
Hedge funds key to global market stability 

Recently, Mark Casella, PricewaterhouseCoopers’ US Alternative 
Investments Leader, interviewed Richard H. Baker, President and 
Chief Executive Officer of Managed Funds Association (MFA). 
Here are some highlights from their discussion. 

Casella: What role should the industry play to help ensure the stability of 
the financial markets? 

Baker: Industry participants need to be proactive in engaging in dialogue with 
policy makers about the vital role that hedge funds play in the stability of the 
global financial markets. This should include identifying areas of risk and being 
prepared to offer constructive solutions to address them. Good examples 
of industry efforts in this regard can be seen in initiatives related to short 
selling, credit default swaps and issues arising out of the Lehman Brothers 
insolvency. By working constructively with policy makers, the industry can 
continue to build its credibility and allow those policy makers to understand 
and appreciate the many benefits this industry brings to capital markets. 

The industry must also be prepared to accept certain minimum expectations 
that policy makers have. One such expectation is widespread adoption and 
implementation of the President’s Working Group’s (PWG’s) Asset Managers’ 
Committee recommendation on best practices. Another expectation is that 
there will be a request for greater transparency from all financial industry 
participants, including hedge funds. Demonstrating the industry’s commitment 
to best practices and greater transparency is a key initial step that will show 
the industry’s willingness to work constructively on important issues. This 
will help ensure that the important role hedge funds play in stable, efficient 
markets is recognized and understood by policy makers as they work on 
regulatory reform. 

Casella: What do you think will be the short-term and long-term impact 
of the two committees appointed by the President’s Working Group 
on Financial Markets? What are the most challenging aspects of the 
recommendations for the industry? 

Baker: Let me start off by saying that MFA applauds the efforts of the two 
private sector committees to develop detailed best practice recommen-
dations for the hedge fund industry and to call on hedge fund managers 
and hedge fund investors to adopt those recommendations in all aspects 
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Casella: The credit derivatives markets have been 
volatile during the past year, and many observers 
have called for changes to these markets. What can 
Congress or regulators do to address these concerns 
without compromising the usefulness of derivatives as 
part of managers’ investment strategies? 

Baker: The question you have asked presupposes that 
solutions to volatility concerns must come solely from 
policy makers or regulators. MFA believes that collabo-
ration among policy makers, regulators, dealers, hedge 
funds and other market participants remains a good 
solution to address those concerns. 

Credit derivatives are an essential tool for allowing 
hedge funds and other market participants to manage 
credit risk across a broad array of issuers and markets. 
For example, the defaults of major financial services 
companies highlighted the importance of these 
products, as they allowed hedge funds and other market 
participants to successfully hedge themselves against 
the impacts of credit defaults. 

Although credit derivatives have come under an 
increasing amount of scrutiny and criticism, market 
reaction to recent credit events proves the market’s ability 
to handle the settlement of defaults of large issuers and 
active derivatives dealers. The market has developed 
a number of mechanisms to mitigate counterparty risk 
and systemic risk. MFA acknowledges, however, that 
there may be ways to further mitigate counterparty and 
systemic risks as an evolution of this important market. 
For that reason, MFA is supportive of the work of the 
Federal Reserve Bank of New York’s involvement in 
the establishment of a central counterparty for credit 
derivatives. The New York Fed has been working closely 
with the dealers, hedge funds, MFA and other industry 
participants to develop a central counterparty by the 
end of first quarter 2009. MFA believes that any central 
counterparty solution that is developed should address: 

Systemic risk •	

Counterparty risk/collateral safety •	

Market transparency and operational efficiency •	

Liquidity •	

Independence of central counterparty and •	
appropriate governance of market 

We support regulatory oversight of the central 
counterparty but believe it is important the credit 
derivative markets do not become over-regulated, so as 
to allow for market innovation. 

of their respective businesses. MFA believes industry 
best practices are the best means of achieving market 
discipline, preventing systemic risk, strengthening the 
US financial markets and enhancing investor protection. 

Short-term impact 

Upon the release of the PWG private sector committees’ 
reports in mid-April 2008, their recommendations 
impacted the hedge fund industry significantly by 
establishing operational frameworks for the growth of the 
industry and by raising the bar in terms of industry best 
practice guidelines. 

In particular, we believe that the PWG private sector 
committees’ reports successfully heightened standards 
for improving transparency and accountability in hedge 
fund operations, building on the comprehensive best 
practice recommendations developed by many groups, 
including MFA, which published Sound Practices for 
Hedge Fund Managers. MFA is updating Sound Practices 
to incorporate the recommendations set forth in the PWG 
Asset Managers’ Committee Report and to harmonize 
the document with the best practice reports and papers 
published by international groups, such as International 
Organization of Securities Commissions, Alternative 
Investment Management Association (AIMA) and the 
Hedge Fund Standards Board in the United Kingdom. 

Long-term impact 

In light of the economic crisis, US and non-US hedge 
fund regulation and supervision may undergo a sea 
change in 2009. Irrespective of market volatility and 
election results, MFA believes that the PWG private 
sector committees’ recommendations for the hedge fund 
industry will remain relevant for hedge fund managers in 
overseeing their internal operations, helping guard against 
systemic risk and keeping the United States the most 
competitive financial marketplace in the world. 

Challenging aspects of the recommendations  
for the industry 

The most challenging aspect of the recommendations for 
the industry is the individual determination each manager 
must employ in tailoring and incorporating them into his 
or her existing policies and procedures. The PWG Asset 
Managers’ Committee did not intend for its recommen-
dations to be static, one-size-fits-all requirements that all 
hedge fund managers must follow in the same manner. 
Conversely, the committee intended that hedge fund 
managers sufficiently tailor the recommendations based 
on the size, nature and complexity of the organization, its 
strategies and resources. Similar to the implementation of 
Sound Practices, hedge fund managers must spend time 
examining their current operations and figuring out how to 
best incorporate the recommendations, and whether they 
make sense for their businesses. 
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Each organization took care to keep the other informed 
of their initiatives so that both groups of members could 
benefit from the efforts of both associations. 

MFA and AIMA also worked together to try to bring about 
a timely and fair resolution to the issues surrounding the 
insolvency and subsequent administration of Lehman 
Brothers International (Europe) by engaging with US and 
UK regulators on the issue. 

MFA and AIMA also have been collaborating on two major 
initiatives regarding industry best practices. The two 
groups, along with representatives from the PWG’s Asset 
Managers’ Committee and the UK Hedge Fund Standards 
Board, launched an independent website that contains 
a matrix of the groups’ best practices documents. This 
matrix will make it easier for industry participants to 
compare the recommendations in the various documents. 
The groups are also working to better harmonize the 
existing recommendations to lead toward truly global 
best practices. While regulatory and business differences 
around the globe likely will lead to some distinctions in 
recommendations, we believe there will be significant 
convergence for many of the recommendations. 

MFA and AIMA are also collaborating on creating best 
practices recommendations specifically tailored for funds 
of hedge funds. 

Casella: Aside from managing performance through a 
period of market volatility, what do you see as the three 
most challenging issues confronting the alternative 
investments industry during the next five years, and 
what should be done to meet those challenges? 

Baker: The three most challenging issues confronting the 
alternative investment industry over the next five years 
are: deepening our policy engagement to help construct 
a balanced regulatory framework; achieving a global set 
of industry sound practices; and demonstrating to policy 
makers and the media the benefits that hedge funds 
provide to the markets and the economy. The keys to 
each of these challenges are education and collaboration. 

Part of MFA’s mission is to encourage a constructive 
dialogue with policy makers and regulators to pursue 
reforms that will maintain or enable positive investment 
performance for our members and their investors. This 
has been a challenging year for maintaining a level 
playing field in the markets for our members to achieve 
their performance goals.  

Meeting the challenge to establish global sound practices 
for the hedge fund industry is already under way. 
Although MFA is widely recognized for its guidance, 
Sound Practices for Hedge Fund Managers, there are 
additional sets of best practices recommendations 

Casella: Regarding the current liquidity crisis, what are 
your views on the benefits that funds are providing to 
the markets by being an additional liquidity provider? 

Baker: Hedge funds are an important source of liquidity 
for capital markets. For example, hedge funds frequently 
provide liquidity to companies through the purchase of 
convertible bonds. 

Convertible bonds are an important means by which 
companies, including distressed companies, seek to 
raise capital. Most investors in convertible bonds seek 
to hedge their market risk by shorting stock to maintain 
a sufficient “delta” hedge. As a result of the September 
emergency order issued by the SEC prohibiting short 
sales of financial companies, investors were not able to 
adequately protect themselves by hedging their exposure. 
Accordingly, potential convertible bond investors refrained 
from investing. The result has been that the market for 
convertible bonds has contracted, and companies – 
particularly distressed companies – have seen a reduction 
of an important potential source of capital. A stable 
regulatory structure will give hedge funds the flexibility to 
execute investment strategies that will provide needed 
liquidity to the markets. 

Casella: What is your reaction to the proposals in 
Congress to tax carried interest allocations as ordinary 
income rather than capital gains? 

Baker: MFA is concerned with the proposed change in 
the treatment of carried interest because it unfairly targets 
a particular form of business structure that has served 
this country immensely well by combining entrepreneurial 
sweat equity with financial capital in a broad cross-
section of American business endeavors. Characterizing 
carried interest as compensation for services would 
overturn more than half a century of well-established 
tax law and fundamentally undermine the partnership 
business structure. Moreover, the proposed change 
would hurt the competitiveness of US-based hedge funds 
in an industry that is truly global, and it would do so at a 
time when the US economy and the US capital markets 
need more liquidity, not less. 

Casella: MFA and the London-based AIMA recently 
announced that they will work together more closely. 
What kinds of collaborative initiatives are the two 
organizations planning? 

Baker: MFA and AIMA are collaborating on a number of 
initiatives. From a regulatory standpoint, the two organi-
zations have worked in a collaborative manner on the short 
sale rules that have been promulgated in the United States 
and the United Kingdom. MFA took the lead in addressing 
US rules, and AIMA took the lead in addressing UK rules. 
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to the teachers, firefighters and hospital workers in their 
home districts that are beneficiaries of pension funds 
that have allocations to hedge fund strategies. And right 
now, when market indices and mutual funds are suffering 
losses, we can discuss how important is it for these 
pension and endowment funds to capture the benefits of 
diversification that hedge fund strategies provide. MFA 
spends a great deal of time on Capitol Hill with policy 
makers and their staffs to provide insight into the industry. 
We also encourage our members to make visits to the Hill 
to put a “face” on the industry. Members of Congress are 
pleased to meet face to face with hedge fund managers 
and get the chance to learn firsthand about how their 
businesses operate. MFA also spends a lot of time 
talking to journalists. This is an ongoing process and a 
constant challenge, but I think we are making progress. 
In addition, as I mentioned before, I think we can address 
the negative perception by increasing the provision of 
data about the industry. Numbers help to tell a story, and 
data collection is one of MFA’s initiatives for that reason. 
The more data we can provide, the better we can create a 
more accurate and positive image for the industry. 

Casella: What is your vision of the role that the MFA 
can—and should—play in the hedge fund industry, and 
how do you plan to get there? 

Baker: All industries benefit in many ways by having 
an effective association. An association brings industry 
participants together to set goals and establish an agenda 
to promote growth and prosperity. I envision MFA as a 
catalyst for positive change, and I see us as an important, 
unifying voice for the alternative investment industry. 
MFA’s most critical role is to represent the industry 
with policy makers in the United States and around the 
world. MFA will strive to deepen its policy engagement. 
Historically, the industry has weathered several calls for 
increased regulation, but I believe we will not be able to 
avoid regulatory reforms next year following the current 
crisis in the markets. MFA will represent the industry 
and work hard to participate in constructing a new 
framework. We have recently added to our infrastructure, 
and we have a highly experienced team of professionals 
who will help the industry through the next phase of its 
evolution. MFA will grow and thrive through collaboration, 
dedication and hard work. 

The opinions expressed by individuals quoted in this article do not necessarily 
represent the opinions of PricewaterhouseCoopers. 

around the world. As I mentioned earlier, MFA recently 
collaborated with AIMA, the PWG Asset Managers’ 
Committee, the Hedge Fund Standards Board and the 
International Organization of Securities Commissions 
to create the Hedge Fund Matrix—a joint initiative and 
the first step toward harmonization of existing hedge 
fund industry sound practices. In fact, the Hedge Fund 
Matrix launched its website in early October 2008 at 
www.hedgefundmatrix.com. The site provides an online 
resource that brings together the best practices guidance 
of the host organizations with the means to compare the 
core principles and to drill down to the guidance for each. 
We believe this is an important first step toward our goal 
of harmonizing sound practices, and we will continue 
to press forward to establish a single set of guiding 
principles for the global hedge fund industry. 

The third challenge—demonstrating to policy makers 
and the media the benefits that hedge funds provide to 
the markets and the economy—will be driven by data. 
There is a clear need to provide more data about the 
industry in order to tell our story. For example, we would 
like to collect basic information about where hedge funds 
have offices and how many people they employ in each 
location. This information can be powerful when talking 
to Congress. We also want to collect data about pension 
funds and endowment funds that invest in hedge funds 
and the positive impact of those allocations to their 
funds’ performance. This information also will be powerful 
when talking to Congress and help us to demonstrate 
how hedge funds add value on Main Street, not just Wall 
Street. While we already have anecdotal evidence, we 
realize that it is the job of an association to be a resource 
of information about the industry it represents, and we 
will endeavor to collaborate with data collectors to help 
us secure the data we need. Then we will tell our story on 
the Hill, through the media and around the world to clear 
up misperceptions about the industry. 

Casella: What do you think the industry should do 
to address the negative perception that it has with 
Congress and the media? 

Baker: The industry should continue to educate Congress 
and the media to address the misperceptions. Hedge 
funds are very private, and both Congress and the media 
didn’t pay much attention to them until around 1998 
when Long-Term Capital Management (LTCM) rocked 
the system. Today, industry scrutiny is at an all-time high, 
especially as we all struggle with the current financial 
crisis. As I said earlier, MFA is intent on setting the record 
straight about the important benefits that hedge funds 
provide to the economy: liquidity and price discovery, 
and, most importantly, the benefits that accrue to Main 
Street because pensions, endowments and foundations 
are now significant investors in the funds. Congress 
should consider the importance of hedge fund strategies 
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Background 

For nearly three decades, the structured finance 
industry enjoyed growth and success driven by steady 
improvements and innovative developments. But 
in mid-2007, everything changed, and we are now 
witnessing an unprecedented period for the industry. 

Low global financing rates, relaxed underwriting, an 
increase in new market entrants, and an increase in 
demand by investors combined to fuel US mortgage 
origination growth from 2005 to 2007. 

During that two-year period, the mortgage market 
expanded rapidly in response to consumer demand for 
financing and the opportunity to sell the product through 
the securitization markets to investors. Historically low 
mortgage rates and government support provided an 
opportunity for a wide range of new borrowers and 
increased home ownership in the United States to a 
record level of nearly 70 percent of households. 

The lending and borrowing euphoria was driven by 
an expectation of the continued rise in home prices 
combined with historically low interest rates. In addition, 
a wide range of new mortgage products offering various 
payment schedules provided borrowers with a menu of 
financing alternatives to match their financing needs.  
The products were premised on a combination of 
refinancing at a later date combined with the  
expectation of rising home prices. 

As the mortgage market grew, the discipline around 
underwriting and credit evaluation weakened based on 
an assumption that the housing market’s momentum 
would continue. Worst case, borrowers would refinance 
their debt or sell the property. The notion was the 
collateral appreciation would compensate for increased 
borrower risk. 

Improving the valuation process  
for structured finance products 
by Dave Lukach, Christopher Merchant and Frank Serravalli 

The industry demand for new mortgage products 
resulted in alternatives to the traditional origination 
process performed by mortgage lenders and banks. 
The independent broker network expanded, and market 
participants aligned themselves with broker networks to 
capitalize on the opportunities to originate and package 
securities. A significant portion of the new activity in the 
mortgage market was subject to little or no regulation. The 
increased activity led to several niche service providers 
and functional specialists. The traditional process of credit 
assessment and underwriting, origination, and servicing 
a portfolio by a bank or mortgage company grew by 
leveraging third-party specialists. 

Originators and investors expanded their appetite for 
product and ventured down the credit curve. In contrast 
to the positive and predictable behavior of mortgage 
borrowers, the industry entered a period with very 
different fundamentals. The end result was a change in 
the underlying credit risk leading to dramatically different 
payment performance. 

While these fundamental changes were occurring, 
originators, investors, guarantors, rating agencies, and 
regulators continued to rely on historical payment default 
and delinquency patterns to predict future performance 
even though the fundamental credit evaluation process 
was dramatically different from historical practice. 

The mortgage security markets were driven largely by 
Fannie Mae, Freddie Mac, and Ginnie Mae from the early 
1980s to late 1990s. From 2000 to 2007, their share of 
the market decreased as issuers explored other sources 
for credit support and/or enhanced the structures to 
incorporate credit support in the form of subordination 
and prioritizing cash flows. The private transaction 
market grew as investors became more comfortable with 
structural credit enhancements and an expectation that 
credit risk could be reliably forecasted. 
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The lack of timely and detailed loan level data to evaluate 
performance and risk combined with little to no trading 
activity has left the market in a frozen state. Currently, 
levels of trading remain low, and the only significant 
transactions have involved entities that needed to access 
cash and reduce their credit risk exposure. 

The absence of trading activity has forced investors 
to seek alternative information to price many of their 
structured product investments. Current market 
conditions have added a new level of complexity  
and uncertainty to the valuation process. 

Market contagion 

What started as strain primarily in the mortgage product 
space has spread to the global credit markets. Credit 
has tightened on a global scale as evidenced by historic 
rises in overnight bank lending rates and a reluctance of 
institutions to lend to consumers and one another. 

The tightening of credit has led to a rising home inventory, 
and home prices continue to fall. The good news is that 
the rate of change in home prices has started to slow. 
The effect on household wealth and homeowner equity 
is impacting consumer spending, triggering a negative 
feedback loop. 

Deleveraging in the financial segment has resulted in 
major changes to notable players in the financial industry. 
The Lehman Brothers’ bankruptcy, Bank of America’s 
purchase of Merrill Lynch, JP Morgan’s purchase of Bear 
Stearns and Well’s Fargo’s acquisition of Wachovia are 
the most prominent examples. Experts believe there will 
be further consolidation in the banking sector as it goes 
through structural change in response to the effects of the 
credit crisis. It is clear the financial services landscape will 
be radically different. 

The credit assessment process 

Low borrowing costs seen from 2000 to 2007 and readily 
available credit provided originators with increased 
leverage to expand their lending businesses, and the 
securitization markets provided an expedient outlet for 
transferring assets while maintaining little or no exposure 
to the underlying assets. 

As the exit market tightened, investors initially required 
substantially higher yields and shortly thereafter exited 
the market for structured product. Since the later half of 
2007, the securitization markets have contracted, and 
there is virtually no new mortgage issuance with the 
exception of government-sponsored enterprise products. 

Over time the trend continued with more complex 
structures and increased leverage. Securities with lower 
investment grade ratings were used to issue higher-grade 
investment securities. Pricing and structuring models 
relied on historical credit and housing data and did not 
fully contemplate the impact of macroeconomic trends  
on consumer behavior. 

The market frenzy led to an inadequate assessment 
and pricing of credit risk. The softening of the housing 
market shed light on the weaknesses in the process. The 
housing downturn has exacerbated the rate and severity 
of losses, and they have quickly exceeded the historical 
expectations used to structure and price the securities. 
The effects were first observed in the US subprime 
mortgage market and have migrated into a wider range  
of mortgage products. Now, those effects are impacting 
the consumer credit and the global fixed income markets. 

Higher levels of defaults and increasing levels of loss 
severity have resulted in numerous high-profile events in 
the global marketplace, including the failure of numerous 
capital market participants, historic government 
intervention in the global financial markets, the failure of 
investment funds and vehicles due to liquidity pressures, 
dramatic tightening of credit and lower levels of lending 
activity, severe strain on leveraged entities, and a flight to 
high-quality fixed income investments. 

Impact of illiquidity 

As of October 2008, the global markets remained in a 
severe credit and liquidity crunch. 

What is driving the liquidity crunch? Global financial 
institutions and investors have lost faith in the fixed-
income markets. The lack of confidence in data and 
performance has resulted in unprecedented levels of 
volatility. The lack of functional markets precludes normal 
purchase and sale activity. Everyone is building cash 
reserves and seeking only high-quality investments. 

In the past, investors in fixed-income products relied 
heavily on external information to make investment 
decisions such as research reports and credit ratings. 
In many cases, investors did not independently perform 
detailed quantitative assessments of their investments. 

When the performance of structured products started 
to deteriorate, a lack of transparency in underlying deal 
data led to generalizations about performance. In general, 
pre-2005 deals continue to perform as expected, while 
mortgage-backed deals originated in 2006 and 2007  
are broadly labeled as higher risk. 
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Lenders also should clearly explain their underwriting, 
surveillance, and loss mitigation processes. Strengthening 
such processes and making it known to the investor 
community will reduce the information gap. 

The whole loan market 

Historically, loans remained on balance sheets for a short 
period resulting in institutional exposure to the most 
recent originations. As the market shifted away from an 
originate-to-sell model, institutions have been left with 
larger whole loan portfolios. 

Many originators also act as the servicer so they have the 
granular loan performance data necessary for evaluating 
risk. In addition, the ability to service the loans and 
implement risk mitigation strategies is not constrained by 
off-balance-sheet accounting requirements. 

Transaction surveillance 

Investors need access to current, reliable information to 
assess risk. Periodic investor reports generally provide 
high-level information on asset performance and trends 
and the current capital structure. 

Advances in the credit markets have resulted in simple 
to complex capital structures. As structural complexity 
increases, the types and level of information required 
expand extensively. Credit and performance analysis  
is grounded in the same principles: 

	1.	Loan level performance 

	2.	Current credit status of the borrower 

	3.	The current pay status and aging profile of borrowers 

	4.	Current collateral values 

	5.	Home price appreciation levels 

	6.	Structural credit support (initial and current) 

	7.	External credit support 

	8.	Macroeconomic conditions 

The market’s ability to assess risk and derive values will be 
efficient only when sufficient data is available to drill down 
to the loan level. That level of detail is known to a limited 
segment of the market. Until we achieve more balanced 
distribution of information to the marketplace, there will 
continue to be a wide range of values and a premium 
demanded for the information uncertainty. Timely and 
consistent reporting of borrower and deal performance is 
essential. Consistent data formats and templates will allow 
efficient analysis and comparison of deals. 

The prominence of “reduced” and “no-doc” loans, 
piggyback loans for down payments, and a frenzied 
market for investment properties has resulted in 
many highly leveraged homeowners. Dramatic house 
price depreciation on a national scale has left many 
homeowners with minimal equity. 

So where does this take us? The origination and 
underwriting processes need an overhaul with an 
emphasis on the basics. The tightening in credit 
standards since summer 2007 has led to an improvement 
in the underwriting process. 

Investors need more information to reduce the uncertainty 
that has driven up the market yields on securities. While 
some of the spread widening is clearly attributable to 
credit issues, many highly rated securities are trading at 
very high yields. Consistent and reliable pool information 
will permit an assessment of the current performance of 
the investment pools and a more rational assessment of 
the inherent risks. 

The information used to originate product generally is not 
updated, and some have questioned the predictive value 
of FICO scores and other credit measures. 

FICO scores reflect the history of borrower repayment 
behavior and do not include any forward-looking 
information. In addition, some believe that the scores 
can be managed. Pool performance is driven by several 
factors, including occupancy type, geographic concen-
trations, and house price appreciation. These are widely 
considered important factors in assessing and estimating 
the pool cash flows. 

Underwriting guidelines should consider all of the 
factors that will affect borrower behavior. The market 
has responded by reducing or eliminating low- and 
no-documentation loans and requiring an assessment of 
the borrower’s ability to meet the most onerous terms. 
Critical borrower information may need to be updated and 
made available to investors, rating agencies and regulators. 

As an expanded information data set is distributed by 
underwriters and servicers to the investor community, 
uniform standards for data content and transmission will 
be needed to make the process efficient. Automated data 
sets will facilitate data mining and stratification to better 
evaluate and measure risk. 

Although there is significant information in the markets 
around economic factors, an industry effort is needed 
to centralize and make available key macroeconomic 
information such as housing price appreciation and 
unemployment rates, which will facilitate the analysis  
of longer-term performance. 
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of valuations. If transparency increases, the market 
should migrate to a narrower range of values, which in 
turn should decrease the current liquidity premium as 
investors become more confident in the pricing process. 

In response to current market conditions, the SEC and 
FASB recently released additional guidance providing 
clarification on application of the fair value standard in 
illiquid markets. The guidance clarifies how quotes should 
be used when markets are illiquid. If quotes are not 
current or are based on nonobservable data points, they 
are deemed to be a level 3 input or valuation. 

In addition, market participants should seek out relevant 
market data to make their own estimates when quotes or 
pricing services are not deemed to be representative of 
market values or are classified as level 3. The FASB Staff 
Position discusses the notion of weighing the relevant 
information to determine the best estimate of value. 

Valuation considerations 

Many lessons can be learned from the unprecedented 
market events. First, historical data needs to be 
monitored to assess its predictive value based on current 
market conditions. As market conditions evolve, historical 
data and relationships may no longer be relevant. 

The anxiety in the markets has highlighted the need 
to assess liquidity and its short- and long-term impact 
on values. As liquidity concerns increase, the market 
demands a premium. We attribute this to two concerns. 

The first concern is an inability to compare risks across 
deals (information uncertainty), and the second concern  
is that the ability to exit a position will be constrained by  
a lack of buyers at a price they believe is reasonable. 

On the front end, enhanced communication of deal 
structure and attributes should be considered. The key 
question is: How can the process be simplified to enable 
investors to better understand the risks and incorporate 
changes into their estimates on a timely basis? 

In addition, market participants should enhance their 
quantitative and qualitative assessments. Investors need 
to be able to independently assess their deal performance 
and evaluate information provided by market makers and 
pricing services for reasonableness. In addition to deal 
level data, investors need to understand the governing 
documents and deal attributes to ensure the model 
appropriately reflects the transactions terms. 

A model can be used in a variety of ways to understand 
a structured product. The most common way is to run 
sensitivity analyses using a range of inputs for key 
variables. The model provides a level of independence to 
the investor by allowing them to derive values using data 
from multiple sources. 

In light of the recent market events it is important to 
consider how scenario analyses are developed and the 
probability and effect of outlier events. 

Fair value 

The recent market conditions have caused nearly 
everyone to step back and assess the concept of fair 
value. In liquid and transparent markets, the concept is 
neither complicated nor controversial. In illiquid, inactive, 
and nontransparent markets the process is complicated. 

The accounting standards define fair value as an exit 
price in an orderly market between a willing buyer and a 
willing seller. The guidance focuses on the price received 
to sell an asset or transfer a liability, not the price paid to 
acquire an asset. When markets are functioning properly, 
observable trades for identical assets provide the best 
estimate of fair value. Recently, illiquidity and a decrease 
in trading levels have resulted in a lack of transactions 
and a decrease in observable data points. 

The accounting framework prioritizes the process 
used to determine and report fair value with a focus on 
market-based measurements. Specifically, fair value 
should be based on assumptions and information market 
participants would utilize in pricing an asset or liability. 
Hence, the current dilemma: What do you do when there 
is limited or no market activity? 

It has become apparent that participants have different 
access points to the market and different levels of 
information. The result is an information imbalance 
with pricing levels that often reflect a wide disparity 
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In addition, market standards for data and electronic 
formatting will increase the efficiency of the data transfer 
process, which will improve the market pricing process. 
Rational, informed decisions are based on access to 
detailed and relevant information on a timely basis. The 
market has already started to implement some of these 
suggestions. The positive momentum must continue with 
the longer-term goals of making the markets transparent. 

The securitization market has a longstanding reputation 
as an important and integral part of the global financial 
markets. Reducing market uncertainty and calming 
investors’ concerns will allow the securitization market  
to regain its role in the global economy as a distributor  
of risk and capital. 

Government intervention 

In response to the unprecedented activity in the markets, 
the US government has undertaken numerous actions to 
quell the credit crunch, encourage lending, and improve 
confidence in the financial markets. The Troubled Asset 
Relief Program, direct investments and loans to troubled 
institutions, and increased FDIC deposit insurance limits 
have been put in place to stabilize the markets. 

The coming weeks and months are likely to see additional 
action by the US government, US Central bank, and the 
central banks of other nations in response to the financial 
crisis. It will take time before the full impact of these 
measures can be assessed. 

Summary 

Recent credit events have significantly changed 
the securitization and fixed income landscape.  We 
are in a transition period that will take us into a new 
environment. Investors have been reminded that yield  
is driven by risk. The market also has been reminded  
of the risks of using leverage. 

The investor community has moved toward more 
granular, credit-based valuation processes with a keen 
focus on drivers of fundamental cash flows. Increasing 
the volume, quality, and timeliness of data available to 
market participants will facilitate a more rational capital 
allocation process. 

The following highlights specific factors to be incorporated into fundamental credit analysis. We focused on three 
areas, origination and borrower data, transaction surveillance, and entity level strategies. 

Origination and borrower Transaction surveillance Entity level 

Full documentation loans 

Underwriting standards and standard documentation 

Current FICO or similar credit scores 

Servicer performance 

Back testing the underwriting and origination process 

Detailed borrower performance data 

Impact of macroeconomic events on historical trends 
and data 

Loan modifications 

Updated appraisals 

Asset level performance data 

Benchmark industry data 

Pool level due diligence 

Static pool data 

Stratify and assess risk based 
on vintage, collateral type, 
layered risk factors 

Governing documents and 
amendments 

Alternative exit strategies (whole loan sales, 
loan investments) 

Formalized policies and procedures 

Identify and implement controls over valuation 

Periodic portfolio surveillance 

Outlier and variance analysis 

Servicer due diligence 

Evaluate macroeconomic factors into models 

Benchmark investment and underwriting 
against deal performance 
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Background 

FASB Statement No. 157, Fair Value Measurements  
(FAS 157) became effective for most companies for 
fiscal years beginning after November 15, 2007 and 
interim periods within those fiscal years. One of the 
more significant FAS 157 implementation issues our 
alternatives clients continue to work through is an 
increased focus on how credit risk is considered in 
the valuation of Over-The-Counter (OTC) derivatives, 
including interest rate swaps, foreign currency derivatives, 
total return swaps and credit default swaps. FAS 157 
requires reporting entities to consider the impact of a 
counterparty credit risk and nonperformance risk, and 
changes therein, when determining the fair value of 
OTC derivatives. Counterparty credit risk represents the 
risk that the counterparty will fail to perform under its 
obligation. Nonperformance risk represents the risk that 
the reporting entity will fail to perform under its obligation. 
Recent clarifying guidance from the Financial Accounting 
Standards Board (FASB) and the US Securities and 
Exchange Commission (SEC) has placed additional 
emphasis on assessing this impact on valuation. 

Prior to the issuance of FAS 157, many entities have 
valued many over-the-counter derivatives by discounting 
expected future cash flows by a benchmark interest rate 
(e.g., LIBOR). The impact of counterparty credit risk may 
have been considered on a qualitative basis. Reporting 
entities frequently post initial margin and variation margin 
to protect the counterparty from entity’s own credit risk. 
Entities generally manage counterparty risk by transacting 
with high credit quality counterparties, executing ISDA 
Master Netting Agreements, and receiving collateral or 
other credit enhancements. However, counterparty credit 
risk and nonperformance risk may still affect the uncollat-
eralized net exposure, and the impact on valuation may 
be material under current market conditions. 

FAS 157 implementation—focus 
on OTC derivatives 
by Chip Currie and Sergey Volkov 

Recent developments 

The SEC has recently issued a number of comment 
letters to reporting entities seeking clarification on how 
the impact of counterparty credit risk was considered 
in valuing derivative assets and how the risk of nonper-
formance (entity’s own credit risk) was considered in 
the fair value of derivative liabilities. The SEC letters 
made reference to guidance in FAS 157 that requires the 
measurement to consider attributes specific to the asset 
or liability. 

In addition, the SEC issued a “Dear CFO” letter in 
September 2008 that suggested reporting entities 
consider certain disclosures. More specifically, guidance 
suggested reporting entities consider disclosing: 

How credit risk affected valuation of derivative •	
liabilities and the resulting gain or loss that [entity] 
included in earnings relating to the changes in that 
credit risk. 

How counterparty credit risk affected entities •	
valuation of derivative assets and the resulting gain 
or loss that [entity] included in earnings relating to 
the changes in that credit risk. 

How deterioration in the counterparty’s credit and •	
[entity’s] ability to collect on a derivative asset will 
impact [entity’s] financial statements. 

On October 10, 2008, the FASB issued FSP FAS 157-3, 
Determining the Fair Value of a Financial Asset When the 
Market for That Asset Is Not Active. The FSP illustrates 
the requirement within FAS 157 to incorporate appropriate 
risk adjustments that market participants would make 
when measuring fair value, including nonperformance and 
liquidity risks. FSP FAS 157-3 also refers to the above 
SEC “Dear CFO” letter guidance. 
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Reporting entities will continue to further enhance 
disclosures with respect to how counterparty credit 
risk and nonperformance risk are considered in their 
valuations, providing additional transparency within 
related fair value disclosures. As reporting entities 
continue working through the implementation process 
and related valuation issues, changes in market 
conditions and market participant behavior changes, 
the approaches to include counterparty credit risk and 
nonperformance risk in the valuation of OTC derivatives 
will continue to evolve. 

Technical references 

PwC DATALINE 2008-06 - Assessing the Impact •	
of Nonperformance Risk on Derivative Instruments 
Included in a Master Netting Arrangement 

PwC Guide to Fair Value Measurements •	

PwC DATALINE 2008-24 - Third Quarter Consider-•	
ations Given Current Market Conditions 

FASB Statement No. 157, Fair Value Measurements •	

FSP FAS 157-3, Determining the Fair Value of a •	
Financial Asset When the Market for That Asset Is 
Not Active 

At least one entity has restated its financial statements for 
failing to consider impact of nonperformance risk on the 
value of its OTC derivative positions in 2008. 

Potential changes to the valuation process 

Many reporting entities continue to asses and monitor the 
impact of FAS 157, FSP FAS 157-3 and SEC’s guidance 
on the valuation of Over-The-Counter derivatives. 
Reporting entities that have legal right of offset under 
ISDA Master Agreements often assess potential impact 
by determining net exposure by legal counterparty and 
considering collateral received and posted. Determining 
net exposure is complex. Reporting entities should 
work with counsel to determine whether netting across 
products or, in some cases, entities, is allowed within the 
ISDA Master Netting Agreements when determining the 
net exposure. 

When net exposure to a counterparty is positive  
(i.e., in a gain position), after considering the collateral 
received from the counterparty, reporting entities 
determine the impact of nonperformance risk based  
on best available information about the market price of 
credit of the counterparty. 

When net exposure to a counterparty is negative  
(i.e., in a loss position), after considering collateral posted 
by the reporting entity, the entity determines the impact 
nonperformance risk based on the best information 
available about the market price of its own credit. 

Due to the highly technical and often complex nature 
of this assessment, including the calculation of credit 
risk valuation adjustments, many entities consult with 
valuation experts or engage pricing services to assist  
with the assessment of impact. 

Looking forward 

The challenges of applying fair value accounting and 
reporting under FAS 157 will continue as standard setters 
and regulators issue further clarifying guidance on its 
requirements, seeking to address issues arising from 
changing market conditions and industry practice. 

FAS 161 became effective for fiscal years beginning 
after November 15, 2008, requiring significant additional 
disclosures associated with derivatives to be presented 
in the notes of the financial statements. FASB is also 
discussing issuing further guidance requiring additional 
fair value disclosures, seeking to further enhance 
transparency within fair value measurements, including 
the effect of credit risk on valuations. 
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“With 80 active funds and over $10 billion under 
management in over 1,000 Israeli start-ups, 
Israel’s venture capital industry thrives like no 
other country—except for Silicon Valley. In 2006, 
402 Israeli hi-tech companies raised over $1.62 
billion—the highest amount in the past five years 
and a 21 percent increase over the previous year 
versus an 8 percent growth in the US market and 
a 6 percent growth in the European market. This 
growth prompted both the IMD (International 
Institute for Management Development) and WEF 
(the World Economic Forum) to rank Israel as 
second in the world for the amount of funds raised 
by technology start-ups, following only the US.”1 

This article highlights some of the relevant US and 
Israeli tax and regulatory considerations for structuring 
acquisitions and investments in the fast-growing Israeli 
venture capital-private equity market. 

The Israeli financial market, which operates in a sophis-
ticated, regulated forum influenced by globalization and 
Anglo-American culture, provides an array of opportu-
nities for international investors. Increasingly favorable 
reports of economic growth indicate that irrespective 
of Israel’s geopolitical climate, the opportunities for 
investment materialize on a regular basis. 

One area that has experienced enormous growth is the 
venture capital and private equity sector. In 2007, 462 
Israeli high-tech companies raised $1.76 billion from local 
and foreign venture capital investors, an increase of 8.5 
percent over the $1.62 billion raised in 2006 and a 31.5 
percent increase over 2005 levels. 

  1	 www.investinisrael.gov.il 

Special report: Recent trends for 
alternative fund investments in Israel 
by Josh Ashman, Philip Fried, Kevin Liss, Ran Niego, Doron Sadan  
and Oscar Teunissen 

In the second quarter of 2008, 115 Israeli high-tech 
companies raised $465 million from venture investors—
both local and foreign. The amount was up 7 percent from 
the second quarter of 2007 but was 25 percent below 
the unusually high first quarter of 2008. In the first half of 
2008, capital raised was $1.08 billion, up 28 percent from 
the first half of 2007. 

Currently, foreign investors account for approximately 
two-thirds of Israeli private equity-venture capital. Interna-
tional private equity players have also been increasing 
their focus on large Israeli merger and acquisition deals. 

Highly qualified entrepreneurs, many of whom are 
veterans of both the Israeli military and Silicon Valley, 
enhance the success of Israel’s high-tech industry. These 
individuals possess not merely the requisite technical 
knowledge for success in the field, but also the business 
acumen so critical to such success. 

Additionally, Israel’s high-tech success story thrives on 
the strong presence of major multinational corporations. 
The presence of such companies in Israel has set an 
example for investors throughout the world. Israel is home 
to 80 active venture capital funds, and these and other 
funds are responsible for commitments in excess of $10 
billion, representing an increase in 2007 of 8.5 percent 
over 2006. 

Excluding the United States, Israel ranks second in the 
world in the money raised by technology start-ups. Also, 
according to NASDAQ records, as of December 31, 2007, 
Israel has the most companies listed for trade on the 
NASDAQ after the United States. 

In addition, the Israeli government promotes the growth 
of Israel’s high-tech industry by offering incentive 
programs, including tax reductions (providing a total 
exemption in certain cases) and grants for research and 
development programs. 
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Because Israel is one of the many countries that do not 
have such rules, the activities of the Israeli subadviser 
should be carefully monitored (see below). Alternative 
investment funds generally establish either representative 
offices or wholly owned Israeli management companies 
to provide advisory services to the US management 
company. Management companies can perform a wider 
range of activities than representative offices. As a 
general rule, funds tend to start with a representative 
office and then transition to a wholly owned Israeli 
management company as the subadviser as the level and 
scope of their activities in Israel expand. 

As noted above, Israel, like most countries outside the 
United States, does not have a trading safe harbor 
that would allow the employees of subadvisory entities 
to negotiate and conclude contracts on behalf of 
the investment funds without giving rise to an Israeli 
permanent establishment, thereby creating a basis for 
taxing the funds in Israel. Under these circumstances, 
the activities of the Israeli representative office must be 
continuously monitored to manage the exposure. Alterna-
tively, it may be possible to procure a tax ruling allowing a 
representative office to operate in Israel with relatively few 
constraints (see detailed discussion below).2 

The scope of activities of the Israeli management 
company should be clearly defined in a subadvisory 
agreement with the US management company. Also, any 
employment agreement between an Israeli subadvisory 
entity and local employees should be drafted carefully to 
limit the employees’ scope of activities. 

As briefly noted earlier, a favorable trading safe harbor 
under US domestic tax law3 allows advisory entities to 
trade on behalf of nonresident funds without creating 
a US trade or business in the United States.4 By virtue 
of this provision, it is permissible for discretionary 
management of Israeli investments to be carried out 
from an office based in the United States. The outer 
boundaries of similar trading safe harbors in other 

  2	 Operating guidelines should be developed to educate employees of the 
Israeli advisory entities of potential adverse tax implications related to  
their activities in Israel. 

  3	 Section 864(b)(2) generally provides that “trade or business within the 
United States” does not include “trading in stocks or securities for the 
taxpayer’s own account.” This provision is often referred to as the “US 
trading safe harbor.” Though it is to be interpreted broadly, the legislative 
history also indicates that a determination of whether an investment 
company is conducting a trade or business in the United States remains 
a question of fact and does not completely free investment companies 
from the possibility of being considered engaged in a trade or business. 
The volume of the taxpayer’s transactions is ignored in applying this rule. 
Certain activities, such as loan origination, are not covered by the safe 
harbor. 

  4	 Detailed discussion of these safe harbors is beyond the scope of  
this article.

General considerations 

In general, as is the case with most alternative 
investments, separate investment vehicles are set up 
to accommodate the strategies of US, non-US, and 
tax-exempt investors. 

US investors generally invest through funds that are 
considered fiscally transparent for US tax purposes. This 
structure allows US investors to preserve the same tax 
attributes of the underlying investment income the funds 
earn with respect to foreign taxes, capital gains, certain 
dividend income, and other items that may be taxed at 
preferential rates as when such investors earn it directly. 

Non-US and tax-exempt investors generally invest 
through offshore corporate funds to reduce the risk of 
establishing a US trade or business through attribution 
of the activities of a US adviser or, in the case of 
tax-exempts, of being exposed to unrelated business 
income tax issues. US funds are usually managed out of 
the United States, although it is also common for them to 
have subadvisers in a financial center such as London, 
Singapore, Tokyo or Hong Kong. 

The US management companies that manage funds 
in the United States are generally formed as US 
partnerships or as limited liability companies (LLCs) 
that are treated as partnerships for US federal income 
tax purposes. This structure results in a single level of 
taxation of investment income and also allows for the 
flow-through of tax preference items. 

Offshore investors in such funds investing in the United 
States typically rely on a so-called trading safe harbor, 
which provides an exemption for certain income from 
being treated as effectively connected income in the 
United States. This income generally arises in situations 
where the nonresident alien engages in a trade or 
business within the United States and derives his income 
from sources within the United States. As discussed 
below, Section 864(b) contains specific safe harbor rules 
designed to provide nonresident aliens guidance on how 
to avoid being engaged in a trade or business within the 
United States with respect to a particular activity. 

Not all countries have safe harbor rules that would 
shield foreign investors from the risk of being taxed by 
virtue of their activities within their borders. Examples of 
countries that offer safe harbors to mitigate permanent 
establishment or trade or business exposure are the 
United Kingdom, Singapore and Hong Kong. Most 
European countries, however, do not embrace the safe 
harbor concept. 



volume 3  no. 4 	 PwC alternatives 	 14

jurisdictions must be carefully considered so that discre-
tionary management activities (e.g., those related to Israeli 
investments) do not create permanent establishment 
or trade or business exposure in these jurisdictions. 
Transfer pricing considerations generally require an Israeli 
subadvisory entity to receive arm’s-length compensation 
for its services. 

At the fund level, a wide range of structures could be 
utilized with respect to cross-border investment planning, 
including treaty-based and local Israeli holding vehicles. 

Fund-level investment structures pay close attention 
to mitigating income tax, withholding tax, and capital 
gains tax liabilities. Although these tax liabilities can 
often be claimed as credits by US investors against their 
respective US tax liabilities, subject to a complex set of 
US foreign tax credit limitations, foreign taxes generally 
represent out-of-pocket costs for the offshore investors. 

Under certain circumstances, the fund may be able 
to receive an advance tax ruling from the Israeli tax 
authorities (ITA). A tax preruling, insofar as one is 
available, can be an effective way not only to manage 
income taxes, but also to gain certainty with respect to 
the operational guidelines for the fund’s activities in Israel. 

The exhibit below provides a diagram of a common 
management and fund investment structure. 

Management and fund investment structure 

Israeli taxes—overview 

In general, under Israeli law, a non-Israeli resident 
is subject to Israeli tax only on income accrued or 
derived in Israel (i.e., income from an Israeli source). 
Dividend income paid by Israeli corporations is generally 
considered Israeli source income and subject to tax rates 
ranging from 20 percent to 25 percent.5 Capital gains 
from nontraded Israeli securities derived by a non-Israeli 
resident individual are generally subject to a 20 percent 
tax rate, which may be reduced under an applicable 
tax treaty or, in certain cases, under a domestic law 
exemption. A 25 percent rate applies to capital gains 
generated by any person who directly or indirectly holds 
at least 10 percent of the disposed company’s shares 
during the 12 months preceding the sale. 

As further discussed below, foreign investors are 
generally exempt from capital gains tax on the sale of 
securities traded on the Tel Aviv stock exchange. 

Domestic exemptions 

Tax preruling 

(1) ITO Section 16(A) 

Rulings granted under Section 16(A) of the Israeli Tax 
Ordinance (ITO) offer a measure of certainty for funds with 
respect to their tax positions in Israel, so the rulings may 
assist in facilitating a fund’s tax structuring. 

Generally, the ITA may grant rulings exempting foreign 
investors in venture capital funds from capital gains tax in 
Israel as well as providing rate relief to investors in private 
equity funds (a rate of 15 percent for individuals, 25 
percent for corporations, and exemption for tax-exempt 
entities). To be eligible for the ruling, the fund will 
generally need to meet the following main conditions: 

The fund should have at least 10 investors (foreign •	
and Israeli), and each investor should hold no more 
than 20 percent of the fund’s capital. 

No more than 15 percent of the fund’s total •	
investment in Israel should be devoted to a single 
entity. In other words, the fund is required to hold 
no less than seven Israeli portfolio companies. 
However, recently some relief from this requirement 
has been achieved. 

For venture capital funds, at least 75 percent of the •	
investment in each Israeli portfolio company should 
be made through a capital contribution (and not by 
purchasing shares from existing shareholders). 

Generic investor information (e.g., entity type, •	
name, residence) should be submitted. 

  5	 The rate is mainly determined by the holding percentage in the company 
and may be reduced under a tax treaty. 

Offshore  
Fund Ltd.  
(Cayman)

Onshore  
Fund LP (US)
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generally not be granted whenever there are ongoing 
activities in Israel. 

(3) �ITO Section 97(b1)—Research and  
development company 

An additional exemption from capital gains tax may 
be available to foreign investors from the disposition 
of shares in an “intensive research and development 
company.”6 

This exemption is generally available without regard 
to whether the foreign resident is a resident of a treaty 
country, as long as the investor acquired his ownership 
interest through an allotment of shares and not from an 
existing shareholder. 

The main virtue of this exemption is that it applies with 
respect to the company that receives the investment, 
without regard to the identity of the investors in the 
company. 

(4) Section 97(b2) 

Under Section 97(b2) of the ITO, foreign residents are 
exempt from tax on capital gains on the sale of securities 
traded on an exchange in Israel. This rule applies only to 
the extent that the gain is not attributable to a permanent 
establishment in Israel. 

Tax treaty exemption 

Non-Israeli residents may be entitled to relief from, or 
a reduction of, tax on capital gains under an applicable 
tax treaty. Under the US-Israel tax treaty, for example, 
gain from the sale, exchange, or other disposition of 
capital assets is generally exempt from tax if the gain has 
not been generated from the US resident’s permanent 
establishment in Israel, as long as the US resident did 
not own 10 percent or more of the voting power of the 
corporation whose stock was sold.7 

Additionally, a proper offshore intermediate holding 
company structure should be considered as a way to 
provide greater flexibility in future exit scenarios as well 
as to attain tax treaty protection for future repatriation of 
earnings and capital gains arising from the investment. 
For example, under the Israel-Luxembourg income tax 
treaty, investment through a Luxembourg intermediate 

  6	 Israeli income tax regulations include a detailed definition of an intensive 
research and development company. 

  7	 There are other factors that might disqualify the gain from being exempt 
from capital gains tax. 

Regarding the last point, the ITA is aware that funds are 
commonly reluctant to share such information. This is 
particularly relevant to private equity funds that benefit 
only from reduced tax rates as opposed to outright 
exemptions, depending on the type of entity and 
residency of its investors; therefore, the ITA requires more 
information regarding both direct and indirect investors. 

Another advantage of the ruling is that it may make it 
possible to address and obtain certainty with respect 
to ancillary, procedural, and other issues (e.g., reporting 
and tax withholding, etc.). Finally, the tax ruling may 
also include a provision that enables the fund to have 
a permanent establishment in Israel. Consequently, 
the fund may also have a local representative carry out 
“unrestricted” activities without jeopardizing the tax 
benefits the ruling accords. 

(2) ITO Section 97(b3)—Exemption for treaty investors 

ITO Section 97(b3), on the other hand, generally exempts 
nonresidents of Israel, regardless of their percentage 
holding in the disposed Israeli company (excluding rights 
in real estate associations holding real estate rights), 
from tax on capital gains from the sale of securities (even 
where not traded on a stock exchange in Israel), provided 
that those securities were purchased between July 1, 
2005, and December 31, 2008, and that certain additional 
conditions are met, mainly: 

The capital gains were not derived by the seller’s •	
permanent establishment in Israel; 

For 10 continuous years preceding the date of •	
purchase of the security, the individual seller was 
a resident of a country having an effective tax 
treaty with Israel. In the case of a sale by a foreign 
company, at least 75 percent of any of its “means 
of control,” directly or indirectly, must have been 
held by individuals who were residents of a tax 
treaty country for 10 continuous years preceding 
the purchase of the security; 

The securities must not have been purchased from •	
a related person (as defined in the ITO) or been 
acquired by means of a tax-free reorganization; 
and 

The nonresident must comply with certain •	
reporting and tax filing requirements (including 
those in the seller’s country of residency). 

It should be noted that insofar as one of the requirements 
under Section 97(b3) is that the capital gains must 
not have been derived by the seller’s permanent 
establishment in Israel, a ruling under this section would 
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mitigates double taxation by allowing a US taxpayer to 
claim a credit against the taxpayer’s US tax liability for 
any foreign taxes paid on foreign-source income.8 The 
rules related to the determination of whether particular 
taxes are creditable are complex. Therefore, although 
it is clear that Israeli regular income, capital gains, and 
withholding taxes on interest should be creditable for US 
income tax purposes, it is less clear whether other taxes 
(e.g., the land appreciation tax) are creditable. 

Even though a US corporation can claim FTCs to reduce 
its US tax liability for taxes that it pays directly, or 
indirectly through its 10 percent-or-more-owned (by vote) 
foreign subsidiaries, individuals who are US citizens or tax 
residents can claim credits only for directly paid foreign 
taxes. Thus, the indirect FTC rules are less important for 
hedge funds and their management companies whose 
ownership normally does not include corporate entities in 
which they own a greater-than-10 percent interest. 

Alternative investment funds and management companies 
often structure their investments through entities that are 
treated as fiscally transparent (under the check-the-box 
rules) for US tax purposes so that investors can avail 
themselves of direct FTCs. Under US law, taxes paid by 
fiscally transparent entities can generally be claimed as 
direct FTCs with respect to their ultimate US owners, 
subject to the usual limitations applicable to FTCs. For 
example, if a US LLC management company owns 100 
percent of an Israeli subadvisory entity, and both entities 
are tax-transparent under US tax law, any taxes paid by 
the subadvisory company should be treated as paid by 
the owners of the US LLC and thus should be creditable 
by the owners subject to the applicable US FTC 
limitations discussed above. 

US antideferral rules 

To the extent that equity investments are not structured 
through entities that are treated as fiscally transparent for 
US tax purposes, the impact of the US antideferral rules 
must be considered. These rules are generally designed to 
prevent deferral of certain passive income (e.g., interest, 
dividends, rent, and royalties) that foreign corporations 
earn. The antideferral rules apply mainly to certain US 

  8	 To prevent the US Treasury from subsidizing operations abroad, the 
allowable credit should not exceed the applicable US taxes on the 
foreign-source income. The limitation formula under Section 904(a) is: 
maximum FTC allowable equals US tax on worldwide income multiplied by 
foreign-source income divided by worldwide income. The code provides 
specific sourcing rules to compute foreign-source income for purposes of 
the Section 904(a) limitation formula. For an advisory company, the income 
from the performance of services outside the United States is treated as 
foreign source regardless of the place of organization of the management 
company or the location of the service recipient. To further complicate 
matters, the FTC limitation applies on a separate category or “basket” 
basis, as well as on an overall basis. The current FTC limitation rules, 
as amended by the American Jobs Creation Act of 2004, P.L. 108-357, 
October 22, 2004, reduced the number of foreign tax credit baskets to two 
(passive and general limitation). See Brinker and Sherman, “Relief From 
International Double Taxation: The Basics,” 16 JOIT 16 (March 2005). 

holding vehicle may provide certain withholding tax 
benefits (explained in the exhibit below). 

Israel-Luxembourg Income Tax Treaty Benefits 

Dividend Capital gain 

Israel (Nontreaty) 20% – 25%† 20% – 25% 

Treaty rate 5% – 15%†† 0% 

 † The rate is mainly determined by the holding percentage in the company 

†† The 5 percent withholding tax rate applies if the beneficial owner is 
a company (other than a partnership) that holds directly at least 10 
percent of the capital of the company paying the dividends 

Certain qualifications must be met so that the putative 
treaty beneficiary truly merits relief based on the 
substance of the business arrangement. Unfortunately, 
there is no bright line test or safe harbor under Israeli 
tax law, and no guidelines have been published by the 
ITA clarifying what constitutes sufficient substance. This 
is a developing area of law, and the determination of 
substance is examined on a case-by-case basis, based 
on the facts and circumstances involved. Therefore, 
some residual risk of tax liability in Israel may exist if the 
ITA succesfully challenges issues such as residency and 
beneficial ownership. 

Decisions concerning the proper allocation of duties and 
responsibilities, as well as where to locate the staff and 
management team with respect to the fund, its manager, 
and local investment advisers, must be made with a 
view toward minimizing the offshore fund’s footprint in 
Israel. Proper allocation of personnel is also important in 
supporting the transfer pricing policies adopted for the 
management, performance, and advisory fees charged by 
the fund manager and local adviser. 

Although Israel does not explicitly restrict treaty shopping 
currently, the issue is a growing concern for Israeli tax 
authorities, along with issues concerning transfer pricing 
and permanent establishments. 

Israeli venture capital-private equity 
investments—key US tax issues 

The tax considerations discussed above relating to capital 
gains and dividends are equally relevant to private equity 
investments, along with the following other issues. 

Foreign tax credits 

The potential for double taxation exists because the 
United States imposes income tax on its citizens and 
residents based on their worldwide income. Subject to 
many limitations, the US foreign tax credit (FTC) regime 
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US shareholders of a PFIC should always consider 
making a qualified electing fund (QEF) election with 
respect to the PFIC. The election is made by attaching 
Form 8621 to the shareholder’s timely (original or 
amended) return. The result of this election is that 
ordinary income and net capital gains are passed through 
to the shareholder and taxed on a current basis. US 
shareholders who have made QEF elections will not be 
subject to the adverse antideferral rules under the PFIC 
regime (see below). It should be noted, however, that as a 
practical matter, the QEF election may be made only if the 
PFIC agrees to make available the information necessary 
to determine inclusions under the QEF rules and to 
assure compliance. Consequently, the ability to make the 
election is subject effectively to a “veto” by the PFIC.15 

Once a company is deemed a PFIC as to any given 
shareholder, the shareholder generally remains subject 
to the PFIC rules unless a QEF election, and if need be 
(in the case of a late QEF election) a timely “purging 
election,” is made.15 Unless a QEF election is made,  the 
adverse “excess distribution” rules would apply to the 
US person who holds stock of a PFIC whenever that 
shareholder receives a distribution with respect to his 
PFIC stock.16 

According to these rules, excess distribution or gain 
derived from the sale of the PFIC stock is spread over 
the years in which the shareholder held the PFIC stock, 
and any amounts allocated to years prior to the current 
taxable year are taxed at the highest ordinary income tax 
rates in effect in those prior years. In addition, according 
to these rules, the IRS imposes interest charge as though 
these payments had actually been taxable in early years. 
This amount is aggregated by the taxable year of the US 
investor to which it relates. 

Qualified dividend income 

Individual US investors may benefit from a 15 percent 
tax rate for dividends under qualified dividend income 
(QDI). Dividends may qualify for QDI treatment if they are 
received from a qualified foreign corporation (QFC). A 
QFC is any corporation that qualifies for benefits under 
a detailed income tax treaty with the United States that 
includes an exchange of information program. 

To be eligible for the benefits of a US income tax treaty, 
a QFC must meet the limitation of benefits provision of 
the respective income tax treaty. This treaty provision 
is intended to prevent a person who is not a “qualified 
resident” of either country (in our case, Israel or the 
United States) from seeking benefits under the income tax 
treaty between the two countries. For instance, an Israeli 

15	 See Regs. Section 1.1295-1 for details rules about making and revoking 
QEF election. 

16	 See Section 1291(b). 

investors in controlled foreign corporations (CFCs) and 
passive foreign investment companies (PFICs). 

A foreign corporation is a CFC if more than 50 percent of 
the total voting power of all classes of stock entitled to 
vote or the total value of the corporation’s stock is owned, 
or considered as owned, by “US shareholders” on any day 
of the foreign corporation’s tax year.9 A “US shareholder” 
is any US person including a US citizen or resident 
individual, domestic partnership, corporation, trust, or 
estate that owns, directly or indirectly,10 10 percent or 
more of the total combined voting power of all classes of 
stock entitled to vote in the foreign corporation.11 

US shareholders that cumulatively own directly, indirectly, 
or through attribution more than 50 percent of the stock 
or value of a CFC, for at least 30 days in any particular 
year, may be required to include in their income for 
US federal income tax purposes their pro rata share of 
the Subpart F income of the CFC for every year that it 
qualifies as a CFC.12 

These US shareholders are also required to include in 
their income the amounts determined under Section 
956 (see below) for every tax year in which any of their 
companies are CFCs (but only to the extent not previously 
included).13 In general, Subpart F income includes several 
categories of income of a CFC. One of the categories is 
foreign personal holding company (FPHC) income, which 
includes dividends, interest, rents, royalties, and gains 
from sales or exchanges of property. 

The PFIC regime is designed to tax shareholders of 
certain companies that primarily generate passive income 
or primarily own passive assets, or both. Unlike the CFC 
regime, there is no threshold ownership requirement 
necessary to invoke the application of the PFIC rules. The 
test is whether the company meets either the income test 
(75 percent or more of gross income is passive) or the 
asset test (more then 50 percent of assets are held for 
production of passive income).14 

  9	 Section 957(a) 

10	 Ownership of controlled or related entities or individuals is generally 
attributed to a US shareholder under Sections 958(a)(2) and 318. For 
instance, in general, the stock of a foreign corporation owned indirectly 
through a controlled or a related foreign entity such as a corporation, 
partnership, trust, or estate is attributed and treated as proportionately 
owned by the shareholders, partners, or beneficiaries. In certain circum-
stances, if a partnership, estate, trust, or corporation owns, directly or 
indirectly, more than 50% of the total combined voting power of all classes 
of stock of a corporation, it is considered to own all of the stock entitled to 
vote (Section 958(b)(2)). 

11	 Section 951(b); Reg. 1.951-1(g); Section 7701(a)(30) 

12	 Section 951(a)(1)(A)(i); Reg. 1.951-1(a) 

13	 Section 956 amounts generally include the US shareholder’s share  
of any increase in the earnings of the CFC invested in US property.  
(See also Section 951(a)(1)(b)). These amounts do not include  
previously taxed income under Section 959(a)(2). 

14	 Section 1297(a) 
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Conclusion 

Proper planning and structuring are crucial to the 
success of alternative investment in Israel. Additionally, 
it is important to perform a thorough tax due diligence 
at the entry stage to obtain an understanding of the 
complex transaction taxes for the target investment and 
its hidden tax liabilities. Careful consideration of a proper 
allocation of the duties, responsibilities, and location 
of the staff and management team among the fund, 
its manager, and the local investment adviser should 
be undertaken with a goal of minimizing the offshore 
fund’s footprint in Israel to avoid any Israeli permanent 
establishment risk to the fund. 

Israel offers a wealth of benefits to foreign investors. 
Foreign investors can tap into these benefits through 
myriad structuring alternatives, such as obtaining an 
advance tax ruling from the ITA and/or including a tax 
treaty-eligible entity. The effective use of the available 
structuring alternatives greatly enhances the prospects 
for success and promotes a positive outcome for the fund 
and its investors when investing in Israel. 

company may be treated as a qualified resident of Israel if 
its shares are publicly traded or more than half its shares 
are owned by US residents or citizens or Israeli residents 
and certain other requirements are met. 

US accounting issues 

Financial Accounting Standards Board (FASB) Interpre-
tation No. 48 (FIN 48) clarifies the accounting for 
uncertainty in income taxes recognized in a company’s 
financial statements. FIN 48 is part of US generally 
accepted accounting principles (US GAAP) and, as such, 
affects public companies and nonpublic companies 
whose financial statements are prepared in accordance 
with US GAAP. 

Under FIN 48, companies must identify all tax positions, 
which are given labels ranging from highly certain to 
highly uncertain, under a two-step process. Under 
these steps, the company must first evaluate its tax 
position and determine whether it is “more likely than 
not” to sustain the tax return position, based solely on 
the position’s technical merits. Then, assuming the tax 
position meets the “more likely than not” standard, the 
tax position’s benefit is measured as the largest amount 
of tax benefit that is greater than 50 percent likely to be 
realized upon ultimate settlement with a taxing authority, 
assuming it has knowledge of all relevant information. 

Failure to meet these requirements may force taxpayers 
to accrue penalties and interest indefinitely on tax risks. 
An example of a tax uncertainty concerning Israel is the 
risk that a purported nontaxable activity will be deemed to 
give rise to a permanent establishment in Israel. This also 
includes activities conducted beyond the scope granted 
to representative offices for sales and service functions. 

Thus, companies should carefully evaluate their exposure 
to permanent establishment risks prior to preparation of 
financial statements, to the extent these statements are 
made in accordance with US GAAP. 
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What are the issues? 

The lingering credit crisis has surfaced issues for hedge 
funds that will have reverberations far into the future. 
The immediate impacts are already telling, for example 
in valuation. Hedge fund managers are being pushed 
as never before to provide greater transparency into the 
valuation of their portfolios. In addition, the risk profile of 
counterparties has increased as they are under increased 
scrutiny for their creditworthiness. Hedge funds struggle 
with new requirements, triggered by all of these issues, 
for on-demand reporting and decision making, reflecting 
adequate risk technology. 

These are important issues not only for hedge funds, 
but also for the third party fund administrators that 
hedge funds rely upon for an ever-increasing portfolio of 
services. And, as hedge funds buy distressed securities 
resulting from the credit crisis, they increasingly rely on 
fund administrator assistance to address complex issues 
associated with these securities. 

Hedge funds need to ensure that current or prospective 
fund administrators have the characteristics and 
capabilities to match a future state dominated by 
emerging demands for decisive action to address root 
causes of the current crisis. Of particular importance are 
valuation and risk management. 

Background 

The credit crisis has surfaced the need to closely examine 
valuation and risk management capabilities, which are 
increasingly provided by fund administrators. Hedge 
funds need better risk management, encompassing 
technology architecture/solutions that provide stronger 
credit and market risk analysis. They need to be able to 
understand the level of counterparty risk at all times, since 
trading rooms are handling large volumes of high value 
transactions. They need the ability to quantify a position’s 
value and then identify and predict changes to market 

Hedge funds to reconsider 
administrators for valuations and 
risk analytics 
by Laurence Best, Keith Caplan, Scott Dillman and Ian Drachman 

and counterparty conditions on demand. In addition, 
they need to be able to quickly on-board new products/
transaction types (for example, due to acquisition of 
distressed securities), while providing consistent and 
accurate computation of risk exposure across counter-
parties, products, transactions and trading strategies. 

The valuation of a fund’s positions is clearly a particularly 
important issue for hedge funds. 

The diverse nature of investing by hedge funds •	
makes asset valuation a key issue because hedge 
funds trade in complex financial instruments that 
have greater valuation subjectivity than the more 
traditional investments favored by mutual fund and 
asset managers. 

Investors are demanding more transparent •	
pricing, even while challenges remain in valuating 
complex transactions, private equity deals and 
illiquid securities. The increased use of derivatives 
(including CDOs, CLOs, structured transactions 
and private equity investments) makes it 
increasingly complex to measure and monitor 
financial exposure and to provide valuations of 
illiquid assets. 

Valuation affects financial reporting, NAVs, •	
performance fees for investment advisors, adminis-
trative fees paid to service providers, prime broker 
collateral requirements, risk profiles and more. 

Reflecting these trends, the International Organi-•	
zation of Securities Commissions has defined 
principles for the valuation of hedge funds and 
FAS 157 has raised the bar by requiring more 
transparent valuations. 

Hedge funds are increasingly turning to fund adminis-
trators for valuations. Most large funds are already paying 
to receive independent valuations. Even when traditional 
broker valuations are employed, third parties are usually 
brought in to validate that prices are fair or consistent 
with the market. The Hedge Fund Working Group, AIMA, 
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Fund administrators are increasingly supporting •	
exposure and risk analytics across a vast range 
of trading strategies and asset classes including 
credit, equities, fixed income, commodities, 
derivatives and mortgages. 

Many offer a variety of risk management analytics •	
and reporting tools to help fund managers with 
pre-trade investment decisions and post-trade 
position management. 

Beyond the norm of risk position and exposure •	
reporting (VaR), many fund administrators are 
providing risk analytics engines that facilitate what-if 
analysis, scenario analysis, and stress testing, 
and addressing increased hedge fund demand for 
improved credit and market risk analysis. 

These tools are increasingly critical because an 
“end-of-day” perspective on risk and performance 
attribution is no longer sufficient. Value-at-Risk views of 
global risks across asset classes should not be limited 
to a single end-of-day snapshot. This is not frequent 
enough for most products, given rapidly changing market 
conditions. Fund administrators are thus increasingly 
supporting on-demand, proactive processes and 
infrastructure for calculating exposure. This in turn 
requires that all trade capture and processing systems 
interface on demand with an enterprise risk system. 

Control reports (e.g., SAS 70) are an important tool for 
understanding a fund administrator’s risk management 
standing, considering: 

Scope: does the administrator address the risk, •	
valuation and IT controls needed? 

Results: what exceptions have been noted? •	

Frequency: has the administrator moved to a six •	
month rolling SAS 70? 

What does this mean? 

As a result of the current crisis in the financial industry, 
hedge funds are suddenly facing liquidity issues due 
to slowdowns in new investment capital, and capital 
withdrawals, triggered by recent action by institutions to 
cover liquidity issues, and redemptions from high net worth 
investors. The result is a much more challenging business 
environment as the competition for a newly shrinking 
capital pool has suddenly become a race for survival. 
Hedge funds, accustomed to explosive capital growth for 
over a decade, are suddenly faced with a critical need to 
defend from investor flight. Fund performance is not the 
most important reason for deselecting a fund. Investors 
are considering both quality of compliance and risk 
management process and transparency over performance 
as the primary factors for deselecting a fund. 

the President’s Working Group Best Practice Guidelines 
and the Managed Funds Association’s Sound Practices 
for Hedge Fund Managers suggest that the valuations 
process should be carried out by an independent 
specialist, generally a hedge fund administrator and be 
governed by a valuation committee within each fund, with 
clear escalation processes to rapidly resolve pricing and 
portfolio valuation issues. Because fund administrators 
are not market participants, they can provide greater 
independence in their valuations. For example, the AIMA 
Sound Practices Guide states that “quotations should 
wherever possible be multiple, sourced consistently and 
accessed by the Valuation Service Provider independently 
without intervention by the Investment Manager.” FAS 157 
will be a major driver in fair value measurement for hard 
to price securities, and hedge funds will seek external 
valuations to remain compliant. 

What is our response? 

Hedge funds should carefully consider the valuation 
and risk management capabilities of their current and 
prospective fund administrators. 

Valuation. The ability to consistently value positions 
aggregated across divisions and asset classes is 
paramount in understanding a hedge fund’s credit 
exposure. Hedge fund managers should consider the 
following actions: 

Review processes for monitoring and validating •	
external valuations. These processes ensure that 
prices provided by custodians, broker dealers and 
fund administrators are reconciled against in-house 
pricing to ensure a fair market valuation is applied 
to each position or contract. 

Review options for sourcing valuations, including •	
reliance on traders, prime brokers, fund adminis-
trators, pricing vendors and valuation agents for 
hard-to-price instruments. Is all necessary and 
ongoing due diligence in place? Do all transaction 
(product) processing systems use a consistent 
pricing analytics engine? Does the provider 
have dedicated data management groups to aid 
automated reconciliation and portfolio pricing? 

Implement a governance model to support •	
valuations including roles and responsibilities 
of valuation committee members and detailed 
escalation procedures to manage issues as  
they arise. 

Risk. Hedge funds should carefully consider the 
capabilities of current and prospective fund adminis-
trators for providing risk analytics to determine if sourcing 
is the best alternative. 
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Even as regulatory, investor and competitive demands 
on hedge funds increase, available valuation 
transparency and risk management services from fund 
administrators have been broadening. Hedge funds 
have also gained an increasing number of options for 
acquiring support services from multiple sources. The 
current conditions challenging the financial markets 
highlight the need for a timely review of valuation and 
risk management support options. 

Following are next steps that a hedge fund can take 
to review how valuation services provided by a fund 
administrator are meeting regulator and investor demands 
for increased transparency and appropriate processes, 
controls, and risk management analytics: 

Obtain a copy of the administrator’s SAS 70 •	
control report. 

Secure documentation of the valuation and •	
risk management services from current and 
prospective administrators to understand  
where your administrator falls in the continuum  
of support. 

Secure the list of valuation and risk management •	
vendor software packages the administrator is using 
and research industry reviews of their effectiveness. 
If proprietary, gain an understanding of functional 
scope and understand what is not covered. 

As addressed in the PwC Point of View “Evolution 
of investment management sourcing,” third party 
relationships are enabling hedge funds to expand 
capabilities by leveraging mobility of processing to 
optimize operations globally across people, process, 
technology and information. Hedge funds with mature, 
well-integrated fund administrator relationships can 
balance resources globally and deftly shift different types 
of work across time zones, and into low cost jurisdictions, 
as circumstances change. More than ever, hedge funds 
have an opportunity to leverage fund administrator 
depth and economies of scale to meet the challenges 
of a business and regulatory environment denoted by 
accelerating change. 
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Over the last decade, the use of credit derivatives has 
expanded significantly. This growth, and concerns that 
the existing guidance did not adequately address the 
potential adverse effects of changes in credit risks for 
sellers of credit derivatives, led the Financial Accounting 
Standards Board (FASB) to issue new guidance for 
sellers of credit derivatives on September 12, 2008. The 
new guidance is included in FSP No. FAS 133-1 and FIN 
45-4, Disclosures about Credit Derivatives and Certain 
Guarantees: An Amendment of FASB Statement No. 133 
and FASB Interpretation No. 45; and Clarification of the 
Effective Date of FASB Statement No. 161 (the FSP). 

For calendar year-end funds, the FSP is effective for the 
year ending December 31, 2008 and requires enhanced 
disclosures by sellers of credit derivatives. The FSP also 
clarifies that FAS 161 would be effective for the first-
quarter interim period ending March 31, 2009. 

Recognizing that credit risk lies primarily with the seller 
of credit derivatives, the FASB specifically focused its 
attention in this FSP on sellers. While acknowledging 
that risk-related disclosure requirements for all financial 
instruments would be an improvement, the FASB 
concluded that current guidance already addresses 
the risks inherent to the buyers. As a result, the FASB 
narrowed the scope of this guidance and focused 
its attention on the party assuming the credit risk. 
These include the providers of credit protection in an 
option-type contract, a credit default swap or any other 
credit derivative contract. 

A credit derivative is defined in the FSP as a derivative 
instrument in which the underlying is related to the credit 
risk of a specified entity (or a group of entities) or is an 
index based on a group of entities and exposes the seller 
to potential loss from credit-risk-related events specified 
in the contract. Credit derivatives within the scope of 
the FSP include, but are not limited to, credit default 
swaps and credit index products as well as to hybrid 
instruments that have embedded credit derivatives  
(e.g., credit-linked notes). 

Significant new financial statements 
disclosures required in 2008 for  
sellers of credit derivatives 
by Kwame Lewis, Shyam Patkar and Andrew Thorne 

The new disclosures for credit derivatives require the 
inclusion of both qualitative and quantitative data for each 
credit derivative (or group of similar credit derivatives), 
even if the likelihood of the seller having to make 
payments under the arrangement is remote. The grouping 
of similar credit derivatives may be primarily made by 
major types of contracts (for example, single-name credit 
default swaps or traded indexes) and secondarily, and to 
the extent material, additional subgroups for major types 
of referenced/underlying asset classes such as corporate 
debt, sovereign debt and structured finance. 

The significant disclosure requirements include: 

a. 	 The nature of the credit derivative, including the 
approximate term, the reason for entering into the 
credit derivative, the events or circumstances that 
would require the seller to perform under the credit 
derivative and the current status (that is, as of the 
balance sheet date) of the payment/performance 
risk of the credit derivative. For example, the current 
status could be based on either recently issued 
external credit ratings or current internal groupings 
used to manage risk. 

b. 	 The maximum potential amount of future payments 
(undiscounted) the fund could be required to make 
under the credit derivative. That maximum potential 
amount of future payments cannot be reduced 
by the effect of any amounts that might possibly 
be recovered under recourse or collateralization 
provisions in the credit derivative. 

c. 	 The fair value of the credit derivative as of the balance 
sheet date. 

d. 	 The nature of (1) any recourse provisions that would 
enable the fund to recover from third parties any of 
the amounts paid under the credit derivative and (2) 
any assets held either as collateral or by third parties 
that, upon the occurrence of any specified triggering 
event or condition under the credit derivative, the fund 
can obtain and liquidate to recover all or a portion of 
the amounts paid under the credit derivative. 
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The FSP also requires the seller of an embedded credit 
derivative to disclose the required information for the entire 
hybrid instrument, not just the embedded credit derivative. 

While much of the standard focuses on credit derivatives, 
there is also an amendment related to FIN 45 and a 
clarification of the effective date of FASB Statement 
No. 161. The FSP amends paragraph 13(a) of FIN 45 to 
require disclosure of the current status of the payment/
performance risk of the guarantee. For example, the 
current status of the payment/performance risk of credit-
risk-related guarantee could be based on either recently 
issued external credit ratings or current internal groupings 
used by the guarantor to manage its risk. A fund that 
uses internal groupings should also disclose how those 
groupings are determined and used for managing risk. 

Management may expend significant effort to assemble 
the information required by these new disclosures and 
should consider whether existing systems, processes 
and internal control policies and procedures can be 
adapted, or need to be modified, to properly collect, 
verify and disclose these instruments in consideration  
of the FSP’s requirements. 
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Europe 

Italy 

by Alessandro Caridi and Oscar Teunissen 

The 2008 Annual Budget Bill brings changes to 
alternative funds investing in Italy 

The 2008 Bill contains many changes that could also affect 
the Italian alternative market, including changes potentially 
affecting Italian investments, repatriation to foreign 
investors, and Italian management companies or funds. 

The changes call for a review of the existing structures to 
ensure intended tax benefits and costs are in line with the 
original planning. 

On the asset side, changes in tax rates and interest 
deduction limitations are potentially material. The tax 
rate was generally reduced from 33 percent to 27.5 
percent for corporate income tax purposes and from 4.25 
percent down to 3.9 percent for local income tax (IRAP) 
purposes. Interest deduction rules were also significantly 
changed, with a new limitation capping the deduction on 
net interest expenses to an amount that is approximately 
30 percent of EBITDA. Italian and foreign private equity 
funds lobbied vigorously against these changes, yet 
obtained only a slight relaxation of the limitations that 
were initially proposed. 

Important changes were introduced for payments to 
foreign investors. With respect to dividends paid to 
EU corporations, the withholding was reduced in most 
cases from 27 percent down to 1.375 percent. Certain 
transitional rules limit the applicability of these favorable 
reductions to dividends paid out of profits realized after 
2007. There is some uncertainty as to whether these pool 
limitations are acceptable under EU laws. 

Other changes that may impact foreign investors concern 
the previous list of tax haven countries, which will be 

International update 

repealed. A new list of cooperative countries (the “white 
list”) will be introduced to replace it. Investing from a 
white-listed country would allow for specific exemptions 
or more favorable tax treatments compared with those 
applicable to unlisted countries. EU member states and 
most of the tax treaty countries (with adequate exchange 
of information procedures) are expected to be included in 
the new list. Cayman, Bermuda, or other tax havens will 
not be included in the new white list. 

A number of other changes were introduced. Fund 
managers are invited to consider the potential impact that 
the new rules may have on current or target investments. 

Luxembourg 

by Wim Piot and Oscar Teunissen 

Draft 2009 budget and new tax measures 

On October 1, 2008, the Luxembourg government sent 
a new proposal to Parliament for new tax measures 
(provided for in the draft budget and in a separate 
bill). This proposal confirmed some of the previous 
announcements made by Luxembourg’s prime minister 
in the traditional “state of the nation” address delivered 
in May 2008. The proposal also introduces new tax 
measures that are of significant importance to the 
business community. 

New tax measures 

Exemption from withholding tax on dividends paid to 
treaty country “corporate” shareholders 

According to the bill, the scope of the Luxembourg 
domestic law providing for an exemption from 
withholding tax on dividends paid to “corporate” 
shareholders (under certain conditions) would be 
extended to “corporate” entities located in countries that 
have signed a double tax treaty with Luxembourg. The 
exemption would be granted only to foreign entities that 
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Norway 

by Aleksander Grydeland and Oscar Teunissen 

On November 20, 2007, the Finance committee in the 
Norwegian Parliament issued its recommendation on the 
proposals made by the Norwegian government regarding 
narrowing the scope of the tax exemption method for 
dividends (including withholding tax) and capital gains. As 
the committee made no adjustments to the proposal, it 
is now all but certain that the proposal will be enacted by 
Parliament. 

1. �Dividends paid by Norwegian corporations to 
corporate shareholders resident within the EEA 

Currently a foreign corporation equivalent to a Norwegian 
limited liability company (and certain similar entities) will 
not be subject to Norwegian withholding tax on lawful 
distributed dividends from a Norwegian tax resident 
limited liability company (and certain similar entities), 
provided the foreign corporation is the real owner of the 
shares according to Norwegian private law and a tax 
resident within an EEA jurisdiction. 

For the income year 2008, an additional substance 
requirement will be introduced. It will be required that the 
shareholder be genuinely established in an EEA state and 
also performs a genuine economic business activity there. 

According to the white paper and the recommendation 
from the Finance committee, the condition, “being 
actually established and carrying out genuine economic 
business activity in another EEA state,” implies that an 
overall evaluation will have to be made, where relevant 
factors will include, among others: 

Whether the company has the disposal of offices/•	
premises, furniture and fixtures, and equipment in 
the state of establishment 

Whether the company has a “permanently” •	
employed management and other employees in 
the state of establishment that carries out the 
actual business activity there and whether the 
mentioned employees have sufficient qualifi-
cations, competence, and authority to run the 
company’s business activity and also actually 
make the relevant decisions 

Whether the company’s activity has sufficient •	
economic substance 

If Norway, according to tax treaty or other treaties or 
conventions, requests information from the state of 
establishment, the shareholder’s obligation would be to 
prove that it is established in the EEA state and is actually 
carrying out an economic business activity in the EEA 
state. If no such tax treaty or other treaties or conventions 

are subject to a tax similar to Luxembourg corporate 
income tax in their country of residence. 

The goal of the suggested amendment is to increase and 
promote Luxembourg’s international tax competitiveness 
while creating an investment environment comparable to 
some of its neighboring countries. 

IFRS and tax 

Since reconciling IFRS with the Luxembourg tax regime 
is a complex exercise, the introduction of IFRS in 
Luxembourg companies’ accounts raises a number of 
questions. In summary, the bill proposes to focus as 
much as possible on the accounting and limiting the 
tax adjustments. The IFRS accounts would therefore be 
the basis for the computation of Luxembourg corporate 
taxes. Certain tax adjustments would however be 
possible, as the objective of the bill is to make IFRS 
accounts as tax-neutral as possible. 

Although IFRS accounts have been possible for several 
years (if certain requirements are met), the bill has no 
retroactive effect. 

Confirmation of initial proposals 

Repeal of capital duty 

In May 2008, Luxembourg Prime Minister Jean-Claude 
Juncker announced that capital duty would be repealed 
as of 2009 and a bill formalizing this announcement was 
put to Parliament in early September. The draft budget 
confirms the measure, which would become effective 
on February 1, 2009, rather than January 1, 2009, as 
provided for in the bill. Further developments in this 
respect will be monitored closely. 

Corporate income tax rate to decrease by 1 percent 

The corporate income tax rate should decrease by 1 
percent, from 22 percent to 21 percent. This is in line with 
the previous announcement made in May. The aggregate 
corporate income tax rate was also set to decrease in 
several stages, from 29.63 percent (for Luxembourg City, 
including municipal business tax) to 25.5 percent. 

Consequently, the combined rate for Luxembourg City 
would, as a first stage, decrease to 28.59 percent in 2009. 

Company cars 

In order to follow the current trend of new measures 
aimed at fighting polluting vehicles, the tax on 
automobiles (other than buses and taxis) would no longer 
be tax deductible from corporate income tax. 
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Effective April 22, 2008, income on Spanish-traded debt, 
including both public debt and publicly traded debt 
issued by private companies, is exempt in accordance 
with the new wording of the Spanish Nonresident Income 
Tax Act, irrespective of the tax residence of the beneficial 
owner of the income. 

Prior to this amendment, income derived from publicly 
traded Spanish public debt (i.e., debt issued by the 
Spanish Treasury, government agencies, regions, 
municipalities, etc.) realized by nonresidents was exempt 
only where the nonresident holder of the debt was not 
incorporated or resident in any of the listed tax haven 
territories (e.g., Cayman, Bermuda, etc.). It should be 
noted that Spain has a closed but quite extensive list 
of tax haven jurisdictions and traditionally the country’s 
policy has been to disallow tax benefits or exemptions 
to companies from those territories. Private companies’ 
publicly traded debt was previously only exempt when 
held by EU residents. 

This measure represents an important deviation from the 
long-established Spanish tax policy, and this policy is 
adverse to tax havens. Note that in 2006, the US-Spain 
Tax Treaty was amended to allow entities incorporated in 
tax havens to benefit under very limited circumstances 
from the treaty reduced rates. 

The change in the tax law is intended to reduce the 
potential impact of the recent turmoil in the financial 
markets on Spanish public debt. To a certain extent 
it also responds to the reality that the majority of tax 
haven entities investing in public debt are simply “special 
purpose vehicles” used by companies and individuals 
resident in territories that are not tax havens, such as 
the US, the EU, the Middle East, and Asia. To continue 
limiting access of such special purpose vehicles to 
this exemption could result, under the current market 
conditions, in a smaller pool of investors, and a need to 
increase yields on public debt during times of potential 
budget deficits. 

Uncertainty remains as to how the exemption would 
operate in practice. One question includes whether 
the requirement for a certificate of tax residence will 
continue. Nonresident companies that may have difficulty 
in obtaining a certificate of tax residency might want to 
consider applying for a tax ruling. This category includes, 
for example, US flow-through entities with a large 
number of investors, or entities in tax havens where local 
tax law does not contemplate the issuance of certificates 
of tax residency. 

exist, the shareholder must present a declaration from the 
tax authorities in the other EEA state that confirms that 
the documentation is correct. 

In our view the new rule may be in breach of Norway’s 
obligations under the EEA treaty (“the four freedoms and 
also be discriminatory based on nationality”). 

2. �Dividends paid by corporations resident within 
the EEA (and outside of Norway) to corporate 
shareholders resident in Norway 

Currently lawful dividends from and capital gains deriving 
on shares in a limited liability company (equivalent to a 
Norwegian limited liability company and certain similar 
entities) tax resident in a state within the EEA to a 
Norwegian tax resident limited liability company is exempt 
from Norwegian taxation. Correspondingly, losses on 
such shares are not deductible. 

For the 2008 income year, the tax exemption for lawful 
dividends and capital gains on shares in a company 
resident in an EEA state will be amended, so that if 
the EEA state (in which the company invested into is a 
tax resident under Norwegian tax law) is considered to 
be a low-tax jurisdiction, the tax exemption for lawful 
dividends and capital gains will only apply if the company 
invested in is actually established in an EEA state and 
carries out genuine economic business activity there. 

We believe that this new rule also will be in breach of 
Norway’s obligations under the EEA treaty (“the four 
freedoms and the prohibition on discrimination based on 
nationality”). 

3. Other amendments 

Other amendments, including amendments to the 
Norwegian CFC regulations, new rules governing exit 
taxation when SE companies transfer head office, and 
the new shipping taxation rules, were approved by the 
majority in the Finance committee. 

Spain 

by Carles Farre, Joaquín Latorre and Oscar Teunissen 

Amendments to Spanish tax legislation to foster 
economic activity: publicly traded debt exemption 

In light of the current international economic situation and 
the recent reform of Spanish tax and accounting rules, 
the Spanish government has broadened the exemption 
for income relating to publicly traded Spanish debt. 
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Exemption envisages: Subject to 10 percent tax or 
“commercially justified” 

The main amendment to the previous proposals is in the 
exemptions. In the new proposals, deductions shall not 
be denied in cases where: 

The interest income is taxed in Sweden or abroad •	
at a tax rate of at least 10 percent or, alternatively 

The intra-group acquisition and the intra-group •	
loan are principally “commercially justified.” 

The 10 percent requirement will be met even when a tax 
loss has been used. 

However, the test will not be met in the following circum-
stances: 

Where interest is picked up by a conduit and the •	
beneficial owner of the interest is enjoying a tax 
rate lower than 10 percent 

In hybrid structures where the interest is received •	
as a tax exempt dividend 

Where interest is received by a company that can •	
deduct its payments of dividends (like Swedish 
investment companies, one of which won a case 
before the Supreme Administrative Court in 2007). 
The Ministry of Finance has confirmed “similar 
features abroad” will be captured. 

What happens now? 

The Swedish business community and others had until 
noon of September 1, 2008, to comment on the amended 
proposal. Although there may still be other amendments, 
we believe the final proposal will be in line with what has 
now been suggested. Hence, we expect the Ministry 
of Finance to deliver its proposal to the Council on 
Legislation within the next few weeks. The government 
will then likely send a bill to the Parliament to be enacted 
before year end. 

One might foresee future disputes in cases where 
there is no 10 percent foreign tax on the recipient and 
the commercial justification is not obvious. European 
Community law aspects may also present issues. 

Sweden 

by Aleksander Grydeland, Jörgen Haglund  
and Oscar Teunissen 

Amended proposal for anti-debt push down rules  
in Sweden 

The Swedish Ministry of Finance has amended the 
proposals restricting interest relief on affiliated loans 
for the acquisition of affiliated companies that would 
be effective beginning January 1, 2009. The changes 
narrow the scope of affected loans and introduce wider 
exemptions to the new rules. 

On August 25, 2008, Sweden’s Ministry of Finance 
released an amended version of a previous proposal from 
the Swedish tax agency for anti-debt push down rules 
in Sweden. The amendments were made following a 
short consultation process that drew extremely negative 
comments from a wide range of large Swedish groups 
and industry federations. 

Details of the amended proposal 

According to the latest proposal from the Ministry 
of Finance, deductions shall be denied for interest 
accruing in periods from December 31, 2008, on loans 
from affiliated companies where the loans are for the 
acquisition of shares from an affiliated company. Existing 
loans will not be grandfathered, as the prohibition of 
deduction applies to all interest accruing during 2009 and 
in subsequent years. 

Contrary to the previous proposal, the limitation shall 
not apply to interest on loans for the acquisition of 
receivables, nor shall it apply to interest on loans that 
enable companies to pay dividends or make capital 
contributions. The Ministry of Finance recognizes that 
some cases may nevertheless be caught by the general 
anti-avoidance provisions. 

Intra-group loans for the acquisition of shares directly 
from external parties remain outside the scope of the 
rules, as are loans from external parties, such as banks, 
for the intra-group acquisition of shares (unless there is a 
rather clear “back-to-back” loan or a temporary external 
loan replaced by an intra-group loan). 
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2. �Working guidelines issued in China for assessment 
of eligibility for the preferential 15 percent income tax 
rate for new/high tech enterprises (NHTEs) 

A new circular issued by the Chinese authorities provides 
important guidance on assessment of NHTEs, which are 
entitled to the preferential 15 percent corporate income 
tax rate under China’s new CIT regime. 

A Chinese company can be qualified under the rules 
applicable to NHTEs if it meets all of the following six 
criteria as defined under the “Administration Measures for 
Assessment of NHTEs” or “Measures”: 

Ownership of core proprietary intellectual property •	
(IP) rights or securing an exclusive licensing of 
such IP rights; 

Products or services within the scopes of the •	
following eight new high-technology domains: 

	 — 	Information technology; 

	 — 	Biological and new medical technology; 

	 — 	Aviation and space; 

	 — 	New materials; 

	 — 	High-tech services; 

	 — 	New energy and energy conservation; 

	 — 	Resources and environment; and 

	 — 	Transformation of traditional sectors using new 
high-technology. 

Prescribed proportions of headcount of scientific •	
technology personnel and R&D personnel to the 
total workforce; 

Qualified R&D expenditures should reach a certain •	
percentage of total revenue for the last three years; 

Income from the new/high tech products/services •	
must be more than 60 percent of the total 
annual income, and the new/high tech products/
services generating the income should fall into the 
encouraged domains; and 

NHTEs should obtain a high rating under the grading •	
system provided in the Assessment Guidelines. 

On July 8, 2008, the Ministry of Science and Technology, 
the Ministry of Finance and the State Administration of 
Taxation issued the “Working Guidelines for Assessment 
of NHTEs,” which provides clarification on criteria set 
forth in the Measures. The rules for NHTEs represent a 
new tax incentive regime in China, effective January 1,  
2008. Consequently, applicants are advised to meet 
with local authorities to discuss their local positions, 
implementation policies, and application procedures. 

Asia 

China 

by Tony Kwan, Charles Lee, Edward Shum  
and Oscar Teunissen 

1. China announces new thin capitalization ratios 

Chinese authorities recently issued a new circular 
that specifies thin capitalization ratios for Chinese tax 
purposes and provides detailed requirements on the 
application of the thin capitalization rules. 

The new China Corporate Income Tax (CIT) law 
introduced the concept of thin capitalization. Its purpose 
is to disallow the deduction of interest expense in the 
case of interest-bearing debt from related parties when 
the ratio of debt to equity exceeds a certain prescribed 
debt-to-equity ratio. The recently published Circular 
121 sets out the following details regarding the new thin 
capitalization rules: 

There are two prescribed debt-to-equity ratios: •	

	 — 	5-to-1 for companies in the financial industry 

	 — 	2-to-1 for companies in the nonfinancial industry 

     �If the ratio of the debt from related parties to 
the borrowing company’s equity exceeds the 
prescribed debt-to-equity ratio in any year, 
the interest expense pertaining to the excess 
debt from related parties shall be permanently 
disallowed as a deduction (i.e., it will not be carried 
forward to future years), except in situations where 
the criteria set out in the following point are met. 

The excess interest expense may still be •	
deductible if a company can provide documen-
tation to support that: 

	 — 	The inter-company financing arrangements 
comply with the arm’s-length principle; or 

	 — 	The effective tax rate of the borrowing 
company is not higher than that of a 
“domestic” lending company. 

If a company carries on both financial and •	
nonfinancial businesses, it has to segregate the 
related party interest expense between the two 
businesses on a reasonable basis; otherwise, it has 
to follow the prescribed 2-to-1 debt-to-equity ratio. 

The lending company shall be subject to CIT •	
on the interest income received including the 
disallowed interest expense, as prescribed above. 
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The SEBI also placed a cap on the quantum of P-Notes 
that could be issued by an FII at 40 percent of Assets 
Under Custody (AUC)3 in India. 

These policy measures were incorporated in the SEBI 
regulations issued on May 22, 2008. The restrictions 
placed a significant burden on funds seeking to take 
positions in India because they not only restricted the 
issuance of P-Notes by registered FIIs, but also required 
that a purchaser of a P-Note be a regulated entity. The 
policy change led to a flurry of applications being made 
to the SEBI for registration as an FII or as a subaccount of 
a third-party FII, and P-Notes were no longer considered 
attractive. 

Although registration as an FII helped to overcome the 
regulatory hurdle that SEBI’s policy change had created, 
from a tax standpoint, it remained unclear whether the 
gains derived by an FII/subaccount were to be treated as 
capital gains or as business income for the purpose of 
taxation in India.4 Business income could be subject to 
tax in India only if the foreign investor has a Permanent 
Establishment in India, but capital gains could be subject 
to Indian tax by virtue of application of the source rule 
under Indian domestic law. Therefore, it was important 
to consider the possibility of using a treaty platform for 
investments into India to mitigate the exposure to capital 
gains tax under domestic law. 

On October 6, 2008, SEBI issued a press release stating 
its intention to remove the above restrictions on the use of 
P-Notes and restore the pre-October 2007 position. This 
was given effect to by a Circular on October 7, 2008, that 
withdrew the restrictions on the use of P-Notes effective 
at the close of market hours on October 7, 2008.5 

From a tax standpoint, the Indian tax authorities, in the 
case of Vodafone, attempted to tax profits made outside 
India on transfer of shares of a foreign company by one 
nonresident to another on the basis that the underlying 
asset is the “controlling interest” in the Indian company 
and the income should therefore be sourced to India. 
The case is pending adjudication before the Bombay 
High Court. Drawing support from this argument, the 
authorities have now started scrutinizing P-Notes 
transactions with a view to bring them to tax in India on 

3	 The effective date for calculation of the AUC for the purpose of 
determining notional value of P-Notes issued as a percentage of AUC is 
decided as at September 30, 2007. 

4	 There have been conflicting decisions by the Authority for Advance 
Rulings, holding in one case that the income was in the nature of capital 
gains (Fidelity Northstar Fund vs Director of Income-tax) and in another that 
income was in the nature of business profits (Fidelity Advisors Series VIII). 

5	 In a further relaxation of norms, SEBI has proposed amendments to the 
FII regulations to do away with the limit of a 70:30 ratio of investments 
in equity and debt, respectively. This amendment would help FIIs in 
structuring their Indian portfolios to optimize returns. 

India 

Regulators seek to strengthen Indian capital 
markets for investors 

by Puneet Arora, Dwaraknath Narasimhan, Punit Shah 
and Oscar Teunissen 

The rapidly changing capital markets have forced 
regulators globally to consider modifying existing 
regulations with a view toward spurring growth and 
boosting investor confidence. India has been no different 
in this respect. The Securities and Exchange Board of 
India (SEBI) has consistently reviewed and updated the 
regulations with the goal of strengthening the Indian 
capital markets. This article focuses on some of the 
initiatives and changes that the SEBI has been making in 
the last year. 

Participatory Notes (P-Notes) 

P-Notes are over-the-counter products issued by funds 
registered as Foreign Institutional Investors (FIIs) to 
investors who are not registered in India. P-Notes have 
enabled investors to take positions in the Indian market 
without going through registration with the SEBI. Further, 
from a tax perspective, since P-Notes transactions were 
entered into outside India, a position was taken by the 
taxpayers that no income should accrue in India because 
of those transactions.1 

In October 2007, the SEBI issued a press release 
seeking to regulate the use of P-Notes. SEBI stated that 
the reason for this change in policy was to encourage 
foreign investors to register as FIIs rather than trading 
anonymously using the P-Notes route so as to promote 
better disclosure. The key proposals included: 

FIIs and subaccounts were barred from issuing/•	
renewing P-Notes with underlying as derivatives. 
Current positions were required to be wound up 
over 18 months (i.e., by March 2009). 

Subaccounts of FIIs were prohibited from a further •	
issuance of P-Notes, with current positions to be 
wound up over 18 months (i.e., by March 2009). 

P-Notes could be issued only to “regulated •	
entities”2 as opposed to “registered entities.” 

1	 Although Indian domestic law provides specific guidance on the taxation 
of American Depositary Receipts and Global Depositary Receipts, the tax 
treatment in India of P-Notes is not clearly discussed. However, a position 
was generally taken by the taxpayers that P-Notes should not be subject 
to tax in India. 

2	 SEBI defined a regulated entity to mean:  
i. 	 Any person who is regulated/supervised and licensed/registered by a  
	 foreign central bank;  
ii. 	Any person who is registered and regulated by a securities or futures  
	 regulator in any foreign country or state;  
iii. 	Any broad-based fund or foreign portfolio or proprietary fund of a  
	 registered FII or university fund, endowment, foundation, charitable  
	 trust, or charitable societies whose investments are managed by a  
	 person covered by clauses i or ii above. 
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Conclusion 

India remains a very dynamic and challenging market 
for investors. The global business environment is 
changing rapidly, and the Indian government has been 
introducing frequent policy changes to adapt to this 
changing environment. The Indian tax authorities continue 
to be aggressive in their interpretation of the law and 
consistently seek to challenge taxpayers on positions 
that they feel result in a loss of revenue to the Indian 
government. While investments in India increase, so do 
the complexities associated with doing business there. 
Funds seeking to invest in India need to plan carefully, so 
that they factor in these frequent changes to the Indian 
regulatory and tax framework. 

Japan 

by Raymond Kahn, Stuart Porter and Oscar Teunissen 

New independent agent exemption for discretionary 
investment managers: background, release of reference 
cases, Q&A and joint presentation by the FSA, NTA, 
and MOF 

On December 21, 2007, the FSA announced the basic 
concepts of a plan for strengthening the competitiveness 
of Japan’s financial and capital markets. Part of the 
plan called for encouraging foreign fund managers to 
participate in Japanese markets by removing taxation risk 
of the fund in carrying out business through independent 
agents in Japan. Under Japanese law, a non-Japanese 
resident may cause a permanent establishment (PE) to 
arise where it conducted business through an agent in 
Japan who acted in a discretionary capacity on its behalf 
regarding the conclusion or negotiation of contracts 
(Agent PE). For Japanese fund managers, unlike many 
other jurisdictions and the Organization for Economic 
Co-operation and Development (OECD) Model Tax 
Convention on Income and on Capital (Model Tax 
Convention), Japan had neither a general independent 
agent exemption nor the equivalent of a safe harbor 
trading rule or investment management exemption for 
the management of foreign-registered and domiciled 
funds (foreign funds) by Japan-based advisors. Since 
many foreign funds were not eligible under a double tax 
treaty with Japan or were not considered qualified for tax 
exempt status pursuant to Japanese tax principles, this 
lack of an OECD-standard independent agent exemption 
under Japanese law created a PE exposure for funds 
and their investors where the Japan-based investment 
advisors acted formally or in practice as decision makers. 

The NTA had previously advised that discretionary 
trading in Japan on behalf of a foreign investor under 
Japanese tax law in the absence of any relief under a 

the ground that the value of the P-Note is derived from 
the underlying Indian security. 

In light of this, it is important that transactions in P-Notes 
are carefully considered to see whether treaty benefits 
can be availed by the issuer and, more importantly, the 
purchaser of the P-Note to mitigate the exposure to 
capital gains tax in India. 

Private equity 

Historically, private equity investments in India have been 
primarily through the Foreign Venture Capital Investor 
(FVCI) route. The following key benefits are available to 
an FVCI: 

The pricing norms prescribed by the Reserve •	
Bank of India (RBI) under the exchange control 
regulations do not apply. This provides greater 
flexibility for structuring entry and exits, ownership 
realignment, etc. 

A post-initial public offering lock-in period is not •	
applicable to shareholding held for at least one 
year prior to the IPO. 

The FVCI route requires the foreign investor to register with 
the SEBI and thereafter approach the RBI for approval. 

Recent press reports suggest that the Indian government 
is considering moves to relax the registration procedures 
for FVCIs; this would eliminate the need to obtain 
approval from the RBI. The move appears to be aimed at 
injecting liquidity in the Indian markets. 

From a tax standpoint, Indian law is silent on the tax 
treatment of FVCIs as pass-through entities or otherwise. 
However, domestic Venture Capital Funds (VCFs) are 
treated as a pass-through if investments are in nine 
specified sectors (i.e., nanotechnology, information 
technology, seed research and development, biotech-
nology, research and development of new chemical 
entities in the pharmaceutical sector, etc). Therefore, 
an argument could be made that the FVCI could be 
looked through with respect to investment in specified 
sectors and income directly taxable in the hands of the 
shareholders of the FVCI. 

Press reports also suggest that the Indian government 
is considering the possibility of according FVCIs with 
a pass-through status to bring them up to par with 
domestic VCFs. 

Investors considering the FVCI route need to consider the 
impact that the above change, if carried through, could 
have on their investment structures for investing into 
India, including the availability of treaty benefits should 
the FVCI be looked through. 
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The guidance: Independent agent and the four tests 

Independent agent 

The guidance begins with the OECD standard in the 
Model Tax Convention: for an agent to be considered 
an independent agent, such agent must be legally and 
economically independent and must be acting in the 
ordinary course of its business when providing services as 
an agent. 

Whether an agent is independent is a question of facts 
and circumstances; however, the guidance provides the 
following indications of which facts would be relevant in 
making this determination: 

Legal independence 
The agent must have sufficient discretion to •	
act as an agent, relying on its own special skill 
and knowledge in carrying out the role of agent, 
and not be subject to detailed instructions or to 
comprehensive control by the principal. 

An agent who is a subsidiary of the principal •	
does not, of itself, preclude the agent from being 
independent of its parent company. 

Economic independence 
An element of entrepreneurial risk must be borne •	
by the agent. 

While not determinative, the number of  •	
principals represented by the agent is relevant, 
as is the dependency on a single principal for the 
agent’s income. 

Ordinary course of business 
This is to be considered by examining the business •	
activities that the agent customarily carries out 
when acting as an agent. 

The four tests for a discretionary investment manager 

Next, the reference cases clarify the meaning of an 
independent agent in the context of an investment 
management business, that is, restricted to where a 
foreign general partner (FGP) or foreign investment 
manager (FIM) of a foreign fund enters into a discretionary 
investment agreement with a Japanese discretionary 
investment manager (DIM) registered under the Financial 
Instruments and Exchange law, and the DIM conducts 
certain investment activities. 

double tax treaty creates an Agent PE because there 
is no independent agent exemption for trading activity. 
Moreover, the need for analyzing and reporting this risk to 
investors in foreign funds became acute with the adoption 
of FIN 48 “Accounting for uncertainty in income taxes” 
for US GAAP reporting, which required the accrual of 
tax liabilities on an assumed full disclosure basis to the 
relevant tax authorities. 

In practice, this risk contributed to the restriction of 
investment management activities in Japan, and often the 
location of regional investment managers in Hong Kong 
and Singapore, with the Japanese team acting as nondis-
cretionary advisors and researchers. By comparison, 
other major fund management centers have safe harbor 
rules (in particular, the UK) that allowed investment 
managers to invest and trade in securities on behalf of 
foreign funds without subjecting them to the risk of Agent 
PE taxation. 

Change to Japanese tax law 

Following policy recognition of the detrimental effect the 
absence of an exemption was having on the Japanese 
fund management industry, and with active support by 
the FSA, an independent agent exemption was included 
in the 2008 Japanese tax reforms, which were passed into 
law on April 30, 2008, and became retroactively effective 
from April 1, 2008. Japanese law was amended upon 
the issue of Cabinet Orders to the existing Corporate Tax 
Law Enforcement Order 186, Individual Income Tax Law 
Enforcement Order 290 and Local Tax Law Enforcement 
Order 7-3-5, which defined an Agent PE for Japanese tax 
law purposes. The amendments made by these Cabinet 
Orders exclude from the definition of an agent: 

“�…a person who conducts business activities 
associated with the business of the foreign corporation 
independently of the foreign corporation….and in the 
ordinary course of his business.” 

This exemption is broadly in line with Article 5 of the 
OECD’s Model Tax Convention, and is consistent with 
many other taxation regimes of OECD member countries. 
However, the amendment did not contain any language 
specifically defining the scope of the exception, nor did 
the change provide a safe harbor for certain activities 
conducted by an agent in Japan. Rather, a case-by-
case analysis as to the independence of each agent is 
required. Further commentary and the equivalent of a safe 
harbor rule for foreign funds came with the issuance of 
the guidance. 
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The guidance only applies to specific investment 
activities, by which is meant activities of portfolio 
investment, and these do not extend to the advisory or 
management of investments particularly of note covering 
private equity, real estate, and nonperforming loans, 
where by comparison with portfolio investment, income is 
generated through control of the investment. 

Flexibility 

There are favorable comments and indications that the 
approach by the NTA as to what is an independent agent 
and the application of the four tests if applicable will be 
applied with some degree of flexibility and openness, 
where for certain reasons a foreign fund or fund manger’s 
circumstances may not strictly meet all of the four tests 
enumerated. This extends to the NTA being willing to 
respond on a disclosure basis to individual inquiries by 
fund managers, either in the form of advance confirmation 
(written responses) or confirmation with a relevant tax 
office (oral response). 

Policy changes and final remarks 

Overall, the introduction of an independent agent 
exemption represents a positive step forward for the 
financial services sector in Japan and in particular the 
global and local fund management industry. The changes 
do not eliminate the taxation risks or the need to manage 
these risks; however, they do generally align Japan’s 
taxation policy in this respect with the OECD and interna-
tional fund management centers. 

The change was also notable for the active involvement 
of the FSA in framing Japanese tax policy in consultation 
with MOF and the NTA, and also for the collaborative 
consultation process that involved discussions among 
government agencies, industry bodies, advisors, asset 
managers, and other interested parties. 

Pakistan 

by Soli Parakh and Oscar Teunissen 

Capital gains tax exemption 

The Finance Act 2008 was announced and will be 
effective from July 1, 2008. Pakistan’s fiscal year runs 
from July through June. 

Pursuant to the act, the capital gains exemption 
extended up to any accounting year ending on or before 
June 30, 2010. 

These four tests are more of a safe harbor rule where the 
circumstances apply, since meeting the four tests is taken 
as satisfying the meaning of an independent agent in the 
context of a discretionary fund management business. 

Where applicable, the DIM will be treated as an 
independent agent of the foreign fund if it satisfies all of 
the following four tests: 

1.	Detailed instruction test: The FIM may provide broad 
discretion to the DIM but not detailed instructions; 
and the DIM must have enough discretion to make 
decisions when acting as an agent in order to be 
considered legally independent. The guidance states 
that the DIM should be fully or partly entrusted to make 
decisions on: the kinds, issues, amounts, or process 
of securities to be invested, including the contents and 
timing of any derivative transactions to be conducted, 
as well as whether the securities shall be purchased 
or sold and by what method and at what timing. The 
guidance also provides examples of the application 
of this test in the areas of risk management, asset 
allocation, investment restrictions (e.g., negative limits), 
investment policy, investment approvals, exchange of 
information, and oversight. 

2.	Shared officers test: One-half or more officers of 
the DIM should not concurrently serve as officers or 
employees of the FGP or the FIM. 

3.	Remuneration test: The DIM receives remuneration 
that reflects its contributions made; and a DIM will 
fail this test if it does not receive remuneration that 
corresponds to the amount of the total assets to 
be invested under the discretion of the DIM or its 
investment income. 

4.	Diversification capacity test: The DIM should have 
capacity to diversify its business or to acquire other 
clients, without fundamentally altering the way the DIM 
conducts its business or losing economic rationality 
for its business where the DIM exclusively or almost 
exclusively deals with the foreign fund or the FIM  
(with exceptions for a start up period). 

Comments 

Scope 

The guidance is prima facie limited to foreign funds 
that are established as foreign partnerships or foreign 
corporations without access to any double tax treaty with 
Japan. This is somewhat intentional, as the guidance is 
designed to deal with the interpretation of a change in 
Japanese domestic law. However, the approach to an 
independent agent in the guidance will generally assist in 
the application of the equivalent OECD/treaty-based test 
from the Japanese perspective. 
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Fines and penalties 

To promote tax compliance and to provide an incentive 
to taxpayers to normalize their tax situations, certain 
penalties and fines would be reduced. There are some 
exceptions, for example, the penalty for not remitting 
withholding taxes, which would remain at current levels. 

Latin America 

Mexico 

by Jorge Gross, John Salerno and Oscar Teunissen 

2009 proposed revenue law and budget 

On September 8, 2008, the executive branch of the 
Mexican government submitted the proposed 2009 
Revenue Law and Budget to the Mexican Congress. 

Breaking with longstanding tradition, this proposal 
excludes major changes to the tax laws, and emphasizes 
that the Mexican economy, business community, 
and revenue system are all engaged in a process 
of adaptation to, and implementation of, the major 
tax reforms introduced in recent years (e.g., the flat 
tax, the cost of goods sold concept, and the tax on 
cash deposits). Nonetheless, the 2009 Revenue Law 
does contain some tax-related provisions, which are 
summarized below. 

Withholding tax on interest and deposits 
The 4.9 percent income tax withholding rate •	
on interest paid to banks resident in tax treaty 
countries would be extended for 2009. 

The withholding rate of 0.85 percent on deposits of •	
Mexican residents would be maintained. 

Tax incentives 

No new tax incentives were included, and tax credits 
were not increased. However, some existing credits would 
either be modified or eliminated, as follows: 

Research and development:  •	
The Revenue Law lifts the limit on the research 
and development credit, which through 2008 
was restricted to a total amount that was propor-
tionally shared among all taxpayers with qualified 
investments/expenses. 

Excise tax on diesel fuel:  •	
The credit continues to apply to industrial and 
merchant marine use of diesel fuel and transpor-
tation companies using diesel fuel, while the credit 
for diesel fuel for locomotives is repealed. 

Natural gas imports:  •	
The exemption for customs processing fees  
for natural gas imports would also be extended  
in 2009. 

Toll road credit:  •	
Fifty percent of toll payments would be granted as 
a credit to transportation companies for freight and 
passengers. 
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