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Qualified Opportunity Funds – Taxpayers with Capital Gains
Should Evaluate This New Investment Initiative
By Richard Shapiro
In an effort to incentivize investment with the help of the
tax code, the 2017 Tax Cuts and Jobs Act (“TCJA”) created
the so-called “Opportunity Zones” program. This program
was created to “spur investment in distressed low-income
communities throughout the country.” Over 8700 qualified
opportunity zones (“QOZs”) – low-income community
population census tracts -- were designated across all 50
states and U.S. possessions. Investments meeting certain
criteria in those QOZs are entitled to significant tax benefits.
These investments might be, for example, in real estate or
in operating businesses in a QOZ. The qualified opportunity
fund (“QOF”) is the vehicle through which investments are
made in the QOZs. And, as discussed in this article, the
“currency” for these benefits is the timely investment of
capital gains into the QOZ program.

tax on rolled-over gains; (2) permanent elimination of up to
15% of the tax on the deferred gain; and (3) the potential
exclusion from tax on gain generated from the appreciation
of investments within the QOF. These benefits can be
obtained by individuals, corporations (including RICs and
REITs), partnerships, S corporations, trusts and estates, as
well as tax-exempt entities that realize a capital gain from
activities that generate unrelated business taxable income
(“UBTI”). Nonresidents should also be able to benefit from
the QOZ regime.
Temporary Deferral of Tax on Gains. Capital gain from the
sale or exchange of property to an “unrelated” party (20%
or less ownership test) which is subsequently invested in
a QOF is deferred until the earlier of December 26, 2026
or the date on which the investment in the QOF is sold
or disposed (or deemed to be disposed). The investment
in a QOF must be made within 180 days of the sale or
exchange of property generating the capital gain to qualify
for deferral. In applying the 180-day time period, special
rules apply for partnerships and other pass-through
entities as well as for the investors to whom these entities
pass through income and other tax items. Specifically,
a partnership may itself elect to defer all (or part) of a
capital gain. If it does not elect to defer gain, a partner
may elect its own deferral with respect to the partner’s

Since enactment, detailed proposed regulations have
been issued by the Treasury Department and while these
rules remain to be finalized, and additional guidance will
inevitably be issued, enough is now known about the
program for investors to make a reasoned evaluation of its
potential benefits, and costs, on a case-by-case basis.

TAX INCENTIVES

There are three significant federal income tax benefits
potentially available to investors – (1) temporary deferral of
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the QOF) for deferral treatment and (ii) are currently limited
to real property as a result of the TCJA, this incentive
provides a new opportunity for investors with low basis
assets and serves as an important alternative for investors
whose assets no longer qualify for IRC Sec. 1031 exchange
treatment or who are unable to identify a like-kind asset.
And, subject to the caveats just noted, there is no limitation
on the amount of gain that can be deferred (or excluded as
described below) under the QOZ program.

distributive share of gain not deferred by the partnership.
The partner’s 180-day period generally begins on the last
day of the partnership’s tax year, or the partner may choose
to begin his or her own 180-day period at the start of the
partnership’s 180-day period, which begins from the date of
the sale that gives rise to the capital gain being deferred.
The gain deferred can be any capital gain for federal
income tax purposes, including short-term capital gains,
long-term capital gains, collectibles gains, so-called net
section 1231 gains and capital gain net income from IRC
Sec. 1256 contracts. This includes, for example, gain from
the the sale of stock and securities and tangible personal
property (such as art work), as well as real property.
Ordinary recapture income (i.e., reflecting depreciation
recapture) cannot be deferred. Note that a gain from an IRC
Sec. 1256 contract is not eligible for deferral if, at any time
during the taxable year, one of the taxpayer’s IRC Sec. 1256
contracts was part of an offsetting positions transaction in
which any of the other positions was not also an IRC Sec.
1256 contract. An offsetting positions transaction includes
positions in closely held stock or other non-traded personal
property and substantially offsetting derivatives (as well as
actively traded property).

Elimination of up to 15% of the Tax on the Deferred
Gain. Where deferred gain is used to invest in a QOF, the
investor’s initial basis in the QOF is zero. Five years after
investment in the QOF, the basis is increased to 10% of the
deferred gain, thereby eliminating 10% of the taxable gain.
After seven years, the basis is increased an additional 5%,
resulting in a total of 15% elimination of tax on the deferred
gain. The remaining deferred gain (or the fair market
value of the investment if lesser) must be recognized on
the earlier of the date on which the investment is sold or
exchanged, or December 31, 2026.
Exclusion from Tax on Gain from Appreciated Assets.
This is the key tax benefit. At the investor’s election, the
investor can exclude any post-acquisition capital gains
on an investment in a QOF if the investment in the QOF
has been held for ten years or more. An investor can hold
its investment in a QOF until December 31, 2047 and
still receive the benefit of capital gain exclusion. Losses
associated with investments in QOFs should be recognized
as under pre-TCJA law. If a QOF partnership sells assets
after the ten-year holding period has been satisfied, the
partners can elect to exclude some or all of the gains
realized from these qualified assets.

All of the deferred gain’s tax attributes are preserved
through the deferral period and are taken into account
when the gain is included in income. So, for example, if
upon the initial sale the gain would have been short-term
had the gain not been deferred, it will remain short-term
when recognized; if the gain is generated by the sale of an
IRC Sec. 1256 contract, gain as 60% long-term/40% shortterm is continued.
The gain deferred cannot exceed the aggregate amount of
gain invested by the taxpayer in a QOF during the 180-day
period. If an investor makes an investment in a QOF in
excess of the gain realized from recent sales or exchanges,
that investment is treated as two separate investments for
purposes of these rules, one that includes amounts covered
by the QOZ program and a separate investment consisting
of other amounts that are taxed outside of the QOZ
program rules.

THE QOF

A QOF must be formed for the purpose of investing in QOZ
property or businesses (other than another QOF). It may be
a partnership, REIT, corporation, S corporation or LLC. An
individual, trust, estate or single-member LLC cannot be a
QOF.
One of the main requirements for a QOF is that at least
90% of its assets (determined at specified times twice a
year) must be QOZ property. QOZ property is defined as:
QOZ business property, QOZ stock and/or QOZ partnership
interests. In effect, therefore, the investment can be direct
(QOZ business property) or indirect (QOZ stock and QOZ
partnership interests). The applicable rules differ somewhat
depending on whether the investment is direct or indirect.

Tracing of funds is not required. Accordingly, an investor
is not required to show how the capital gain proceeds
were used to invest, but rather the amount of capital gain
proceeds invested within the 180-day period.
Unlike IRC Sec. 1031 exchanges, which (i) require reinvestment of the proceeds (and not just the gain, as with
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QOZ business property is tangible property used in a
trade or business acquired by purchase after 2017 from
an unrelated party, acquired in a QOZ, qualifying either
through original use or “substantial improvement,” and,
during substantially all of the QOZ’s holding period for
such property, substantially all of the use of such property
is in a QOZ. In order to be a “substantial improvement,”
during any 30-month period beginning after the date
of acquisition of qualifying property, improvements with
respect to the property must exceed an amount equal to
the adjusted basis of that property at the beginning of the
30-month period. So, if a building is acquired for $1 million,
improvements totaling more than $1 million would need to
be made during the requisite time period. And, in the case
of building/land acquisitions, the substantial improvement
test focuses on improvements only to the building; the QOF
does not need to substantially improve the land as well.
Special rules apply to leased tangible property.

50% of the gross income of the trade or business. A “facts
and circumstances” test applies if none of the safe harbors
is met. These safe harbors should facilitate the development
of businesses within QOZs.
A QOZ business cannot be a “sin business”—a golf course,
country club, massage parlor, hot tub facility, suntan facility,
racetrack or other facilities used for gambling, or any
store where the principal business is the sale of alcoholic
beverages for consumption off premises.
Carried interests and other promote structures (i.e., equity
received for services) do not qualify for the QOZ/QOF
tax benefits and are treated as a separate non-qualifying
investment.
Failure to meet the 90% asset test will result in penalties;
although that will generally not result in the loss of the tax
benefits, significant penalties could damage investor returns.
A QOF that sells QOZ property prior to meeting the tenyear holding period can reinvest the proceeds within 12
months without the QOF failing the 90% asset test. This
one-year rule is intended to allow QOFs adequate time in
which to reinvest proceeds from the QOF asset sale.
State and local income tax implications need to be taken
into account as well. State and local tax conformity with the
federal QOZ provisions should be examined by investors
in determining the state taxation of gains invested in
QOZs. Investors in states conforming with the federal QOF
provisions may receive state and local tax incentives similar
to those available at the federal level. Investors residing
in nonconforming states and localities may be unable to
defer and reduce state and local taxation on the initial gains
invested in QOFs and may also be required to recognize
gain for state and/or local tax purposes on their eventual
sale of the QOF investment.

QOZ stock and QOZ partnership interests are investments
in, or ownership of, corporate stock or partnership
interests in a QOZ business acquired after 2017 from the
corporation/partnership solely in exchange for cash. A QOZ
business requires that at least 70% of the tangible property
owned or leased is located in a QOZ and at least 50% of the
business’ gross income is derived from the active conduct
of a trade or business in a QOZ. In order to satisfy this 50%
gross income test, the following alternate safe harbors
are provided: (i) at least 50% of the services performed
(based on hours) for such business by its employees/
independent contractors are performed within the QOZ; (ii)
at least 50% of the services performed (based on amounts
paid for the services) for the business by its employees/
independent contractors are performed in the QOZ; and
(iii) the tangible property of the business that is in a QOZ
and the management or operational functions performed
for the business in the QOZ are each necessary to generate
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EisnerAmper has a dedicated team advising clients on QOZ/
QOF transactions and is monitoring new developments as they
occur. Richard Shapiro is a tax director in EisnerAmper’s Financial
Services Group and Corporate Tax Group. Questions? He can be
reached at 212.891.6926 or richard.shapiro@eisneramper.com.
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ASC Topic 842, Accounting for Leases: Considerations
By Stephen Mazzotti
FASB issued ASC Topic 842, a new lease accounting
standard that fundamentally changes the accounting
guidance governing all leases. For most entities, this will
have an impact on equipment and real estate leases.
The goal of ASC Topic 842 was to increase transparency
and comparability among organizations by recognizing
lease assets and liabilities on the statement of financial
condition and disclosing key information regarding leasing
arrangements.

All Other Entities – Fiscal years beginning after
December 15, 2019, and interim periods within those
fiscal years beginning after December 15, 2020. For all
other entities with calendar year-ends, the adoption
date is January 1, 2020. Full retrospective application
is prohibited. An entity can choose to apply the
provisions at the beginning of the earliest comparative
period presented in the financial statements or at the
beginning of the period of adoption.

This new standard will have an impact on a firm’s
accounting and financial reporting functions and may
require an investment in software solutions to assist in the
cataloging and maintaining the relevant information for the
required accounting presentation and disclosures.

SOME KEYS CHANGES UNDER ASC 842 ARE AS
FOLLOWS:
• The definition of what constitutes a lease has changed.
• For lessees, all leases longer than 12 months will
be recognized on the balance sheet as either an
operating or finance lease.

THE EFFECTIVE DATE FOR ASC TOPIC 842 FOR THE
NEW STANDARD IS AS FOLLOWS:

• Classifications as either an operating lease or
finance lease will have impacts on the Statements of
Operations and Cash Flows.

Public Entities – Fiscal and interim years within
those years beginning after December 15, 2018. For
public entities with calendar year-ends, the adoption
date is January 1, 2019. Full retrospective application
is prohibited. An entity can choose to apply the
provisions at the beginning of the earliest comparative
period presented in the financial statements or at the
beginning of the period of adoption.
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• Lessees must apply certain criteria to determine
whether leases include a lease and one or more nonlease components, which should be allocated.

5

ACOUNTING TREATMENT COMPONENTS

• Maintaining the assembled inventory for any expired
or new leases on an ongoing basis.

For a Finance Lease:

• Determining if an embedded lease exists, which
requires a thorough understanding of all agreements
with vendors.

• Right to use asset and lease liability (Statement of
Financial Condition).
• Amortization and interest expense (Statement of
Operations).

Potential challenge: If an entity controls an asset (an
asset is specifically designated for the entity), you may
have an embedded lease. For example, if an entity
contracts with an outsourced information technology
provider and requests a dedicated server, this would
potentially be categorized as an embedded lease
and the new leasing requirements would apply. If the
arrangement with the information technology provider
does not require a dedicated server in this example,
then ASC Topic 842 does not apply. In addition, if
categorized as an embedded lease, determining the
applicable interest rate (incremental borrowing rate)
to be to be applied could be challenging, especially,
if the entity has not recently entered into a financing
arrangement.

• Cash paid for principal and interest payments
(Statement of Cash Flows).
For an Operating Lease:
• Right to use asset and lease liability (Statement of
Financial Condition).
• Single lease expense on a straight-line basis
(Statement of Operations).
• Cash paid lease payments (Statement of Cash Flows).

INITIAL STEPS
1. Understand that the definition of a lease has
fundamentally changed. Under current GAAP,
determining whether a lease is on or off the balance
sheet is relatively straightforward and leases can
be structured in order to achieve either outcome.
Under ASC Topic 842, Leases, all contracts meeting
the definition of a lease will be presented on the
balance sheet, even if the lease meets the criteria of an
operating lease.

• If there are numerous leasing arrangements (more
than 20), an entity should consider purchasing a
software solution to assist in the maintaining the lease
inventory and the accounting entries.
As with most accounting rule changes that impact an entity,
if you fail to plan, you plan to fail. As such, if you have not
commenced the gathering of information exercise and assessed the accounting implications, there is still time left to
be in a position to be in compliance upon the effective date.

2. Evaluate how the new rules could impact existing
leases and affect current agreements that were
not previously considered a lease and new lease
agreements.

Stephen Mazzotti is a partner in EisnerAmper’s Financial Services
Group. Questions? He can be reached at 212.891.6080 or
stephen.mazzotti@eisneramper.com.

3. Assess the impact on the internal control process.

POTENTIAL CHALLENGES
• Gathering an inventory of all lease agreements,
vendors, and monthly payments. Assess whether your
entity has the resources and technology to capture all
necessary data.
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Ireland as a Fund Domicile: A Success Story
By Richard Leonard, Vice President, Business Development Manager, Northern Trust
The growth of Irish-domiciled funds has been impressive
and continues at pace. Total net assets in Irish domiciled
funds stood at EUR 2.5 trillion1 (U.S.$2.8 trillion) at the
end of January 2019, continuing the recent double digit
growth that the domicile has experienced. In particular,
986 fund managers from 53 countries currently have assets
administered in Ireland and 272 of these managers are
from North America. Further, 17 of the top 20 global asset
managers have Irish-domiciled funds and continue to
experience significant inflows, not just from Europe but also
globally.

UCITS product, enabling fund promoters to create a single
product for the entire E.U. rather than on a per jurisdiction
basis. Irish UCITS are currently distributed into over 70
countries globally and are particularly popular in Europe,
Asia and Latin America.
Alternative Investment Funds (AIFs) are established under
the Alternative Investment Fund Management Directive
(AIFMD). The comprehensive regulatory and supervisory
framework open up the E.U. as a single marketplace for
alternative funds (e.g., hedge funds, private equity funds,
real estate funds, lending funds, infrastructure funds or any
other structures that do not fit under UCITS) through the
creation of a marketing “passport.” Irish AIFs do not have
specific legal restrictions on the types of assets they invest
in, but the investment policy must be approved.

TYPES OF VEHICLES
UCITS (Undertakings for Collective Investment in
Transferable Securities) is a regulatory framework that
creates a harmonized regime throughout Europe for the
management and sale of mutual funds. UCITS funds can be
registered in Europe and sold to investors worldwide using
unified regulatory and investor protection requirements.
The UCITS regime was initially launched in 1989 to target
retail investors and has over time become increasingly
popular with institutional investors. UCITS established and
authorized in one E.U. state can be sold into other E.U.
member states without the requirement for additional
authorization. The “European Passport” is central to the
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Since the introduction of the Irish Collective Asset
Management Vehicle (ICAV) in 2015, more than 500 vehicles
(ICAVs) have been established and registered with the
Central Bank of Ireland, generating in excess of U.S.$100
billion in assets under management. The ICAV is now firmly
established as the fund vehicle of choice for managers
launching new structures and can be established as UCITS
or AIFs. The ICAV has largely replaced the Irish PLC or the
Part XIII Company.
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OPTIONS FOR NORTH AMERICAN
INVESTMENT MANAGERS

The ICAV was established under a bespoke piece of funds
legislation which removed certain Irish company legal
requirements and provides additional benefits such as:

There are two main options available to U.S. investment
managers looking to establish a new fund structure in
Ireland.

• Financial Statements: The ability to prepare separate
financial statements for individual sub-funds (with
different financial year ends), rendering the process
more relevant for shareholders.

1. Establish their own standalone vehicle. This remains
the route taken by the larger, more sophisticated
managers who want to retain full control and expect
to accumulate substantial assets within 12 months.
Increasingly, managers are appointing a third-party
management company rather than creating their own.

• Tax benefits: The ICAV is also a corporate “check the
box” entity and may be treated as a partnership for
U.S. tax purposes, offering an attractive vehicle for U.S.
taxable investors.
• Lower costs: Directors can dispense with the
requirement to hold annual general meetings, upon
providing 60 days’ notice to shareholders of its
decision.

2. Establish a sub-fund on an existing platform. This is
a more cost-effective solution, particularly for those
U.S. managers who want to test the waters to see
what assets they can gather through a European fund
vehicle. Service providers are already in place and time
to market is quicker and easier.

Investors can also avail of the Common Contractual Fund
(CCF), a tax transparent fund vehicle which has become
increasingly popular as it enables institutional investors
to pool assets into a single fund vehicle with the aim of
achieving cost savings, enhanced returns and operational
efficiency through economies of scale and availing of double
taxation treaties.

WHY IRISH FUNDS?
As well as the new ICAV fund structure and CCF growth,
there are a number of other important factors which have
contributed to this asset growth.
• Ireland is the only English-speaking common law
jurisdiction in the Eurozone and is known for its clear
and practical regulatory framework.
• Irish domiciled funds are exempt from corporation tax
at the fund level and the income is therefore taxed at
the level of the investor rather than the fund.

KEY CONSIDERATIONS

• Ireland is an internationally recognized, open and tax
efficient jurisdiction. At 12.5%, Ireland has the lowest
headline corporate tax rate in the Organization for
Economic Co-operation and Development (OECD) and
has tax treaties with over 70 countries, including the
U.S.

Key points that U.S. managers should consider when
determining if an Irish vehicle is worth launching should
include:
• What is the investment strategy of the fund? For
example, environmental, social and governance (ESG)
strategies are particularly popular with European
investors currently.

• Ireland is a committed member of the European Union
and will remain so post-Brexit, providing full market
access to the E.U. and beyond. Therefore, Ireland offers
managers access to the E.U.-wide marketing passport
for both UCITS and AIFs.

Engaging Alternatives | Q2 2019

8

• Is it a concentrated portfolio? If so, it may not work in a
UCITS wrapper due to the diversification requirements.
For example, no more than 10% of the net assets of
the fund may be invested in instruments of any one
issuer and 40% of the assets must not contain exposure
exceeding 5% to individual issuers. There are some
limited exceptions to this rule. The fund could still be
launched as an AIF but some investors may require a
UCITS so the strategy may need to be changed to meet
these requirements.
• What is the distribution strategy? UCITS funds in
particular are very popular in both Asia and Latin
America. There are registration costs and requirements
in some of the markets that should be factored into this
decision as well.
• The AIF structure is particularly popular with managers
looking to establish real estate, lending or private equity
funds.

CONCLUSION
Investment managers are increasingly establishing Irish fund
structures to mirror their existing Cayman or BVI range. These
new structures complement the structures already in place
and enable access to additional investors, capital and fund
products. It is an exciting time for the funds industry in general
and Ireland in particular.
Richard Leonard is Vice President, Business Development Manager at
Northern Trust. Questions? He can be reached at +353.1.542.2704 or
RL97@ntrs.com.
1 Source: All statistics sourced from Irish Funds March 2019
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Q2 2019 – Private Equity Fundraising Outlook
By Anthony Minnefor
INTRODUCTION

CONTINUED STRENGTH

For many years, private equity has delivered stellar returns,
driving strong investor commitment to the asset class.
According to Preqin, in the ten years to June 2018, the
private equity industry has outperformed the S&P 500
index, returning 10.8% compared to 10.2% for the public
market index. Such performance no doubt is a major
contributor to the 90% of investors reporting to Preqin that
their private equity investments have met or exceeded their
expectations in the last 12 months.

Despite the concerns expressed as we headed into 2019,
private equity fundraising in the first quarter of 2019
clearly showed signs of continued strength. According to
PitchBook, fundraising is on pace to reach $182 billion in
2019, approximating the $180.7 billion raised for all of 2018.
Such strength has been driven by an extraordinarily larger
average fund size (despite a smaller number of funds) –
the average private equity fund raised in Q1 2019 was $1.7
billion, a whopping 70% higher than the average for 2018.

The question now is what can we expect for private equity
fundraising in Q2 2019 and beyond?

Firms contributing to such noteworthy data points include
Thoma Bravo, which raised $12.6 billion for its 13th
flagship fund. Also, Genstar closed its ninth flagship fund
in February, with $7.0 billion of capital raised, much larger
than the $3.95 billion fund it raised in 2017. Moreover, 2019
should see additional megafunds ($10 billion or more) come
to market, with Blackstone recently conducting a reported
$22 billion first close on its latest flagship fund.

EXPECTATIONS FOR 2019
Going into 2019, expectations for private equity fundraising
for the forthcoming year were modest. Among other
factors, the Q4 2018 stock market volatility and expectations
for an inevitable economic slowdown contributed to a
mindset at the end of 2018 that private equity fundraising
would show a sizable decline in 2019, though private equity
would continue to remain an important part of investors’
portfolios. On this theme, Preqin reported that while private
equity fundraising has been very strong over the past five
years, high pricing is putting pressure on future returns,
causing distributions to slow, which has led some managers
to lower their expectations for targeted returns.
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And traditional buyout funds are not the only ones
enjoying fundraising success. According to Private Equity
International (PEI), growth equity strategies have gotten off
to their best start to the year for fundraising since at least
before the global financial crisis, with firms raising $24.9
billion across 23 growth equity funds. Summit Partners
raised $4.9 billion for its Growth Equity Fund X, the largest
fund in this category and the fourth-biggest of any strategy
10

CONCLUSION

that quarter. Investor demand for growth equity strategies
is driven at least in part by the fact that high-growth
companies are staying private longer and the companies
need capital to fuel their growth. As a result, according to
a PEI survey, almost one-third of investors polled intend to
increase their target allocation to the strategy over the next
12 months.

Despite the large private equity commitments made in
recent years and concerns expressed going into the new
year, 2019 may hold more of the same for fundraising for
this asset class. We should expect to continue to see megafund offerings, which will drive the total amount of capital
raised, though the actual number of funds raised may
show a sizable decline. In addition, the ongoing rise of coinvestment vehicles may also support overall fundraising.
Furthermore, strategies such as growth equity investing
should help maintain investor interest in the broader
private equity model. As always, caution is warranted, as
macroeconomic and political concerns are ever-present.
The bottom line is that as long as private equity
outperforms other asset classes, investor interest will
continue without pause.
Anthony Minnefor is partner-in-charge of the New Jersey and
Pennsylvania Financial Services Audit and Assurance Practice.
Questions? He can be reached at 732.243.7211 or
anthony.minnefor@eisneramper.com.
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Alternative Investment Industry Outlook for Q2 2019
and Beyond
By Garth Puchert and Phil DeRosa
As investors continue to seek alpha -- a historical measure
of an asset’s return on investment compared to the risk
adjusted return -- within their portfolios, equity-long
exposure funds will be under pressure. The allocation of
funds appears to be towards fixed-income, credit and
equity quant funds. Long/short hedge fund managers
with exposure to overall market beta will continue to see
outflows and those managers focused on large-cap stock
may experience challenges in finding a market advantage.
In the long/short space, the demand will be in sector
specialized funds with the focus being in the healthcare and
technology medium and small-cap markets. Asia focused
funds should continue to see demand.

2018 was a challenging year for hedge funds. Managers
in this highly competitive industry are constantly seeking
improvements to gain an advantage in identifying and
capturing inefficiencies in the marketplace. The days of
brand-name managers resting on the laurels of past
performance are now going away. Many of these managers
will need to reinvent themselves in the race for alpha.
Although the S&P 500 was up 9% for the nine months
ended September 30, 2018, in the three months that
followed, all gains in the market had all but vanished as the
S&P 500 was down 14% in the fourth quarter and ended the
year down 6.2%. Hedge funds with significant correlation
to the equity markets, such as equity and event-driven
strategies, saw significant declines as compared to funds
with less correlation to the equity markets (i.e., fixedincome, relative value, and credit), which ended the year
slightly positive or neutral. Managers with high equity beta
-- a historical measure of volatility measuring how an asset
moves versus a benchmark -- were hurt badly in the fourth
quarter of 2018. As a result, the overall hedge fund industry
saw returns of 4.5% (HFRI Weighted Index) with outflows of
$35 billion leading to a decline in assets under management
(AUM) of about 3% for 2018.
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In addition, fee pressure will continue. Currently, on
average, investors pay approximately 140 basis points in
management fees and about 16% in performance fees.
This is much different than the standard 2%/20%. Certain
managers may want to consider reducing their fees, in
an effort to retain current AUM until higher returns are
achieved. Investors paying the highest fees are also
expecting to receive the highest net return. And, because
investors are increasingly trying to differentiate between
alpha-driven and beta-driven performance, the use of
hurdles for performance may become that much more
important.
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Investors historically have paid less attention to the overall
expense ratio or which expenses the manager has charged
to the fund. There is an expectation that there will be much
more focus on this issue in light of recent changes to the
U.S. tax code that limit the deductibility of fund expenses
for taxable investors. As investors and their advisors begin
to address 2018 taxes, they will realize the extent to which
these expenses are affecting net returns. As a result, we may
see a reduction in the expense allocations or an increase in
the number of hedge fund managers being forced to apply
a cap on fund expenses.

Our expectation is that the number of active hedge funds
will either stabilize or shrink slightly over the next five years.
This coincides with the fact that there has been a dramatic
drop in new hedge fund managers entering the sector each
year. How hedge fund managers adapt and evolve to meet
the needs of a substantially different investor base will, more
than likely, determine their success and longevity. Many
may find themselves opening local offices to accommodate
a more regionally dynamic investor pool, expand their
range of product offerings, or invest in new technology and
approaches. It is safe to say that the brand name hedge
fund managers will have to reinvent themselves if they hope
to stay in the game.
Garth Puchert is a partner at EisnerAmper and Phil DeRosa is
a director at EisnerAmper. Questions? Garth can be reached at
212.891.4091 or garth.puchert@eisneramper.com and Phil can be
reached at 212.891.6027 or philip.derosa@eisneramper.com.

For more information, please contact us at
eisneramper.com/contact-us
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