact on the performance of the fund, 
and countries have double tax treaties 
in place to determine the level of 
DWT. Fund managers should consider 
the rates available through funds in 
different jurisdictions to identify the 
most favourable ones. The benefits of 
an Irish domicile to ETFs has been well 
documented in this area.

IFRIC 23

On 27 June 2017, the International 
Accounting Standards Board (IASB) 
issued IFRIC Interpretation 23 — 
Uncertainty over Income Tax Treatments 
to address how to reflect uncertainty in 
accounting for income taxes.

The Interpretation specifically addresses 
the following:
 
•  whether an entity considers uncertain 

tax treatments separately;
•  the assumptions an entity makes 

about the examination of tax 
treatments by taxation authorities;

•  how an entity determines taxable 
profit (tax loss), tax bases, unused 
tax losses, unused tax credits and tax 
rates; and

•  how an entity considers changes in 
facts and circumstances.

The Interpretation provides guidance 
on considering uncertain tax treatments 
separately or together, examination by 
tax authorities, the appropriate method 
to reflect uncertainty and accounting 
for changes in facts and circumstances. 
The Interpretation is effective for 
annual reporting periods beginning on 
or after 1 January 2019, but certain 
transition reliefs are available.

An index tracking fund does not have 
discretion as to what to invest in, so the 
fund manager should consider different 
options on how to structure exposures 
in order to minimise uncertain 
tax exposures, and should give 
consideration to the difference between 
net asset value accounting policies and 
IFRS accounting standards. Since this 
move brings IFRS more in line with US 
GAAP, fund managers should consider 
the approach taken for comparable US 
funds if there are any.

THE EVOLVING CHALLENGE 
OF MAINTAINING TRACKING 
FOR INDEX FUNDS

Kieran Daly, Director, 
EY Wealth and Asset Management
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The increased use of synthetics or 
derivatives may also be a consideration 
in jurisdictions where the tax treatment 
is unclear, and a synthetic exposure 
may help to minimise uncertain taxes. 
Where funds utilise a fully replicated 
or partially replicated approach by 
physically holding assets, the use 
of synthetics may lead to a hybrid 
approach in how exposures are 
obtained. However, the fund manager 
would need to consider the impact on 
investors.

For ETFs, consideration also needs to 
be given to who is liable for the tax and 
to what extent a fund passes on the tax 
to authorised participants. However, 
where an authorised participant bears 
the tax cost, this may feed through to 
the bid / ask spread on the secondary 
market.

Multilateral agreement

The Multilateral Treaty is a far-reaching 
initiative in international tax that 
should be considered for all new fund 
structures and in reviewing current 
structures. It is imperative that fund 
managers can demonstrate that a fund 
was not established in a particular 
jurisdiction for tax purposed. This is 
known as the Principal Purposes Test 
(PPT).

Ireland is chosen as the location for 
funds, and in particular for ETFs, for 
many reasons including the ability to 

avail of EU passporting rights, strong 
recognition of the country as an asset 
management centre, and significant 
infrastructural supports. The benefits 
of the tax treaty network are considered 
but typically this is a by-product of 
establishing in Ireland and not a 
principal purpose.

Treaty benefits could be denied to a 
fund where they have not met the PPT, 
so fund managers must ensure that set 
up documentation refers to all benefits 
of locating in Ireland, and not only the 
tax benefits.

Conclusion

Certain regulatory, tax and accounting 
challenges must inspire more 
innovative solutions. Asset managers 
must continue to find ways to keep 
their products competitive, and 
ensuring an index tracking fund is fully 
invested and minimises tracking error 
is vital to being competitive.
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Irish Funds Update – Membership and 
Recent Engagement Activities
Irish Funds membership has steadily 
increased during 2017 and has now 
reached 124 member companies. The 
number of full member asset managers 
has increased by almost 30% this 
year with asset manager members now 
totalling 50, making this the largest 
Irish Funds member group. 

New Members in 2017

A warm welcome to our new members 
and upgraded members that have come 
on board in 2017, which include:
• Goodbody Fund Management
• JPM Asset Management
• FundRock
• Willis Towers Watson
• Charles Shwab
•  Legal & General Investment 

Management
• LIS
• Innocap
• Wisdom Tree
• Findlay Park
• Dodge & Cox
• Centaur Fund Services
• Alter Domus
• Virtus Partners
• Sanne Group
• Solutional
• eSeclending
• Metrosoft
• Koger

Member Services and 
Engagement

The range of services and support we 
provide members is something we 
are always working on and we provide 
a range of member only events and 

updates throughout the year as well as 
member only publications and industry 
guidance. We launched our new 
member portal at the end of May. The 
new portal is a comprehensive library 
of key industry papers, guidance notes 
and consultations which have been 
prepared over time by our Steering and 
Working Groups in conjunction with 
the secretariat. The portal is easy to 
access and navigate, with enhanced 
layout and design features coupled 
with an intuitive and flexible search 
facility. Feedback so far has been very 
positive and we now have almost 1,000 
contacts from member companies 
signed up to access the 1,200+ 
documents on the portal.

Earlier in the year we also launched 
the enhanced Global Distribution 
area on the Irish Funds website. This 
area features an interactive map, data 
for the top 25 countries where Irish 
domiciled funds are registered for sale, 
information on EU passporting, taxation 
and regulation, distribution related 
publications, video clips and events 
information.

Advocacy and Industry 
Promotional Activities

Irish Funds is involved in extensive 
advocacy engagement on the 
international and domestic levels, 
activities to promote the Irish funds 
industry, and member services. During 
the past 6 months there have been 
nearly 120 meetings and calls on 
the domestic advocacy front and 60 
meetings and calls with international 
organisations.

Members can view a more detailed 
update of our activities on the Irish 
Funds Member Portal.

Events and Publications

Our promotional activities during the 
second half of the year have been 
strong with more than 15 events 
in Asia, the US, UK, Switzerland, 
Germany and Ireland.

Our London flagship event, on 10th 
November has over 500 registered. For 
details of our forward events calendar 
please view our upcoming events page 
and our promotional work continues 
with the strong support of our event 
partners and sponsors. Our Sponsorship 
Brochure for 2018 is now available.

We regularly publish guides, materials 
and informational notes. In coordination 
with AMAC, Irish Funds launched 
‘Ireland: A Guide for Chinese Asset 
Managers’ at the Annual Conference 
this year. This is now in circulation with 
a number of contacts from industry 
and government and is available in 
Chinese and in English. We have also 
recently published four new country 
guides available to members – Italy, 
Norway, Spain and Sweden. These and 
all our country distribution guides can 
be accessed by Irish Funds members 
through the Distribution section on our 
website or on the member portal. 

Members can view a more detailed 
update of our activities on the Irish 
Funds Member Portal.

IRISH FUNDS UPDATE – 
MEMBERSHIP AND RECENT 
ENGAGEMENT ACTIVITIES

Kieran Fox, Director of Business Development, 
Irish Funds
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REGULATION AND 
POLICY DEVELOPMENT

TRAINING AND 
EDUCATION

MANAGER 
ENGAGEMENT & 
PROMOTION

INTERNATIONAL 
REPRESENTATION

COMPETITIVENESS 
AND POSITIONING

International Events held in 18 Cities 
with 5,000 attendees

Over 65 direct meetings with current or prospective investment 

managers regarding the jurisdiction

Increased engagement via social media with over 2,300 followers 

on Linkedin and over 1,300 followers on Twitter 

Launched new website with 25,000 - 30,000 views per month

Board member of the:
European Fund and Asset Management Association;

International Investment Funds Association;

Meetings with Foreign Regulators and Diplomatic Staff

Engagement with Industry Bodies from around the World

Direct involvement in the IFSC Funds Group

Close working relationship with IDA Ireland 

domestically and network of international offices

Partnership with the Institute of Banking has enabled more than 

550 students to undertake a UCD accredited professional education 

programme in 2016/17

More than 60 Irish Funds member firms had participating students

Technical Seminars and Webinars attended by over 600 people with 

national reach enabled via live streaming

211 meetings with local, 

European and global stakeholders 

66 separate written submissions 

 A structure comprising 

 38 working groups and 

 7 steering groups.

- Marketing and Promotions
- Distribution 
- Tax
- Operational 
- AIF Product Dev Group 
- UCITS Dev Group 
- Front Office 

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

2016 - 2017 : A Snapshot
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Irish Funds
10th Floor, One George’s Quay Plaza,
George’s Quay, Dublin 2, Ireland.

t:  +353 (0) 1 675 3200

e:  info@irishfunds.ie
w: irishfunds.ie
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The material contained in this document is for marketing, general information and reference purposes only and is not intended to provide legal, tax, accounting, 
investment, financial or other professional advice on any matter, and is not to be used as such. Further, this document is not intended to be, and should not be 
taken as, a definitive statement of either industry views or operational practice. 

The contents of this document may not be comprehensive or up-to-date, and neither Irish Funds, nor any of its member firms, shall be responsible for updating any 
information contained within this document.


