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Abstract
In the aftermath of Brexit, the European alternative
investment fund industry is confronted with legal
uncertainty regarding the post-Brexit relationship
between market participants in the EU and the UK. The
aim of this article is to shed light on the potential
implications of Brexit on AIFMs and AIFs in the UK and
discuss the options available to UK AIFMs wishing to
access the European market post-Brexit.

Introduction
Alternative investment funds play an important role for
the European economy and the promotion of economic
growth in the EU. In 2016, the European Commission
reported approximately €5 trillion worth of alternative
investment funds under management in the EU with 40%
of all funds marketed across border.1 According to a report
by PricewaterhouseCoopers in 2016, European hedge
funds have reached a total volume of USD 663 billion in
funds under management, making Europe the second
largest hedge fund centre in the world after the US.2
Following the global financial crisis and the criticism
levelled against alternative investment funds for
aggravating the crisis, the European legislator moved
forward with the adoption of the Alternative Investment
Fund Managers Directive (AIFMD), which represents
the first pan-European effort to regulate the alternative
investment fund industry.3 The AIFMD provides an
encompassing regulatory framework for the authorisation
and operation of alternative investment fund managers

(AIFMs), which manage and/or market alternative
investment funds (AIFs) in EU Member States. The main
rationales underpinning the adoption of the Directive are
the protection of investors in alternative investment funds
and the safeguarding of financial stability.4
Following the decision by the UK to leave the EU, the
European alternative investment fund industry has been
confronted with legal uncertainty regarding the future
application of the AIFMD and the post-Brexit
relationships between market participants in the EU and
the UK. The UK’s asset management industry is the
second largest in the world and the largest in the EU
managing approximately £9 trillion of assets.5 Investment
fund managers utilise the UK as a hub out of which they
market their funds to investors across Europe. Brexit
threatens to upend the European fund industry choking
off the access of European investors to the UK’s
investment fund industry. The aim of this article is to
shed light on the potential implications of Brexit on
AIFMs and AIFs in the UK and discuss the options
available to UK alternative investment managers wishing
to access the European market post-Brexit.
The next section of this article seeks to decipher the
possible scenarios concerning the outcome of the
negotiations between the UK and the EU with regards to
the UK’s withdrawal from the EU. This article then offers
an overview of the AIFMD and analyses the effects of a
“Hard Brexit” on AIFMs and AIFs in the UK. The article
goes on to examine the regime introduced by the AIFMD
for non-EU AIFMs and AIFs. The final section scrutinises
some alternative strategies that UK AIFMs may utilise
in order to access the European market post-Brexit.

Possible Brexit scenarios
General remarks
On 23 June 2016, the UK held a public referendum, which
resulted in a majority of votes supporting the withdrawal
of the UK from the EU. On 29 March 2017, the UK
triggered the respective withdrawal proceedings in
accordance with art.50 of the Treaty on the European
Union6 and submitted a notification about its intention to
leave the EU to the European Council.7 Currently, the EU
and the UK are negotiating the arrangements for the
withdrawal and their future post-Brexit relationship. The
withdrawal of the UK will become effective upon the
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conclusion of the withdrawal agreement or two years
from the date of the notification.8 Thus, the agreement
between the EU and the UK would need to be effectively
concluded before 29 March 2019, unless this term is
prolonged by the European Council in accordance with
art.50(3) TEU.
The UK’s withdrawal from the EU will have profound
implications for the EU’s and the UK’s financial system
and economy. The financial services industry represents
approximately 7% of UK’s GDP with the London market
providing wholesale market services to the rest of the
EU.9 The Bank of England has warned of the financial
stability risks posed by a disorderly Brexit, including the
disruption of the provision of financial services to UK
and EU clients and the fragmentation in financing sources
to the detriment of both EU and UK companies and
households.10 During the Brexit negotiations, several
possible scenarios regarding the future relationship
between the EU and the UK have been proposed. It should
be noted that it is unlikely that the consequences of Brexit
will become immediately effective. In particular, the
transition period in the short and medium term will be
characterised by legal uncertainty regarding the final
outcome of post-Brexit arrangements.11
As far as financial services are concerned, the crucial
issue in Brexit negotiations is the access of UK financial
institutions to the single market. EU financial firms
benefit from so-called passporting rights, which allow
them to operate across the EU.12 Passporting rights
emanate from the principles of free movement enriched
in EU treaties. According to the passport system, a firm
which is authorised in its home Member State can freely
offer its services through branches or on a cross-border
basis across the EU without being subject to regulation
and supervision by the host Member State.13 As a member
of the EU, the UK benefits from passporting rights.
Indeed, the unhindered access of UK financial firms to
the single market based on passporting rights is one of
the main reasons for the growth of the financial sector in
the UK. The withdrawal of the UK from the EU will result
in the loss of the financial services passport for UK
financial firms.

Soft Brexit
The so-called “Soft Brexit” solution refers to the UK
withdrawing from the EU but remaining a member of the
European Economic Area (EEA) with UK firms
continuing to enjoy access to the European single
market.14 The EEA was established on 2 May 1992 with
the signing of the Agreement on the European Economic
Area (EEA Agreement), which entered into force on 1
January 1994. The contracting parties to the agreement
are the EU, each of its Member States, including the UK,
and Iceland, Liechtenstein and Norway.15 Membership in
the EEA gives access to the single market with the EEA
Agreement establishing the four fundamental freedoms,
namely the free movement of goods, persons, capital and
services. In return for access to the single market, EEA
members are required to apply EU law in numerous areas,
including financial services. In addition, the members of
the EEA, which are not EU members, must make financial
contributions to the EU. Finally, it should be noted that
membership in the EEA does not entail membership in
the customs union.
As far as the implications of Brexit on the UK’s EEA
membership are concerned, the opinion of the UK
Government and numerous legal scholars is that, since
the UK is a EEA member solely by virtue of its
membership in the EU, the withdrawal from the EU will
result in the UK ceasing to be a contracting party to the
EEA Agreement.16 According to this view, the UK
Government’s notification of its intention to withdraw
from the EU also contained an implied notice to withdraw
from the EEA. Consequently, if the UK decides, after its
exit from the EU, to become again an EEA Member, it
must apply for membership and its application must be
accepted by all other remaining contracting parties.
It should be noted that the AIFMD has been enacted
as a European legislative act “with EEA relevance”. In
September 2016, the EEA Joint Committee adopted the
resolution to incorporate the AIFMD into the EEA
Agreement in accordance with art.102 of the EEA
Agreement and expanded its scope to Liechtenstein,
Iceland and Norway.17 Consequently, the AIFMD equally
applies in these EEA Member States.18 Provided that the
UK (re)joins the EEA, UK AIFMs would benefit from
the management and marketing passport introduced by
the Directive allowing them unfettered access to the
European market.
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Nevertheless, in her speech in Florence, the UK Prime
Minister Theresa May stressed that the UK will not be
seeking membership in the EEA.19 Membership in the
EEA would force the UK to implement EU rules over
which it will have no say after its exit from the EU. As
Armour notes, this will leave the UK exposed to
politically motivated rule-making that might jeopardise
its interests.20 Moreover, EEA members are required to
abide by the four fundamental freedoms, including the
freedom of movement of persons. Nevertheless, one of
the stated objectives of supporters of the UK’s withdrawal
from the EU was curbing immigration to the UK.21 As a
result, Theresa May has forcefully affirmed that free
movement of EU nationals to the UK will end after Brexit
and the UK will reject any future relationship with the
EU which requires it to comply with the principle of the
free movement of persons. Finally, as a member of the
EEA, the UK would have to continue making
contributions to the EU budget. As a result, based on the
advocated objective of the Brexit referendum and the
official declarations of the UK Prime Minister, a
Soft-Brexit scenario seems unlikely.

Hard Brexit
The so-called “Hard Brexit” solution refers to any other
potential post-Brexit arrangement between the EU and
the UK whereby the UK exits both the EU and the EEA
and thus loses its access to the European single market.22
In its April 2017 Negotiating Guidelines, the European
Council noted that the EU is open to negotiating a trade
deal with the UK.23 Nonetheless, it stressed that any such
agreement should preserve the single market, should not
grant the UK as a non-member the same rights as an EU
member and should not allow cherry-picking of single
market rights.24 Consequently, any post-Brexit
arrangement that grants the UK full access to the single
market must be accompanied by full acceptance of the
four fundamental freedoms and acceptance of the
jurisdiction of the European Court of Justice both of
which are politically impossible for the UK government
to accept.
As a result, in a Hard Brexit scenario the UK will
immediately become a third country vis-à-vis the EU. As
far as financial services are concerned, the UK will lose
its access to the single market with UK firms unable to
benefit from the freedom of establishment or passporting

rights. Consequently, UK firms wishing to operate and
offer their services to customers in the EU must become
authorised in each Member State they want to operate in
and comply with its regulations. Indeed, EU Member
States are allowed to impose on third-country firms more
stringent rules than EU firms. Nonetheless, in the
aftermath of the financial crisis, the EU is increasingly
relying on a new regime, the so-called third-country
equivalence regime, to manage third-country entities’
access to its market and EU firms’ interactions with
third-country entities.25 It should be noted that the
equivalence regime is not a general framework but merely
refers to a body of rules contained in the main post-crisis
financial services legislative acts, including the Regulation
on Credit Ratings Agencies26 and MiFID II.27 In general,
equivalence provisions provide that third-country firms
operating in the EU or dealing with EU counterparties
will be subject solely to home country authorisation and
regulation without having to be authorised by EU Member
States and/or comply with EU regulations. A precondition
is that the third country’s regulatory or supervisory regime
is equivalent to the corresponding EU regime.
Equivalence assessments are performed by the European
Commission often on the basis of advice from the
European Supervisory Authorities, reports of international
organisations or other public bodies. The equivalence
regime seeks to protect financial stability in the EU by
curbing systemic risk emanating from third countries
while at the same time promoting an open and globally
integrated EU market.28 It should be noted that the
AIFMD’s third-country regime, which allows non-EU
AIFMs to access the European market, is not based on
equivalence but rather on the authorisation of non-EU
AIFMs within the EU.29
In relation to the AIFMD, a Hard-Brexit scenario will
indeed result in immediate and perceptible consequences.
The AIFMD distinguishes between the authorisation of
EU AIFMs and non-EU AIFMs and the management and
marketing of EU AIFs and non-EU AIFs. As will be
explained below, once a Hard Brexit becomes effective,
the UK will automatically be qualified as a third non-EU
country and UK AIFMs will lose their access to the
management and marketing passport introduced by the
AIFMD.30 Recent comments in the media support the
view that the ongoing Brexit negotiations could likely
result in the UK leaving the European single market.31 In
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July 2017, the European Securities and Markets Authority
(ESMA) also acknowledged the potential impacts of a
Hard Brexit on the European financial markets and
specifically addressed several regulatory aspects of the
AIFMD in the case of a Hard Brexit.32

The Alternative Investment Fund
Managers Directive
General remarks
Before being able to assess the potential implications of
a Hard Brexit on the future business conduct of AIFMs
and AIFs in the UK, it is essential to provide a brief
overview of the provisions of the AIFMD. Apart from
certain exceptions for smaller institutions,33 the AIFMD
requires the authorisation of AIFMs and their compliance
with various provisions seeking to enhance investor
protection and financial stability. The Directive applies
to EU AIFMs managing one or more EU or non-EU AIFs,
non-EU AIFMs managing one or more EU AIFs and
non-EU AIFMs marketing one or more AIFs to
professional investors in the EU irrespective of whether
such AIFs are EU or non-EU AIFs.34 Marketing to retail
investors is left to the discretion of individual Member
States.35
AIFMs are defined as legal persons whose regular
business is managing one or more AIFs. According to
the AIFMD, AIFs are defined as
“collective investment undertakings, including
investment compartments thereof, which raise capital
from a number of investors, with a view to investing
it in accordance with a defined investment policy
for the benefit of those investors, and do not require
authorisation pursuant to Article 5 of Directive
2009/65”.36
Since Directive 2009/65 (UCITS Directive)37 addresses
investment funds that have been authorised as UCITS
funds, the scope of the AIFMD is generally limited to
non-UCITS funds. It should be noted that the AIFMD

does not target investment funds but regulates the
manager instead. Individual Member States remain
responsible for regulating and supervising AIFs.
If applicable, the AIFMD imposes a rather complex
and extensive set of rules for the operation and business
conduct of AIFMs, including, inter alia, certain initial
capital and minimum funds requirements,38 the obligatory
appointment of an independent depositary for each AIF
under management,39 detailed operating and organisational
requirements,40 as well as encompassing transparency and
reporting obligations towards the competent national
authorities of EU Member States and investors.41

EU alternative investment fund managers
and alternative investment funds
The cornerstone of the AIFMD concerns its authorisation
and passport system. Pursuant to the management passport
introduced by the AIFMD, once authorised, an EU AIFM
may manage EU AIFs established in any other EU
Member State either directly or through a branch.42 In
addition, the AIFMD’s marketing passport allows an EU
AIFM to market EU AIFs to professional investors in its
home Member State and in any other EU Member State.43
The management and marketing of EU AIFs by EU
AIFMs under the AIFMD follows a two-stage process,
which consists of: (1) a single authorisation procedure;
and (2) subsequent notification requirements (passport
system).
The competent national authorities may generally grant
an authorisation under the AIFMD when the AIFM
disposes of the required initial capital44 and, if applicable,
the minimum amount of own funds45 and the authorities
are satisfied that the AIFM will be able to meet all
operational
and
organisational
requirements.46
Furthermore, the persons who conduct the business of
the EU AIFM must be of sufficiently good repute and
possess sufficient experience.47 In addition, the
shareholders of the AIFM that have qualifying holdings
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35
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36
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38
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must be able to ensure the prudent management of the
AIFM.48 Finally, the head office and the registered office
of the AIFM must be located in the same Member State.49
In a second step, a duly authorised EU AIFM may
notify the intended management and/or marketing of EU
AIFs in EU Member States to the competent authorities
of its home Member State.50 Provided that the AIFM
complies with the provisions of the AIFMD, the
competent authorities of the home Member State must
forward the respective documentation to the competent
authorities of the host EU Member State.51 Once
forwarded, the EU AIFM may commence its notified
business activities. Overall, the passport system allows
AIFMs authorised in only one EU Member State to
subsequently access the whole European market and
expand their business activities to other EU Member
States.

Non-EU alternative investment fund
managers and alternative investment funds
As far as Brexit is concerned, the main point of interest
concerns the applicable legal framework and the
authorisation of non-EU AIFMs and the management
and/or marketing of EU or non-EU AIFs in EU Member
States. In this regard, the AIFMD provides for a scaled
implementation procedure,52 which has not been
completed yet. Initially, the AIFMD introduces the
passport system for EU AIFMs, which are managing and
marketing EU AIFs. Non-EU AIFMs intending to manage
EU AIFs and/or market AIFs in the EU cannot become
authorised under the AIFMD and benefit from the
passport regime.53
Non-EU AIFMs may manage EU AIFs depending on
the national law of each Member State. Therefore,
non-EU AIFMs seeking to market non-EU or EU AIFs
to professional investors in the EU are subject to the
national private placement regimes (NPPRs) of individual
EU Member States.54 Non-EU AIFMs marketing their
funds on a private placement basis must also abide by the
requirements imposed by art.42 of the AIFMD. Non-EU
AIFMs must comply with the transparency requirements
introduced by the AIFMD, including disclosure and
reporting obligations to investors and authorities. In
addition, appropriate co-operation arrangements regarding
systemic risk oversight must be established between the
competent EU authorities and the supervisory authorities

of the third countries where the non-EU AIFM and
non-EU AIF, if applicable, are established. Finally, the
third country where the non-EU AIFM and the non-EU
AIF are established must not be listed as a
Non-Cooperative Country and Territory (NCCT) by the
Financial Action Task Force (FATF). It should be noted
that the introduction of a NPPR is left to the discretion
of individual Member States with certain major
jurisdictions either imposing additional requirements,
such as Germany and France, or banning NPPRs, such
as Italy.55
Only in a second step and following a defined
procedure to be followed by ESMA and the European
Commission will the passport system be extended to third
countries, namely non-EU AIFMs and non-EU AIFs.
After a further interim period, the NPPRs of EU Member
States will ultimately be terminated by the European
Commission. Pursuant to art.67 of the AIFMD, ESMA
is instructed to issue an opinion on the functioning of the
passport system under the AIFMD as well as the NPPRs
of EU Member States and advise on the possible extension
of the passport system to third countries. The AIFMD
provides for an assessment of third countries pursuant to
the criteria of investor protection, market disruption,
competition and the monitoring of systemic risk.56 On 12
September 2016, ESMA submitted a final first version
of its opinion and advice and issued positive assessments
for an extension of the AIFMD passport to Canada,
Guernsey, Japan, Jersey and Switzerland.57 For Australia,
Hong Kong, Singapore and the US, ESMA advocated
certain conditions for a potential extension.58 The
European Commission would now be expected to adopt
a delegated act in accordance with art.67(6) of the AIFMD
to extend the passport system to positively assessed third
countries. Nevertheless, ESMA suggested that the
European Commission, Council and Parliament may wish
to delay commencing the legislative procedure until
ESMA has delivered positive advice on a sufficient
number of non-EU jurisdictions.59 As a next step, art.68
of the AIFMD further instructs ESMA within three years
after the expansion of the AIFMD’s passport to issue an
opinion on the functioning of the extended passport
system and advise on the termination of the NPPRs, which
must then be ordered by the European Commission
subject to the approval of the European Parliament and
Council.
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59
ESMA, “ESMA’s advice to the European Parliament, the Council and the Commission on the application of the AIFMD passport to non-EU AIFMs and AIFs” (2016),
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Against the background of the current Brexit
negotiations and the potential realisation of the
Hard-Brexit solution, UK AIFMs would no longer benefit
from the management and marketing rights introduced
by the Directive. In case of a Hard-Brexit scenario, UK
AIFMs will automatically be reclassified as non-EU
AIFMs and will no longer be able to manage EU AIFs
and market AIFs in the EU pursuant to the management
and marketing passport.60 In addition, after Brexit funds
which have been authorised in accordance with the
UCITS Directive will no longer be classified as UCITS
funds. Pursuant to the UCITS Directive, UCITS funds
must be established in the EU and managed by an EU
management company. It is likely that these funds will
be considered AIFs and their managers AIFMs for
purposes of the AIFMD.61
After a Hard Brexit, UK AIFMs will be able to manage
EU AIFs only in accordance with the national laws of the
Member States. Furthermore, marketing of AIFs in the
EU will be subject to national private placement regimes
of Member States and the requirements introduced by
art.42 of the AIFMD. Conversely, EU AIFMs will not
be able to manage UK funds or market their AIFs in the
UK pursuant to the management and marketing
passports.62 If the passport system is extended to the UK,
then UK AIFMs will have the option to access the
European market either through the NPPRs of individual
Member States or through the third-country passport
regime. As soon as the NPPRs are terminated by the
European Commission, the only regular option for
UK-based AIFMs would be to access the European
market through the third-county passport regime.63
Regarding the future expansion of the passport regime,
it has been argued that, since the UK has fully
implemented the AIFMD into its national laws, in case
of a Hard-Brexit scenario, the passport regime would be
extended to the UK.64 However, a European Commission
decision extending the third-country passport regime to
the UK cannot be adopted before the UK officially
withdraws from the EU. UK-based managers may
therefore not be able to manage EU funds and market
their funds in the EU until a decision extending the
passport regime is adopted by the European
Commission.65 As a result, specific transitional
arrangements may be necessary in order to avoid

disrupting the provision of investment fund management
services by UK managers in the EU.66 In addition, one
should not rule out the possibility of the UK amending
its regulatory framework for investment funds after
Brexit.67 Even if the third-country regime is extended to
the UK post-Brexit, the European Commission has the
power to amend or withdraw its decision if it considers
that the UK no longer fulfils the criteria on the basis of
which a positive assessment was previously made.68

The passport system for non-EU
alternative investment fund managers
and alternative investment funds
General remarks
Provided that the European Commission expands the
passport system, the AIFMD imposes a set of rules
targeting non-EU AIFMs.69 The AIFMD introduces
specific requirements in relation to the authorisation of
non-EU AIFMs and imposes on non-EU AIFMs
numerous obligations regarding their organisation and
conduct of business. The following section provides an
overview of certain significant aspects of the third-country
regime introduced by the AIFMD.

Authorisation
Pursuant to art.37 of the AIFMD, a non-EU AIFM seeking
to manage EU AIFs and/or market EU or non-EU AIFs
in the EU must acquire prior authorisation by the
competent national authorities of its Member State of
reference. The AIFMD introduces a complex set of rules
regarding the proper determination of the Member State
of reference whose authorities are competent to authorise
it and conduct supervisory functions. More specifically,
the competent Member State of reference is determined
by focusing on the location of all or a substantial part of
the intended future business activities of the non-EU
AIFM.70 The non-EU AIFM must initially determine its
Member State of reference and direct its application to
the competent authorities of such Member State.71 In case
of several possible Member States of reference, the
non-EU AIFM must submit a request to the authorities
of all possible Member States of reference to determine
its Member State of reference.72 Those authorities will
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then decide the Member State of reference of the non-EU
AIFM. To facilitate these proceedings, the European
Commission issued detailed procedural guidelines for
cases where the AIFMD provides for more than one
potential Member State of reference.73
Furthermore, the AIFMD imposes various conditions
on non-EU AIFMs applying for an authorisation under
the third-country regime. First, the AIFMD refers to the
conclusion of appropriate co-operation agreements
between the authorities of the Member State of reference,
the authorities of the home Member State of marketed
EU AIFs and the competent authorities of the third
country where the non-EU AIFM is established.74 These
co-operation agreements shall at least ensure an efficient
exchange of information and allow the competent
authorities to carry out their duties under the AIFMD.
Similar co-operation agreements are required in relation
to the notification of the intent to manage and/or market
non-EU AIFs in the EU75 and the authorisation under the
NPPRs.76 Secondly, non-EU AIFMs and non-EU AIFs
are generally denied access to the European market when
they are established in a country listed as a NCCT by the
FATF.77 The NCCT list aims to highlight jurisdictions,
which are generally vulnerable for the financial markets
systems and impose high risks of money laundering and
terrorism financing.78 Thirdly, the AIFMD demands the
concerned third country to co-operate in matters of
income and capital tax. In detail, the third country must
comply with international taxation standards laid down
in art.26 of the Organisation for Economic Co-operation
and Development (OECD) Model Tax Convention on
Income and Capital 1992 and ensure an effective
exchange of information in tax matters, including any
multilateral tax agreement.79 This requirement also applies
for the marketing of non-EU AIFs in the EU.80 Finally, it
must be ensured that the supervisory functions of
competent European and/or third-country authorities are
not restricted by the laws, regulations or administrative
provisions of the third country governing the non-EU
AIFM.81
Concluding, the majority of the aforementioned
requirements are dependent on the international
co-operation between the national authorities of the
concerned jurisdictions, such as with regards the
co-operation and tax agreements. Therefore, these issues
must not only be addressed in the current Brexit

negotiations between the UK and the EU but also during
bilateral negotiations between the UK and each EU
Member State and their competent authorities. In this
respect, the AIFMD states that co-operation arrangements
should not be used as a barrier to impede non-EU AIFs
from being marketed in a Member State.82 Furthermore,
the AIFMD instructs ESMA to develop draft regulatory
technical standards on the contents of such co-operation
arrangements and provides ESMA with dispute resolution
functions to conclude such co-operation agreements.83
However, it could be argued that the negotiation and
conclusion of 27 co-operation and tax agreements will
likely impose massive efforts, take substantial time and
delay the potential expansion of the AIFMD passport
system to the UK.
Another important requirement under the AIFMD,
which exclusively applies to non-EU AIFMs, is the
obligation to appoint a legal representative in the EU.
According to the AIFMD, the legal representative is a
natural or legal person, which has been expressly
designated by a non-EU AIFM to act on its behalf.84 The
legal representative must have its official address (legal
person) or domicile (natural person) in the competent
Member State of reference.85 He/she acts as contact point
and is responsible for the correspondence with the
competent European authorities and investors in the EU
and additionally performs a compliance function for the
management and marketing activities of the non-EU
AIFM.86

Operational requirements
According to art.37 of the AIFMD, non-EU AIFMs
seeking to manage EU AIFs and/or market EU and/or
non-EU AIFs in the EU must comply with the provisions
of the AIFMD. As a result, the AIFMD has a broad
extraterritorial reach. Non-EU AIFMs seeking to access
the European market must abide by the AIFMD’s
provisions aimed at improving investor protection and
tackling systemic risk. The AIFMD introduces extensive
conduct of business, valuation, depositary, disclosure and
capital requirements. Non-EU AIFMs are subject to
transparency requirements, including the obligation of
fund managers to disclose specific information to
investors both prior to the investment and periodically
thereafter, including the fees charged to investors, the
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investment strategy and the amount of leverage employed
and reporting requirements in order to allow national
supervisors to assess the financial stability risks posed
by the activities of AIFs.87 AIFMs must implement
organisational and administrative arrangements for
identifying and managing any conflicts of interest that
could adversely impact the interests of the AIFs that they
manage or the funds’ investors.88 AIFMs must act with
due care, skill and diligence and fairly in conducting their
activities.89 What is more, the Directive imposes modest
initial and ongoing capital requirements for AIFMs
subject to an overall cap of €10 million.90 Hedge fund
managers must also devise and implement appropriate
risk and liquidity management systems.91 Finally,
remuneration restrictions are also introduced for
“identified staff”, whose professional activities have a
material impact on the fund’s risk profile.92
A substantial organisational aspect of the AIFMD
concerns the obligation of AIFMs to ensure the
appointment of a depositary for each AIF under
management.93 In general, the depositary is responsible
for various crucial functions in order to ensure the
effective protection of investors, such as asset
safe-keeping and cash management.94 According to the
AIFMD, the role of the depositary shall be assumed by
credit institutions, investment firms or other similarly
regulated institutions.95 As far as the location of the
depositary is concerned, in the case of EU AIFs, the
depositary must be established in the home Member State
of the AIF. Non-EU AIFMs managing non-EU AIFs must
ensure the appointment of a depositary either in the third
country where the AIF is established or in the Member
State of reference of the AIFM.96 As regards the
appointment of a third-country depositary, the AIFMD
provides for several additional requirements. First, the
AIFMD requires the conclusion of co-operation and
exchange of information arrangements between the
authorities of the third country, the EU Member States
where the non-EU AIFs are intended to be marketed or,
if different, the home Member State of the AIFM
managing the non-EU AIF.97 Moreover, the AIFMD
requires the conclusion of tax agreements in accordance
with art.26 of the OECD Model Tax Convention on
Income and Capital and the effective exchange of
information in tax matters between the involved
authorities of the third country, the EU Member States

where the non-EU AIFs are intended to be marketed or
the home Member State of the AIFM managing the
non-EU AIF.98 Furthermore, the third country must not
be listed as a NCCT by the FATF.99 In addition, the
appointed third-country depositary must be subject to
national laws of the third country, which ensure its
prudential regulation, such as minimum capital
requirements and supervision.100 Such laws must have the
same effect as EU law and be effectively enforced.
According to the AIFMD, the European Commission has
been mandated to regularly review third-country regimes
and adopt implementing acts stating the jurisdictions
meeting this requirement.101 Finally, the depositary must
contractually agree to assume liability to the AIF or to
the investors of the AIF for the loss of financial
instruments held in custody by the depositary or a third
party to whom custody has been delegated.102
Since non-EU AIFMs are additionally subject to the
national laws and the national regulatory regime of their
third country, it is likely that such national regime
deviates from or even contradicts with the provisions of
the AIFMD. The AIFMD explicitly addresses this issue
and generally orders the precedence of the AIFMD. The
obligation of a non-EU AIFM to comply with the
regulatory framework of the AIFMD may only be
suspended in rare circumstances where the non-EU AIFM
can demonstrate that it is impossible to combine certain
provisions of the AIFMD with the mandatory national
laws of the third-country jurisdiction; these mandatory
national laws provide for equivalent rules having the same
regulatory purpose and providing the same level of
protection for investors; and the non-EU AIFM complies
with such equivalent rules.103
Our analysis of the provisions of the AIFMD has shown
that non-EU AIFMs seeking to access the European
market are subject to stringent operational requirements
in addition to any obligations imposed by their home
country. It could be argued that these ensure that
third-country managers are acting under the same level
of regulatory density as EU managers. In light of a
potential Hard Brexit, however, it is obvious that the
operation of UK AIFMs under the third-country regime
would also impose substantial organisational and financial
burdens, which might limit their competitiveness.
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Consequently, this situation could also impose adverse
effects on the general appeal of the European market to
UK AIFMs.

Alternative strategies for alternative
investment fund managers and funds in
the UK
General remarks
Our analysis has revealed that a potentially extended
passport system under the AIFMD provides for a rather
unfavourable environment towards non-EU AIFMs. UK
AIFMs would initially be dependent on the NPPRs of
EU Member States to access the European market.104 If
the third-country regime is extended to the UK, the
NPPRs and the third-country passporting regime will
co-exist. At a later stage, however, NPPRs of EU Member
States are expected to be terminated by the European
Commission, leaving UK AIFMs with the only option to
apply for authorisation under the third-country passport
regime.105
Depending on whether the third-country passport
regime is extended to the UK, UK AIFMs would either
have to comply with the NPPR of each Member State
where they intend to market their funds or become
authorised as non-EU AIFMs under the AIFMD.
However, both of these strategies have significant
drawbacks. On the one hand, NPPRs are not available in
all Member States with major European countries and
economies, such as France and Italy, opting against
introducing an NPPR or imposing stringent requirements.
Moreover, NPPRs will ultimately be terminated by the
European Commission. On the other hand, uncertainty
remains regarding the extension of the third-country
regime to the UK and the length of time it will take for
the European Commission to issue a positive decision.
Furthermore, even if the third-country passport regime
is extended to the UK, the European Commission may
at any time withdraw the extension. Thus, the following
section analyses certain alternative strategies that can be
utilised by UK AIFMs in order to nevertheless access the
European market post-Brexit.

Relocation and delegation
An alternative strategy for UK AIFMs intending to access
the European market post-Brexit is to relocate their
operations to Europe.106 In a first step and before the UK
withdraws from the EU, a UK AIFM would open a branch
in the EU benefitting from the management passport
offered by the AIFMD. This would ensure that the

relocation to Europe is gradual. In a second step as Hard
Brexit nears, the branch would be converted to a
subsidiary. After Brexit, the subsidiary would be
considered an EU AIFM and would be required to become
authorised and comply with the AIFMD. Once authorised,
the EU AIFM would avail of the passport introduced by
the Directive.
It has also been proposed that an EU AIF managed by
a UK-based AIFM might change its organisational
structure from external to internal management.
According to the AIFMD, an externally managed AIF is
characterised by the appointment of an AIFM being a
different legal person than the AIF. Internal management
on the other hand means that the management of the AIF
is conducted by its own corporate bodies.107 Provided that
the corporate form of the AIF allows for internal
management, such as in case of a stock corporation by
the board of directors, the AIF would then be qualified
as the AIFM established in the EU. Consequently, the
EU AIFM would continue to take full advantage of the
AIFMD passport system even after a Hard Brexit.
Relocations to Europe of financial institutions leaving
the UK give rise to the risk of regulatory arbitrage. The
financial services industry generates revenue, taxes and
highly paid jobs for host states. As a result, European
financial centres seeking to lure business out of the UK
may be tempted to offer a lax supervisory regime.
Recognising the risk of supervisory arbitrage, ESMA
issued, in July 2017, an opinion primarily addressed to
national competent authorities setting out general
principles in order to tackle cross-sectoral regulatory and
supervisory arbitrage risks in the area of investment
management (2017 Opinion).108 ESMA stressed that
national competent authorities must ensure full
compliance with the authorisation requirements of the
AIFMD. UK AIFMs cannot be accorded preferential
treatment by relying on authorisations in other Member
States or third countries.109 Furthermore, relocating AIFMs
are required to demonstrate that the choice of the Member
State for relocation is based on objective factors and not
regulatory arbitrage.110 Authorities must deny
authorisations to relocating entities, which choose a
Member State in order to bypass the more stringent
supervisory standards of another Member State where
they intend to carry out business.111 Moreover, national
competent authorities must ensure that relocating entities
have established and maintain effective governance
structures and internal control mechanisms.
Moreover, in order to minimise relocation costs and
continue to leverage the expertise of their UK-based
operations, asset managers may decide to delegate certain
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functions to their UK units.112 Once a UK AIFM
establishes a structure in the EU, it would delegate certain
functions, such as portfolio and risk management, back
to the existing operations based in the UK. However, the
strategy of utilising delegation carries numerous risks,
most notably the risk of regulatory arbitrage. UK-based
AIFMs could set up so-called letter box entities in the
EU, namely entities with minimal personnel and
operations, and delegate most of their functions back to
their UK units.
While delegation is permitted under the AIFMD, the
AIFMD imposes rather strict requirements on the use of
delegation arrangements in order to tackle the risk of
regulatory arbitrage and the phenomenon of letter box
entities. Pursuant to art.20 of the AIFMD, AIFMs, which
intend to delegate functions to third parties, must notify
the national competent authorities. The AIFMD introduces
numerous conditions, which must be fulfilled, in order
for the delegation arrangements to become effective.
Delegation arrangements must be justified on objective
reasons.113 Objective reasons include cost savings,
expertise of the delegate in specific markets or
investments and access to global trading capabilities.114
Moreover, the delegate must have sufficient resources to
perform its tasks and the persons who conduct the
business of the delegate must be of good repute and
experienced.115 Furthermore, delegation of portfolio or
risk management can be conferred only on entities
authorised or registered for the purpose of asset
management and subject to supervision.116 If this condition
cannot be met, the delegate must be subject to prior
approval by the competent authorities of the home
Member State of the AIFM. In cases where portfolio or
risk management is delegated to a non-EU entity,
co-operation between the authorities of the home Member
State of the AIFM and the third-country supervisory
authority must be ensured.117 Another condition imposed
by the AIFMD is the requirement for the AIFM to
demonstrate that the delegate is qualified, capable of
performing the delegate functions and has been selected
with due care and diligence.118 The AIFM must be in a
position to monitor and give instructions to the delegate.119
Finally, the delegation must not prevent the effective
supervision of the AIFM.120

In its 2017 Opinion, ESMA sought to clarify the
requirements imposed by the AIFMD and also introduced
additional requirements regarding the assessment of
delegation arrangements. Most importantly, in an effort
to curb the emergence of letter box entities, ESMA
stressed that authorised AIFMs may not delegate
investment management functions to such an extent that
exceeds by a substantial margin the functions performed
internally.121 What is more, portfolio management and
risk management cannot be delegated in their entirety.122
With respect to relocating entities, ESMA stated that
relocating entities must transfer a sufficient amount of
portfolio and/or risk management functions to their new
home Member State. Relocating entities cannot maintain
substantially more portfolio and/or risk management
functions and the concomitant resources in a third country
than in their new home Member State.123 In addition,
authorised AIFMs must have sufficient resources and
expertise in order to monitor delegates.124
Overall, it can be argued that reliance on extensive
delegation of tasks may not be qualified as a long-term
solution. Although AIFMs might be able to justify the
delegation of certain functions to operations based in the
UK on objective reasons, ESMA’s opinion aims to
prevent the widespread use of delegation structures as a
potential post-Brexit solution. AIFMs, which utilise
delegation, are required to maintain a parallel operative
organisation in the EU resulting in significant operational
requirements and costs for managers implementing this
alternative strategy.

Reverse solicitation
Another possible option for non-EU AIFMs seeking to
access the European market is to engage in a practice
known as “reverse solicitation”. Reverse solicitation falls
outside the definition of marketing introduced in the
AIFMD. Thus, a non-EU AIFM relying on reverse
solicitation to access the European market is not covered
by the AIFMD. According to the AIFMD, marketing
means a direct or indirect offering or placement on the
initiative of the AIFM or on behalf of the AIFM of units
or shares of an AIF it manages or with investors domiciled
or with a registered office in the EU.125 Consequently, any
activity outside the scope of the definition of marketing
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does not trigger the obligation to comply with the
AIFMD. Reverse solicitation refers to passive activity
where the investor approaches the manager at his/her own
initiative.
Nevertheless, significant legal uncertainty remains with
Member States adopting divergent rules and supervisory
approaches regarding the notion of marketing and the
activities that constitute marketing.126 Inconsistencies
abound with respect to pre-marketing activities and
activities constituting reverse solicitation.127 For instance,
some Member States consider preliminary contacts
between managers and prospective investors as permitted
pre-marketing activities, while other Member States view
them as marketing activities.128 In addition, Member States
exhibit different approaches concerning reverse
solicitation. For example, some jurisdictions provide that
the investor’s unsolicited request must refer to a specific
AIF in order to be considered reverse solicitation.129 In
response to complaints of market participants regarding
the prevailing legal uncertainty, the European
Commission put forward a proposal amending the AIFMD
which defines “pre-marketing” as the direct or indirect
provision of information on investment strategies or
investment ideas by an AIFM or on its behalf to
professional investors domiciled or registered in the EU
in order to test their interest in an AIF which is not yet
established.130 The proposal does not provide for a
definition of “reserve solicitation”. Nonetheless, the
Commission has endorsed the view of the expert group
set up to examine national barriers to cross-border capital
flows, which considers reverse solicitation as any
unsolicited request by a professional investor concerning
units or shares of a specifically designated existing fund
without any prior direct or indirect offer or solicitation
from the manager or on its behalf.131 Moreover, the
Commission encouraged Member States to promote
convergence in the national rules and practices regarding
reverse solicitation.

Moreover, as Sagan notes, the practice of reverse
solicitation may not be qualified as a suitable alternative
strategy as it simply refers to a mere reactive behaviour
of the AIFM, which requires the constant initiative of
potential EU investors in order for it to be conducted on
a large scale.132 Reverse solicitation might grant non-EU
AIFMs intermediate access to the European market
outside the scope of the AIFMD in occasional
circumstances but cannot be qualified as suitable business
model in the medium or long term.

Conclusion
The future legal position of EU and UK investment fund
managers under the AIFMD mainly depends on the
outcome of the current Brexit negotiations. From the
current perspective, only the membership of the UK in
the EEA would ensure that UK and EU investment fund
managers maintain full access to the alternative
investment funds market in the EU and UK territory.
A Hard Brexit would have significant consequences
for AIFMs and AIFs based in the UK. NPPRs of the EU
Member States involve high organisational and financial
burdens for non-EU AIFMs. AIFMs and AIFs based in
the UK would need to follow different rules in each EU
Member State they intend to conduct business. In
addition, numerous Member States have not introduced
NPPRs or have imposed additional stringent requirements.
What is more, based on the schedule provided by the
AIFMD, such authorisation would be valid for an interim
period only. As a result, UK AIFMs would have to
become authorised under the AIFMD and be confronted
with the regulatory requirements of the AIFMD passport
system for non-EU AIFMs. Certain proposed alternative
strategies, such as reverse solicitation and the extensive
use of delegation, are generally not providing full access
to the European market and/or imposing significant
financial and organisational efforts to implement and
maintain in the long run.
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