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Key arguments and recommendations

Issue

AIC recommendation

Impact

Gaps in substantial
shareholder definition

Review/amend definitions to remove
exemptions for investment managers and
collective investment schemes that could
make the rules ineffective

Reduce potential for the intention
of the rules to be avoided.

conflict not covered by
rules

as not independent of the proposed
manager if the individual was proposed for
appointment to the board by the manager
seeking to provide services to the
company

Gaps in associate | Review/amend definitions to ensure the | Reduce potential for the intention
definition approach appropriately covers | of the rules to be avoided.
counterparties and businesses with one-
off relationships
Potential director | Adopt FCA proposal to identify a director | Enhance effective management

of potential conflicts of interest

Related party rules
provide insufficient
mechanism to
manage conflicts

Make related party transactions that would
appoint the substantial shareholders or its
associate as the investment manager
subject to a shareholder vote (excluding
the substantial shareholder and its
associates) regardless of the class tests

Enhance effective management
of potential conflicts of interest at
the point where issue is the most
acute

Maintain effective governance
and increase investor confidence

Excluding substantial
shareholder which is
also the investment
manager from voting
on a change of
investment policy

Amend proposed approach to target
concern without creating unintended
consequences for established ‘family’
trusts. Achieved by excluding only ‘short-
term’ holdings of substantial shareholders
and their associates from the vote on a
change of investment policy

Targets FCA rule changes on
identified conflict of interest.

Prevents unintended
consequences  for  existing
arrangements that have not

raised governance concerns

Proposed 4-week
delay to introducing
updated rules

Apply new rules immediately once the
FCA issues its policy statement

Ensures transactions/events are
not allowed to be completed
without adequate control of
conflicts of interest



https://www.fca.org.uk/publication/consultation/cp26-21.pdf

&
a I ‘ The Association of
Investment Companies Protecting shareholders from conflicts of interest

Executive summary

The Association of Investment Companies (AIC) recommends the FCA makes targeted
reforms to the UK Listing Rules (UKLRs) to address currently unmanaged conflicts of interest.
These should be brought into force immediately after it publishes its policy statement.

Shareholder activism is integral to the effective operation of UK markets. It helps hold a
company’s management to account and secures the best outcome for investors. The UKLRs
should not obstruct activism that benefits all shareholders in the same way.

The AIC’s recommendations have been calibrated to ensure that traditional activism, acting in
the interests of all shareholders, would not be restricted by any changes in the rules. For
example, they do not limit a substantial shareholder’s ability to vote against or for the
appointment of a director. They do not prevent them from voting on a tender offer,
continuation, dividend policy, reconstruction: issues where traditional activists often take
positions to influence the future approach of an investment company. They would not reduce
their capacity to vote on a change of policy in most cases. The AIC recommendations address
a very specific set of circumstances which if not addressed threaten to undermine the integrity
of investment company governance.

Saba Capital Management’s (Saba) recent campaign highlights how a substantial shareholder
might be able to use its own voting power to gain access to management fees: a benefit which
does not accrue to other shareholders. Saba has also proposed radical changes to the
investment policies of the targeted companies: replacing investment mandates based on
sectoral or geographic exposures with a strategy of investing in investment companies whose
shares trade at a discount to their net asset value (NAV). These steps could allow it to accrue
benefits that do not apply to other investors. This possibility requires a targeted and urgent
regulatory response.

Activism with these characteristics requires additional rules to ensure that any conflicts of
interest arising are managed and shareholder interests are protected. The AIC therefore
welcomes the FCA’s review of the UKLRs applying to the investment company sector.
Proposals to address these issues are included in response to the consultation questions.

Until the FCA introduces new rules, there is a risk that changes could be made to investment
companies which do not serve the wider shareholder interest. The seven-week consultation
period supports a swift policy decision. However, the AIC strongly disagrees with the
proposed four-week delay between the FCA’s policy decision and implementation. The AIC
recommends that any updates to the UKLRs should take effect immediately after the policy
statement is published. The FCA should subject companies to the revised rules regardless of
how far they have progressed through a transaction, appointment process, or investment
policy change.

The AIC notes and welcomes the FCA’s work with the Dematerialisation Market Action
Taskforce (DEMAT) that will result in legislative changes which enable beneficial owners to
vote and receive information about their shareholdings. This will help broader participation in
voting, which will be another step towards creating a more robust and effective process to
protect shareholder interests. We encourage all parties involved to make swift progress on
this agenda to deliver change at the earliest possible opportunity.
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The concept of substantial shareholder and associate
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The FCA'’s proposals utilise the current definitions of substantial shareholder and associate.
As discussed in the AIC’s response to the specific consultation questions, there are potential
deficiencies in these definitions. The AIC has made several recommendations to address
these.

Notwithstanding this, the AIC has received technical feedback questioning whether these
definitions provide the clearest basis for framing the FCA’s approach.

The concepts of ‘substantial shareholder and ‘associate’ have been used to address the
potential for a party to disguise, or reduce for the purposes of applying the rules, the size of
its interest in a company. This might be done, for example, by investing via different routes or
by arrangements (whether formal or informal) with counterparties rather than holding shares
directly, via one structure.

AIC stakeholders have noted the Takeover Code concept of ‘acting in concert’ which seeks to
capture relationships where persons are seeking to influence an offer for a company where
they are acting together, via an informal or formal arrangement. An important aspect of this
approach is the identification of certain categories of persons which are presumed to be acting
in concert unless the contrary is established.

Stakeholders have also noted Disclosure Guidance and Transparency Rule (DTR)
requirements to disclose voting (direct or indirect) rights where they exceed certain thresholds.
The DTR shareholder notification rules provide the market with visibility of situations where a
party may exert influence over the company. These rules include various provisions for
disregarding voting rights in certain circumstances. These provisions may also offer
opportunities to more clearly target the FCA’s proposals to capture the targeted activity,
reduce opportunities for ownership to be structured to evade the intention of the rules and
reduce unintended consequences.

The AIC recommends that, in addition to the AIC’s specific recommendations, the FCA
considers mechanisms used in relation to ‘acting in concert’ and the disclosure of major
shareholdings to refine its approach to substantial shareholders to ensure the rules operate
as appropriate.

Answers to consultation questions

Question 1: Do you agree that we should not treat a director as independent of a
proposed investment manager if they:

o Were appointed as director after being proposed for appointment to the board of directors
by the proposed investment manager or its associate; and/or

¢ Meet any of the descriptions of persons not being independent, based on the criteria under
UKLR 11.2.13R?

If not, please explain why. Please also provide any other examples of non-
independence that we should consider.

The AIC agrees with both these proposals and recommends that both are adopted.



https://code.thetakeoverpanel.org.uk/tp/definitions/d_acting-in-concert.html
https://handbook.fca.org.uk/handbook/dtr5
https://handbook.fca.org.uk/handbook/dtr5
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A central component of the UK’s approach to governance is that it is the responsibility of
directors to represent all shareholders. This position is supported by targeted rules to protect
against situations where director independence might be insufficiently recognised and
managed. One such situation is where a director has been proposed for appointment to a
board by a prospective manager or its associates.

The proposed manager and the director have a material relationship. The proposed manager
it is likely to have identified the board candidate, assessed their experience and perspective,
and approached them (directly or through an agent) to discuss the role. It may have secured
the candidate’s agreement to stand. The proposed manager is likely to have voted its shares
in favour of the candidate’s appointment. This director cannot be considered independent of
the proposed manager.

UKLR 11.2.10R, requires an investment company board to be able to act independently of its
investment manager. The relationship described above justifies identifying that director as
non-independent of that firm if there is a possibility that that it might be appointed as the
company’s investment manager.

The AIC agrees an investment company director should be categorised as being non-
independent of a proposed manager where they have any of the relationships identified in
UKLR 11.2.13R.

These changes to the UKLRs will address conflicts of interest which are not currently covered
by the rules.

Meaning of ‘proposed’

UKLR 11.3.13A R (2) (c) states that a director would not be independent where:

“they were appointed to the board or equivalent body after being proposed for that
appointment by the proposed investment manager or by its associate.” [Emphasis added]

The term “proposed” is not defined. It should extend beyond situations where there is a direct
nomination. It should cover the introduction or recommendation of that individual as a potential
candidate. The rule should be interpreted broadly to prevent it being easily circumvented.

The AIC recommends that the FCA publishes guidance or a specific definition confirming that
the word ‘proposed’ in this rule takes its natural meaning. That is, to put forward, suggest or
offer a plan, idea, or course of action for people to consider. It should also apply where the
proposal is made via an associate of the proposed manager.

This will ensure the intended application of the rule.

The definition of ‘associate’

The AIC broadly agrees with the proposed definition of ‘associate’ for the purposes of
identifying a director as not being independent from a prospective manager. However, there
are some potential gaps in the proposed definition.

Any counterparty holding shares related to an instrument, such as a contract for difference
(CFD), purchased by the proposed manager should be identified as an associate. They have
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a relationship with that entity and, potentially, the capacity to exercise votes to support its
agenda.
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If this is not the position, the counterparty could vote in support of the proposed investment
manager’s objectives, without these votes being caught by rules intended to address this
practice. The AIC recommends that the FCA ensures the definition of ‘associate’ includes
counterparties to financial instruments held by a proposed investment manager (and
significant shareholder).

The definition of ‘associate’ should also extend to other indirect relationships not currently
covered. For example, the current definition does not extend to other funds or vehicles which
may be managed by the substantial shareholder or where the shares are held by funds(s)
managed by the same investment manager. If these are split so that none individually meets
the test to be a substantial shareholder, they would not be excluded under the ‘associate’
definition, even though the substantial shareholder/proposed investment manager might be
able to control the voting rights attached to those shares. To address this gap, the AIC
recommends that the scope of what constitutes an "associate" of an investment manager or
a proposed investment manager needs to be expanded so as to include, and aggregate, the
voting rights of, any fund, vehicle or account in respect of which that person or its associate
provides investment management or advisory services. (Also, see answer to Q3 which
discusses the potential for an investment manager not to be a substantial shareholder
because UKLR 8.14.1R(b) provides that voting rights held or controlled by a person in its
capacity as investment manager are to be disregarded for the purposes of that calculation.)

The definition, as drafted, also identifies certain companies as an associate. It says an
associate includes

“(b) any company whose directors are accustomed to act in accordance with the
investment manager’s or the proposed investment manager’s directions or

instructions;” (emphasis added).

The inclusion of words “are accustomed to” leaves a potential gap in the rules. This could
allow a proposed manager/substantial shareholder to construct one-off, non-continuing
relationships. This might offer a means to argue that the relationship does not involve the
company being ‘accustomed’ to acting in accordance with the proposed manager’s
instructions. The justification would be that there is no history of acting in this manner. The
intention would be to make arrangements that are not caught by the rules. To address this,
the AIC recommends that the rule be amended as set out below.

“(b) any company whose directors are—accustomed—to act in accordance with the
investment manager’s or the proposed investment manager’s directions or
instructions;” (recommended amendment shown in red-and-strikethrough).

Implications for IPOs and reconstructions

Notwithstanding the AIC’s support for the proposal, the rule must not have any unintended
consequences for investment companies when they are being established or reconstructed.

It is commonplace for a manager establishing an investment company to be involved in the
recruitment of some, or all, of the directors. These directors are then responsible for
overseeing the process of the launch, including signing off the prospectus etc. The publication
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of the prospectus gives investors insight into the company, its investment aims and the risks
arising. The directors are responsible for appointing suppliers, including the manager, with
terms agreed.

These processes are undertaken before the company applies to list. This process should not
be disrupted, or the status of the directors changed, because of the new rule.

The AIC’s view is that the new rule does not affect this process but would ask that the UKLA
confirm this understanding. It may be helpful to provide guidance on this point. If there is a
potential to change the independent status of directors because of the manager’s role at the
launch or reconstruction of an investment company, this should be carved out of the rules.

Other considerations

The AIC recommends that a director who has been proposed by a substantial shareholder,
or its associates, should be required to make a public statement on the nature of their current
and historic relationship(s) with those parties when they are seeking shareholder approval for
their initial appointment. They should also explain their relevant experience, view of issues
on the future of the company, including any views on the need to change the investment policy
and/or the manager as well as any circumstances that may create a conflict of interest. This
would inform investors and support good governance. It is a proportionate requirement. It
would have no unintended consequences.

The AIC recommends that a director proposed by a substantial shareholder or its associates
should be required to attend the general meeting at which their appointment is to be voted on.
Ideally, attendance would be in person, but if a hybrid format is adopted, they could attend
online. Either way, attendance would provide an opportunity for them to explain their views to
shareholders and to answer questions to help shareholders take a view of their experience,
views, and judgement.

Question 2: Do you agree that only directors who are independent of the proposed
investment manager should take part in the board’s consideration of the transaction or
arrangement appointing the investment manager? If not, please explain why.

The AIC recommends that only directors independent of the proposed investment manager
should be able to consider its appointment.

The UKLRs require the board to be independent from the incumbent investment manager.
This is a central element in managing conflicts of interest and protecting shareholders. This
rule applies even though listed closed-ended investment funds have broader legal obligations
to act in the interests of all shareholders. The AIC and the wider industry accept these
requirements and their role in delivering high standards for shareholders. The AIC is not
aware of any industry view that these rules should be removed or relaxed.

Directors who are not independent of the proposed investment manager because that
manager proposed them for their role should be excluded from board discussion over the
possible appointment of that manager. It minimises conflicts of interest in the appointment
process. The restriction will also support the requirement for the board to be able to act
independently of the investment manager. This will maintain the integrity of governance in the
sector.
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The AIC recommends that the FCA is clear on the scope of this provision and its
requirements. The director affected by the rule should be excluded from the deliberations
about the appointment and the vote. They should also be excluded from any discussion on
the terms of any appointment.
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In the absence of this rule, directors who become non-independent once a manager is in place
could decide on its appointment. This is inappropriate. Allowing this practice will erode
shareholders’ confidence in the sector’s governance framework.

The need for additional measures

The traditional view has been that shareholders can vote to remove directors that do not have
investors’ confidence. Recent experience shows that this process may not work as expected
in some circumstances. There have been examples of a shareholder with substantial holdings
(approaching 30%) using its own votes to appoint directors who it has then said should appoint
it or its investment manager as the investment manager. This situation has occurred where a
substantial number of the other shareholders voting have opposed these directors.

The risk that a substantial shareholder might have an outsized influence on the outcome of a
vote on director appointments is most likely where a significant proportion of the company’s
other (often retail) shareholders have been less engaged and potentially face barriers to
voting.

Recent activist campaigns have also seen repeated votes on similar issues. This raises
concerns about voter ‘fatigue’ which leads to further shareholder disengagement.

These factors show that there are specific situations when the process of voting on directors’
appointments may not serve the interests of all shareholders as intended. The risk is most
acute in the investment company sector where the external management contract plays a
central part in how the company operates and where there are often high levels of retail
investors. These factors create a compelling case for additional requirements for directors to
be independent of a potential, as well as an incumbent, manager.

The AIC recommends changes to the related party transaction rules where a substantial
shareholder or its associate is seeking to be appointed as an investment company manager.
The rationale for this, and specific proposal, are set out in our response to question 3.

Question 3: Do you agree that any director appointed after being proposed for
appointment by a substantial shareholder, or its associates should be considered as
not independent of that substantial shareholder, or its associates?

Yes, the AIC agrees that the scope of the definition should be extended. The AIC
recommends that a director proposed for appointment by a substantial shareholder, or its
associates, should be considered non-independent.

Corporate governance best practice says that the relationship between a director and a
significant shareholder could impair the director's independence. The Financial Reporting
Council's (FRC) UK Corporate Governance Code says director independence could be
impaired where the director represents a significant shareholder. The AIC Corporate
Governance Code, which is endorsed by the FRC, includes the same view.
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The FCA'’s proposal would change a best practice standard into a regulatory presumption.
This is a small but important alteration that will protect the wider shareholder interest.

The change in the director’s position does not affect the basic rights of the substantial
shareholder or its associates. They can still vote on the appointment of directors, share
buybacks, tender offers, continuation of the company, dividends etc.

The proposal imposes a targeted constraint on the director because they are not independent.
This is reasonable. As discussed, (see our response to question 1) the substantial
shareholder and the director will have a material relationship. This creates a potential conflict
which the proposed rule addresses.

The rule will have most impact on related party transactions, where the director’s judgement
has the greatest possibility of being impaired by a potential conflict, and the financial risk to
other shareholders is most acute.

The AIC agrees that the proposed change to the director’'s independence should also apply
where associates of the substantial shareholder have proposed them for appointment. If this
is not the case, the rules would be vulnerable to arrangements designed to evade the intended
impact.

While the AIC supports the FCA'’s policy intention, it is concerned that the proposed rule may
include a technical deficiency that will make it ineffective.

Amendments to the substantial shareholder definition

UKLR 8.1.14R excludes certain shareholdings from the assessment of a shareholder’s voting
rights. It says that the following voting rights should be disregarded:

“any voting rights which such a person exercises (or controls the exercise of) independently
in its capacity as:

(a) bare trustee;

(b) investment manager;

(c) collective investment undertaking; or

(d) a long-term insurer in respect of its linked long-term business, if no associate of that
person interferes by giving direct or indirect instructions, or in any other way, in the
exercise of such voting rights (except to the extent any such person confers or
collaborates with such an associate which also acts in its capacity as investment
manager, collective investment undertaking or long-term insurer); (Emphasis added)

These exclusions provide a route for an entity, which is also an “investment manager’, or
which runs a “collective investment undertaking” to avoid the intention of the rules. This rule
could mean that an activist, which does have control over 20% of the voting rights, may not
be identified as a substantial shareholder.

Saba, for example, is an investment manager. It also controls votes in an Exchange Traded
Fund set up to invest in investment companies with shares trading at a discount. These
exclusions could mean that shares where Saba controls the votes do not count to any
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assessment of whether it is a substantial shareholder. This could mean that none of the rules
would have traction on the approach adopted by Saba in its recent activist campaign: the
campaign which highlighted the potential conflicts of interest and led to the FCA'’s consultation.
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The AIC recommends that the FCA either confirms that the exclusions in UKLR 8.1.14R
would not affect the impact of the proposed rules or, if they do, amends UKLR 8.1.14R to close
the regulatory gap which is created.

The FCA should calibrate this amendment to ensure that specific situations, which do not raise
conflicts of interest, are excluded from the definition. Concepts set out in the DTRs may assist
with this process.

A priority is ensuring that retail platforms, where the firm is acting as a custodian/nominee and
votes are only cast on the direct instructions of the beneficial owner/retail client, are not
captured. In this case the platform is the legal shareholder but the economic interest, and
ability to direct the vote, lies with the retail client. The AIC recommends that these
arrangements are specifically excluded from the definition of substantial shareholder.

The AIC also notes a potential deficiency in the current drafting of UKLR 8.1.14 R (d). The
AIC recommends that there should be a paragraph break inserted after “in respect of its
linked long-term business” to apply the content to parts (a), (b) and (c) as well as “long-term
insurer in respect of its linked long-term business”.

Timing issues

The FCA should also consider timing issues. That is, how the rule applies where the votes
controlled by the substantial shareholder changes over time. For example, if a shareholder
proposes a director before breaching the 20% threshold. Also, there is a question on how the
rule should be applied where a substantial shareholder proposes a director, then sells shares
to fall below the 20% threshold.

The AIC recommends that the test be applied over time to prevent the policy intention being
evaded. For example, if the shareholder (or its associates) proposes a director in the 24
months prior to becoming a substantial shareholder, the director in question should be
considered non-independent once the threshold has been breached. Also, if a substantial
shareholder proposes a director and the director is appointed while it has over 20% of the
shares, then the director should not be considered independent of that shareholder for the
period of their appointment even if the shareholder later falls below the 20% threshold.

The same timing issues apply in relation to the AIC’s proposals for reforming the rules on
related party transactions (see below).

Do you agree that the director should not participate in votes on a related party
transaction or relevant related party transaction with that substantial shareholder, or
its associates? If not, please explain why.

Yes, the AIC agrees. The AIC recommends that this measure is adopted. The related party
rules protect shareholders from an individual who may make or influence a decision that is
against their interests. This risk is greatest where the directors are not independent.




&
a I ‘ The Association of
Investment Companies Protecting shareholders from conflicts of interest

A director proposed by a substantial shareholder or its associates has a potential conflict of
interest. These conflicts apply to any related party transaction with a substantial shareholder,
or its associates, not only to a potential appointment of one of these entities as the investment
manager. Conflicts could also relate, for example, to asset sales or the provision of other
services. Measures to manage conflicts of interest should be applied to all these situations.

There are concerns that there may be opportunities to circumvent this rule if the definition of
substantial shareholder and associate is not watertight. Given this risk, the AIC recommends
the FCA considers defining any director as non-independent of a proposed investment
manager except when they have been proposed by the independent directors.

Targeted changes to the related party rules required

Making a director proposed by a substantial shareholder non-independent and restricting their
role in deliberating/voting on related party transactions related to the substantial shareholder
is not sufficient to protect shareholders against potential conflicts of interest. Targeted
changes to the related party rules are also essential.

The current rules allow a related party transaction involving a substantial shareholder to be
completed if a statement has been made by the board that a sponsor has advised that the
arrangement is “fair and reasonable” (in accordance with UKLR 8.2.2R). Shareholders
(excluding the substantial shareholder and its associates) would only approve the transaction
(as required by UKLR 11.5.5R) if it breaches the 5% ratio (as calculated under the class tests).

The AIC recommends that a related party transaction that would appoint a substantial
shareholder or its associates (where they are funds) as the investment manager should be
approved by the shareholders (excluding the related party and its associates) irrespective of
the value of the transaction. This should be required before the appointment is made.

The FCA agrees that conflicts of interest should be properly managed in a related party
transaction between an investment company and a substantial shareholder or its associates.
Excluding directors proposed by the substantial shareholder (and its associates) from the
decision to appoint will help with this. However, the risks of a conflict of interest are acute
where the substantial shareholder or its associates or their investment manager (where they
are funds) are seeking to be appointed as the manager. The FCA’s ambition to manage these
conflicts could be side-stepped if a board, which is not independent of the substantial
shareholder, recruits additional directors who are sympathetic to the appointment of the
substantial shareholder as manager.

These directors would not have been proposed by the shareholder or its associates. They
could be identified as independent under the UKLRs. The rule excluding them from deciding
the substantial shareholder’s appointment would not apply. This is a straightforward way to
circumvent the proposed independence requirements.

Even without having proposed a director, there is a risk that the substantial shareholder can
influence the board to secure its own appointment. The requirement for a sponsor to review
the terms of the agreement, and advise the board that it is reasonable, does not adequately
manage the conflict of interest.

(Where the 5% class test threshold has not been reached) it is difficult to see any
circumstances where a sponsor would conclude the relevant arrangements not fair and
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reasonable. The sponsor's assessment considers general market practice. This would
include, for example, whether the fees were in line with others in the company’s peer group.
It would take a similar view of the terms of any agreement.

The substantial shareholder would have a clear incentive to frame the arrangement within
scope of normal market practice, precisely to get the approval and to avoid breaching the 5%
threshold. They will therefore invariably meet the “fair and reasonable” requirement.

www.theaic.co.uk

Even with arrangements that fall within market norms, there is a significant risk of conflicts of
interest. These conflicts are inevitable where a substantial shareholder or its associates or
their investment manager (where they are funds) are seeking appointment as the investment
manager. The sponsor will not consider the potential conflict of interest inherent in the
transaction and how this could affect the company over the long-term. Whether these
arrangements are in the broader interests of the shareholders should therefore be decided by
the shareholders (absent the substantial shareholder and its associates).

Adopting this approach will mean that the potential conflict is managed when there is
maximum risk for shareholders. If proper control is not exercised at this point, engaged
shareholders may conclude the company’s governance, and independence from the manger,
has been compromised. They may decide to exit, encountering significant costs including
capital gains tax, including losing exposure to their preferred investment, being a forced seller
of shares trading at a wide discount to NAV etc. They may decide that incurring these costs
is preferable to remaining exposed to the company that has fundamentally changed. Less
engaged investors who may remain invested are likely to be the most disadvantaged.

Managing the conflict arising at the point a substantial shareholder or its associate or the
investment manager (where they are funds) is appointed as manager is even more important
than governance of a change of investment policy. Without changing an investment policy,
the potential for conflicts to adversely affect the interests of other shareholders is already
material.

A substantial shareholder, its associates, or its investment manager (where they are funds)
will be receiving fee income because they are acting as the manager of the investment
company. They have the potential to invest the company’s assets in a way which supports
their external interests without changing the company’s investment strategy. This could be
achieved where governance is not fully independent and the company has, say, a global,
flexible, or even UK orientated investment strategy. These objectives could allow investments
into the substantial shareholder’s preferred asset classes (such as investment companies
trading at a discount). In the absence of strong independent governance, this could shift the
exposure of the fund in a way which does not reflect the company’s traditional objectives and
strategy. Exercising the day-to-day management functions provides the substantial
shareholder/manager with significant influence. The process of securing this position should
be properly governed.

The AIC recommends that a related party transaction with a substantial shareholder or
associate or their investment manager (where they are funds) that seeks to appoint the
substantial shareholder or its associate as the investment manager should be subject to
shareholder approval (excluding the substantial shareholder and its associates). Accordingly,
the AIC recommends that UKLR 11.5.5R be amended to reflect the following requirements:

“If a closed-ended investment fund enters into a relevant related party transaction where
any percentage ratio is 5% or more (or which is uncapped), or

11
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If a closed-ended investment fund proposes to enter into a related party transaction with
a substantial shareholder or its associate or the investment manager thereof that would
have the effect of appointing it to undertake any management services in relation to the
company,

the closed-ended investment fund must:

(1) comply with the requirements of UKLR 8.2.1R(1) to (4) and UKLR 8.2.2R to UKLR
8.2.3R for the relevant related party transaction, except that the notification is not
required to include the information required by:

(a) UKLR 8.2.2R(4); or
(b) UKLR 8.2.2R(5);

(2) send a circular to its shareholders and obtain their prior approval in a general
meeting for the transaction;

(3) ensure that any agreement effecting the transaction is conditional on that approval
being obtained; and

(4) ensure that the related party or the substantial shareholder seeking the
appointment:

(a) does not vote on the relevant resolution; and

(b) takes all reasonable steps to ensure that the related-party’s associates of the
related party or the substantial shareholder seeking the appointment do not vote
on the relevant resolution.”

(Recommended amendment limiting the requirement for an independent shareholding
to the appointment of the substantial shareholder as manager RED)

Note, the proposed amendment refers to “any management services” to ensure proper
coverage and remove the potential for the intention of the rule to be avoided because of the
terminology used e.g. investment “adviser” instead of “manager”. It would cover both portfolio
management and the regulated Alternative Investment Fund Manager roles.

In addition, the AIC recommends the rules must address the potential for a substantial
shareholder and/or its associates to avoid the intention of the rules by reducing their holdings
to below the 20% threshold just before any vote, with the aim of having their vote counted in
favour of their appointment or avoiding the need for a vote.

Question 4: Are there unintended consequences that we have not identified. For
example, would it materially impede the appointment of directors? If so, could such a
risk be mitigated by applying a time limit of, for example 2 years?

The AIC has not identified any unintended consequences of identifying directors proposed by
the substantial shareholder and its associates as not independent.

The pool of potential directors will remain the same. The proposals will not reduce the skills
and experience or diversity of potential candidates.
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The proposed rule does not prevent a director who has been proposed by a substantial
shareholder or its associate from being appointed. It only limits their role on the board in
relation to matters where there is an acute potential for a conflict of interest.
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Critically, the proposals do not limit traditional activism, including voting on the removal of
directors. The substantial shareholder, and its associates, have unfettered ability to vote on
these matters. These rule changes do not protect existing directors if shareholders want to
vote to remove them.

The rule should not be amended by the imposition of a time limit. This would complicate the
rule unnecessarily.

The potential conflict is likely to remain for as long as the director is in place. Given that the
restriction on their role is focussed on the most significant conflict (related party
transactions/the appointment of the substantial shareholder, associate, or their investment
manager (where they are funds) as the manager), limiting its duration would be inappropriate.
A time limit would allow the risks posed by the conflict to crystallise after a set period has
elapsed. This will reduce investor protection for no benefit.

The AIC recommends that no time limit is imposed on the identification of a director proposed
by a substantial shareholder or their associate as not independent.

Question 5: Do you agree that this requirement should focus on substantial
shareholders, rather than shareholders with stakes of less than 20%? If not, please
explain why similar protections would be required in this scenario?

The substantial shareholder definition was increased from 10% to 20% in 2024. This reflected
concerns that a 10% limit may have decreased the appetite of investors to take larger holdings
in UK companies.

Nonetheless, many investment company stakeholders consider that a lower threshold set at
10% or 15% is appropriate. They believe that the conflicts considered by the consultation
paper are material, raise concerns that are not associated with traditional activism, and pose
a threat to the governance of the investment company sector. The view is that the appointment
of directors and the investment manager and a change to the investment policy are central to
the investment proposition offered by an investment company.

Concerns about the proposed 20% threshold also arise as investment companies tend to have
a higher proportion of retail shareholdings that face barriers to voting and have a lower
inclination to vote. These factors can give a large shareholder (including one holding below
20%) greater relative influence in shareholder votes.

The AIC recommends the FCA considers lowering the threshold and whether that would be
supported by the market.

However, the AIC also recognises that it is important for these measures to have widespread
investor support. In the absence of a consensus for a lower threshold, the AIC recommends
that a 20% stake is identified as the level which defines a substantial shareholder and its
associates for these purposes.
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Question 6: If you agree to Q3, do you also agree that the proposed amendment to the
definition of ‘associate’ in the Glossary helps to achieve this? If not, please explain
why or provide an alternative suggestion.

The proposed amendments to the definition of ‘associate’ do help achieve the FCA’s aims.
That said, the AIC remains concerned that they could be circumvented.

The AIC therefore recommends that the FCA considers mechanisms used in relation to
‘acting in concert’ and the disclosure of major shareholdings to refine its approach to ensure
the rules operate as appropriate (see discussion in opening section). Notwithstanding this,
the AIC also recommends the FCA amends the definition of associates to address issues
raised in response to question 1.

The aim in refining the definition/approach should be to:

1. prevent unmanaged conflicts of interest arising from relationships between the significant
shareholder and other parties.

2. make it more difficult for arrangements to be structured to evade the intention of the rules.

3. future proof the rules. If the definition is not amended, activity the rules are designed to
target would be undertaken out of scope of the rules. There would then be a demand for
the FCA to reopen the rulebook and correct the defective rules. Refining/introducing the
proposed definition will make the rules fit-for-purpose for the foreseeable future.

Similar to our response to question 3, the AIC also recommends that the definition of
associate specifically excludes retail platforms, as the economic interest, and ability to vote
lies with the retail client, i.e. the beneficial owner.

Question 7: Do you agree that a proposed investment manager should be treated as a
related party to ensure protections around its fees are consistent before and after the
appointment? If not please explain why.

Yes, the AIC agrees that a proposed investment manager should be treated as a related party
to ensure that protections around fees are consistent before and after the appointment. The
AIC recommends that this measure is adopted.

To be clear, where a proposed investment manager is not a substantial shareholder or its
associate, the AIC recommends that the class tests would continue to be applied to any
related party transaction.

The process of changing an investment manager is not one that an investment company board
undertakes lightly. Boards carefully consider the options available and how arrangements
should be made. The proposal will help maintain investors’ confidence in this process. Where
the 5% class test has not been breached, the board would have to publish a statement
confirming that a sponsor has confirmed the arrangements are fair and reasonable. This
provides additional assurance to shareholders without additional cost and complexity.

This approach recognises the importance of taking a proportionate approach to managing the
potential conflict arising when a firm is first seeking appointment as the company’s manager
and providing oversight of fees.
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The consultation paper notes the complications in applying the class tests to changes in
manager fees. Situations where it may be difficult to assess potential changes in fees include
where an incumbent structure includes a ‘base’ fee and a performance fee and a prospective
arrangement does notinclude a performance fee. Others could include where an arrangement
involves changing ‘tiered’ fees or where an incumbent fee charged on the NAV is replaced
with a new fee based on share price. Technical Note 403.3 discusses how these factors
should be considered in relation to the class tests.
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The AIC has not identified any obvious issues with Technical Note 403.3, it nonetheless
recommends that the FCA should review, seek stakeholder input and update this note as
required. Questions would include when a fee structure is ‘comparable’ and how this can be
assessed where different structures are proposed.

Question 8: Are there unintended consequences that we have not identified that we
should take into account? If so, please explain what they are.

The AIC has proposed additional measures where a substantial shareholder or its associates
or their investment manager (where they are funds) is seeking to become the manager of the
investment company as it does not consider the FCA’s proposed approach adequately
addresses the potential conflicts arising. Otherwise, the AIC has not identified any other
issues or concerns arising.

Question 9: Do you agree that it would be beneficial to address the potential conflicts
of interest where a substantial shareholder, or one of its associates, is also a closed
ended investment fund’s appointed investment manager? If not, please explain why?

The AIC agrees that the UKLRs should address potential conflicts of interest where a
substantial shareholder, or its associates, is the manager of a closed ended investment fund
and is seeking to change the investment policy.

The AIC recommends that such an appointment should be subject to approval by
shareholders (absent the substantial shareholder and its associates) irrespective of the
economic value of the contract (see response to question 3). This should be the primary
mechanism to manage any conflicts arising, alongside other requirements in the UKLRs for
the board to be able to act independently of the investment manager (that is UKLR 11.2.10R
—11.2.16R) and provide the basis to manage conflicts of interest effectively.

The AIC also supports the requirement for a vote on a change of policy (excluding the
substantial shareholder and its associates) on the condition that amendments are made to the
proposal to prevent unintended consequences for family trusts (see response to question 10).

The aim would be to ensure that shareholders have proper oversight of a change of policy
where a substantial shareholder or associate may have a conflict of interest. In particular,
where a change of policy may provide opportunities to deploy the company’s assets in a way
which supports an investment strategy it is pursuing separately from its role managing the
assets of the company. If the other shareholders approve the change of policy, it is reasonable
to assume that any potential conflicts do not raise wider shareholder concerns.
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Question 10: Do you agree with our proposal to exclude:

a. A substantial shareholder that is also a closed ended investment fund’s appointed
investment manager, and any of its associates, from participating in a shareholder vote
on a material change to the fund’s published investment policy?

The AIC supports the requirement for a vote on a change of policy (excluding the substantial
shareholder and its associates) on the condition that amendments are made to the proposal
to prevent unintended consequences for family trusts.

Family trusts

Several listed closed-ended funds were established with family wealth. Many of these retain
a substantial family shareholding. The family which established the company may also
manage the assets of the company. These arrangements are often long standing and usually
offer exposure to conventional investment strategies. These companies are an established
and important part of the sector.

Investors are attracted to these companies because they are focussed on maintaining and
growing wealth for successive generations of the family which established the fund. Investors
welcome this long-term focus and the keen interest the family/manager has in securing the
company’s long-term prosperity.

The arrangements of family trusts do not raise the governance concerns the FCA is seeking
to address. The current proposal treats a long-term family shareholder with a fully disclosed
association with the investment manager in the same way as a newly acquired activist
shareholder seeking to control the fund's mandate.

Rule changes should not prevent these companies from reflecting the views of the family
shareholding where a change of policy is being put to shareholders.

The proposed restriction on the votes of substantial shareholders that are also the company’s
manager should be re-targeted to minimise its potential impact on these family held and
managed trusts.

Preventing unintended consequences for ‘family trusts’

To mitigate the unintended consequences on family trusts, the AIC recommends that the
FCA’s proposed exclusion of a substantial shareholder or its associates from voting on a
change of investment policy where the substantial shareholder or associate is the investment
manager should carve out (i.e. include in the count), votes related to shares that have been
held by those parties that have been continuously owned for over 36 months (three years).

This would allow the long-term family shareholders to vote but would exclude the votes in
situations where a potential conflict of interest is most likely.

The carve out should recognise the underlying substance of the economic exposure. It should
recognise that the economic exposure remains within the same family even if the family/long-
term interest may be held via funds or other structures that vary over time or that the next
generation of the family may become beneficially entitled to the interest.
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As well as allowing the legitimate interests of family shareholdings to be voted on changes of
policy, this mechanism will also prevent abuse of the rule. This abuse could materialise, for
example, where a short-term activist acquires a stake in a family trust then, requisitions a
meeting to vote on a change of policy. Without amendment, the FCA’s proposal would see
the activist able to vote but not the family interest. In a hypothetical example, the family
interest could hold 50% of the shares. The activist could acquire 26%. Other shareholders
could not prevent a change in policy. This would allow the activist to change the policy
irrespective of the view of the 74% of the other shareholders. Without the AIC’s proposed
refinement of the proposal, the family shareholder will be unable to vote in favour of a policy
it believes to support the best long-term interest of the company.
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This could give the activist significant and unjustified leverage in relation to the future of the
company.

The AIC’s proposed amendment would also eliminate the risk that an activist with a large
shareholding could block an uncontentious change of investment policy for short-term
reasons, to exert pressure on the company to secure other objectives. They could take this
stance to, for example, gain leverage for other corporate actions, such as a substantial tender
offer, which are often short-term focused and not aligned with the long-term investment
rationale that attracted shareholders to the trust.

These situations may only arise infrequently, but if they did it would be a material concern for
family trust shareholders. These risks will be addressed by allowing votes related to shares
held continuously over 36 months to be counted on a vote on a change of policy.

b. A substantial shareholder whose associate is a closed ended investment fund’s
appointed investment manager, from participating in a shareholder vote on a material
change to the fund’s published investment policy?

The AIC recommends that associates of the substantial shareholder should be prevented
from voting on a change of investment policy only where they have held the shares for less
than 36 months continuously. See response to part a. for details.

This is a proportionate approach. Applying the rule in this way would not affect the associate’s
ability to vote on the appointment of directors, continuation proposals, share buybacks, tender
offers etc.

c. If not, please explain why or suggest alternative approaches.

Without amendment, the FCA’s proposal has unintended consequences for investment
companies with large family shareholdings. As discussed, the AIC recommends adjusting it
to allow votes of substantial shareholders and their associates where voting rights are related
to shares held for over 36 months continuously (see part a. for full details).

Question 11: Do you consider if it would also be beneficial to extend this proposal to
address the scenario where a material change is being made to the investment policy
at the same time that a new investment manager is being appointed? If so, please
explain why.

The scenario raised in question 11 highlights the difficulty of framing rules to manage the
potential conflicts discussed in the FCA consultation.
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The best way to resolve/minimise these issues is to utilise a range of specific and targeted
changes. The AIC’s recommendations seek to achieve this outcome. In many respects they
reflect the FCA'’s original proposals. The key AIC departure from the FCA’s approach is in
respect of related party transactions (see response to question 3).

If the AIC’s approach is adopted, the scenario raised is less significant. If it is not, then
extending the proposal on voting on a change of investment policy should be extended where
a change of manager is being proposed at the same time as a change in policy. However,
this will leave a material gap in the rules as the process of changing the manager could simply
be postponed to a later meeting. This would be an easy way to circumvent the FCA'’s intention
and reduce independent shareholder oversight of the future of the company.

Question 12: Are there any risks or unintended consequences with this proposal that
you think we have not identified? If so, please explain what they are.

Yes, there are risks and unintended consequences with the FCA’s proposed approach. Most
significantly, it will have an adverse impact on family trusts, which are an important and long-
standing part of the sector. The AIC has made recommendations to address this concern (see
response to question 10.a).

Question 13: What are your views on the alternative options also discussed? If you
consider one of these to be a more effective approach, please explain why.

The FCA'’s alternative options consider whether a different approach should be taken to
excluding the votes of a substantial shareholder and its associates when a change of
investment policy is being approved. The AIC recommends that the FCA allows the votes of
substantial shareholders and their associates in relation to shares that have been held for over
36 months continuously (see response to question 10.a).

The comments below discuss other potential changes to the FCA'’s proposal.

Permitting voting rights up to 20% will not sufficiently manage the conflict arising. The 20%
threshold is considered high by many industry stakeholders. Allowing voting to this level will
still give the substantial shareholder and its associates a material impact on the vote. Their
impact could still be amplified in companies with large retail shareholdings and low voter
turnout.

Additional shares held (over the 20% threshold) would be removed from the count. This could
have unintended consequences. This may reduce the level of active oversight of a change
that may be highly contested. It could increase the likelihood that the outcome of the vote will
be disproportionately influenced by shareholders who do not take an active interest in the
substance of company resolutions. These could include, for example, passive funds that have
policies to automatically support resolutions. These risks will increase if the company is not
fully committed to investor outreach, and communication.

Whether members of the board are independent or not, the rules which exclude certain votes
should apply. Even if the proposed changes to the rules on board independence are made,
there will always be situations where independence is a matter of judgement. The
‘independent’ shareholders may not support this view
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Given the nature of the conflict arising, and how central the investment policy is to the
shareholder interest, the votes of substantial shareholders and associates should be excluded
where they relate to shares held for less than 36 months continuously — see our response to
question 10a.

www.theaic.co.uk

The AIC is not inclined to support the proposal to require a ‘double majority’. It is not clear
that this provides any benefits over excluding the votes of the substantial shareholder and its
associates (where they have been held for less than 36 months continuously). It increases
complexity without any obvious benefit.

Question 14: Do you agree with our proposed approach to implementation? For
example, does a 4-week gap between the rules being finalised and coming into force
allow enough time to complete any transactions or arrangements under the current
rules?

No, the AIC does not agree with any delay to introducing the new rules. The new rules will
help manage material conflicts of interests that harm shareholders’ interests and threaten the
integrity of the governance structure of listed investment companies. If the FCA has identified
concerns sufficient to justify a policy response and rule changes then investors should gain
the benefits of the change as soon as possible. The threat to shareholders’ interests will
remain until the rules are in force. There is no justification for allowing shareholders to be
exposed to these risks any longer than necessary. Once a policy decision has been taken, it
should be implemented as soon as possible.

The AIC recommends that the new rules are implemented immediately (that is, the day after)
the policy statement is published.

Transactions, or proposed changes to investment policies, which are ongoing at the point of
the policy decision should be paused and conducted under the proportionate and targeted
requirements of the new rules.

There is no regulatory justification for allowing existing processes that could be influenced by
conflicts of interest to proceed under rules that have acknowledged regulatory gaps.

The only parties that could benefit from a delay are those which benefit from a potential conflict
of interest that has not been adequately managed.

Question 15: If not, what are the practical issues that may justify a different approach
to implementing any final rules?

The FCA’s assessment is that the new rules will only apply in very few cases, that is, where
there is a material conflict which is not managed by the current rules. The AIC agrees with
this assessment.

Implementing the rules as soon as the policy is decided will have no direct costs for almost all
companies in the sector. It will, however, create immediate widespread benefits. Swift
implementation of rules to manage conflicts of interest will enhance confidence in the sector’s
governance processes. It will prevent harm for shareholders in the few cases where the rules

will apply.
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Where a change of manager is being considered, or a vote on a policy is being undertaken,
implementing the new rules may lead to a suspension of the process, one or more directors
recusing themselves from a decision on a manager’s appointment or a change to the required
voting process. These are minor considerations in comparison with ensuring that these
processes are properly governed to protect shareholder interests.

There are no practical barriers that would prevent early adoption of the rules.

The key practical consideration is the risk that processes may be introduced/accelerated
specifically to allow them to be completed within the proposed four-week period where
inadequate controls on potential conflicts of interest will be allowed to persist.

Question 16: Do you agree with our proposed clarification to make it clearer that UKLR
8.1.11R(4), regarding ‘associates’ of related parties, also applies to the extended
definition of related parties under UKLR 11.5.3R, regarding a closed ended investment
fund’s appointed investment manager? If not please explain why.

The AIC agrees with the intention to clarify this point. However, we would also note our earlier
comments on changing aspects of the definition of associates (including in the opening section
and in response to questions 1 and 6.

Question 17: Do you have any comments on our Cost Benefit Analysis?

The AIC agrees that any costs associated with these changes would be low and proportionate
if the FCA accepts the AIC’s recommendations, including requiring a shareholder vote where
a substantial shareholder or associate or their investment manager (where these are funds)
is seeking to be appointed as the manager and implementing the rules immediately following
the FCA'’s policy decision.

Any costs that do apply will be far outweighed by benefits arising from mitigating conflicts of
interest and reducing the risk of investor harm. The other key benefit will be maintaining
confidence in the governance and regulatory integrity of investment companies.

The only caveat to this assessment arises if the FCA does not adopt the AIC’s
recommendations to alleviate the unintended consequences for family trusts of the proposal
to require a vote on a change of investment policy where the substantial shareholder or its
associate is also the fund manager. The AIC has recommended an adjustment to this
proposal to mitigate the negative impact/costs on family trusts.

The AIC agrees that ‘doing nothing’ is not an appropriate response to the issues identified. A
failure to act would sustain, and most likely increase, the potential for investor harm over time.

The FCA’s proposals, as modified by the AlC’s recommendations, will be proportionate and
well targeted. They would address the risks identified and allow traditional activism to
continue.

The proposed rule changes, as modified by the AlC’s recommendations, will have a significant
net benefit for shareholders and the investment company sector.
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As far as there are costs imposed on investment companies, the industry (as represented by
the AIC) is overwhelmingly in favour of steps being taken to manage the conflicts of interest
identified and to protect the shareholder interest.
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10 August 2026

To discuss the issues raised in this paper please contact:

Guy Rainbird, Public Affairs Director
guy.rainbird@theaic.co.uk

The Association of Investment Companies consents to this response being made public and to its name
being included in any published list of respondents in relation to this consultation.
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