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The results of three surveys
published on the occa-
sion of the ALFI PE &

RE Conference 2019 in
Luxembourg on 26 and 27
November reveal conti-
nued solid growth in alter-
native investment funds
in the Grand Duchy.

The ALFI/Deloitte Private
Equity and Venture Capital
Investment Fund Survey 2019
found that the size of the aver-
age private equity fund
domiciled in Luxem-
bourg has increased by
50% since 2018, with
the number of PE
funds holding assets
worth more than € 1
billion doubling
over the same 12-
month period. Lux-
embourg now
accounts for 4.3% of
the global private eq-
uity fund industry. 
The survey also shows unregulated
investment vehicles such as RAIFs

and limited partnerships saw a 20-point in-
crease up to Q3 2019, following a similar

20-point increase a year earlier, these
fund structures now represent 51% of all
Luxembourg PE funds.

Luxembourg has now been embraced
by large PE houses, especially North

American funds who represent 8%
of the Luxembourg private equity
population, the percentage of non-
EU initiators in the market has
gone up from 9% to 13%. 

The ALFI/KPMG Private Debt
Fund Survey 2019 showed

a 14.5% climb in assets
under management
(AuM) in Luxem-
bourg private debt
funds, to a total of
over € 56 billion,
representing an
impressive 40%
increase in the last
two years. This
builds on the

23.5% growth in AuM seen
from 2017. The number of pri-

vate debt funds using a RAIF structure rose
from 13% to 20% of total funds in 2019.

Direct lending strategies almost doubled to 32%
of the private loan market, up from 18%. High
yield bond strategies remained stable at 22%
whilst senior loans dropped from 35% in 2018 to
22% in 2019.

The survey also discusses the rise of sustainable
finance and green loans as it relates to the indus-
try. The adoption of the European Parliament’s
new environmental regulations will oblige firms
to release environmental impact assessments
making high-carbon investments an increasingly
unattractive option moving forward. Green loans
are becoming more attractive as their issuance
rose up to $60 bn globally in 2018, up more than
30% from 2017. 

The ALFI REIF Survey 2019 found a flourishing
sector, with asset managers seeing increased in-
terest from non-EU countries and in particular
North America; US investments were at 18% of
the total in 2019 compared to 11% the year prior.
Fewer of these funds are being invested in Euro-
pean countries, with the percentage leaving the
EU rising from 23% to 29%. 

The multi-sector strategy is slightly less prevail-
ing, with only 33% of funds investing in real es-
tate from a variety of sectors, 67% choose to focus
on single sector e.g. with an office, retail or indus-
trial strategy.

The number of launches of Reserved Alternative
Investment Funds (RAIFs) focused on property
grew from 27 in 2018 to 63 in 2019, an increase of
133%. The number of Alternative Investment
Funds has also seen a marked expansion, from 27
manager-regulated AIFs in 2018, to 41 in 2019 –
an increase of 51.9%. The increase in the number
of fund launches corresponds with a rise in net
AuM of Luxembourg real estate funds. As of Q3
2019, it stands at € 79.93 billion; up by 7.44 billion
from € 70.49 billion at the end of 2018. This repre-
sents an increase of 13.4%.

Commenting on the survey results, Corinne
Lamesch (picture), Chairperson of ALFI, said:
“These reports highlight robust growth across all
three asset classes for Luxembourg-domiciled funds
as they become increasingly attractive outside the
EU, both in terms of new AIFs set up in Luxem-
bourg and the breadth of non-European institu-
tional investment into these funds. From a global
perspective the next few years should represent an
era of significant continued growth for alternative
investment funds, having witnessed global AuM
tripling to nearly $9 trillion in the decade up to 2017.
With the global AIF industry set to more than dou-
ble in size over the next five years and over three
quarters of investors expecting to increase their al-
location to alternatives, we believe Luxembourg-
domiciled AIFs are in a strong position to capitalise
on this growth in interest and investment.”

Alternative investment funds in Luxembourg 
record another year of robust growth 

It is well known that distribu-
tion channels have an impact
on financial product perfor-

mance, notably fund perfor-
mance. Funds distributed
through more intermediaries
perform less. Basically, if funds
are sold directly to investors they
face more incentives to perform
than if they are sold through bro-
kers. In the same vein, a recent
paper by Egan (2019), analyses
how brokers might bias the in-
vestments of retail investors in
structured products. 

The author studies the market for eq-
uity reverse convertible bonds. A re-
verse convertible bond is equivalent to
a standard coupon paying bond with
the exception that the final principal
payment of reverse convertibles can be
converted into shares of a pre-specified
reference equity. The reference equity
should be different from the bond is-
suer. At maturity the holder of the re-
verse convertible bond receives 100%
of the principal provided the underly-
ing reference equity is above a pre-
specified convertible trigger price. If the
underlying equity reference, however,
falls below the convertible trigger price
during the life of the bond, the holders
receive a fixed number of equity shares
instead of the full principal payment. 

The fixed number of shares is deter-
mined at inception as the initial princi-
pal investment divided by the reference
equity price at the date the bond is is-
sued. Thus, if the share price falls dur-
ing the life of the bond, the value of the
shares at maturity can be substantially
lower than the principal. Continuous-
observation and single-observation
products can also be distinguished de-
pending on whether the principal can
be converted at any point before matu-
rity or only at maturity. 

The reverse convertible bond can be
seen as a way for investors to sell equity
put options to issuers, but instead of re-
ceiving a put premium, investors re-
ceive a standard coupon paying bond
with a relatively high coupon. Those
products are sold extensively to retail in-
vestors and are seen as the “Gold Stan-
dard” of retailed structured products.
From an issuing perspective, the prod-
uct provides financial institutions with
possibilities to purchase equity options
from retail customers without having to
worry about counterparty risk. This

thus enables retail investors to “sell” eq-
uity options without margin require-
ments but the SEC requires to disclose
details of reverse convertible bonds that
are issued, including the fee and kick-
back the issuer pays to the broker. Those
characteristics enable Egan (2019) to
analyse the retail financial market. 

The reverse convertible market typi-
cally consists of three players, namely
product issuers, brokers and retail in-
vestors. The product issuers are typi-
cally the investment banks that create
and issue the products. The brokers
then purchase the converse reversible
bonds from those product issuers to sell
them to retail investors. 

Basically, at the beginning of a month
the product issuer determines the char-
acteristics of the product and markets
them to brokers who then solicit orders
from retail investors. At the end of the
month all orders are collected and the
products are issued. The issuers sell the
products at a fixed par price 100%
minus a fixed broker fee and the brokers
then sell the product at par 100% to retail
investors, implicitly collecting the fee.
The fee is thus a transfer from the issuer
to the broker and the retail investor
should thus be indifferent conditionally
on the risk-return performance of the
product. The reverse convertible bond is
straightforward to evaluate. Its implied
value can be calculated by removing the
option premium from the value of the
fixed rate bond. In the sample analysed,
by Egan (2019) some products are “un-
ambiguously dominated” in the sense
that there are two literally reverse con-
vertible bonds issued at the same date
for the same price but different coupon
payments. The results also indicate that
retail investors actually buy more of the
worst products than the good products. 

Standard models suggest that this
might be due to heterogeneity in in-
vestor sophistication and search costs.
The author, however, analyses broker
incentives more in detail. The fees paid
to brokers vary from 0.5% to 5% of the
notional. Those fees thus provide eco-
nomically significant incentives. In-
deed, there is a strong negative
relationship between implied values
and broker fees. Brokers thus seem to
sell worse performing structured prod-
ucts to cash in higher fees. 

Econometric analysis indicates that, all
else equal, investors buy more products
with higher broker fees. As the investors
are in principle not directly affected by
higher brokerage fees (paid by issuers),

the results suggest that brokers are di-
recting investors to higher fee products.
This is concerning, as the conflicts of in-
terest faced by the brokers might lead
the worst products being sold for the
highest fees. Egan (2019) thus analyses
the relationship between fees, coupons,
option premiums and default risk of
the bond. If the coefficient on coupons
is negative but the coefficients on op-
tion premium and default risk are pos-
itive, brokers are selling worse
products to cash in fees. The results in-
deed seem to corroborate the conflict of
interest assumptions as lower coupon
paying products and higher option
premium and credit risk products are
sold for higher fees. 

Egan {2019) then formulates a theoreti-
cal models where brokers face sophisti-
cated and unsophisticated investors and
select the structured products offered to
them. Econometric results indicate that
investors are indifferent between a one-
percentage increase in coupon and 0.66
percentage-point decrease in the option
premium. Moreover, they trade off a
one-percentage point increase in coupon
with a 4.18 percentage point decrease in
the relevant CDS spread. Given the ob-
served behaviour, approximately 75%
seem to be sophisticated investors. The
average search cost of sophisticated in-
vestors is about 140 bps. It is interesting
to compare this estimate with those in
the Mortgage and Fund Market, where
estimated search costs are 100 bps for
mortgages (Hall and Woodward (2012)
and 25bps for funds (Hortaçsu and
Syverson(2004)). 

Those results are interesting from a mar-
keting of financial products perspective
as well as regulatory perspective to pro-
tect investors. 
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