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Introduction and overview
Welcome to the second issue of Global Asset Management Review.

Global Asset Management Review is published every six months and feature a collection of articles from partners
and other senior practitioners active in the funds, asset management and financial services regulation space. These
articles will focus on some of the key regulatory, market and transactional developments across a range of core
global jurisdictions.

In this issue we cover:
United Kingdom

e General Update July 2024

e Private funds — July 2024 Market Update

o Does tokenisation mean the retailisation of private funds is inevitable?

e The Overseas Funds Regime — where are we now and what should firms be doing?
e UK Spring Budget 2024

¢ Significant changes for funds in final rules published as part of UK listing regime reforms

e The EU SFDR and UK SDR examined

e ESMA guidelines on funds' names using ESG or sustainability-related terms
e The future of the SFDR — views from market participants

e The suitability test under ELTIF 2.0 and investment advice

e Luxembourg VAT treatment of director's fees

Hong Kong

e Hong Kong OFCs — a rough guide

United States

e The DOL's final fiduciary rule expands the scope of investment advice subject to ERISA
e Updates from US regulatory intelligence

Canada

e Canada's modern slavery act — what does it mean for private equity and venture capital?
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General update July 2024

With the continued relatively high interest rate
environment and subdued market confidence, the
challenges affecting the UK and European asset
management industry have persisted.

In the UK, deep discounts to net asset value have
precluded the ability for many closed-ended funds to
raise fresh capital. Whilst there are some suggestions of
a potential improvement in sentiment, the initial public
offering (IPO) market for listed funds remains largely
closed. Special Opportunities Real Estate Investment
Trust recently pulled its planned IPO after failing to
meet its minimum fundraising level. This would have
been one of a handful of listed funds to have launched
in the last three years. Rather than new listings or
secondary issues for existing funds, the trend has very
much been for fund mergers (usually effected through
section 110 Insolvency Act schemes) or voluntary
liquidations with an overall contraction in the sector. For
example, at the end of June, the UK's largest
investment trust merger was announced with the
combination of Alliance Trust and Witan to form Alliance
Witan, with net assets of around £5 billion.

However, if the long-awaited improvement in market
sentiment appears and interest rates start to trend
downwards, we can expect to see an uptick in activity in
the sector particularly if there is further stabilisation of
asset prices in key asset classes such as commercial
real estate and logistics.

In the UK we just had a general election. It will be
important to the sector that an incoming government
address some of the thematic issues that have affected
the listed fund sector historically. This would include
resolving the investment company cost disclosure rules
(which we have addressed in a prior edition of this
publication).

The AIC (Association of Investment Companies) has
highlighted a number of reforms that the incoming
government must, in its view, address given the key role
that investment funds play in UK public markets. In
addition to regulatory reform, initiatives should also

focus on reinvigorating equity markets. It will remain to
be seen whether the FCA's planned listing rule changes
due to be implemented later this summer and
prospectus reforms will have the desired impact.

In terms of regulatory developments, on the whole
investment managers have reacted positively to the
latest FCA guidance on anti-greenwashing rules which
are part of the Sustainability Disclosure Requirements
(SDR) and investment labelling regime (albeit that some
have complained about an overall ESG fatigue and
there has also been some lobbying of the regulator to
give clearer guidance of its principles-based approach).
The rule requires all FCA-authorised firms to be able to
substantiate sustainability claims when communicating
with clients about products and services, and to ensure
these claims are fair, clear and not misleading. The
FCA recently stated its view on the use of artificial
intelligence (Al) by asset managers and said that, whilst
appreciating the growing feature of Al in investment
managers' businesses, they were not minded to jump in
with detailed additional rules at this stage.

In more general terms, the UK and European asset
management industry continues to face strong
headwinds. Continued asset outflows, challenging
market conditions and the high regulatory burden have
put considerable pressure on profits, leading many firms
to either pursue cost cutting measures or consolidation
strategies. This has been compounded by structural
shifts within the industry such as the move away from
active to passive management and an uptick in
individual fund manager departures.

Following on from the above, we have seen continued
M&A activity in the sector with a number of deals
announced in the first 6 months of 2024 including the
acquisitions announced in June by Mercer for UK and
Dutch pensions advisory and investment management
firm, Cardano.

Finally, in this edition of Global Asset Management
Review we have 14 articles from around the world
covering various developments impacting the asset
management industry. For our coverage of Europe and
the UK we include a couple of articles on ESG related
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developments including the new final guidelines from
the European Securities and Markets Authority on ESG
and fund names. We also discuss the impact of
tokenisation on private funds and the suitability test
under ELTIF 2.0. For the Asia Pacific region, we provide
a re-cap of Hong Kong's open-ended fund companies
regime. For the United States, we highlight some of the
key developments from our new Regulatory Intelligence
newsletter. Rounding off the international coverage is
an article from Canada focussing on the modern slavery
act and what it means for private equity and venture
capital.
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Private funds — June 2024 Market Update

Preqin reported that global private equity fundraising fell
11.5% year over year by aggregate value in 2023, the
lowest total since 2017 and the 1,936 funds closed
during the year was the smallest annual number since
2015.

Due to financing constraints and the valuation gap
between buyer and seller expectations, the pace of
exits has continued to be slow and fund raising has
therefore continued to be sluggish in 2024, as limited
partners (LPs) have received fewer exit distributions
with which to fund new commitments (larger pension
fund LPs may also have overallocated to private equity
(PE) in recent years, further constraining fundraising
efforts). The average fundraising "time on the road", i.e.
the period between launch of a fund (usually
understood as the date of the issue of its private
placement memorandum) to its final close is now
around 19 months, which is historically high (many
funds used to cap the fundraising period at 18 months).
However, at the recent SuperReturns conference in
Berlin there was a sense of cautious optimism that the
downward trend of interest rates would reduce financing
costs and therefore lead to an uptick in exits this year
(dry powder has also reached another historical high
putting general partners (GPs) under increased
pressure to deploy capital). Distributions of exit
proceeds to LPs provide liquidity for LPs to make re-up
commitments with existing GP relationships and to a
lesser extent commitments to new GP relationships.
The lack of exit distributions in recent years has meant
that the relative winners of the tight fundraising and
credit environments have continued to be the large
blue-chip PE brands (Blackstone reached USD 1 trillion
in assets under management last year) and private
credit funds. Due to their networks and technical and
back-office infrastructure, these large PE brands have
also been best placed to exploit the growing
opportunities to tap the quasi-retail market via their own
tech-enabled platforms or third-party platforms, such as
Moonfare and Titan.

GP led secondary transactions and continuation funds,
where LPs are offered the opportunity to roll their
existing commitment to a fund into a continuation fund
or cash out in favour of new investors, have continued
to be popular as a liquidity mechanism for LPs, in the
absence of exits.

At a local UK level, the upcoming general election has
focussed the industry's attention on Labour's mooted
plans to increase the tax rate applicable to carried
interest received by executives and the proposed
update to the UK's "non-dom" regime, leading to fears
that such reforms will make the UK less competitive as
a fund management domicile as compared to key EU
competitors, including France, Germany and Italy. For
example, UK based executive with a carried interest
entitlement, has to wait 7 to 10 years to receive carried
interest, which would then potentially be taxed at 45% in
the UK (i.e. the highest interest rate bracket); this
contrasts with France, Italy or Germany where carried
interest is taxed at between 26 per cent and 34 percent.

And so, while there are good reasons to believe that the
general fundraising environment will improve this year,
it will be interesting to see (that Labour wins the
election) the final form of the revised carried interest
taxation rules and whether they reduce the attraction of
the UK as a venue for fund management.

05



Global Asset Management Review

Does tokenisation mean the retailisation
of private funds is inevitable?

The recent publication of the Investment Association's
Second Interim Report on Fund Tokenisation! and
regular news articles in the financial press evidence
continued enthusiasm for the adoption of digital
technologies such as tokenisation amongst players in
the financial services markets. Indeed, the global
market for tokenised real-world assets is already
currently estimated to be around $600 billion and has
been predicted to reach $16 trillion by 2030.2 However,
guestions remain about the benefits and risks of such
new technologies for players in the private funds and
alternatives markets where sponsors typically target
investment by sophisticated, long-term institutional
investors.

Tokenisation is the process of converting a holder's
rights in an asset into a digital token on a decentralised,
digital ledger called a blockchain which records
transactions on multiple computers in a way that is
secure, transparent, and resistant to interference. Each
token represents a share or unit of ownership of an
underlying asset, for example, real estate or financial
instruments such as an interest in a limited partnership,
a conventional vehicle for private funds.

A frequently cited advantage of tokenisation is the
increased liquidity it grants investors. Typically, an
investor in a closed-ended private fund would be locked
in for a period of 8 or more years unless they are able to
find a private buyer. If a private buyer is found, an
investor would then negotiate with the buyer and the
fund's manager to agree and execute transfer
documents. Block chain technology and, specifically,
the use of smart contracts (self-executing contracts with
terms directly written into code) have the potential to

1 "Further Fund Tokenisation: Achieving Investment Fund 3.0 Through
Collaboration — Second Interim Report from the Technology Working
Group to the Asset Management Taskforce" (March 2024)

simplify transfers and allow interests to be more freely
traded and with a reduced need for intermediaries.

Proponents of tokenisation also cite the operational cost
savings expected to result from the automation of
certain processes and the reduced need for
intermediaries (as noted above with respect to
transfers). Traditional funds are often reliant on
cumbersome procedures to deal with a number of
different processes which require manpower and time,
whereas DLT uses mainly computing power, which is
typically cheaper. The ability to automate certain
processes around not only distributions but also other
commonplace and typically time-consuming or complex
fund processes such as subscriptions, transfers,
AML/KYC checks and capital calls can also lower the
associated costs of running the fund.

Transparency is also seen as a key benefit of
tokenisation because blockchain provides an immutable
public record of transactions involving a tokenised
asset. While the advantages of transparency in a
private fund's context seem limited and indeed some
sponsors may prefer not to open themselves up to such
a degree, transparency has been identified as one
driver of a perceived global trend towards co-investing
through digitalisation, where investors may require
enhanced visibility and control over their investments.3

The above perceived advantages mean that
tokenisation has been widely identified as a means for
retail and high-net worth investors to gain access, by
way of fractional interests, to private funds from which
they would have previously been excluded due to the
typically high minimum commitment amounts
demanded. Such investors potentially may be attracted
by the reduced costs and simplicity offered for funds
with typically complex and bespoke processes and the

2"Jersey Finance on laying the groundwork for tokenisation”, Private
Equity International (1 May 2024)
8 "Jersey Finance on laying the groundwork for tokenization", Private
Equity International (1 May 2024)
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benefits of enhanced liquidity. For example, PEI
recently reported on Evident, a Hong Kong tokenisation
investment platform for alternative assets in which
professional investors can open an account with a
minimum of $100 (USD) and on other players such as
US-based Securitize and Singapore-based ADDX, who
have signed partnerships with the likes of KKR,
Hamilton Lane and Partners Group.*

Tokenisation is not without risks. Despite prioritisation of
this area by regulators, such as the UK Financial
Conduct Authority, the regulatory environment, and the
law regarding recognition of ownership rights (and their
enforcement) over digital assets is still evolving and
navigating it remains a challenge for issuers and
investors alike. Similarly, the immature and fragmented
nature of the markets, lack of established custodians of
digital assets, opaque valuation methods, slow
adoption, and a degree of skepticism from traditional
investors all have the potential to impact trust in the
technology, pricing and liquidity. In addition, although
few would argue that blockchain technology is not
secure, it is not completely immune to the threat of
cybercrime and the possibility of significant financial
losses for market participants remains a concern as
does the cost of increasing and monitoring
cybersecurity.

While there remain some concerns around the
technology, the widely perceived benefits of
tokenisation and positive results of early adoption
suggest that it will be a significant driver of the
retailisation of the private funds markets in the coming
years.

4 "Side Letter: Alts’ newest tokenizer", Private Equity International (4
March 2023)
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The Overseas Funds Regime — where are
we now and what should firms be doing?

HM Treasury (HMT) and the Financial Conduct
Authority (FCA) jointly published a roadmap to
implementing the Overseas Funds Regime (OFR) on 1
May 2024, along with further information for firms on
planned next steps and timeframes for bringing the
OFR into force. In this briefing, we outline the legislation
that is already in place in relation to the OFR, the
progress made so far towards implementing the regime,
the planned timeframe for implementation, and practical
steps firms should be taking now to prepare.

Background to the OFR

Following the UK's withdrawal from the EU and the loss
of the passporting regime on 1 January 2020, the FCA
set up the Temporary Marketing Permissions Regime
(TMPR) to allow certain EEA-based funds that were
already passporting into the UK to continue to be
marketed in the UK without the need to apply for
individual recognition under section 272 of the Financial
Services and Markets Act 2000 (FSMA) — which is a far
more onerous process requiring an in-depth FCA
assessment of the fund, its operator and the depositary.

A new equivalence regime for overseas funds — the
OFR — was subsequently introduced by the Financial
Services Act 2021, which added a new section 271A of
FSMA. The OFR is a new gateway which is intended to
provide a new, streamlined way of offering an overseas
fund to UK retail investors, if the fund is from a
jurisdiction that HMT has determined as equivalent.

While the OFR effectively came into force on 23
February 2022 as a result of the Financial Services Act
2021 (Commencement No. 4) Regulations 2022, it is
not yet operational as the rules and procedures to
implement the regime are still to be finalised. A further
statutory instrument (SI) will be required in order to
bring the OFR itself into force.

Which funds can use the OFR?

At the outset, standalone undertakings for collective
investment in transferable securities (UCITS)
established in the EEA and sub-funds of those EEA
UCITS will be able to use the OFR, with the exception
of those that have been authorised as money market
funds (MMFs). HMT may in future specify additional
categories of funds that can use the regime, by enacting
further legislation following an equivalence
determination.

What progress has been made towards implementing
the OFR?

In December 2023, the FCA published consultation
paper CP23/26 on the implementation of the OFR.
CP23/26 set out the FCA's proposed rules and
guidance to integrate the OFR into its Handbook and to
enable overseas funds to be recognised under the
regime, in preparation for HMT making an equivalence
determination in relation to any jurisdiction.

HMT did then make an equivalence determination on 30
January 2024, confirming that it had found the EEA
states (including EU Member States) to be equivalent
under the OFR. The equivalence assessment of the
EEA was the first to be conducted under the regime due
to the importance of EEA-domiciled funds to the UK
market. The Financial Services and Markets Act 2000
(Overseas Funds Regime) (Equivalence) (European
Economic Area) Regulations 2024, which enact this
equivalence decision, were published on 14 May 2024,
and will enter into force on 16 July 2024. As explained
above, the equivalence decision applies to UCITS
funds, except those that are MMFs due to ongoing
regulatory development.

When announcing the equivalence decision, HMT also
confirmed that that the TMPR — which was due to expire
at the end of 2025 — will be extended until the end of
2026 to ensure funds can smoothly transition to the
OFR.
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On 1 February 2024, an Sl — the Financial Services Act
2021 (Overseas Funds Regime and Recognition of
Parts of Schemes) (Amendment and Modification)
Regulations 2024 — was published. The Sl is intended
to support the operationalisation of the OFR, by making
various consequential amendments to provisions across
the statute book to ensure the OFR works as intended.
It came into force on 26 February 2024.

The most recent development to note is the publication
by the FCA and HMT, on 1 May 2024, of a joint
roadmap to implementing the OFR. The roadmap
explains how the OFR will be opened to EEA funds that
are authorised under the UCITS Directive, following
HMT's equivalence decision in relation to the EEA. It
sets out the key stages of the process, so that operators
of EEA UCITS that want to use the OFR as a gateway
to the UK market can prepare, and it also gives a high-
level overview of the application process and of the
various other requirements for OFR funds, including
operational rules, retail disclosure, and the potential
future application of sustainability disclosure
requirements and labelling.

What is the timeline for implementing the OFR?

HMT and the FCA's joint roadmap, together with the
FCA's new webpage updating firms on the OFR and
HMT's press release, provide a useful overview of the
timeline and further steps for bringing the new regime
into force for EEA UCITS.

The opening of the OFR gateway will take place in three
stages:

e September 2024 for non-TMPR funds, which will be
able to apply for recognition without a landing slot.

e October 2024 for TMPR standalone schemes.
e November 2024 for TMPR umbrella schemes.

The roadmap also sets out the following helpful timings:

e July 2024: The FCA's final rules for OFR funds (as
consulted on in CP23/26) are likely to come into
effect.

e September 2026: The final landing slot closes for
non-MMF TMPR schemes.

e« December 2026: The TMPR ceases for non-MMF
schemes (although the Government may choose to
extend the TMPR).

How will firms apply for OFR recognition?

All operators of EEA UCITS wishing to become
recognised under the OFR will need to complete an
application form and pay a fee to the FCA. Applications
will be made online using the FCA Connect system, and
the FCA will then have two months to make a decision.

Funds currently in the TMPR

For the many funds currently using the TMPR — which is
now being extended to the end of 2026 — the FCA's
plan is to have a structured process in place for those
funds to transition across to the OFR. To do this, each
eligible fund currently in the TMPR will be allocated a
so-called "landing slot” (i.e., a 3-month time slot in
which to apply for recognition under the OFR gateway).
The FCA notes in the roadmap that the landing slots will
be allocated to funds "usually by alphabetical order of
name", beginning with standalone funds in October
2024 and followed by umbrella schemes in November
2024. An application for OFR recognition will need to be
made for each eligible TMPR fund within that 3-month
time slot.

Funds that miss their allocated landing slots will be
removed from the TMPR, will no longer be a recognised
scheme and will not be able to be promoted to retail
investors until they have successfully applied under the
OFR and become recognised again. In the meantime,
the operator and UK distributors of those funds will be
required to comply with the financial promotion
restrictions.

There are some concerns in the industry that it does not
appear that firms will be able to express a preference
for a landing slot, and the FCA has not confirmed
whether it will allow for any flexibility if an allocated
landing slot is not feasible for the fund. It is therefore
even more important that firms are prepared in advance
of the OFR gateway opening.

Funds not in the TMPR

Both standalone and umbrella funds that are new to the
UK market, and therefore not currently in the TMPR, will
be able to apply for recognition under the OFR as soon
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as the gateway is open, and at any time afterwards —
they will not be allocated, or limited to, a landing slot.

Money market funds

MMFs were not recognised in the UK Government's
equivalence determination so they are not currently
eligible to apply for recognition under the OFR.
However, MMFs that are registered under the TMPR
can continue to be promoted whilst the TMPR remains
in place, and a more permanent access route for
overseas MMFs is still under discussion. It is
understood that the UK Government could still extend
the TMPR beyond 31 December 2026 to avoid what
they call any “cliff edge risks" for MMF products.

It also worth noting that MMFs currently in the TMPR
could end up remaining in the TMPR even if the rest of
the umbrella of non-MMF funds transfer to the OFR. It
appears that firms could be looking to manage two
separate regulatory administrative processes for the
same fund.

What information will firms need to provide?

The FCA's proposals require funds to provide various
pieces of information, both at the outset when they are
applying for recognition under the OFR and also on an
ongoing basis. CP23/26 set out the details of those
proposed disclosure and notification requirements,
which include:

e When applying for OFR recognition: Key
information about the scheme's name and legal
structure, its investment objective and policy, the
main categories of assets that it invests in, its fees
and charges, marketing and distribution strategy,
and parties connected to the scheme (e.g.,
management company, depositary and delegated
portfolio manager), amongst other details.

¢ On an ongoing basis: Notifications to the FCA of
changes to each OFR recognised scheme's most
important characteristics, as and when such
changes occur — for example, changes to the
scheme's name or legal structure, termination of the
scheme (or a sub-fund) in its home jurisdiction,
supervisory sanctions by the home regulator,
suspension of dealing in the scheme's units or
shares, or a fundamental change to the investment
objective/policy/strategy.

¢ Information on customer protection: Enhanced
disclosure requirements to ensure investors are
made aware of the protections they have (or do not
have), such as access to the Financial Ombudsman
Service and the Financial Services Compensation
Scheme if they invest in an overseas fund.

The industry has raised concerns with some of the
notification requirements proposed by the FCA, warning
that they go further than the requirements on UK-
authorised funds, for example in relation to the level of
disclosure required around fees and charges. The
FCA's policy statement, which will confirm its final
position and set out final rules and guidance, is
expected to be published in the coming weeks before
they enter into effect in July 2024 (according to the
timeline in the roadmap).

Will the SDR apply to OFR recognised funds?

HMT is planning to consult on potentially extending the
UK Sustainability Disclosure Requirements (SDR) and
labelling regime so that it includes funds recognised
under the OFR.

According to the roadmap, the UK Government is
planning to launch its consultation on this in Q3 2024
and to lay any legislation needed to implement an
extension (if it decides to proceed with it) by the end of
2024. If the UK Government does choose to legislate on
SDR and labelling for OFR funds, the FCA is currently
expected to consult during 2025 on rules and guidance
to implement that extension, ahead of the legislative
requirements coming into force potentially in H2 2025.
We will have to wait to see how all of those steps unfold
before firms have much certainty around this.

If the SDR were to be extended to cover OFR funds,
there are concerns that those requirements could
potentially conflict with requirements around
sustainability that apply in an OFR fund's home state —
which could cause particular difficulties around fund
names and labels, for example. Managers of OFR funds
would have to comply with two regimes, which would be
difficult and costly, and the risk is that this could deter
overseas funds with sustainability-related objectives
from being distributed to the UK market. As a result,
there is likely to be a lot of interest within the industry as
to how this all unfolds.
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What should firms be doing now to prepare?

Fund operators should by now have reviewed the FCA
register to check contact details are correct and to
ensure the fund population in the TMPR is correct. If a
fund is no longer being marketed via the TMPR, the
FCA should be notified using form TMPR CH. This can
be done now.

At this stage funds already within the TMPR must also
be watching out for their allocated landing slots. It is
crucial that the application for OFR recognition is made
within the three-month allocated time slot and no later,
as funds that miss their landing slots will be removed
from the TMPR and will no longer be able to market
their funds.

Fund operators should ensure that they register on the
Connect system as soon as they can, so that they are
able to submit their OFR applications once this opens.
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UK Spring Budget 2024

Introduction

6 March 2024 saw the UK Spring Budget: this was an
election year budget with the focus on personal taxes
and relatively quiet on the corporate tax side. Some of
the key tax measures included reform of the regime for
non-domiciled individuals and the introduction of a new
"UK ISA", coupled with confirmation that proposals for a
new "Reserved Investor Fund" would go ahead.

Changes to the current UK tax rules for non-UK
domiciled individuals

Of wider interest is the announcement of the abolition of
"non-domiciled status" and its replacement with a
residency-based regime for individuals, representing a
significant change to the UK's personal tax system with
effect from 6 April 2025. Currently, a person who is non-
domiciled, but UK tax resident can elect to be taxed on
the "remittance basis", which means that they are only
taxed on their non-UK source income and gains to the
extent that they are remitted to the UK.

From 6 April 2025, as currently proposed, this election
will no longer be available and instead, individuals who
come to the UK for the first time after this date will have
a four-year beneficial period and will then be taxable on
their worldwide income and gains. In the first four years,
they will not be subject to UK tax on foreign income and
gains (FIG) even if remitted to the UK (the new FIG
regime).

For non-domiciled individuals who are already tax
resident in the UK, some may be able to benefit from
the FIG regime for a period, depending on when they
arrived in the UK. For others, who currently elect to be
taxed on the remittance basis, they will be subject to tax
on 50% of their non-UK income in tax years 2025/2026
and can elect to rebase certain assets that are
personally held to their April 2019 values. To encourage
remittance of historic FIG, there will be a temporary
repatriation facility, allowing FIG earned personally to
be remitted at a reduced rate of 12% for 2025/2026 and

2026/2027. Labour have subsequently announced that
if elected, they would not implement this 50% tax rate.

There will be a separate consultation on the impacts of
the removal of the domicile concept from a UK
inheritance tax perspective. The position for trusts is
complex and there are also proposals for the
grandfathering for existing excluded property trusts (as
of 6 April 2025), again, subject to proposals under
consideration by the opposition party.

Introduction a new UK ISA

An additional £5,000 allowance for investment in a new
UK ISA has been announced to encourage retail
investment in "UK companies”. The proposed UK ISA
can include shares or corporate bonds issued by UK
companies. The consultation, which ends in June 2024,
considers how the concept of "UK company" should be
defined and suggests that this could be UK incorporated
companies that are either listed or admitted to trading
on a UK recognised stock exchange. The consultation
also considers whether collective investment vehicles
that meet a certain threshold (75% is mentioned), of
investment in eligible UK companies should qualify.

Moving forward with the Reserved Investor Funds
(RIFs)

There was good news with confirmation that the
government will introduce a new type of unauthorised
investor fund vehicle for professional and institutional
investors, predominantly designed for investment into
commercial real estate. A consultation on proposals for
the RIF closed back in June 2023 and was itself a
response to a 2020 government review of the UK funds
regime. The Finance Bill (No.2) 2024 which makes way
for an introduction of the tax rules for the RIFs has been
published.
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Issue 2

Significant changes for funds in final rules
published as part of UK listing regime

reforms

Richard Sheen, lan Fox, Alexander Green

The FCA has today published final form rules in
relation to its reform of the UK listing regime
(see PS24/6).

For commercial companies these are broadly in the
form proposed in the FCA’s consultation (CP 23/31)
published at the end of last year.

For closed-ended investment funds, on the other
hand, following feedback there have been some
significant changes to the position previously outlined
in relation to transactions, with the requirement for
shareholder approval generally being dropped other
than in limited circumstances as outlined below.

These changes mean the transaction rules for
commercial companies and funds will be more
closely aligned than previously proposed- in this
context it was always unclear to us why a divergence
of approach between commercial companies and
funds was needed.

We will be publishing a more detailed briefing on the
new rules for closed-ended funds in due course, but
in the meantime have included below a short
overview of the new rules on significant and related
party transactions and on what happens next for
existing premium listed funds.

What are the new rules on significant and related
party transactions?

The table below summarises the position for closed-
ended funds under the final rules. In the context of
related party transactions, it is also worth noting that
(as proposed) the new rules will increase the
threshold at which a shareholder becomes a related
party from 10% to 20%.

For the avoidance of doubt, it should be noted that
the requirement for funds to invest and manage their
assets in accordance with their investment policy
(and to obtain FCA and shareholder approval for
material changes to the policy) will continue to apply
as currently.

Material transactions
(if outside scope of investment policy)

Reverse takeovers  Shareholder approval & FCA-
approved circular

“Significant
transactions” (25%+)

Disclosure-based approach

Transactions below No specific requirements
the “significant included in the Listing Rules*

transaction” (concept of a “Class 2”

threshold transaction not retained)

Related party transactions**

0.25%+ Disclosure and sponsor fair and
reasonable confirmation only
for changes of 0.25%+ to the
investment manager’s fees or
other remuneration

5%+ Disclosure and sponsor fair and

reasonable opinion

Changes of 5%+ to the
investment manager’s fees or
other remuneration (as well as
uncapped fees) will also
require shareholder approval &
FCA-approved circular

* Although issuers will need to consider their

announcement obligations under the UK Market
Abuse Regulation.
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** |t will no longer be necessary to also comply with
the DTR7.3 related party regime.

What happens next for existing premium listed
funds?

The FCA has been in correspondence with issuers in
recent months to confirm the category they will be
transferred to when the new rules come into force —
for existing premium listed funds, this will be the new
closed-ended investment funds category.

FTSE Russell has previously indicated it was
anticipating this new funds category, together with
the equity shares in commercial companies (ESCC)
category, would replace the premium segment as the
eligible universe for the FTSE UK Index Series
(although it noted that this position was not final and
it would closely consider all further developments).
Following publication of PS24/6, FTSE Russell has
noted that it is reviewing the final rules and will
provide an update shortly to confirm changes to the
impacted index ground rules and eligibility criteria.
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The EU SFDR and UK SDR examined

Introduction

Last November the Financial Conduct Authority (FCA)
published Policy Statement 23/16 (PS23/16) containing
final rules and guidance on sustainability disclosure
requirements (SDR) and investment labels (UK SDR
regime). The rules and guidance are currently limited to
UK asset managers and essentially the requirements
comprise of two components, naming and marketing
requirements so that products cannot be described as
having a positive impact on sustainability when they do
not and a product labelling regime designed to help
investors understand what their money is being used
for, based on sustainability goals and criteria and
naming. PS23/16 also saw the FCA introduce an anti-
greenwashing rule which applies to all FCA authorised
firms.

Many asset management firms that are subject to the
UK SDR regime were already subject to the EU
Sustainable Finance Disclosure Regime (EU SFDR). In
particular, many would have invested in systems and
processes to classify products according to the EU
SFDR provisions. Whilst the FCA has said that the
regimes are compatible and that much of the
information used for product categorisation and
disclosures under the EU SFDR may be used to meet
the qualifying criteria and disclosure requirements under
the UK SDR regime there remains some important
differences. The purpose of this briefing note is to cover
many of these differences.

Different starting point

Regulatory authorities in the EU and the UK have
introduced regulations that address growing concerns
that sustainable investment products may not be as
green as they claim to be. The EU SFDR has been
around much longer than the UK SDR regime. At its
core, the two regimes are said to be different in the
sense that the EU SFDR is intended to be a disclosure

regime whereas the UK SDR regime is a labelling
regime.

This may possibly change in the future as when the
European Commission (Commission) issued its
consultation on the EU SFDR late last year it noted that
the regime was in practice being treated as a labelling
regime for so called Article 8 and Article 9 funds.
However, this remains to be seen.

Anti-greenwashing

The UK's anti-greenwashing rule, due to come into
effect on 31 May, has raised a number of issues for
market participants particularly given its broad scope.
Essentially, the rule requires that all sustainability
related claims must be 'fair, clear and not misleading'.
Whilst theoretically limited to financial promotions the
rule is much wider as sustainability claims can be
present in all sorts of different ways, not just in relation
to specific financial services and products, but actually
in claims that an institution makes about itself. The
accompanying FCA finalised guidance sets out what
firms need to do in order to comply with the anti-
greenwashing rule and this includes sustainability
references being correct and capable of being
substantiated. This will be a real challenge for firms as it
will require them to build an evidence base sitting
behind the assertions which are made not only in all
different types of communications but also stakeholder
presentations. Another challenge for firms is that
communications must be complete, they should not
omit or hide important information.

From the EU perspective, anti-greenwashing has been
an integral part of financial services policies. Outside
the financial sector two of the most recent and visible
initiatives have been the proposed Green Claims
Directive and the proposed Greenwashing Directive. In
the financial sector, there is, of course, the EU SFDR
and also the European Securities and Markets Authority
(ESMA) has proposed guidelines on fund names using
ESG or sustainability-related terms. The key point to
note is that, compared to the UK regime, the EU
financial sector does not have a specific anti-
greenwashing rule.
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Scope

Both the EU SFDR and UK SDR regime want investors
to be able to align their investment decisions with their
sustainability preferences. But a key difference between
the two regimes is territorial scope. The UK SDR regime
is very UK centric, focussing on UK asset managers,
UK domicile products marketed to UK investors.
Whereas the EU SFDR is more far reaching as it
applies to financial products based or marketed in the
EU and financial market participants and their financial
advisors. It essentially covers what is in the EU market
but also what comes into the EU market.

Sustainability objective

Another important difference is the sustainability
objective. Under the UK SDR regime all products using
a label must have a sustainability objective which is an
explicit statement of intention to invest 'with the aim of
directly or indirectly improving or pursuing positive
environmental and/or social outcomes'. Such an
objective also needs to be clear, specific and
measurable. The EU SFDR identifies three categories
of financial product each with a different transparency
obligation but these are without a sustainability scope.
Market participants are required to make an objective
assessment of what their financial product does in
terms of ESG and sustainability in order to apply the
right transparency obligations based on the category in
which the financial product fits under the EU SFDR.
However, the Commission consultation mentioned
above is now asking the market if labels are preferable
and it will be interesting to see if there is any re-
alignment with the UK SDR regime.

Sustainability asset thresholds

A further important difference concerns sustainable
asset thresholds. The UK SDR regime provides that for
each label at least 70% of assets must be invested by
reference to a robust, evidence-based standard that is
an absolute measure of environmental and/or social
sustainability. From the EU SFDR perspective, there is
a sustainability threshold for the so called 'dark green
funds' under Article 9 but there is no specific link to a
robust, evidence based standard. Instead these funds
need to justify the proportion of their investment that is
not aligned with their sustainability characteristics, but
they are not confined, for example, by a fixed minimum

percentage of its portfolio being aligned with these
characteristics.

DNSH

Another difference concerns the 'Do no significant harm’
(DNSH) principle, i.e. disclosures on how a sustainable
investment does not significant harm the sustainability
objective. The DNSH principle is something that
appears not only in the EU SFDR but also the EU
Taxonomy Regulation and the EU Benchmark
Regulation. Indeed, ESMA published a useful paper last
November regarding DNSH definitions and criteria
across the EU sustainable finance framework. The UK
SDR regime steers away from the DNSH principle with
the FCA stating that the approach may be too
restrictive.

PAI

The EU SFDR includes principal adverse impacts (PAI)
which are used to measure the impacts that companies
have on the environment and wider society. The EU has
identified 64 adverse impact indicators that must be
calculated, of which 18 are mandatory to report, and 46
are voluntary. The UK SDR regime does not use PAI
but instead includes a requirement to identify material
negative environmental and/or social outcomes that
may arise in pursuing the sustainability objective.

Escalation plans

The UK SDR regime provides that firms must set out an
escalation plan to be able to take action when assets do
not demonstrate sufficient progress towards the
sustainability objective and/or KPIs. Assets subject to
such action remain within the 70% minimum threshold
applicable to all labels. Firms must also review and
consider whether it remains appropriate to use a label
at least annually. This applies across all labels and the
FCA's rules do not require divestment from assets as
part of the escalation plan. The EU SFDR does not
place a requirement on firms to have in place an
escalation plan. Of the four narrative disclosures that
the EU SFDR mandates at the entity level arguably the
closest that come to this requirement are either the
summaries of engagement policies or references to
responsible business conduct codes and standards for
due diligence, reporting and good governance. In most
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cases firms will need to expand these so as to set out
an escalation plan.

Appropriate resources

The EU SFDR contains no specific requirement on
appropriate resources whereas the UK SDR regime
does. Under the UK SDR regime, firms must have in
place appropriate resources, governance, and
organisational arrangements, commensurate with the
delivery of their labelled products' sustainability
objective.

Index-tracking products

The EU SFDR contains no specific requirements for
index-tracking products. Perhaps, the nearest the EU
has got to is the guidance published by the European
Supervisory Authorities last May 2023 which sought to
clarify the position for active and passive Article 9
financial products using an EU Paris-aligned
Benchmark or an EU Climate Transition Benchmark.

The UK SDR regime does, however, set out certain
requirements for index-tracking products. When
constructing a passive product with the intention of
using a sustainability labels, managers are to ensure
that the chosen index aligns with the sustainability
objective for their product. Managers should also
consider the most appropriate KPIs to track the
performance of the products towards the sustainability
objective. The FCA also expects the manager's
stewardship strategy to include its approach for
stewardship in respect of passive products. Whilst the
FCA has not prescribed how managers should do so, it
does expect them to disclose how the index providers'
methodology aligns with the product's sustainability
objective in pre-contractual disclosures. Furthermore, it
expects managers to consider what would be decision
useful for their clients and consumers.

Independent assessment

Under the UK SDR regime, for all labels, firms need to
obtain or undertake an independent assessment of the
standard for sustainability to confirm that it is
appropriate for asset selection and fit for purpose. The
independent assessment can be carried out either by a
third party or via a firm's internal processes as long as
those carrying out the assessment are appropriately

skilled. Firms also need to disclose the basis on which
the standard is considered to be appropriate and the
function or third party that undertook the assessment.
Firms also need to ensure that the independent
assessment remains valid on an on-going basis.

The EU SFDR only requires limited third-party
verification of disclosed documentation. The Corporate
Sustainability Reporting Directive goes further in the
sense that it also requires assurance on the
sustainability information that companies report and
provides for the digital taxonomy of sustainability
information. In addition, the position under the EU
SFDR may be changing in that the Commission
consultation solicited views on whether there should be
mandatory third-party verification of product categories
or self-declaration by the product manufacturer.

Taxonomy alignment

Another notable difference is taxonomy alignment. The
UK aspires to develop its own green taxonomy although
there have been delays. The EU has its own green
taxonomy that helps companies and investors identify
environmentally sustainable economic activities to make
sustainable investment decisions but at present does
not have a social taxonomy that aims to provide a
classification system to determine whether an economic
activity is considered socially sustainable.

ISSB

The UK remains a strong advocate of the standards
developed by the International Sustainability Standards
Board (ISSB). The ISSB issued its first standards in
June last year. The FCA has already said that, where
appropriate, it will consider updating product level
disclosures requirements once the UK's own green
taxonomy is in use, and entity-level disclosure
requirements in line with future ISSB standards. In
addition, it will consult on updating its Taskforce on
Climate-Related Financial Disclosures (TCFD) aligned
disclosure rules for listed companies to reference the
ISSB's standards.

The EU has instead developed the European
Sustainability Reporting Standards (ESRS) although it
has sought to ensure a high level of alignment between
these and the ISSB standards. In Q&As issued last
summer on the adoption of the ESRS the Commission
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stated that "the EU goes further than any other major
jurisdiction to date in terms of integrating the ISSB
standards into its own legal framework".

Incidentally, the market has previously queried the
relationship between the ISSB standards and the TCFD
standards. From a UK perspective in the 45th edition of
Primary Market Bulletin the regulator noted that the
ISSB standards build on the TCFD framework and IFRS
S2 is consistent with the 4 core recommendations and
11 recommended disclosures published by the TCFD.
The TCFD has now been consolidated into the IFRS
Foundation and a comparison of IFRS S2 with the
TCFD recommendations has also been published.

Conclusion

As illustrated above there are a number of important
differences between the EU SFDR and the UK SDR
regime that firms operating in both the EU and the UK
need to get to grips with and many of these are
summarised in the table below. But it feels that from the
EU perspective change may be on the horizon following
the outcome of the Commission's consultation on the
EU SFDR. Indeed in some Member States there have
already been calls for the creation of labels. For
instance, the Dutch Authority for the Financial Markets
advocated the creation of three new sustainable product
labels - "transition products”, "sustainable products" and
"sustainable impact products”. Firms therefore need to
keep a close eye on developments.

UK SDR EU SFDR
Product level |Yes. Yes.
disclosures
Entity level Yes. Yes.
disclosures
Marketing Anti-greenwashing | Not yet.

rule and the

restriction on the

use of

sustainability

related words in

marketing

materials.
Sustainable Yes at least 70% | Only for Article 9
asset of assets must be | products but no
thresholds invested in specific link to a

accordance with a | robust, evidence-

robust, evidence |based standard.

based standard

that is an absolute

measure of

environmental

and/or social

sustainability.
Do no No. Yes.
significant
harm principle
International UK SDR expected | Not yet.

Sustainability
Standards
Board (ISSB)

to be based on the
ISSB standards.

UK SDR EU SFDR
Territorial Currently limited | Extends to
scope to UK asset products marketed
managers and UK | across the EU,
domiciled regardless of the
products. location of the
entity.
Sustainability |Yes. Must be For some
objective clear, specific and | products but not
measurable. all (Article 9
funds).
Labelling Yes. Not yet but this
scheme may be under
consideration.

Principal No but thereisa |Yes and further
Adverse requirement to disclosures may
impact identify any be required of
indicators material negative | some firms.

environmental

and/or social

outcomes that

may arise in

pursuing the

sustainability

objective.
Taxonomy UK aspires to Green Taxonomy,
alignment develop its own but no Social

Taxonomy. Taxonomy.
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UK SDR EU SFDR
Key Yes — KPIs to Yes.
Performance |measure
Indicators performance
(KPIs) against the
sustainability
objective.
Ensuring there | Yes. No.
are
appropriate
resources,
governance
and
organisational
arrangements
commensurate
with the
delivery of the
sustainability
objective
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ESMA guidelines on funds' names using
ESG or sustainability-related terms

Introduction

In May 2024, the European Securities and Markets
Authority (the ESMA) published its eagerly anticipated
final guidelines on funds' names using environmental,
social and governance (ESG) or sustainability-related
terms

Investor demand for investment funds that incorporate
ESG factors have grown and will continue to grow in the
future. In this context, the name of a fund is important
as it is usually the first fund's attribute that investors see
with the potential to have a significant impact on their
investment decisions. Financial services regulators are
aware of this and have concerns regarding the risks of
greenwashing from this point of view.

On 31 May 2022, ESMA issued a supervisory briefing
on sustainability risks and disclosures in the area of
investment management (the Briefing) containing inter
alia principles-based guidance on fund names with ESG
and sustainability-related terms. The Briefing was
issued under Article 29(2) of the Regulation establishing
the ESMAS meaning that it was intended to promote
common supervisory approaches and practices but it
was not binding with Member State competent
authorities (NCAs) not subjected to a comply or explain
mechanism.

Almost six months later ESMA followed up the Briefing
with a consultation on draft guidelines on funds' names
using ESG or sustainability-related terms (the
Consultation). The draft guidelines contained more

5 Regulation (EU) No 1095/2010 of the European Parliament and of the
Council of November 24, 2010

8 Directive 2009/65/EC of the European Parliament and of the Council of
13 July 2009 relating to UCITS

specific guidance on the issue compared to the
supervisory briefing.

The Consultation closed on 23 February 2023 with the
ESMA expecting to issue the final guidelines relatively
quickly thereafter by Q2 / Q3 2023. However, given the
significant amount of feedback from the market the
publication of the final guidelines was delayed and it
was not until 14 May 2024 that they were published.
The final guidelines (Guidelines) are issued under
Article 16 of the Regulation establishing the ESMA
meaning that unlike the Briefing Member State
competent authorities are subject to a comply or explain
mechanism.

Quantitative thresholds

The Guidelines introduce quantitative thresholds (e.qg.,
proportion of ESG related investments and/or
sustainable investments) that will apply as a condition
for funds using ESG and/or sustainability related terms
in their names, as well as minimum safeguards
(including the exclusion criteria defined in Commission
Delegated Regulation (EU) 2020/1818 of July 17, 2020)
depending on the type of terms used by a fund in its
name.

Scope

The Guidelines apply to (i) management companies of
undertakings for collective investment in transferable
securities (UCITS) within the meaning of the UCITS
Directive®, including UCITS which have not designated
such management company (i.e. internally managed
UCITS), (ii) alternative investment fund managers
(AIFMs) within the meaning of the Alternative
Investment Fund Managers Directive’ (the AIFMD),
including internally managed alternative investment

7 Directive 2011/61/EU of the European Parliament and of the Council of
8 June 2011 on alternative investment fund managers
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funds (AIFs) within the meaning of the AIFMD, as well
as (iii) the managers of European Venture Capital
Funds, European Social Entrepreneurship Funds,
European Long-Term Investment Funds and Money
Market Funds and (iv) NCAs.

There remain some uncertainties around the exact
scope of application of the final guidelines which will
require further clarification from ESMA. These include:

e The Guidelines suggest that they apply to funds that
are closed to further subscription by investors,
despite a majority of respondents to the Consultation
being against it.

e The Guidelines do not expressly clarify if they apply
to non-EU AIFMs and non-EU AlFs. Whilst non-EU
AlFs managed by EU AIFMs are likely to be in scope
provided that such non-EU AlFs are marketed in the
EU, the situation is less clear for non-AlFMs
marketing AlFs in the EU under Article 42 of the
AIFMD (which requires compliance with Article 23 of
the AIFMD, including Article 23(7) of the AIFMD
under which the ESMA based the Guidelines).

Also in terms of scope, it is worth noting that the
Guidelines do not capture all the financial products
captured by the Sustainable Finance Disclosure
Regulation® (SFDR), which has a much broader scope,
leaving a strange gap between the two.

Three categories

As for the content of the Guidelines, funds are bucketed
into three categories, depending on the type of terms
used in their name:

¢ Funds using transition (i.e. "transition" and any terms
derived from the base word "transition”, e.g.

"transitioning", "transitional" etc. and those terms

8 Regulation (EU) 2019/2088 of the European Parliament and of the

Council of 27 November 2019 on sustainability related disclosures in the

financial services sector

9 “SRI” means Socially responsible Investments

10 CTB exclusions are those contained in Article 12(1)(a)-(c) of the
Benchmark Regulation.

11 PAB are contained in Article 12(1)(a)-(g) of the Benchmark
Regulation, and include:

(a) companies involved in any activities related to controversial
weapons;

(b) companies involved in the cultivation and production of tobacco;
(c) companies that benchmark administrators find in violation of the
United Nations Global Compact (UNGC) principles or the

deriving from "improve", "progress", "evolution",
"transformation”, "net-zero", etc.), social (i.e. any
words giving the investor any impression of the
promotion of social characteristics, e.g., "social",
"equality”, etc.) and governance (i.e. any words
giving the investor any impression of a focus on
governance, e.g., "governance", "controversies",

etc.) related terms (the Category 1).

¢ Funds using environmental (i.e. any words giving the
investor any impression of the promotion of
environmental characteristics, e.g., "green",
"environmental”, "climate”, etc. These terms may
also include "ESG" and "SRI®" abbreviations) or
impact (i.e., "impact" or any terms derived from the

base word "impact"”, e.g., "impacting”, "impactful”,
etc.) related terms (the Category 2).

¢ Funds using sustainability (i.e. "sustainability" and
any terms only derived from the base word
"sustainable”, e.g., "sustainably", "sustainability",
etc.) related terms (the Category 3).

Each of the above-mentioned categories share a
common requirement: 80 per cent of the relevant fund's
investments should be used to meet the environmental
or social characteristics or sustainable investment
objectives (the Threshold) in accordance with the
binding elements of the investment strategy disclosed in
Annexes Il and Il of Commission Delegated Regulation
(EVU) 2022/1288, which supplements SFDR (the SFDR
Level 2).

In addition, if a fund belongs, or contemplates belonging
to, (i) Category 1, it should apply Climate Transition
Benchmark (CTB) exclusions??, and (ii) Category 2
and/or 3, it should apply the Paris-aligned Benchmark
(PAB) exclusions!?, noting that:

Organisation for Economic Cooperation and Development (OECD)
Guidelines for Multinational Enterprises;

(d) companies that derive 1 % or more of their revenues from
exploration, mining, extraction, distribution or refining of hard coal
and lignite;

(e) companies that derive 10 % or more of their revenues from the
exploration, extraction, distribution or refining of oil fuels;

(f) companies that derive 50 % or more of their revenues from the
exploration, extraction, manufacturing or distribution of gaseous fuels;
and

(g) companies that derive 50 % or more of their revenues from electricity

generation with a GHG intensity of more than 100 g CO2
e/kwh.
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e Category 3 contains one additional requirement
specific to it: funds falling in this category should also
"invest meaningfully" in sustainable investments as
defined in Article 2(17) of SFDR.

¢ Funds from Category 1 using "transition” related
terms in their names and funds from Category 2
using "impact" related terms in their names, shall
ensure that their investments used to meet the
Threshold "are on a clear and measurable path to
social or environmental transition or are made with
the objective to generate a positive and measurable
social or environmental impact alongside a financial
return”.

¢ The relevant requirements under each of the above-
mentioned categories also apply to funds having
designated an index as a reference benchmark.

It is important to note that if a fund combines terms from
Category 1 and Category 2 in its name, the
requirements of each these categories apply
cumulatively, except for those terms combined with any
transition related terms (where only the requirements
under Category 1 and 2. above apply).

The Guidelines recommend that NCAs consider the
above-mentioned rules throughout the life of a fund
(with investors being able to verify this information
through the periodic disclosures provided in accordance
with the SFDR Level 2), and that a temporary deviation
from the applicable thresholds/conditions, if the said
deviation is not due to a deliberate choice of the asset
manager, should be treated as a passive breach and
corrected in the best interests of investors. Each NCA
will have to define what they consider a passive breach
in light of the foregoing.

The Guidelines also give examples of what NCAs
should consider (subject to the relevant circumstances)
as warranting further investigation and a supervisory
dialogue with the relevant fund manager, such as:

¢ Discrepancies in the level of the quantitative
threshold which are not passive breaches.

¢ A fund that does not demonstrate a sufficiently high
level of investments to use transition, ESG, impact or
sustainability related terms in its name.

¢ Where the NCA considers that using transition, ESG,
impact or sustainability-related terms in the fund
name would result in investors receiving unfair or

unclear information or in a failure of the manager to
act honestly or fairly thus misleading investors.

Date of application

The Guidelines will apply three months after the date of
their publication on ESMA's website in all EU official
languages. As from this publication date (i) a two-month
period will open for NCAs to tell ESMA whether or not
they will comply with the Guidelines and (ii) the
Guidelines will apply three months after such
publication date. Managers of new funds would be
expected to comply with the Guidelines in respect of
those funds from the date of application. Managers of
funds existing before the date of application of the
Guidelines should comply with respect to those funds
six months after the application date.

Finally, it should be kept in mind that the ESMA
highlights in the Guidelines that "it should be noted that
these guidelines have been designed in light of the
current legislative framework. ESMA will review the
guidelines, if necessary, in case of any update of the
relevant legislation”.

Next steps

Fund managers should assess the scope of the
Guidelines. Those managers that are within scope of
the Guidelines then need to identify those funds
containing ESG or sustainability related terms in their
names. Having identified those funds, fund managers
then need to change the name of the fund to bring it
outside the Guidelines or review the fund's investment
strategy and legal documentation to ensure compliance
with the Guidelines. Fund managers within scope also
need to be mindful of the relevant deadlines:

¢ Managers of new funds will be expected to comply
with the Guidelines in respect of those funds from
the application date.

¢ Managers of existing funds will be expected to
comply with respect to those funds six months after
the application date.
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The future of the SFDR — views from

market participants

Introduction

The Sustainable Finance Disclosure Regulation??
(SFDR) was introduced, alongside other regulations, as
part of a package of legislative measures arising from
the European Commission's (Commission) action plan
on financing sustainable growth. It entered into force on
10 March 2021, and is now part of an EU sustainable
finance framework that includes in particular (i)
Commission Delegated Regulation (EU) 2022/1288 of 6
April 202213 which provides a standardised framework
for compliance with the disclosure duties set out in
SFDR and (ii) the EU Taxonomy* (collectively, the
SFDR Framework).

The SFDR Framework requires ‘financial market
participants'!® (FMPs) and financial advisors (within
scope of the SFDR) in the European Union (EU) to
disclose, inter alia, how environmental, social and
governance (ESG) factors are integrated and/or
promoted in the investment process of ‘financial
products't® (FPs) they manage/advise, both at
FMPs/financial advisors and FPs levels.

With the objective of conducting a comprehensive
assessment of the SFDR Framework, Commissioner
Mairead McGuinness organized, between September
and December 2023, open and targeted consultations
in which stakeholders could share their perspectives on
the current state of play and their expectation for its

12 Regulation (EU) 2019/2088 of the European Parliament and of the
Council of 27 November 2019 on sustainability-related disclosures in the
financial services sector.

13 Commission Delegated Regulation (EU) 2022/1288 of 6 April 2022
supplementing Regulation (EU) 2019/2088 of the European Parliament
and of the Council with regard to regulatory technical standards
specifying the details of the content and presentation of the information
in relation to the principle of ‘do no significant harm’, specifying the
content, methodologies and presentation of information in relation to
sustainability indicators and adverse sustainability impacts, and the

future. Forty-five questions were asked throughout the
consultations, divided into 4 thematic sections.

In total, 324 organisations and individuals participated in
the targeted consultations, mostly FMPs, financial
advisers, and non-governmental organization (the
NGOs), predominantly from EU Member States.

On 3 May 2024, the Commission published a summary
of the responses received in the course of the
consultations, noting that this summary does not reflect
the views of the Commission itself. Below is a high-level
overview of the feedback received by the Commission
on some of the key issues covered by the consultations.

Current requirements of the SFDR Framework

If respondents largely agree that the relevance of the
SFDR Framework is no longer in question, they totally
or mostly agree that it is not being used solely as a
disclosure framework, as intended by the European
legislator, but is also being used as a labelling and
marketing tool.

Regarding its effectiveness in protecting end investors,
the framework currently lacks clarity in its requirements
and concepts, such as the concept of "sustainable
investment" under the SFDR, making it challenging for
financial actors to comply with the said requirements.
This could lead to legal uncertainties, as well as
reputational risks for FMPs and financial advisers, and
risks of greenwashing and mis-selling.

content and presentation of the information in relation to the promotion
of environmental or social characteristics and sustainable investment
objectives in precontractual documents, on websites and in periodic
report.

14 Regulation (EU) 2020/852 of the European Parliament and of the
Council of 18 June 2020 on the establishment of a framework to
facilitate sustainable investment.

15 As defined under the SFDR.

16 As defined under the SFDR.
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One of the main difficulties brought to the table by
respondents is obtaining high-quality data which is key
to complying with the disclosures and reporting
requirements under the SFDR Framework. Many
respondents reported that they were engaging
extensively with investee companies to encourage
reporting of missing data.

When asked about the cost of the required disclosures
under the SFDR Framework, more than half of the
respondents indicated that they do not consider it
proportionate to the benefits generated.

Interaction with other pieces of sustainable finance
legislation

The SFDR Framework integrates and/or interacts with a
wide range of EU directives and regulations, through
the introduction of new regulations or amendments to
existing ones. Among these can be listed, inter alia, (i)
the Benchmarks Regulation!’ (BMR) (ii) the Corporate
Sustainability Reporting Directive'® (CSRD), (iii) the
Markets in Financial Instruments Directive 111%; and (iv)
Insurance Distribution Directive?0.

The SFDR Framework is a wide EU nexus of directives
and regulations which should work together, in
particular to ensure common and clear disclosures to
retail investors. Respondents highlighted the necessity
of aligning certain definitions between these pieces of
legislation, in particular between the SFDR, the EU
Taxonomy, and the BMR, in order to prevent confusion
among retail investors. For the CSRD, the same
conclusion was reached: the definitions need to be
further harmonised, and there is still room to streamline
FMPs-level disclosure requirements under the SFDR
and the CSRD, especially regarding the future sectoral
European Sustainability Reporting Standards (ESRS)
for use by all companies subject to the CSRD.

17 Regulation (EU) 2016/1011 of the European Parliament and of the
Council of 8 June 2016 on indices used as benchmarks in financial
instruments and financial contracts or to measure the performance of
investment funds.

18 Directive (EU) 2022/2464 of the European Parliament and of the
Council of 14 December 2022, as regards corporate sustainability
reporting.

Potential changes to disclosure requirements for
FMPs and financial advisors

Entity-level disclosures

There is definitely a split across the different
respondents' groups on whether the SFDR is the right
place to set entity-level disclosure requirements for
FMPs and financial advisors. While most FMPs and
financial advisors do not consider it to be the right one,
a majority of NGOs did express their support in having
such disclosures. The usefulness of the 3 sets of the
SFDR entity-level disclosures is also a split (the sets
being: sustainability risk policies, sustainability impacts
and remuneration policies), those in favour claimed that
they provide valuable information to investors and the
civil society, allowing them to assess the sustainability
ambition of an FMP/financial advisor and serving as a
tool against greenwashing, whereas those against
claimed that they are not appropriate or useful to end-
investors.

Product level disclosures

Half of the respondents agree that the EU should
impose uniform disclosure requirements for all FPs
offered in the EU, regardless of their sustainability
claims. They argue that it would avoid sustainable FPs
to be disadvantaged by more reporting burdens and
costs as well as enhancing transparency and
comparability for investors. But some expressed the
opposite view, as it would in their opinion impose
unnecessary costs on products without sustainability
claims. When asked about what these disclosures
should be, respondents mostly mentioned climate,
diversity, and human rights as topics to be covered by
such disclosures.

If most of the respondents agree that FPs with
sustainability claims should be required to substantiate
their claims with additional disclosure to ensure
credibility and prevent greenwashing, there is less
support among the respondents for imposing uniform

19 Directive 2014/65/EU of the European Parliament and of the Council
of 15 May 2014 on markets in financial instruments.

2 Directive (EU) 2016/97 of the European Parliament and of the Council
of 20 January 2016 on insurance distribution.

24



Global Asset Management Review

disclosure requirements for some financial products
regardless of their sustainability-related claims.

Potential establishment of a labelling system for FPs

Views on the potential establishment of an EU labelling
system

Respondents largely support setting up a labelling
system regulated at the EU level, which they believe is
necessary for an efficient distribution system based on
investors' sustainability preferences, to combat
greenwashing, and to facilitate professional investors
and retail investors understanding of products'
sustainability-related strategies and objectives. Also,
respondents supported the introduction of product
labels being accompanied by specific rules on how
market participants must label and communicate their
products.

In such a scenario, where a labelling system is
launched, respondents favoured including the relevant
label in key information documents for packaged retail
and insurance-based investment products, in an effort
to further ensure that retail investors have access to
uniform disclosures. Furthermore, were new EU ESG
benchmarks be developed, a majority of respondents
indicated their expectation that the criteria applicable to
such benchmarks be closely aligned with the criteria
applicable under the labelling system, noting that any
fund tracking an EU climate benchmark (i.e., Paris-
aligned benchmark/ Climate transition benchmark)
should automatically fall under one of these future
labels.

General views on the two proposed approaches
Respondents were asked whether they would prefer:

e Approach 1: a system that splits labels in a different
way than according to existing concepts and
categories under the SFDR (the so-called Articles 6,
8 and 9 categories under the SFDR); or

e Approach 2: a labelling system converting the
above mentioned SFDR categories into formal
product labels, clarifying and adding criteria to
underpin the existing concepts of the SFDR.

Ultimately, no clear preference was found among
respondents, but a large number indicated they would
be in favour of a hybrid approach combining established

SFDR concepts and categories with a voluntary
labelling framework.

Next steps

Following the European Parliament elections, the new
Commission is expected to publish a full review report
with possible proposals for amending the SFDR by the
end of 2024, although the priorities of those newly
elected at the European Parliament will definitely be key
in shaping the timing and the substance of any
amendments. Firms will be keeping a close eye out for
the report particularly as regards the possibility of the
EU establishing a labelling system.
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The suitability test under ELTIF 2.0 and

investment advice

Game-changer

European asset managers are excited about the revised
European long-term investment funds (ELTIF) regime
and hope that the greater flexibility for managing and
distributing ELTIFs will open up new markets for their
long-term investment strategies. By creating a product
passport under which non-UCITS can be distributed not
only to professional investors, but also retail investors,
and by discarding some of the provisions that made
ELTIF 1.0 highly unattractive for both fund sponsors
and investors, ELTIF 2.0 (i.e., Regulation (EU)
2023/606) is indeed a game-changer.

Unanswered questions

Mixed with the euphoria are certain remaining
unanswered questions regarding the new regime. In
particular, the revised Art. 30 of ELTIF 2.0 has created
considerable uncertainty amongst German and non-
German alternative investment fund managers (AIFMs)
wishing to distribute their products in Germany.

Art. 30 para. 1 of ELTIF 2.0 requires that a suitability
assessment shall take place whenever ELTIFs are
distributed to retail investors:

"Specific requirements concerning the distribution and
marketing of ELTIFs to retail investors

1. The units or shares of an ELTIF may only be
marketed to a retail investor where an assessment of
suitability has been carried out in accordance with
Article 25(2) of Directive 2014/65/EU and a statement
on suitability has been provided to that retail investor in
accordance with Article 25(6), second and third
subparagraphs of that Directive.

The assessment of suitability referred to in the first
subparagraph of this paragraph shall be carried out
irrespective of whether the units or shares of the ELTIF
are acquired by the retail investor from the distributor or

the manager of the ELTIF, or via the secondary market
in accordance with Article 19 of this Regulation.”

As a consequence, an AIFM or investment firm wishing
to distribute ELTIF must obtain from investors all the
information that an investor would typically give to an
investment firm only when this leads to the subsequent
provision of investment advice, for instance information
about risk tolerance, investment objectives, etc.

However, Art. 30 para. 1 ELTIF 2.0 also states that
providing a suitability statement to the retail investor
shall not per se be considered as the rendering of
investment advice. But the line between a "mere
suitability assessment” under ELTIF 2.0 and investment
advice under the Markets in Financial Instruments
Directive Il (MiFID 1), as implemented into German law
and interpreted by the German Federal Financial
Supervisory Authority (BaFin), is not always clear, in
particular in Germany, where the courts have
traditionally confirmed the existence of an investment
advisory agreement — even without a written contract —
whenever an investor in need of investment advice
contacts a firm that distributes investment products.

The German Banking Act defines investment advice as

‘the provision of personal recommendations to clients or
their representatives relating to transactions in certain
financial instruments, provided that the recommendation
is based on an assessment of the investor's personal
circumstances or is presented as suitable for the
investor and is not disclosed exclusively via information
dissemination channels or to the public (investment
advice)'

In short, investment advice requires (i) a personal
recommendation to conduct a transaction in a financial
instrument and (ii) a statement that such
recommendation is suitable for the investor, considering
the investor's personal circumstances. In other words,
strictly legally, a mere statement that an investment is
suitable is not akin to providing investment advice,
unless making such a suitable investment is also
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recommended. However, if an investor is informed by
the offeror of an investment that such investment is
suitable for it and is subsequently provided, for
example, with a subscription form, the typical investor
would interpret such action as a recommendation of a
suitable investment, i.e., investment advice.

Let us look first at a scenario that does not cause
practical problems. i.e., the distribution of ELTIFs by a
MIFID ll-regulated investment firm, e.g., a bank, to retail
investors that are natural persons, typically high net
worth individuals or at least mass-affluent investors. In
such a scenario, the bank is able to provide investment
advice to its investor, based on established practices for
selling other investment products. The bank should
have a written investment advisory agreement for use
with retail clients, it should have appropriate information
materials, its personnel should be sufficiently training
and certified to provide investment advice, etc. For such
a bank, explicitly providing investment advice is no
considerable extra effort compared to just providing a
client with a suitability assessment. Indeed, it would be
highly unusual to assess and confirm the suitability of
an investment product and then not to recommend such
an investment.

AIFMs, on the other hand, do not typically sell their
products to natural persons directly, but they use
investment firms as their distributors. For the distribution
of their products to institutional investors, however, they
often use their own highly qualified internal sales force,
and more rarely use third party distributors. The
targeted "institutional investors", however, are not
always professional clients in the meaning of MiFID II.
Rather, even large German institutional investors
investing into AlFs (including ELTIFs) may, under MiFID
I, be retail clients, which, as a consequence, must
receive a suitability assessment from the AIFM. (As a
German peculiarity, these institutional investors, which
include occupational pension schemes, municipalities,
foundations, etc., are so-called semi-professional
investors under the Capital Investment Code, which
implements the AIFMD, but they are — unless they have
become "opt-up professionals" retail clients under
MIFID 11.) The AIFMD product passport, as implemented
in German law, allows for the selling of AlFs also to
German semi-professional investors, but as regards
information requirements, they have to be treated as
retail investors. That is the reason why these semi-
professional investors also have to be provided with, for

instance, a key information document per the Packaged
Retail and Insurance-based Investment Products
Regulation.

In a scenario where the AIFM wishes to sell an ELTIF
to, e.g., an occupational pension scheme
(Versorgungswerk), it must provide the investor with a
suitability assessment, but it may wish to avoid
rendering investment advice. Why? Because unlike
investment firms used to rendering investment advice,
even AIFMs with a "MIFID Il top-up licence" for
investment advice often do not have the required
contracts, up-to-date forms, and trained staff necessary
for providing investment advice in line with MiFID II
requirements. If an AIFM were considered to have
provided investment advice, but without observing the
rules of conduct and organizational requirements under
MIFID 11, then the investor may subsequently be able to
claim damages in case the ELTIF performs worse than
expected.

Million-dollar question

So, the "million-dollar question" is: How can an AIFM
provide clients with a suitability assessment without
creating the erroneous impression that it wishes to
render investment advice? After all, assuming the
product is suitable for the investor, the AIFM wants the
investor to purchase its fund, and thus it will — implicitly
or explicitly — entice the investor to make the
investment.

A mere written disclaimer in a presentation booklet to
the effect "nothing in this document constitutes
investment advice" is certainly not sufficient to avoid the
qualification of a client communication as investment
advice. Rather, the AIFM should make it very clear at
the outset that it does not "recommend" an investment,
as the AIFM has not conducted a full-scale investigation
of all of the investor's financial circumstances, asset-
liability ratios, correlations with other assets the investor
holds, etc., and that it is the investor's task to perform
such an analysis.

In practice, making this distinction and allocation of
roles clear to investors is going to be challenging for the
sales staff facing the client, but it is indispensable both
to avoid regulatory sanctions and potential damage
claims from investors.
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Luxembourg VAT treatment of director's

fees

Introduction

On 21 December 2023, the Court of Justice of the
European Union (CJEU) handed down its judgment
regarding the VAT treatment of director's fees paid to
non-executive directors. The CJEU concluded that,
under certain circumstances, director's fees are not
subject to VAT, contrary to the position previously taken
by the Luxembourg tax authorities set out in Circular
N°781.

Background

The case before the CJEU concerned a director of
several Luxembourg limited liability companies, who
had received an ex officio VAT tax assessment for the
financial year 2019, assessing that VAT was applicable
on their director activities. The CJEU was asked the
following questions:

¢ Is a natural person who is a member of the board of
directors of a limited company incorporated under
Luxembourg law carrying out an "economic" activity
and, more specifically, are percentage fees received
by that person to be regarded as remuneration paid
in return for services provided to that company?

e |s a natural person who is a member of the board of
directors of a limited company incorporated under
Luxembourg law carrying out his or her activity
"independently"?

CJEU decision

On the first question, the CJEU confirmed that the
activities of the member of the board directors would
constitute economic activities where the member
supplies services to that company for a consideration.
There must also be a certain degree of continuity and

the remuneration (whether fixed or variable), must
remain reasonable in relation to the services supplied.

On the second question, the CJEU found that the
member of the board of directors does not perform his
or her activity independently, as the latter does not bear
any personal economic risk associated with his or her
mandate, in other words, no personal obligation arises
on the part of directors for their commitments to the
company, despite the fact that directors are entitled to
arrange how he or she perform their duties and are not
subject to an employer and employee relationship.

Therefore, although there is a degree of continuity and
the remuneration associated with their roles, the CJEU
found that board directors do not fulfil the independence
criterion required for VAT liability so that their services
are not subject to VAT.

What's next?

The decision of the CJEU could imply that members of
the board of directors of Luxembourg companies may
not be considered as taxable persons for VAT purposes
and therefore directors' fees should not be subject to
VAT. While the applicability of this decision depends on
a case-by-case analysis, it is worth mentioning that
Circular N°781 has now been repealed.
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Hong Kong OFCs — a rough guide

The introduction of the open-ended fund companies
(OFC) structure in Hong Kong is part of an initiative to
enhance market infrastructure to further develop Hong
Kong as a full-service international asset management
centre and a preferred fund domicile. Following
completion of the public consultations and legislative
process, the OFC regime came into effect on 30 July
2018. The introduction of this OFC regime means that
Hong Kong market participants can choose to set up
fund structures in a corporate form.

The OFC regime is a few years old now, but it still
attracts significant interest with around 100 new
applications in May 2024 according to the Securities
and Futures Commissions (SFC) list of registered
OFCs. In this article we briefly summarise some of the
points arising from the OFCs regime.

The basics

OFCs are investment funds established in corporate
form with limited liability and variable share capital in
Hong Kong. The primary regulator of OFCs is the SFC,
irrespective of whether they are publicly or privately
offered, and the Companies Registry (CR) is
responsible for their incorporation and corporate filings.
SFC registration takes effect when the CR issues a
Certificate of Incorporation. In addition, a Business
Registration Certificate issued by the CR on behalf of
the Inland Revenue Department is also required.

A "one-stop approach" is adopted for the establishment
of OFCs. The applicant would have to submit its
registration of the OFC to the SFC, together with the
Certificate of Incorporation and Business Registration
Certificate. No separate submission of documents and
fees in respect of the Certificate of Incorporation and
Business Registration Certificate to the CR is required.

In terms of application documentation, the SFC has
application forms for both private and public OFCs and
information checklists. Processing applications usually
takes less than one month for private OFCs and one to
three months for public OFCs. There are, of course,

fees payable to the SFC when making the application
and these are further specified on the SFC's website.

Importantly, the registered office of an OFC must be
situated in Hong Kong. It must also have at least two
directors and these must be natural persons (a body
corporate cannot be appointed as a director). The board
must have at least one independent director, who must
not be a director or employee of the custodian.

An OFC must have an investment manager who has an
SFC licence, or who is registered with the SFC, for
regulated activity Type 9 (asset management). An OFC
must have a custodian, and all the scheme property of
an OFC must be entrusted to a custodian of the OFC
for safe keeping.

Key pieces of legislation and codes

There are a number of different pieces of legislation and
codes that govern OFCs.

The key ones include:

e Securities and Futures Ordinance (Cap. 571).

e Securities and Futures (Open-ended Fund
Companies) Rules (Cap. 571AQ) (OFC Rules).

e Securities and Futures (Open-ended Fund
Companies) (Fees) Regulation (Cap. 571AR).

¢ Code on Open-ended Fund Companies (OFC
Code).

¢ For publicly offered OFCs, SFC Products Handbook.
FAQs

The SFC has issued Frequently Asked Questions
(FAQs) on OFCs providing useful insights particularly
on the application process and post registration
changes.

Points of interest in the FAQs include:

¢ A private OFC may become a public OFC and vice
versa.
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¢ Public OFCs can be exchange-traded funds (ETFs)
where the OFC meets the relevant ETF
requirements under the SFC Products Handbook.

e OFCs may be tokenised. Investment managers
seeking to tokenise OFCs should consult the SFC
Circular on intermediaries engaging in tokenised
securities-related activities. Investment managers of
public OFCs should also refer to the SFC Circular on
tokenisation of SFC-authorised investment products.

¢ Multiple custodians may be appointed to an OFC.
Among other things where multiple custodians are
appointed, the OFC's instrument of incorporation
and / or custodian agreement should include
provisions achieving the following:

— ensure that all scheme property must be duly
entrusted to the custodian(s) of the OFC;

— demarcate the rights and liabilities of each
custodian clearly as to the respective scheme
property that each custodian is entrusted with
and responsible for; and

— provide for a default mechanism to place into
custody any scheme property potentially arising
at the umbrella-level OFC (such as any assets
which may be attributed to the umbrella due to
accounting treatment, or otherwise arising) to a
specified custodian of the OFC.

Annual reports

An OFC may apply to the SFC to exempt its directors
from the requirement to publish an annual report and
provide copies to shareholders. However, the FAQs
provide that when making such an application the OFC
would meet the following conditions: (i) the relevant
OFC has not been launched; and (ii) the relevant OFC
has no investor. When making the application the
OFC's directors will need to provide a certification that
the conditions have been complied with and the SFC
may require other supporting documents. It's important
to note that notwithstanding the exemption, the OFC
and its directors will still need to comply with the
applicable provisions of the OFC Rules and OFC Code
including the obligation to maintain proper books and
records.

The SFC maintains a publicly available list of
exemptions or waivers granted to OFCs or their sub-
funds in relation to the annual report.

OFC Code

At the time of writing the current version of the OFC
Code was dated September 2020.

Apart from providing general guidance it also covers
requirements applicable to private OFCs only covering
investment scope, scheme changes and fund
operations and disclosure. In terms of guidance on
investment scope for private OFCs, the OFC Code
provides that:

¢ A private OFC must not be a business undertaking
for general commercial or industrial purpose. A
private OFC will generally be regarded as "a
business undertaking for general commercial or
industrial purpose" if it engages predominantly in:

— acommercial activity, involving the purchase,
sale and/or exchange of goods or commaodities,
and/or supply of services; and/ or

— an industrial activity, involving the production of
goods or construction of properties.

¢ The investment scope and investment strategies
adopted by the investment manager must be clearly
disclosed in the offering documents of the OFC.

Re-domiciliation of offshore corporate funds to Hong
Kong

The Securities and Futures (Amendment) Ordinance,
which came into effect on 1 November 2021,
established a new fund re-domiciliation regime whereby
existing funds set up in corporate form outside Hong
Kong can re-locate their registration to Hong Kong as
OFCs. To take advantage of this the fund needs to
meet the same set of eligibility requirements for a new
fund to be registered as an OFC. To register as an OFC
the SFC applies a "one-stop" approach whereby it will
notify the CR of the registration, and the SFC's
registration will take effect upon the issuance of a
certificate of re-domiciliation by the CR. Critically, the
registered office of the re-domiciled OFC must be
situated in Hong Kong.

Latest developments

In May 2021, the Hong Kong Government launched a
grant scheme to subsidise OFCs (that are (i)
successfully incorporated in Hong Kong; and (ii) non-
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Hong Kong fund corporations successfully re-domiciled
to Hong Kong as OFCs) and certain real estate
investment trusts successfully listed on the Stock
Exchange of Hong Kong Limited (REITs)). The grant
scheme covers eligible expenses incurred in relation to
the incorporation or re-domiciliation of an OFC or the
listing of a REIT and paid to Hong Kong-based service
providers.

For OFCs incorporated in or re-domiciled to Hong Kong
and REITs, the scheme covers 70% of eligible
expenses paid to Hong Kong-based service providers,
subject to a cap of HK$500,000 for private OFCs and
HK$21 million per OFC for public OFCs and HK$8 million
per REIT.

On 26 April 2024, the SFC announced a three-year
extension of the Government's grant scheme. The
extended scheme was open for applications starting
from 10 May 2024 to 9 May 2027 on a first-come-first-
served basis.
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The DOL's final fiduciary rule expands the
scope of investment advice subject to

ERISA

On April 23, 2024, the US Department of Labor (DOL)
issued a final rule (the Final Rule) expanding the
definition of an "investment advice fiduciary" with
respect to employee benefit plans and IRAs for
purposes of determining who is a "fiduciary" under the
Employee Retirement Income Security Act of 1974, as
amended (ERISA). The Final Rule imposes ERISA's
fiduciary protections on many types of investment
advisory relationships that were exempted under the
DOL's previous regulatory definition of "investment
advice fiduciary," which has been the standard since
1975. In the DOL's view, the Final Rule better ensures
that retirement investors' reasonable expectations are
honored when they receive advice from financial
professionals who hold themselves out as trusted
advice providers, by requiring that such advisors adhere
to stringent conduct standards and mitigate their
conflicts of interest.

Timeline, practical considerations and next steps

The Final Rule is scheduled to become effective on
September 23, 2024, along with changes to related
prohibited transaction exemptions (PTEs), except for
PTE 2020-02 and PTE 84-24, for which there will be an
additional one year transition period where exemptive
relief will require a written acknowledgement of fiduciary
status and compliance with impartial conduct standards.
It is widely anticipated that the Final Rule will be subject
to litigation challenging its enforceability.

Although the fate of the Final Rule remains unclear,
financial institutions and professionals are advised to
begin reviewing their current processes and policies
and consider what changes are necessary to comply
with the Final Rule. In addition, parties that rely on PTE

2020-02 and the QPAM Exemption should review the
revised requirements of those exemptions in detail to
ensure the relief offered by those PTEs will be available
for their businesses, and, if not, consider whether
another exemption is available or if an individual
exemption needs to be solicited.

In particular, under the Final Rule, a one-time
recommendation to a retirement investor could now fall
within the scope of ERISA's fiduciary protections, as
more fully detailed below. The Final Rule also does not
include a safe harbor for recommendations provided to
sophisticated parties. Therefore, fund managers should
carefully review and consider their marketing materials
and communications, as activities that were previously
considered routine (such as sending a fund's offering
memorandum and governing documents to a retirement
investor) could fall within the scope of the Final Rule
depending on the context. However, the simple act of
providing the documents should not generally amount to
a "recommendation" without more.

Further, while disclaimers regarding fiduciary status will
not control where inconsistent with other interactions
with a retirement investor, they will still be useful to
include in a fund's offering documents. Fund managers
will need to ensure communications outside of the
offering documents do not conflict with any intent not to
provide individual investment advice.

If you have any questions regarding the Final Rule,
please reach out to your Norton Rose Fulbright team.

Background

Prior to the Final Rule, the determination of whether a
person was an "investment advice fiduciary" was based
a five-part test promulgated in 1975 that was satisfied if
such person (1) rendered advice to a plan as to the
value of securities or other property or made
recommendations as to the advisability of investing in,
purchasing or selling securities or other property (2) on
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a regular basis (3) pursuant to a mutual agreement,
arrangement or understanding with the plan or plan
fiduciary in which (4) the advice served as a primary
basis for investment decisions with respect to such plan
assets and (5) the advice was individualized based on
the particular needs of the plan.

By the 2010s, the DOL expressed concern that
elements of the five-part test had become outdated as a
result of the transition from defined benefit plans to
individual account plans and changes in the types of
investment advice that are provided to retirement
investors (particularly in the context of rolling over,
transfer or distributing assets from an employee benefit
plan or IRA). This concern culminated in the DOL's
adoption of a rule in 2016 (the 2016 Rule) that
expanded the types of investment advice that were
subject to ERISA's fiduciary standards. The 2016 Rule
was vacated by a decision of the US Court of Appeals
for the Fifth Circuit in 2018.

While the Final Rule is consistent in spirit with the 2016
Rule, the specific requirements of the Final Rule differ
from the 2016 Rule. The Final Rule follows a proposed
rule (the Proposed Rule), including proposed
amendments to the PTEs, that was released by the
DOL on October 31, 2023, and for which public
hearings were held in December 2023.

Summary of Final Rule

Under the Final Rule, a person is an "investment advice
fiduciary" if the person makes a recommendation of any
securities transaction or other investment transaction or
any investment strategy involving securities or other
investment property to a "retirement investor" (a plan,
plan participant or beneficiary, IRA, IRA owner or
beneficiary or IRA fiduciary) for a fee or other
compensation, direct or indirect, in one of the following
contexts:

e The person either directly or indirectly (through or
together with any affiliate) makes professional
investment recommendations to investors on a
regular basis as part of their business and the
recommendation is made under circumstances that
would indicate to a reasonable investor in like
circumstances that the recommendation:

— is based on review of the retirement investor's
particular needs or individual circumstances,

— reflects the application of professional or expert
judgment to the retirement investor's particular
needs or individual circumstances, and

— may be relied upon by the retirement investor as
intended to advance the retirement investor's
best interest; or

¢ The person represents or acknowledges that they
are acting as a fiduciary under Title | of ERISA, Title
Il of ERISA or both with respect to the
recommendation.

The Final Rule provides that written statements by a
person disclaiming status as a fiduciary, or disclaiming
the conditions set forth in the bullets above, will not
control to the extent they are inconsistent with the
person's oral or other written communications,
marketing materials, applicable State or Federal law or
other interactions with the retirement investor.

It is noteworthy that, absent a fiduciary
acknowledgement, the Final Rule is necessarily
context-specific, with a particular focus on whether the
facts and circumstances surrounding a recommendation
would indicate to a reasonable investor that the
recommendation is individualized to the retirement
investor's personal situation and intended to be in the
investor's best interests.

In addition, the Final Rule explicitly closes the prior
loophole for one-time advice, such that a person will be
a fiduciary with respect to a recommendation to roll over
assets from a workplace retirement plan to an IRA if the
elements of the "investment advice fiduciary" standard
described above are satisfied.

Changes from the Proposed Rule

In response to public comment, as compared to the
Proposed Rule, the Final Rule:

¢ narrows the contexts in which a covered
recommendation will constitute ERISA fiduciary
investment advice and clarifies that the test for
fiduciary status is objective;

« confirms that sales recommendations that do not
satisfy the objective test will not be treated as
fiduciary advice, and that the mere provision of
investment information or education, without an
investment recommendation, is not advice within the
meaning of the Final Rule; and
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« clarifies that the Final Rule is focused on
communications with persons with authority over
plan investment decisions (including selecting
investment options for participant-directed plans),
rather than communications with financial services
providers who do not have such authority, and
therefore excludes plan and IRA investment advice
fiduciaries from the definition of a "retirement
investor."”

Amendments to prohibited transaction exemptions

Concurrently with the Final Rule, the DOL issued
proposed amendments to PTEs 2020-02, 84-24 (the
QPAM Exemption), 75-1, 77-4, 80-83, 83-1 and 86-128,
that generally permit investment advice fiduciaries to
receive compensation and engage in certain
transactions that would otherwise be prohibited, subject
to certain conditions.

In particular, among other revisions, the scope of PTE
2020-02 was narrowed to expand the exemption's
disqualification provisions (similar to recent
amendments to the QPAM Exemption) and prohibit
conditional fiduciary acknowledgements. Similarly, the
QPAM Exemption was narrowed to only cover
"independent producers" and recommendations with
respect to non-securities products.
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Updates from US regulatory intelligence

Introduction

US Regulatory Intelligence provides users with up-to-
date regulatory developments and insights, access to
specialized knowledge and practical work tools. The
platform’s subscribers include transactional and
regulatory lawyers, litigators and compliance
professionals, regulators and academics. The platform's
newsletter on daily developments in financial
regulations and litigation reaches 20,000 subscribers
every business day.

In this article we pull together some of the more relevant
updates for asset managers.

Form PF

SEC Expands Scope of Reporting on Private Funds

On 23 May 2023, the SEC adopted final amendments to
Form PF, the confidential reporting form for certain
investment advisers to private funds.

The final amendments are meant to enhance the ability
of the Financial Stability Oversight Council (FSOC) to
assess systemic risk in light of the growing private fund
industry by (i) adding new reporting requirements, (ii)
reducing the assets under management threshold for
reporting by private equity advisers and (iii) requiring
more detailed information from large private equity
advisers. The SEC adopted the final amendments
largely as proposed, with modifications to the reporting
requirements for:

e large hedge fund advisers by (i) eliminating the
proposed report for changes regarding
unencumbered cash and (ii) adjusting the reporting
period from one business day to "as soon as
practicable upon, but no later than 72 hours after"
the occurrence of events that "indicate significant
stress" or pose potential systemic risk implications;

e all private equity fund advisers by requiring event
reporting on (i) adviser-led secondary transactions,

and (ii) partner removals and investor elections
regarding the termination of a fund or its investment
period; and

* large private equity fund advisers by (i) retaining the
current $2 billion reporting threshold, (ii) requiring
more detailed information on activities of private
equity funds that are "important to the assessment of
system risk" as well as investor protection and (iii)
implementing "tailored amendments” on fund
strategies and the use of leverage.

In addition, the SEC decided not to adopt certain
amendments to Form PF which would have required
large liquidity fund advisers to "report substantially the
same information" that money market funds are
required to report on Form N-MFP. Instead, the SEC
decided to continue to evaluate comments on the
proposed large liquidity fund adviser amendments.

The amendments become effective six months after
publication in the Federal Register for current and
quarterly reporting and one year after publication in the
Federal Register for the remainder of the amendments.

SEC Chair Gary Gensler said that the final amendments
would provide regulators "greater visibility" into private
funds which have "nearly tripled in size in the last
decade."

SEC Commissioner Caroline A. Crenshaw emphasized
that the final amendments would provide regulators with
the right information prior to periods of stress and help
to prevent investor harm.

SEC Commissioner Jaime Lizarraga said that the final
amendments update the reporting framework to "meet
the needs of current market realities" by helping
regulators to (i) detect potential systemic risks to U.S.
capital markets and (ii) take appropriate action if
necessary to ensure investor protection regarding
market exposure.

SEC Commissioner Mark T. Uyeda called the final
amendments "arbitrary and capricious" with "no
discernable practical purpose.” Mr. Uyeda said that the
SEC failed to identify a need for the additional
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information. Instead of addressing systemic risk and
investor protection concerns, Mr. Uyeda argued that the
final amendments will create additional costs ultimately
borne by investors. Further, he asserted that because
the information reported on Form PF is confidential, the
increase in information has no useful purpose to

investors in assessing a private fund's risk-return profile.

SEC Commissioner Hester M. Peirce characterized the
expansion of Form PF as the latest in the SEC's
"unquestioning faith in the Benevolent Power of More."
She said that the additional information provided under
the final amendments "may tempt regulators to
intervene in markets in ways that would undermine
long-term market resilience and exceed jurisdictional
bounds." Ms. Peirce criticized the final amendments for
being part of an "SEC compliance exercise" to "recast
private fund regulation in the mold of retail fund
regulation.” She warned that the final amendments
"ironically could be harmful from a systemic risk
perspective" by sending the message to markets that
the SEC is a "back-up risk manager for funds" through
its demand for real- time data.

Commentary: The questions posed in Form PF are so
badly structured that the information collected is almost
entirely useless. This has been a central complaint
since the adoption of the Form more than a decade
ago. (See, e.g., SEC Director Champ Remarks on
Investment Adviser Regulation). Rather than admitting
that the Form and its questions are fundamentally
flawed, which would require that Form PF either be
abandoned or redone from scratch, the SEC chose,
instead, to collect even more information that will be of
little use to anyone. Garbage in, garbage out; now more
garbage in, more garbage out.

CFTC and SEC adopt amendments to expand
private fund reporting

On 8 February 2024, in a joint final rule, the Securities
and Exchange Commission (SEC) and the
Commodities Futures Trading Commission (CFTC)
adopted amendments to Form PF that require more
information on private funds.

In the final rule, the agencies described Form PF as the
form that certain SEC-registered investment advisers to
private funds, including those that also are registered
with the CFTC as a commodity pool operator (CPO) or
commodity trading adviser (CTA) "use to report

confidential information ... about the basic operations
and strategies of private funds ... for use in assessing
systemic risk."

The additional information includes data about a fund's
assets, financing, investor concentration and
performance. Form PF will now include questions
devoted to digital assets. In addition, calculations that
determined an adviser's reporting obligations based on
the adviser's size were amended with the result that
more advisers will be considered "large," and thus
subject to additional reporting requirements.

The effective/compliance date for the Form PF final rule
is one year from the date of publication in the Federal
Register.

Commentary: In his statement supporting the adoption
of the amendments to Form PF, Chair Gensler said "the
Commissions [meaning the SEC and the CFTC] and
FSOC have identified some gaps in the information we
receive," which thus necessitated the expansion of the
information required by the Form.

This comment is, for better or worse, an
understatement. Form PF was essentially useless when
it was first adopted, over ten years ago, because the
questions were so badly conceived and written. That is
the reason one so seldom hears about the valuable
information collected by the Form; there is little to talk
about. Rather than re-assess whether the information
collected has been of any value, rather than stopping
the collection of data that is not useful, the regulator's fix
is simply to collect more data.

To justify the additional collection of information, the
regulators say that the information is needed by FSOC.
But there is very little reason to believe that FSOC has
any ability to assess the data. Evidenced by FSOC's
2022 Annual Report, the agency missed the boat on
identifying the risk that inflation ultimately had on
regional banks shortly before three of them collapsed
primarily due to inflation effects. (Perhaps they were
overly focused on climate risk, a danger highlighted 112
times in the Report.") See prior commentary, and also
FSOC Says Digital Assets May Create System Risk
(observing that the extent of FSOC's concerns about
digital assets seemed wholly disproportionate to its
interest in either inflation or energy costs.)
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Ultimately, requirements to produce detailed regulatory
reports are a tax on the businesses required to create
them. If the report provides valuable information and if
the regulatory agency demonstrates an ability to use the
information, then the tax may be worthwhile. It is very
hard to feel confident that this tax is justified.

CFTC and SEC Set Compliance Date for Expanded
Reporting on Private Funds

On 12 March 2024, an SEC and CFTC joint final rule
adopting amendments to Form PF will go into effect on
March 12, 2025. The final rule was published in the
Federal Register.

As previously covered, the final rule requires additional
information "about the basic operations and strategies
of private funds ... for use in assessing systemic risk."

13D/G requirement changes

SEC sets effective and compliance dates for
beneficial ownership reporting requirements

On 7 November 2023, the SEC set an effective date of
February 5, 2024 for final rules on the filing of certain
beneficial ownership reports and guidance. The SEC
also outlined compliance date requirements (see here).
The SEC final rules and guidance were published in the
Federal Register.

As previously covered, the amendments shorten the
reporting periods under Exchange Act Sections 13(d)
("Reports by persons acquiring more than five per
centum of certain classes of securities") and 13(q)
("Statement of equity security ownership™). The SEC
final guidance addresses (i) disclosure requirements
with respect to derivative securities and (ii) the legal
standards applicable to certain common types of
shareholder engagement activities.

Marketing Rule

SEC provides guidance on IAA Marketing Rule
February 16, 2024

On 16 February 2024, the SEC updated its FAQ
guidance on investment adviser marketing since the
adoption of amendments to Advisers Act Rule 206(4)-1
(the Marketing Rule).

The SEC highlighted the following:

¢ Compliance Date: An adviser cannot choose to
comply partially with the amended marketing rule
before the compliance date of November 4th, 2022.
They must either adhere to the rule in its entirety
from the effective date of May 4th, 2021 or continue
following the previous advertising and cash
solicitation rules until they can fully adhere to the
rule.

e Time Period Requirement: Advisers are allowed to
use interim performance information in
advertisements if they cannot calculate their one-,
five-, and ten-year performance data immediately
following a calendar year-end, as long as this interim
information is as current as possible and updated to
the required calendar year-end data within a
reasonable period, generally not exceeding one
month. This interim information must comply with the
other provisions of the marketing rule.

e Gross and Net Performance: When an adviser to a
private fund displays the gross performance of a
single investment or a group of investments, it is also
required to also show the net performance.

Calculating Gross and Net Performance: Gross and
net performance must be calculated using the same
methodology and over the same time period.

Investment advisers settle charges for marketing
violations

On 12 April 2024, four investment advisers settled SEC
charges for advertising hypothetical performance on
their websites without adopting policies to ensure that
the published information was relevant to the likely
financial situation and investment objectives of the
intended audience.

According to the separate Orders, the firms'
advertisements included hypothetical performance
information derived from model portfolios and the firms'
marketing materials were disseminated to the general
public rather than to a particular intended audience in
violation of the Amended Marketing Rule.

The SEC found that the firms violated Advisers Act
Section 206(4) (Prohibited transactions by investment
advisers) and Rule 206(4)-1(d) (Investment Adviser
Marketing).
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To settle the charges, all of the firms consented to (i)
the entry of orders finding that they violated the
Investment Advisers Act and ordering them to be
censured, (ii) cease and desist from violating the
charged provisions and (iii) comply with certain
undertakings.

The first firm agreed to pay a civil penalty of $20,000.

The second firm agreed to pay a civil penalty of
$30,000.

The third firm agreed to pay a civil penalty of $30,000.
The fourth firm agreed to pay a civil penalty of $20,000.

The civil money penalties reflected that the firms
removed the advertisements containing hypothetical
performance from their websites prior to being
contacted by the SEC.

Commentary: This marks the second wave of Marketing
Rule enforcement actions by the SEC following charges
brought against nine registered investment advisers in
September 2023. These actions should serve as a
reminder that all registered investment advisers must
regularly review and update all marketing materials,
including websites, social media, and printed materials
to ensure they are not misleading and are in compliance
with the Marketing Rule. It's interesting to note that for
each of the four advisory firms, the offending material
was removed from the applicable public website prior to
the firms being contacted by the SEC staff. Further, the
SEC's acknowledgment of the firms' actions prior to
contact shows how a proactive approach to managing
potential risks can influence enforcement outcomes,
possibly resulting in more favourable terms in the event
of any settlement.

SEC Examination Staff Warn Advisers to Comply
with Marketing Rule

On 18 April 2024, the SEC Examination staff issued a
Risk Alert which highlighted deficiencies in compliance
with the Investment Adviser Marketing Rule ("IAA Rule

206(4)-1".
SEC Examination staff made the following observations:

e Compliance Rule. The staff observed Marketing
Rule policies and procedures that were (i)
incomplete, (ii) not implemented, (iii) not tailored, (iv)

informal rather than in writing and (v) consisted only
of general descriptions and expectations related to
the Marketing Rule. Even to the extent that they
were written, they were sometimes not implemented.

Books and Records Rule. The staff observed that
advisers failed to maintain (i) copies of completed
questionnaires or surveys used in the preparation of
a third-party ratings, (ii) copies of information posted
to social media and (iii) documentation to support
performance claims included in advertisements.

Form ADV. The staff observed Marketing Rule-
related deficiencies on Form ADV, as to
advertisements that did not include: (i) third-party
ratings, when firm websites included them or social
media posts that touted the firms as being ranked in
certain third-party ratings; (ii) performance results,
when performance results were included in firm
marketing materials; and (iii) hypothetical
performance, when hypothetical performance was
included in advertisements. The staff also observed
advisers using outdated language on their Form
ADVs.

The staff observed compliance deficiencies under the
Marketing Rule, including advertisements that:

false represented that the advisers were "free of all
conflicts";

publicized the receipt of awards that were not
actually received,;

touted that the adviser was "seen on" national
media, when, in fact, the only adviser's only
appearances were paid advertisements;

represented performance of products that were no
longer available;

touted that clients were serviced by a team of
professionals when only one person was responsible
for servicing clients; and

included disclosures in an unreadable font.

SEC Enforcement staff encouraged advisers to reflect
upon their practices, policies and procedures and to
implement appropriate modifications to their training,
supervisory, oversight and compliance programs.

Commentary: It's not a coincidence that this came out
the week after the SEC's wave of enforcements against
five advisers for violations of the Marketing Rule. (See
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e.g., Investment Advisers Settle Charges for Marketing
Violations and Investment Adviser Settles Charges for
False Advertisements.) The SEC is very focused on
enforcement with regard to adviser advertising. This
Alert gives some reasonably concrete examples of, and
guidance about, the particular behaviours that the SEC
deems enforcement worthy. Perhaps the most
important is for advisers to have procedures for the
review of advertising materials that are very detailed
and that require demonstration that the procedures
have been satisfied.

Subscribing to US Regulatory Intelligence

For further information concerning US Regulatory
Intelligence please click here.
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Canada's modern slavery act — what does
it mean for private equity and venture

capital?

Canada's Fighting Against Forced Labour and Child
Labour in Supply Chains Act (the Act) came into force
on January 1, 2024. The Act requires certain "entities"
that are engaged in production, sales, distribution or
importation to prepare and file a report on, among other
things, the actions they have taken to reduce or
eliminate forced labour and child labour in their supply
chains during their last financial year and their policies
and due diligence procedures in relation to forced
labour and child labour.

To be subject to reporting requirements under the Act
two tests must be met, the "threshold and connection to
Canada" test and the "activities" test, each of which is
discussed below.

Threshold and connection to Canada test
A corporation, trust, partnership or other unincorporated

organization (each an entity) is potentially subject to the
Act if:

(8 itis listed on a stock exchange in Canada; or

(b) it has a place of business in Canada, does
business in Canada or has assets in Canada
and that, based on its consolidated financial
statements, meets at least two of the following
conditions for at least one of its two most

recent financial years:

() it has at least $20 million in assets (all

dollar amount references are

Canadian dollars),

(i) it has generated at least $40 million in

revenue, and

(i) it employs an average of at least 250

employees.

Activities test

An entity that passes the threshold and connection to
Canada test will have reporting obligations under the
Act (such an entity referred to as a reporting entity) if

it:

(@)

(b)

(©)

produces, sells or distributes goods in
Canada or elsewhere (we note that recent
guidance issued by the Canadian federal
government calls into question whether
entities that are only engaged in distribution or
selling are subject to the Act if they are not
also engaged in production or importation);

imports into Canada goods produced outside
Canada; or

controls an entity engaged in any activity
described in paragraph (a) or (b) above.

Impact on private equity and venture capital

At first glance, private equity (PE) and venture capital
(VC) firms and sponsors may not appear to be reporting
entities under the Act, as they are not typically engaged
in the sale, production, distribution or importation of
goods. However, pursuant to (c) directly above, the Act
also requires entities that control reporting entities to file
their own reports. PE and VC firms that meet the
threshold and connection to Canada test and control
portfolio companies that are reporting entities under the
Act are likely be reporting entities themselves.

The term "control" is not defined in the Act, but it likely
includes the ability to appoint the majority of the board
and any control that may be exercised pursuant to an
agreement. Control includes direct and indirect control.
The Canadian federal government has noted in
published guidance that "control" should be applied
broadly and may include situations in which an entity
exercises joint control of an operation.
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In addition, PE and VE firms may be engaged in
importing goods on some level, even if that only
involves items that are intended for business operations
(such of office laptops or furniture). Although the
Canadian federal government has provided guidance
that the term "importing" should be understood as
excluding "very minor dealings," no further guidance
has been provided on what is meant by very minor
dealings so a factual determination will need to be
made in each case. The guidance does clarify that only
the entities responsible for accounting for goods under
the Customs Act would be considered to be "importing"
for the purposes of the Act.

Contents of Report

A reporting entity must include the following in their
reports:

e adiscussion of the steps it has taken in its previous
financial year to prevent and reduce the risk that
forced labour or child labour is used at any step of
the production of goods in Canada or elsewhere by it
or of goods imported into Canada by it; and

¢ information on each of the following:
— its structure, activities and supply chains;

— its policies and its due diligence processes in
relation to forced labour and child labour;

— the parts of its business and supply chains that
carry a risk of forced labour or child labour being
used and the steps it has taken to assess and
manage that risk;

— any measures taken to remediate any forced
labour or child labour;

— any measures taken to remediate the loss of
income to the most vulnerable families that
results from any measure taken to eliminate the
use of forced labour or child labour in its activities
and supply chains;

— the training provided to employees on forced
labour and child labour; and

— how the entity assesses its effectiveness in
ensuring that forced labour and child labour are
not being used in its business and supply chains.

Filing, posting and penalties

Reporting entities must prepare and file a report on or
before May 31 of each year, beginning in 2024. The
report must be posted prominently on the entity's
website and must be filed with the Minister of Public
Safety and Emergency Preparedness, along with a
standardized questionnaire. Reports will be made
publicly available by the Minister. Failure to comply with
the Act can result in a fine of up to $250,000.

Implementation

The Act took a number of years to pass and its passage
was not without controversy. There are still a number of
key interpretation issues that need to be addressed and
the federal government has published a guidance
document which is periodically updated, without notice.
We will continue to monitor the implementation of the
Act and the development of regulatory and market
standards.
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