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UK Funds Regime review - the
government’'s response and next steps

What’s new?

On 10 February 2022, HM Treasury (HMT) published its much anticipated Summary (the Summary) of
responses received to its January 2021 Call for Input, Review of the UK Funds Regime.

The Simmons & Simmons response to that call for input can be found here and we are pleased that a number of
our points have been taken on board by HMT in its proposals for the near term.

In this article, we assess the key regulatory issues contained in the HMT Summary — a separate article on the tax
proposals can be found here.

What does Simmons think?

We welcome HMT's overall response and the potential opportunity offered by the introduction of a
possible new unauthorised contractual fund structure for professional investors and the various other
initiatives aimed at improving the competitiveness of the UK industry.

We do feel, however, that the government has missed a trick in not prioritising a more thorough root-and-
branch reform of the UK funds offering.

This was a potentially pivotal moment in the development of the post-Brexit UK asset management
industry and, although there are encouraging signs of willingness to pursue improvements, the UK
government appears to have had a failure of ambition that may see the sunlit uplands of a truly-
competitive UK funds industry remain tantalisingly out of reach for future generations.

Next steps?

The Summary notes the value of the responses received to the Call for Input in helping the government
identify areas of priority, based on their likely impact on the government's overall objectives for the UK
funds regime.

The government (and, where applicable, the FCA) propose to take forward the following workstreams:
e a review of the genuine diversity of ownership (GDO) condition

e further consideration of options for improving the tax efficiency of UK authorised funds

e further reforms to real estate investment trusts (REITs)
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engagement with industry to explore what additional information regarding the application process
authorised fund managers would find helpful (those wishing to provide suggestions for additional
information or other ideas are invited to e-mail; ukcis@fca.org.uk).

e an HMT/HMRC/FCA working group on permitting the distribution of capital by authorised funds

e promotion of the UK’s fund offering abroad (including working with industry on further opportunities
where possible) and

e ‘further work to explore options’ for the introduction of a new unauthorised contractual scheme fund
structure.

In addition, the government and the FCA will be undertaking:

e a consultation on simplifying the VAT treatment of fund management fees; and


https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/1053909/Final_UK_Funds_Regime_Review_-_Call_for_Input_Summary_of_Responses.pdf
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https://www.simmons-simmons.com/en/publications/ckzmogyqn1b7s0a54484jld9z/review-of-the-uk-funds-regime-tax-aspects
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e work to facilitate the rollout of the LTAF. This will include:
e the continued work of the Productive Finance Working Group (PFWG)

e an FCA consultation on possible changes to the restrictions on the promotion of LTAFs to allow
distribution to a broader range of retail investors; and

e continued assessment of any further changes to the way LTAFs are taxed.

Why was the Summary published?

The primary aims of the review of the UK funds regime being undertaken by the government have been to

e identify ways of increasing the attractiveness of the UK as a location in which to set up, manage and
administer funds and

e ensure that the UK offers a wide range of more efficient investments better suited to investors’ needs.

As part of the review, the Government has already introduced (a) a new tax regime for qualifying asset
holding companies (QAHCs) in certain fund structures and (b) facilitated the introduction of the Long-Term
Asset Fund (LTAF) structure by the FCA.

The Call for Input set out the objectives and scope of the review and sought feedback on which specific
reforms should be taken forward and how they should be prioritised. More widely, though, it also, invited
new ideas for reform.

The Summary provides the government’s comments on the large number of responses received. It also
sets out the Government’s proposed action to

e expand the range of investment products available in the UK, including in relation to authorised fund
structures that are permitted to distribute capital

e explore options for the introduction of a new fund structure (in the form of an unauthorised contractual
scheme) aimed at professional investors; and

e explore opportunities to support the wider funds environment by, among other things
e providing additional information regarding the fund authorisation process and
e promoting the UK funds regime abroad.

What does the Summary tell us?

Looking at the HMT's comments in more detail
(a) Anunauthorised contractual scheme

Before the publication of the Call for Input, the government had been made aware of the gap in the range of
unauthorised fund structures offered by the UK - in particular, the need for a flexible, tax-efficient,
unauthorised fund structure in the UK which can invest in alternative asset classes and which is aimed at
professional investors (only).

Respondents to the Call for Input (including Simmons & Simmons) argued for funds which
e were unconstrained in terms of eligible asset classes and investment strategies
e had flexibility of structure, legal form, listing status and liquidity profile and

e were not regulated beyond AIFMD (being managed by FCA-regulated AIFMs and subject to the
requirements of AIFMD would provide an appropriate degree of oversight).

In general, it was felt that a new unauthorised fund structure could be implemented through amendments
to the existing structures allowed by legislation (rather than through the creation of an entirely new
legislative regime), with tax rules similar to those for Co-Ownership Authorised Contractual Schemes
(COACS).

In response, HMT states that:

e it was felt that an unauthorised contractual scheme investing in real estate would be commercially
attractive within the existing VAT framework and would strengthen the UK'’s fund offering

e such ascheme would also help support the government’s work to promote investment in longer-term,
less liquid assets.
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e accordingly, the government will further explore options to introduce an unauthorised contractual
scheme in the UK

e however, as stakeholders have argued that unauthorised limited partnership and unauthorised corporate
structures are unlikely to be commercially attractive given the decision not to apply a VAT zero-rate to all
fund management fees, the government will not proceed with proposals in respect of these vehicles, at
least in the short term. It will, though, reconsider the case for these vehicles following its forthcoming
consultation on VAT.

e interms of branding. the government recognises that referring to the ‘UK’ and ‘Professional’ would
provide clarity on the fund offering

e it also accepts the importance of working with industry to ensure that the UK funds regime is promoted
effectively abroad

e neither the government nor the FCA felt that there was currently a good case for introducing a new ‘light
touch’ form of authorisation for new professionals-only fund structures - this could create confusion for
investors over what protection is offered by a fund’s authorised status.

e although a ‘lightly authorised’ status might enable products to be marketed in other jurisdictions and
could appeal to some types of professional investor, the government and FCA did not consider that the
likely benefit would outweigh the potential costs, including uncertainty around the benefits of the fund
being ‘authorised’ and the potential to expose investors to risks of which they may not be aware.

e the government expects that the tax rules for a new unauthorised contractual scheme would largely
replicate the tax rules for CoACS, it would need to consider how best to take this forward.

In light of the above, the government has confirmed its intention to undertake ‘[flurther work to explore
options for the introduction of a new unauthorised contractual scheme fund structure’ - we will be
following developments in this area closely.

What does Simmons think?

We strongly support (and advocated for) the introduction of a new unauthorised contractual scheme and
we look forward to engaging actively with the process for implementing the necessary legislative or
regulatory change to bring this important development about.

(b) Long-term Asset Funds (LTAF)

Since the Call for Input, the LTAF was launched in November 2021 and comes within scope of the existing
tax rules for authorised funds.

The government, though, is continuing to explore any further changes to how LTAFs are taxed and will
conduct further discussions with funds industry representatives.

In addition, the government invites any further representations on possible tax changes to accommodate
the introduction of the LTAF.

The government’s conclusion is that the LTAF “has the potential to help foster a long-term investment
culture and thereby deliver good outcomes for investors, aid the economic recovery, and support the
government’s wider productive finance agenda”.

HMT’s Summary notes that the roll out of the LTAF will be supported by the work of the Productive Finance
Working Group - its recommendations were published in September 2021 and implementation of these is
ongoing (see our summary of the Working Group's Roadmap here

What does Simmons think?

We continue to be actively involved in the Productive Finance Working Group and we note and support
the ongoing work of the government in ensuring that the LTAF is taxed in a way that encourages the
success of this new and important vehicle.


https://www.simmons-simmons.com/en/publications/cku2u20fi1tfw0a83cj3rakr0/reducing-barriers-to-productive-finance-the-working-group-reports
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(c) Qualified Investor Schemes (QIS)

The government welcomed views on how to make the existing QIS structure more attractive and will “keep
this evidence in mind as it considers its approach to funds regulation”.

It noted, though, that while feedback tended to focus on the professional investors that can invest in QIS
structures, such vehicles can also be distributed to sophisticated retail investors - for whom different
considerations may apply.

Some of the feedback on QIS has now been addressed by the newly launched LTAF for example, the
broader investment powers permitted, including investment in loans.

The FCA is considering whether to take forward additional proposals concerning the QIS, while taking into
account its aim to broaden distribution of the LTAF to a wider subset of retail investors.

The government does not intend, in the short term, to prioritise the issue of a statutory segregation of
assets and liabilities between sub-funds of authorised unit trusts and authorised contractual schemes in the
short term but will consider this further and welcomes any further representations on the topic.

What does Simmons think?

We supported a more radical overhaul of the regulatory framework for the QIS and are disappointed that
the opportunity seems not to have been taken to be more ambitious. We accept that the QIS can
currently be sold to sophisticated retail investors and that this complicates the regulatory position for
any move towards de-regulation but we suggest it ought to be possible to learn from other jurisdictions
in order to develop a professionals-only regulatory regime within a reformed QIS framework that can
fully compete with other jurisdictions as a forward-looking (and outward-looking) light-touch
environment for the twenty-first century.

(d) Investment Trust Companies (ITCs)

The Summary notes that ITCs are an important part of the UK's fund offering and that the UK is a world-
leader in this area, with over £270 billion assets under management in investment companies overall in the
UK as at November 2021.

However, respondents to the Call for Input flagged a number of barriers faced by ITCs (in particular the
regimes for issuing prospectuses and KIDs) compared to open-ended investment products.

Following the government’s recent consultation on making the UK’s prospectus regime simpler and more
effective, it seems likely that the FCA will be given responsibility for making detailed rules in this area -
including when a prospectus is required and what it must contain.

The government has also committed to conducting a wholesale review of the disclosure regime for UK retail
investors and has confirmed that this will include consideration of feedback on the PRIIPs KID.

Since the government and FCA are already undertaking work that addresses the key points raised by
respondents - prospectus reforms, challenges in the financial advice market and the needs of retail
consumers - neither plans to take forward additional policy measures at this time. The government, though,
welcomes any further representations on ITCs from industry.

(e) Speed to market

Perhaps disappointingly, since ‘many respondents’ considered the FCA’s fund authorisation timeframes to
be ‘appropriate’, the government has decided neither to review the legislative time-limits nor recommend
that the FCA should review its voluntary service standard time-limits.

The government did though, note the calls for the FCA to give more guidance on the application process
and the FCA will engage with industry to explore further what further information authorised fund managers
would find helpful.

Nor is the government taken by the idea of a ‘fast-track’ authorisation process - potentially supported by
solicitor-certified authorisation documents - for professional-only AIFs. Given that respondents argued that
among the key benefits of a fund being authorised are a higher degree of regulatory oversight, and greater
investor protection, the government took the point that a ‘fast track’ or ‘light-touch’ approach to fund
authorisation or fund registration may not be compatible with these benefits.
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Preventing QIS structures from being marketed to sophisticated retail investors (as was suggested), could
partially address the above concern. However, the amount of work needed to compare the potential
benefits and the potential costs of doing so - along with the fact that this was not flagged as a top priority
for respondents - led the government to decide not to consider this area further in the short-term. (The
Summary does, though, invite welcome further industry representations on the issue.)

What does Simmons think?

Speed to market is one factor often given as a reason for establishing fund vehicles outside the UK. It
may not be the most important factor but it is a competitive disadvantage that the UK could have
addressed which might have displayed symbolic evidence of the UK being “open for business”.

(f) Distribution of capital

The Summary notes the government’s support of the development of a wider range of investment products
and confirms its plans to explore (through the establishment of an HMT/HMRC/FCA working group) how the
distribution of capital from authorised funds could be permitted.

The working group will consider options for future consultation, which “offer sufficient consumer protection
and apply an appropriate tax treatment to the distribution of capital”.

(g) Other proposals

The call for input looked to define which types of funds and which markets respondents felt should be the
focus of any policy changes and to explore reasons why the UK may not typically be chosen as a domicile
despite having an equivalent offering to other jurisdictions.

The majority view of respondents to the Call for Input was that the focus should be on attracting
prospective new funds to set up in the UK, rather than re-domiciling existing funds (although a small number
of respondents felt the prospect of attracting existing funds should not be altogether dismissed).

Respondents also broadly agreed that the review’s focus should be global with emerging markets, in
particular, offering noteworthy opportunities.

The consensus was also that there was considerable scope for the UK improving its positioning in respect
of alternative investment funds (AIFs) targeting international markets.

In light of the above feedback, the government has incorporated these views into its assessment of which
proposals to take forward in the short term and it will assess which areas of opportunity offer the greatest
benefit as the UK funds regime review progresses.

Finally, the Summary reiterates that some areas (in particular, VAT, AIFMD- and UCITS-related legislation,
and ESG) were outside the scope of the Call for Input, nevertheless, the government has noted points
raised by respondents in relation to these areas.

Conclusion

The Call for Input could have been a pivotal, once in a generation, moment for the UK funds industry to
establish its credentials as a forward (and outward) looking fund domicile that is “open for business”. That
the opportunity seems to have been passed up should perhaps not be surprising to anyone.

Although not perhaps transformational, some of the proposed developments will undoubtedly offer
tangible improvements to the environment for establishing funds in the UK.
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