Securities Services

TRANSFORMATION IS INEVITABLE - KEY THEMES
FOR ASSET MANAGERS IN 2023 AND BEYOND

Welcome to the latest article in our "Transformation is Inevitable’ series, where we provide insights based
on our on-going analysis of the complex, changing and ambitious reqgulatory policy environment, evolving

customer needs, as well as advancing technology.

In earlier articles we looked at the future of work and sustainable finance, the potential risks arising from
the increasing use of cloud outsourcing and how regulators adjusted their agendas to tackle the impact of

COVID-19 on financial services, amongst others.

In this article, we consider the key regulatory themes to watch out for in 2023 and beyond. Certain themes will
be familiar, whilst others may only just be entering the peripheral scope for the asset management industry.

UK/EU Divergence

Post-Brexit, the Retained EU Law Bill will automatically
revoke most retained EU law at the end of 2023, as part of a
‘sunset clause'!

This will not apply to retained EU law that was already
domestic primary legislation and any retained EU law that
still applied after the end of 2023.

From an EU perspective, a recent study commissioned by
the ECON Committee of the European Parliament looked at
factors affecting requlatory equivalence between the UK
and EU.?

The study found that divergence is “almost a given outcome”
but that several factors could still influence how wide the
gap would become. Politics being a key one. The study then
went on to say that it expects that divergence will increase
over the coming years, especially in areas where no inherited
regulatory framework exists. For example, in areas such as
fintech, crypto assets and green finance.

What has the UK approach been to date?

In terms of the UK's process in unravelling EU legislation, the
Financial Services and Markets Bill (FSM Bill),®> and the UK
Government's announcement of the Edinburgh Reforms* are
currently working their way through the legislative process.

The draft legislation that will enable the implementation of
the outcomes of the Future Regulatory Framework Review is
in the FSM Bill, so once it finally becomes law, the regulatory
framework will change.®

Of direct relevance to asset managers, the UK Financial
Conduct Authority (FCA) has recently published a
Discussion Paper entitled ‘Updating and improving the UK
regime for asset management’ (DP23/2).6

This may be described as the UK regulator doing some blue
sky thinking in terms of what the UK requlatory regime
could become. Nothing concrete at this stage, but the
discussion paper represents the beginning of what will be a
longer interactive dialogue over the next few years.
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FCA supervisory focus for 2023

One document that does clearly set out the FCA's
supervisory focus areas for the asset management industry
in 2023 is its most recent Dear CEO Letter’” The letter was
informed by the FCA's latest risk assessment and is based on
information taken from its supervisory work, firm and fund
authorisations, external data, and interactions with asset
managers and global regulators.

The overall theme identified by the FCA is governance, because
it has evidenced that ineffective governance is “a root cause

In keeping with other FCA initiatives, including the Asset
Management Market Study,’ the Assessment of Value®
(AoV), and most recently the new Consumer Duty. The
combined effect of which the FCA has intended to be

a shift in how firms across the financial services sector
service their customers. In relation to the AoV, the FCA
states it will follow up on its 2021 AoV review findings and
seek to identify outlier firms. The FCA will also consider in
its upcoming review how firms have built maturity of ESG
in value assessment considerations.

1O
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Sustainability remains an area of focus, in particular, given
the recent FCA consultation CP22/20.? The CP, amongst
other things, proposes a new anti-greenwashing rule which
will apply to UK requlated firms.

Overall, the FCA is looking to ensure that governance
bodies are appropriately structured to oversee and review
management information about product development,
ESG and sustainability integration in investment processes,
third-party and proprietary ESG information providers, and
other ESG and sustainability claims made by firms.
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The FCA says this topic is particularly pertinent when
markets are volatile, making liquidity risks relevant across
products. In terms of actionable steps, the FCA asks firms
to review their liquidity management tools and strategies
to ensure they are:

+ Fit for purpose;

+ Can be executed at pace; and

+ Can be scaled to handle additional demand when needed.

Going forward, the FCA will be conducting a multi-firm
liquidity management review and will continue to work
with the Bank of England and international regulators on
elements of the financial system that have shown the most
liquidity vulnerability, such as money market funds, with a
view to strengthening resilience.

of some Asset Managers failing to mitigate material risks or
progress towards better outcomes for their customers.’®

As aresult, the FCA says that it is essential that Senior
Managers and governing bodies consider whether the risks
of harm outlined in its Dear CEO Letter are present in their
firms, adopt strategies for mitigating them, and are able to
demonstrate to the FCA that they have taken these steps.
The FCA says that firms and Senior Managers that fail to do
this risk finding themselves under scrutiny by it.

@

The FCA wants firms to invest more in operations and
resilience and to be able to respond to challenges in

a timely manner. The FCA also focuses on firms' use

of third-party arrangements and stresses that, if third
parties (whether external or intra-group) are essential

to operational resilience, that the regulated firm should
ensure that such third parties are able to continually
deliver the services required to allow the firm to meet its
regulatory obligations.

Asset managers are also reminded of the requirement to
have set impact tolerances following the 2021 FCA policy
statement PS21/3 ‘Building operational resilience’ and to
remain within them by 31 March 2025.B

The FCA will be launching a range of proactive
programmes to monitor and test asset managers' ability
to meet these requlatory requirements and may select
specific firms for further review.

G

This ties in with the FCA's work on the Investment Firms
Prudential Regime (IFPR)“ and increased monitoring of
asset managers' prudential health.

On 27 February 2023, the FCA published initial
observations on firms' implementation of the IFPR
requirements.”® The FCA recommends that firms
consider these observations and assess their processes
accordingly, to determine whether there is any need for
strengthening them.

Another focus referenced by the FCA, under the umbrella
of financial resilience, is client money. The FCA continues to
stress the importance of compliance with CASS to ensure
that client money is both protected and capable of being
transferred promptly, if a firm fails.
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Broader requlatory focus areas (EU and UK)

In terms of the broader regulatory areas that both EU and
UK regulators continue to focus on, these cover areas such
as disclosures, inducements, long-term investing, and senior
accountability. There is also focus by both the UK and EU
regulators on certain regulations. In the UK, this is part of
the FSM Bill and the Edinburgh Reform package. Whilst in the
EU, the furtherance of the Capital Markets Union action plan.®

Crypto assets and CBDC

One of the most significant requlatory and legal quandaries
associated with crypto assets is the need for definitional
clarity. The emergence of entirely new types of assets,
which sometimes resemble traditional assets like securities,
commodities, or currencies, has created a need for new
statutory definitions to provide regulatory certainty for

the sector.

While requlators are taking a progressive approach to crypto
assets, the current requlatory picture remains fragmented
at a global level with a wide range of approaches and
unfolding initiatives.

In the United States, requlators such as the Securities and
Exchange Commission (SEC) has pursued enforcement
actions, rather than proposing rules. Whilst in Hong Kong
the regulators allow asset managers and exchange-traded
fund providers to launch retail ETFs with virtual asset
futures as underlying assets.

The G20 has tasked the Financial Stability Board (FSB) with
coordinating the delivery of an effective and comprehensive
regulatory framework for crypto assets. ™

During 2023 the FSB will finalise its recommendations for
the regulation, supervision and oversight of crypto assets
and markets and its recommendations targeted at global
stablecoin arrangements. Then, later in 2023, the FSB will
issue a paper jointly with the International Monetary Fund
(IMF) that synthesises the policy findings from the IMF work
on macroeconomic and monetary issues.

Technology agnostic approach

Attempts to apply traditional laws and regulations to crypto
assets can be likened to fitting the proverbial square peg
into a round hole. The lack of definitional clarity also raises

jurisdictional questions about which regulator should
regulate which digital assets.

In the UK, HM Treasury (HMT) recently published a
consultation paper™ saying that maintaining financial
stability and clear requlatory standards are key to its
proposals, with the UK government’s starting point being
that the technology must fit existing requlations where
possible and only in limited examples will the Requlatory
Activities Order (RAO), the basis of financial regulation in
the UK, or the Financial Services and Markets Act (FSMA),
be amended.

So in other words, if it looks like a share and acts like a
share, it should be treated like a share regardless of the
technology involved.

CBDC to be dealt with separately
In February 2023, the Bank of England (BoE) and HMT
published a consultation paper on a potential digital pound.”

The digital pound will be the UK's Central Bank Digital
Currency (CBDC), a fiat-backed stablecoin tied to sterling
and issued by the BoE.

The BoE and HMT state that, while at this stage they judge
it likely that the digital pound will be needed in the future,
it is too early to decide whether to introduce the digital
pound. However they are convinced preparatory work is
justified.

Other jurisdictions around the world are also looking at
the feasibility of issuing CBDCs with the US, European
Central Bank, and China (amongst others) in various stages
of implementation.

Regulation in the pipeline
The EU Markets in Crypto Assets (MiCA) creates a broad
regulatory framework for crypto assets in the EU and is
nearing completion. It will:

[Qy Regulate the issuance of, and admission to trading
of, crypto assets, including transparency and
disclosure requirements;

[Qy Introduce licencing of crypto asset service

providers, issuers of asset-referenced tokens and
issuers of electronic money tokens;
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[Qy Clarify the regulatory obligations applicable
to issuers of asset-referenced tokens, issuers of

electronic money tokens and crypto asset service
providers, including consumer protection rules for
the issuance, trading, exchange and custody of
crypto assets;

[Qy Strengthen confidence in crypto asset markets by
creating a market abuse regime prohibiting market
manipulation and insider dealing; and

[Qy Clarify the powers, including the co-operation
and sanctions framework, available to competent

authorities.

The European Parliament formally endorsed the regulation
on 20 April 2023.

Whilst in the UK, in February 2023, HMT published proposals
to requlate crypto assets and protect consumers. Under the

proposals the UK government will set out what it refers to as:

» Ambitious plans to robustly regulate crypto asset
activities - providing confidence and clarity to consumers
and businesses alike;

» Looking to strengthen rules for crypto trading platforms
and a robust world-first regime for crypto lending; and

+ Deliver on its financial services roadmap by embracing
technological change and innovation, delivering on the
Prime Minister’'s plan to grow the UK economy.

The House of Commons Library also published a research
briefing on cryptocurrencies,?° which considers: the
definition of cryptocurrencies; how they work; the benefits
and challenges that they offer; and political and regulatory
responses.

Watching crypto brief for asset managers

Due to its ongoing evolution internationally, the requlation
of crypto assets is something that may be of interest to
asset managers, but as a peripheral theme. In the recent
FCA Discussion Paper it considers a potential future for the
asset management regime,? where the FCA is specifically
considering modernisation of the way in which fund units

are bought and sold (D2F??), fund tokenisation and investing
in crypto assets.

Operational resilience with a focus on ICT risks
Operational resilience remains one of the top supervisory
priorities for requlators around the world.

Regulators have increasingly become more aware of how
firms in the financial services sector have become so
dependent on technology and how any disruption to this
technology could have serious repercussions from an
operational resilience perspective.

In October 2022, the FSB published a consultation

on ‘Achieving Greater Convergence in Cyber Incident
Reporting’,?® recognising that timely and accurate
information on cyber incidents is crucial for effective
incident response and recovery and promoting financial
stability and with a view to ensuring that financial
institutions operating across borders are not subject to
multiple conflicting regimes.

An I0SCO report on operational resilience published back
in July 2022% noted that the existing IOSCO operational
resilience principles, recommendations and guidance
provide the core structure for requlated entities and
regulators when considering operational resilience, and
the findings in the report suggest this framework had
worked well during the COVID pandemic. Despite this
though, I0SCO did identify some areas of learning to
help inform future operational resilience arrangements.

In the UK, new rules and guidance on operational resilience
came into force on 31 March 2022. Firms within scope of
the new rules have to perform mapping and testing by

31 March 2025.

The UK's Prudential Regulation Authority has, so far, given soft
guidance in the form of speeches setting out where it expects
firms to focus on as they work towards the 2025 deadline.

Further reforms in this area are on the horizon with the UK
financial services authorities issuing a Discussion Paper on
critical third parties. DP22/3: Operational resilience: critical
third parties to the UK financial sector.?
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Focus on ICT

One to spotlight though is Europe’s approach. The

European Commission (EC) has focused on Information and
Communications Technology (ICT) in the form of a European
Act covering operational resilience.

The EC deemed it would be best to incorporate operational
resilience into one Act, to create a level playing field for all
EU member states.

The Digital Operational Resilience Act (DORA)?* seeks

to establish a harmonised digital operational resilience
standard applicable to the EU financial sector and requires
‘financial entities," including EU investment firms and

EU managers of alternative investment funds (AIFMs) to
(@among other things):

+ Have in place a comprehensive ICT risk management
framework that ensures an effective and prudent
management of all ICT risks; and

+ To manage ICT-related risks and disruptions.

DORA acknowledges that ICT incidents and a lack of
operational resilience have the possibility to jeopardise the
soundness of the entire financial system, even if there is
"adequate” capital for the traditional risk categories.

DORA will apply from 17 January 2025.

In the interim we will see the implementing and technical
standards required to support the primary legislation.
Technical details will need to be produced in a fairly short
timeframe.

ESG and sustainable investing
This continues as a global theme, with the US and UK
proposed regulations being the latest to emerge.

In 2022, the SEC advanced several ESG proposals covering:
« Corporate board diversity;?
+ Climate-change disclosures;®

+ A recommendation for it to consider rule amendments to
enhance registrant disclosures regarding human capital
management;® and

+ Disclosures by investment companies and investment
advisers related to ESG investment claims and
factors which includes additional disclosures in fund
prospectuses, annual reports and adviser brochures.3°

Disclosure - internationally interoperable and more
readily available

Over the last couple of years, asset managers have
responded to requlations such as the EU SFDR* and have
been sourcing the associated data to assist with their own
disclosure obligations.

The International Sustainability Standards Board (ISSB)
has recently agreed the framework for a global baseline of
sustainability disclosures, which are intended to meet the
information needs of global investors.?

These standards, under IFRS S1, which covers general
requirements, consistent with TCFD requirements and IFRS
S2, covering climate, are intended to enable companies to
provide comprehensive sustainability information to global
capital markets.

The ISSB's aim is for its framework to become the building
blocks of disclosure, which are jurisdiction-specific and
aimed at broader stakeholder groups and can be added to
the global baseline of jurisdiction-specific sustainability
disclosure.

The standards are expected to be issued toward the end of
quarter 2 in 2023 and to be effective from January 2024.

In addition to this, new EU rules are intended to further
standardise the reporting of social and environmental
information. The Corporate Sustainability Reporting
Directive (CSRD)* entered into force on 5 January 2023 and
will apply in four stages - starting from 2025 up to 2029:

« Companies already subject to NFRD reporting in 2025
on financial year 2024.

+ Large companies currently not subject to the NFRD
reporting in 2026 on financial year 2025.

+ Certain listed SME's (i.e. excluding micro undertakings)
reporting in 2027 on financial year 2026.
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+ Companies listed in EU requlated markets, companies with
subsidiaries in the EU and companies outside of the EU
(or non-EU) with more than 150 million Euro turnover at
the group level reporting in 2029 on financial year 2028.

The EC is also going to bring forward delegated acts in
2023, covering the technical specifications which will
support the CSRD.

Disclosure - potential risks in the spotlight
Regulators globally have been vocal in expressing their
concerns regarding the potential for greenwashing.

Litigation risk has also given rise to a new trend named by
some as ‘green hushing,’ whereby companies may refrain from
disclosing details of their sustainability goals and practices for
fear of being penalised for the information disclosed.3

FUTURE SUSTAINABILITY POLICIES

In the UK, in October 2022, the FCA published
CP22/20 Sustainability Disclosure Requirements
(SDR) and investment labels.>> This contains,
amongst other things, a new anti-greenwashing
rule which applies to UK regulated firms and
requires firms to ensure that any reference to

the sustainability characteristics of a product or
service is consistent with the sustainability profile
of the product or service, and is clear, fair and

not misleading.

The FCA is aiming to publish its final Policy
Statement on its Consultation Paper on SDRs
and labels during the third quarter of 2023.

The European Supervisory Authorities (ESA's)

Call for Evidence?®® also sought input on potential
risks arising from misleading disclosure practices
in the whole EU financial sector, including asset
management. A progress report is anticipated by
the end of May 2023, with the final report expected
by end of May 2024.

Increasing focus on human rights impacts in

supply chains

Geopolitical conflicts, inflation and the effects of climate
change have continued to pose risks to supply chain
operations. But from 2022/2023, firms operating in
Germany, and the US had to invest more resources into
managing the resilience and sustainability of their supply
chains in the face of a more rigorous regulatory landscape
governing corporate responsibility around the impact of
human rights.¥

In Europe, the EC has proposed, and is currently negotiating,
the Corporate Sustainability Due Diligence Directive, known

as the CSDDD.*8 It is a broad-based reform that establishes
a corporate due diligence duty for companies to identify,
prevent, end or mitigate negative impacts of their
operations on people and the environment.

The European Council finalised its position on the EC's draft
of the CSDDD in December 2022.

Of particular interest to asset managers, one of the key
changes made by the European Council to the EC's draft
relates to financial undertakings. The European Council
position is to leave it to individual Member States to decide
whether they wish the regime to regulate the provision of
financial services by financial undertakings, such as asset
managers.

The European Parliament expects to finalise its own
negotiating position on the proposal in March 2023 so that
the official trialogue negotiations can commence after that.

UK Consumer Duty

The FCA has stated that at its heart, its new Consumer Duty
will require a significant shift in both culture and behaviour
by many firms. Setting higher standards and putting
consumers' needs first is central to the FCA's strategy and
the cornerstone of this is the Consumer Duty.

Since the publication of the final rules and guidance in

July 2022,*° the FCA has continued to provide firms with
information and further clarity on the implementation of the
Consumer Duty.

This has included speeches, sector specific webinars,
updates to its Consumer Duty webpage (where the FCA
explain more on areas of the Consumer Duty where it has
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been receiving the most queries from firms), as well as its
series of Inside FCA Podcasts and most recently the output
from its multi-firm review and the asset management sector
letter on implementing the Consumer Duty.4°

Most recently, on 22 February 2023, a speech by Sheldon
Mills, Executive Director, Consumers and Competition at the
FCA, entitled “Call of Duty - How putting customers front
and centre will help industry innovate” summed up where
firms are currently and what they still need to achieve.*

In terms of the key messages from Executive Director Mills
speech, recommendations for firms are:

+ Share information with their commercial partners and
make sure they are on board, including the distribution
network and wholesalers, as well as retailers and any
third parties.

+ To focus on the areas that will have the biggest impact on
outcomes for customers. For example, making sure that
your firm has narrowed its target market and that they
can understand your communications.*

+ Consider if there are any cobwebs of bad practice that
need clearing? Any punitive exit fees or unfair charges
that need eradicating?

» The FCA also recommend firms look at the Pareto
Principle, otherwise known as the 80/20 rule, that states
that for many outcomes, some 80% of the consequences
come from 20% of the causes.*®

As the 31 July 2023 deadline approaches for new and
existing products or services that are open to sale or
renewal, the FCA has stated it will continue to keep firms
updated, particularly through its webpage on the Consumer
Duty - information for firms.**

Divergence, convergence and international cooperation
While market participants tend to focus on divergences and
the risk of fragmentation, a recent ESMA speech highlighted
areas of convergence in respect of certain aspects of
financial markets regulation in the EU, the UK, and the US.%®

ESMA is not alone, as many national requlators are
encouraging international cooperation, having reqular

discussions with fellow requlators, and actively contributing
to the important work led by the IOSCO and the FSB.

As aresult, we see that whilst each jurisdiction is tailoring
its path to its own reqgulatory framework, its toolbox and

to the specificities of local markets, there are certain

global themes, such as sustainable finance and financial
innovation, that are ripe for further reqgulatory development.

What remains to be seen is whether international
cooperation will further drive convergence in emerging
regulatory standards or whether divergence will prevail.
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