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The list of events for which 2020 will be remembered continues to grow and we are only
two thirds of the way through the year. Environmental, social and governance (ESG)
issues have come into focus in the financial community, with different stakeholders
taking varying positions on factors within the three limbs. Consider, for example, the
recent data from Morningstar that shows assets under management of ESG funds has
grown to exceed $1 trillion globally. In the private funds community, ESG consider-
ations are not a new issue. Many institutional investors, particularly those from Europe,
have for some time included ESG-related requests as part of their due diligence of fund
sponsors, and set out their expectations regarding ESG factors in side letters or other
agreements with sponsors. These expectations have often been linked with the UN
Principles for Responsible Investment or other similar benchmarks. Many fund sponsors
have also gone to great lengths to advertise their ESG credentials, recognizing the prom-
inence of private capital in the global economy and the accompanying responsibilities.

Nevertheless, ESG standards and policies vary greatly and, until now, no legal require-
ment existed in Europe for fund sponsors to factor ESG into any part of their business.
It is perhaps timely that as part of its sustainable finance action plan, the European
Union has adopted two new regulations — the Sustainability-Related Disclosure
Regulation' and the Taxonomy Regulation? — which will be relevant to any private fund
sponsors that are managing or marketing funds in Europe.

In this article, we consider the impact of the new regulations on private fund sponsors,
and in the appendix we set out further detail on the disclosure obligations arising from
the new rules.

Sustainability-Related Disclosure Regulation

The Sustainability-Related Disclosure Regulation came into force in December 2019
and financial market participants will be required to comply with certain operative
provisions starting on 10 March 2021. “Financial market participants” includes alterna-
tive investment fund managers (AIFMs) that are authorized in an EU member state
(EU AIFMs) and AIFMs from outside the EU that market or offer funds to investors

in the EU (non-EU AIFMs).

At a high level, the Sustainability-Related Disclosure Regulation will require in-scope
entities to implement policies and make certain periodic and pre-contractual disclo-
sures as to how ESG factors are being integrated into investment decisions and internal
processes, and to ensure marketing communications are consistent with such disclo-
sures. One such requirement, effective from 10 March 2021, will require EU AIFMs and
non-EU AIFMs to make pre-contractual disclosures to prospective investors describing
the manner in which sustainability risks are integrated into the AIFM’s investment
decision-making process, and an equivalent disclosure will be required on the AIFM’s
website. Further, the three European supervisory authorities are preparing regulatory
technical standards which will contain details about the content and presentation of
information to be disclosed; however, these reporting specifications are not due to be
submitted in final form until 30 December 2020.

" 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

2 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
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Taxonomy Regulation

The Taxonomy Regulation came into force on 12 July 2020,
and is designed to create a benchmark for “green products,”
thereby alleviating the need for investors to conduct their own
due diligence with regard to a financial product’s environmental
sustainability. The scope of the Taxonomy Regulation matches
that of the Sustainability-Related Disclosure Regulation and
any in-scope AIFM will need to use the Taxonomy Regulation
if it wishes to market a fund as having environmentally sustain-
able credentials. In order to classify a fund’s investment as an
“environmentally sustainable economic activity,” the investment
must make a “substantial contribution” to one of the environ-
mental objectives detailed in the Taxonomy Regulation (set out
below) and comply with certain technical screening criteria and
minimum safeguards that will be set out in further delegated
legislation. The AIFM must also demonstrate that the fund does
not cause harm to any of the named environmental objectives.

The Taxonomy Regulation recognizes the following six
environmental objectives:

1. climate change mitigation;

2. climate change adaptation;

3. sustainable use and protection of water and marine resources;
4. transition to a circular economy;

5. pollution prevention and control; and

6. protection and restoration of biodiversity and ecosystems.
Next Steps

Although many private fund sponsors will already have consid-
ered these disclosures, the requirement to make the disclosures
in a uniform presentation format is likely to mean that in-scope
AIFMs will have a relatively short timeline to prepare compli-
ance disclosures once the technical standards are finalized. Those
that are fundraising during 2021 should pay particular attention
to timings to ensure that any pre-contractual disclosures are able
to be made prior to closing. AIFMs will also need to review

their investment processes and policies as part of this exercise
to consider whether changes or improvements are needed —
although negative disclosures are permitted, whether the private
fund market adopts this as the best approach remains to be seen.
Some AIFMs may look to technological solutions to address
some of the obligations, particularly for the purposes of gath-
ering and reporting on ESG data from underlying investments
of their funds. Some professional service providers are already
starting to market products and solutions to address these aggre-
gation and reporting requirements, and more will likely follow.

Private fund sponsors should also be aware that the new regu-
lations form just one part of the EU’s sustainable finance action
plan, while institutional investors appear also to be finding their
voice on these issues, as highlighted in our recent article “ESG_
in 2020: A Half-Year Review.” Private fund sponsors that have
funds that invest in shares traded on an EU regulated market will
need to consider the revised Shareholder Rights Directive,’ the
final provisions of which are due to be transposed into law by EU
member states and the U.K. by 4 September 2020. Additionally,
the European Commission is expected to publish amendments to
the EU’s Markets in Financial Instruments Directive II (MiFID
I1)* that would require MiFID-marketed firms to ask retail inves-
tors about their sustainability preferences.

For private fund sponsors operating in the UK., the impact of
Brexit on the regulations remains unclear — as the new rules

do not apply before 31 December 2020, they will not all form
part of the “retained EU law” under the European Union (With-
drawal) Act 2018 (although the broader taxonomy framework
does apply from 12 July 2020, and therefore will be retained).
The U.K. government has yet to confirm its position on the trans-
position of the remainder of the new regulations, although any
significant divergence, for AIFMs at least, would be surprising.

S Directive (EU) 2017/828 of the European Parliament and of the Council of 17 May
2017 amending Directive 2007/36/EC as regards the encouragement of long-
term shareholder engagement

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

Timeline for ESG-Related Disclosure Obligations Arising From the Regulations

Effective from 10 March 2021

1. All in-scope AIFMs must make a disclosure to potential investors, before they invest, describing the manner Article 6 of the
in which sustainability risks are integrated into the AIFM's investment decisions and the likely impacts of Sustainability-Related
sustainability risks on the returns of the fund, or if the in-scope AIFM does not consider sustainability risks Disclosure Regulation
to be relevant, a clear and concise explanation of the reasons for such conclusion.

2. If an in-scope AIFM is marketing or managing a fund that promotes environmental and/or social character- Article 8 of the
istics, the in-scope AIFM must also disclose the following information to potential investors, before they invest: Sustainability-Related
- how those characteristics are met; and Disclosure Regulation
- where an index has been used as a benchmark: (i) whether and how this index is consistent with those

characteristics, and (i) where to find the methodology used for the calculation of the index.

3. If an in-scope AIFM is marketing or managing a fund that has sustainable investment as its objective, Article 9 of the
the AIFM must also disclose the following information to potential investors, before they invest: Sustainability-Related
- how the designated index is aligned with that objective; and Disclosure Regulation
- why and how the designated index differs from a broad market index (if an index has been designated),

or how the objective is to be attained (if no index has been designated).

4. If an in-scope AIFM is marketing or managing a fund that has a reduction in carbon emissions as its objec- Article 9(3) of the
tive, the AIFM must also disclose to potential investors, before they invest, information on the objective of low Sustainability-Related
carbon emission exposure in view of achieving the long-term global warming objectives of the Paris Agreement. Disclosure Regulation

5. All in-scope AIFMs must include the following disclosures on their website: Articles 3-5 of the
- written policies on the integration of sustainability risks in the investment decision-making process; Sgstalnablllty-Relat_ed

Disclosure Regulation
- information regarding how remuneration policies are consistent with the integration of sustainability risks; and
- a statement on due diligence policies with respect to the principal adverse impact of investment decisions
on sustainability factors, taking account of the size and type of fund and the nature and scale of activities,
or where the in-scope AIFM has opted not to consider such adverse impact, clear reasons for taking such
approach.

6. If an in-scope AIFM is marketing or managing a fund that promotes environmental and/or social character- Article 10 of the
istics or has sustainable investment as its objective, the AIFM must also disclose the following information Sustainability-Related
on its website: Disclosure Regulation
- adescription of the relevant environmental and/or social characteristics or the sustainable investment

objective;

- the methodologies used to assess, measure and monitor the relevant characteristic(s) or the impact of the
sustainable investments selected for the fund, including the data sources, screening criteria for the underlying
assets and relevant sustainability indicators; and

- information referred to in pre-contractual and periodic disclosures.
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Effective from 30 June 2021

If an in-scope AIFM has more than 500 employees, the AIFM must publish a statement on its due diligence policies
with respect to the principal adverse effects of investment decisions on sustainability factors. An in-scope AIFM
cannot opt out of this disclosure.

1. If an in-scope AIFM is marketing or managing a fund that invests in an economic activity that contributes
to “climate change mitigation” and “climate change adaptation” or promotes environmental character-
istics, the AIFM must disclose the following information to potential investors, before they invest and in
periodic reports:

- the “climate change mitigation” and/or “climate change adaptation” objective(s); and

- adescription of how and to what extent the investments underlying the fund are invested in environmentally
sustainable economic activities, including the percentage of the investments underlying the fund that qualify
as environmentally sustainable under the Taxonomy Regulation.

Article 4(3) of the
Sustainability-Related
Disclosure Regulation

Effective from 1 January 2022

Articles 5-6 of the
Taxonomy Regulation

2. If an in-scope AIFM is marketing or managing a fund that promotes environmental characteristics, the AIFM
must make a disclosure to potential investors, before they invest and in periodic reports, setting out a state-
ment that the “do not significant harm" principle applies only to investments underlying the fund that take into
account the EU criteria for environmentally sustainable economic activities and the remaining investments do
not take into account the EU criteria for environmentally sustainable economic activities.

Article 6 of the
Taxonomy Regulation

3. If an in-scope AIFM is marketing or managing a fund that is “non-sustainable,” the AIFM must disclosure to
potential investors, before they invest and in periodic reports, a statement confirming that the fund does not
take into account the EU criteria for environmentally sustainable investments.

Article 7 of the
Taxonomy Regulation

4. If an in-scope AIFM is marketing or managing a fund that promotes environmental and/or social character-
istics, the AIFM must disclose in periodic reports the extent to which environmental and/or social characteristics
have been met.

Article 11 of the
Sustainability-Related
Disclosure Regulation

5. If an in-scope AIFM is marketing or managing a fund that has sustainable investment as its objective,
the AIFM must disclose the following information in periodic reports:

- the overall sustainability-related impact by means of relevant sustainability indicators; and

- where an index has been designated as a benchmark, a comparison between the overall sustainability-related
impact of the fund with the impacts of the designated index and of a broad market index through sustainabil-
ity indicators.

All in-scope AIFMs must make a disclosure to potential investors, before they invest, explaining how the fund
considers principal adverse impacts on sustainability factors or, if the AIFM does not consider the adverse impacts
of investment decisions on sustainability factors to be relevant, a clear and concise explanation of the reasons

for such conclusion.

Article 11 of the
Sustainability-Related
Disclosure Regulation

Effective from 30 December 2022

Article 7 of the
Sustainability-Related
Disclosure Regulation
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Effective from 1 January 2023

If an in-scope AIFM is marketing or managing a fund that invests in an economic activity that contributes to Article 5 of the
“sustainable use and protection of water and marine resources,” “transition to a circular economy,” “pollution Taxonomy Regulation
prevention and control” and/or “protection and restoration of biodiversity and ecosystems,” the AIFM must

disclose the following information to potential investors, before they invest and in periodic reports:
- the relevant environmental objective(s); and

- adescription of how and to what extent the investments underlying the fund are invested in environmentally
sustainable economic activities, including the percentage of the investments underlying the fund that qualify
as environmentally sustainable under the Taxonomy Regulation.
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