VEST
NP

CS3D

Comments on the inappropriateness of the use of subsidiary definition

Executive summary

Equity investors who take a majority share in portfolio companies for investment purposes should
be distinguished from trading / corporate groups. Companies that receive capital from equity
investors such as funds should not be deemed subsidiaries of the fund manager or the fund
vehicle, e.g., LLP.

This is neither in line with the reality of these investments nor existing accounting and corporate
reporting rules, such as IFRS 10.

Treating the manager or the fund as the parent of one of the fund’s portfolio companies could
inappropriately:

o force fund managers to investigate, report on and inappropriately interfere with the
activities of their portfolio companies continuously (and not only at the time of
investment).

o consider all portfolio companies of a private equity fund as “trade groups”, and hence
often businesses of such portfolio companies despite these having no operational and
business link or synergy between each other.

o be incoherent with reality and well-established accounting and corporate reporting
standards by suggesting that individual and separate portfolio companies are all within the
same group through the fund / manager.

We suggest clarifying that the definition of “subsidiary” only applies to entities which are in
trading / corporate group ownership and not to companies which are owned by financial investors
for purely investment purposes.

Introduction

Invest Europe is the association representing Europe’s private equity, venture capital and infrastructure
investment sectors, as well as their investors.

As an association, we welcome the European Commission’s proposal to promote sustainable and responsible
corporate behaviour. We support the principles behind the proposal, and in particular the idea of holding
those involved directly in the specific management decisions of a company accountable for sustainable
supply chains.

We however are concerned with some practical issues within the text, some of which shared by other
industry representatives, some which are very specific to our asset class.

Private equity and its role for the economy

Private equity funds are a fundamental part of the financial ecosystem. As markets evolve, private
equity has become an increasingly essential alternative to more traditional forms of financing.
Private equity fund managers select businesses, whether start-ups, scale-ups or more established
companies, that they believe have the potential to grow.

After initially raising capital through (mainly) institutional investors such as pension funds, banks,
insurers and - in the case of venture capital - public funds, managers will invest that capital into
the companies it has selected.

Investments, although long-term (five years on average), are limited in time. Once portfolio
companies have matured/reached their goals, they will be sold either through trade sales or IPOs.
At this stage capital is returned to investors.
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In numbers

Employment 2021

10.5million 4.5%

Employees worked in private equity of Europe’'s tatal 235 millicn
backed Eurapean companiss warkforce
Saurce: EDC J Ewaslad / UK ONE

Employment by portfolio company stage
* & @

o ==lije =jilje =Eje =jil)e
o =ilje =li)e =lje =le
o e <o =He <
o =iils =jiiie i) =) =i+

o =ille =fije =le =Jl)es =)

=l
=ile
=)

o =ilje wifife =ille <)o

. =Ho =e =S =
o ==iie =jiilje ==llje <jil)e ==l

o =illje =fil)e =ie =)+ =i+

o e =e =i =2 =

o ==ilje =il =i+ =ji)+ =)

o = *iii*lqi*

: o =flje =filje =i+ =) =N}
=ie =+

o =i <o =)o <o =i

o =ile =fille =Hle =l =i+

I#___
o =
‘#__

-|=E
o =)
l:ﬁ

=
=
==
=ilj»
=
=
T
=llj»

Jabs in Buyoul
slage companies

6,519,716 3,044,947 581,720 335,847

To read more: Private Equity at Work, April 2023

e Private equity is characterised by many as varied forms of investing capital into underlying
businesses and assets often through buying securities in private companies. Private equity is an
“active stewardship” model. The fund manager will closely monitor the strategy and operation of
its portfolio companies and support them to achieve their financial goals. Private equity funds do
not (and cannot) necessarily engage in the day to day operations of the portfolio company.

e However, this model is very different from the activities of a trade group, in particular because
the fund buys the shares with a view to re-sale, holds them for investment purposes, and

continues to rely on the underlying board of directors and management team to operate the

business. The investment will (in appropriate cases) be covered by the EU's separate rules for

investment firms, the SFDR.



https://www.investeurope.eu/research/private-equity-at-work/
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Investors

Investment fund (AIF)

Flew of capital to portfolio companies
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Fund of portfolio companies

After a period, usually between 5 — 10 years, the useful life of
the fund will come to an end and investors will recoup returns
on their investments through sales of portfolio companies.

Graph 1: A typical private equity model

Il CS3D: impact on private equity structures

With its broad scope looking at all value-chain activities, CS3D risks impacting many businesses models - you
can see our full position paper here. However, here we will focus on the specific impact it could have on
private equity structures if certain amendments are not made. In particular, we have serious concerns about
a private equity fund or its manager being inappropriately treated as a "parent” of the portfolio companies
that it invests in (and thus be subject to enhanced due diligence obligation) if the fund takes a majority
equity share in a company for investment purposes.

Private equity funds or managers could be treated as a “parent company” of investee companies.

This situation could arise because of the definition of a "subsidiary” and within that definition, "controlled
undertaking” (as defined in Article 2(1), point (f), of Directive 2004/109/EC) sets out various tests, some of
which might be satisfied in a private equity structure.

This does not make economic sense.

It is wrong that investment funds and/or their managers should be treated as parent companies of portfolio
companies that sit within the funds that they manage, irrespective of the percentage of ownership the fund
might have in the business.

This is because:

- bholding a majority share in a portfolio company does not change the day to day running of the
firm

Day to day management of a portfolio company rightly remains with the board of directors, which may or
may not include one or more representatives of the shareholder(s) (in this case the fund manager(s)). The
board of directors of the portfolio company will still have legal responsibility for oversight of the
management of the company and its executives and will have ultimate control of its day-to-day operations.
The board of directors and the management should have responsibility for compliance with the company's
CSDD obligations, not the investor.


https://www.investeurope.eu/policy/key-policy-areas/company-law-corporate-reporting/
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- portfolio companies only sit within a fund for a few years, rather than in perpetuity and the
manager’s end goal is always to sell the equity stake after a defined period of time

The role of an investor, including the passive investment fund and its appointed investment manager, is
that of a limited liability shareholder holding an investment in the company. A clear indicator of such an
approach is its intention to sell the shares for a profit within a defined period. The manager should not be
considered responsible for the long-term life of an undertaking, not least because the fund manager does
not set and implement the strategy of the portfolio company.

- there is no overall strategy for all portfolio companies held within a fund

All portfolio companies are run completely independently, with different independent management. Each
portfolio company is a separate and independent entity usually with a different business. The equity is made
available by the fund for investment purposes only and not to create synergy effects among the portfolio
companies (see Graph 2).

Furthermore, the proposed approach:

- is not in line with the accounting treatment within IFRS 10 (Investment Entities: Exception To
Consolidation)

IFRS 10 makes it clear, that investment firms and their portfolio companies are not considered similar to
“normal” groups, as they do not need to consolidate portfolio companies into their accounts, as they would
with "true” subsidiarises in a group.

- there are already a number of regulatory regimes that are intended to regulate the
identification and management of sustainability risks, including human rights and environmental
risks, in the context of investment management.

The SFDR and AIFMD / MiFID Il regimes already integrate requirements on fund managers to identify and
consider sustainability risks, including human rights and environmental risks, in their activities. Specifically,
disclosure obligations already apply to all managers under the SFDR regime, which include consideration of
sustainability risks. In addition, certain funds making disclosure under Article 8 and all funds making
disclosures under article 9 have to disclose how the underlying investments align with human rights due
diligence processes set out in the UNGP and OECD Guidelines for Multinational Enterprises. Whilst
recognising the difference between the disclosure obligations in SFRD and the actionable liabilities in CS3D,
the overlap and diverging definitions will create conflicting obligations with these regimes.

In addition, recent changes to AIFMD / MiFID Il require the integration of sustainability risks into
organisational and risk management policies and internal controls of investment fund managers. This goes
beyond disclosure and imposes an underlying compliance obligation on these firms, including in relation to
due diligence pre-investment and during ownership.

Conclusion: The relationship which the investment fund has with an investee company, and its approach

to its stewardship obligations, does not fundamentally change if it owns 49% or 51% of a company. CS3D -
with its use of the “subsidiary” definition is at risk of creating a fundamental confusion between financial
investments and strategic trade group links.

If this situation does materialise, there are potentially major negative externalities

If the scope is not modified, fund managers will likely halt funding to companies within scope of such
Directive due to the legal concerns, massive increase in due diligence burden and risk exposure. Moreover,
some SMEs, including start-ups funded by venture capital, will be dragged in-scope despite being
independent entities.

Legal structure concerns



https://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:32016R1703&from=EN
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The key obligation of CS3D is of course for in-scope entities to identify actual and potential adverse human
rights impacts and adverse environmental impacts. This includes impacts arising from their own operations,
and also from the operations of their "subsidiaries”.

If the CS3D obligation to bring to an end or mitigate the potential or actual adverse impacts is put on the
parent company on behalf of the subsidiary, this would put the fund manager (deemed the parent company)
and the portfolio companies receiving majority capital from the fund (deemed the subsidiaries) in an
impossible legal situation. The fund manager would be:

o responsible for the burden to provide financial compensation for adverse impacts caused
or contributed to by a portfolio company
o have de facto legal responsibility of the subsidiary's board of directors

The manager, who is only an investor in the company and cannot control the day to day business, would be
deemed responsible and will be unable to take such responsibility, which goes beyond the level of
interference in the portfolio company's operations than is commercially, contractually or legally consistent
with the investment relationship

This level of involvement in the portfolio companies' operations and commercial relationships would be
legally and commercially difficult as well as highly disruptive to the fund/fund manager's everyday business.
The investor may furthermore lack the industry expertise to properly discharge this requirement,
considering the diverse nature of investments in some funds'/managers' portfolios.

All of this would be in contrast to a true corporate group in which, in many cases, the whole group may be
active in the same or adjacent industries.

This unprecedented level of burden would not only be difficult to manage - but it is unlikely to improve the
current situation where fund managers are required by investors to conduct due diligence on companies at
the time of investment, and where many will be required to report on the environmental and human rights
performance of their portfolio under SFDR.

In other words, CS3D rules could not only lead to divestments in EU businesses: they would most likely not
have any real added value on top of existing rules.

Scope Concerns

Classifying portfolio companies as subsidiaries may also have important effects on whether entities are in
the scope of the directive, depending on the approach finally taken to grouping/consolidation for
determining whether the scope thresholds are met.

If a fund or fund manager has to account for the turnover of its portfolio companies (which in some cases
may be hundreds of companies), a group-level threshold is much more likely to be met than if the
fund/fund manager included only the true subsidiaries within its corporate group.

This may lead to situations where standalone businesses which are below the threshold will suddenly fall
into scope because of their connection to the fund, the fund manager or the other portfolio companies in
which the fund has invested.

The Czech Presidency has acknowledged that the inadvertent capture of SMEs as part of a corporate group
- even where no single entity within the group qualifies - is potentially problematic. This is particularly
true given that SME portfolio companies - which would be out of scope were it not for the application of
the "subsidiary” definition - can also incur civil liability for damages under Article 22.

For example, in Graph 2 below, portfolio companies (PC 1 and PC8) could be considered as being both
subsidiaries of the fund, leading for them, the fund and, depending on interpretation, the rest of the
portfolio companies to be deemed a single entity from a CS3D perspective. This is irrespective to the fact
that these businesses only have the financial investment of the fund, which is limited in time, in common.
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Fund manager In the case that a fund manager
decides to take an investment stake of
over 50%, this should not result in the
portfolio company moving within the
remit of the fund manager for due
diligence purposes.

Fund manager
PC2

PCs im which the
manager has
*50% stake

An investment firm with a majority
equity stake in a portfolio company
should not be considered as a parent
in the context of this Directive.

Fund of portfolio companies

Fund of portfolio companies

Graph 2: Fund structure showing split between manager and underlying companies

Changing the definition of a subsidiary would not narrow the scope of CS3D

In fact, by changing the definition of a subsidiary, it would in fact improve the value of its information

Changing the definition of a “subsidiary” does not mean a portfolio company within the scope will stop
complying with due diligence rules - it just means the portfolio company will not be considered linked to an
entity that is purely investing in it (as opposed to an entity held by a holding company and part of a trade

group).

To reiterate, we support the spirit of the proposal. What we are asking for here is a more appropriate
definition of what constitutes a group in this context aligned with international accounting and corporate
reporting standards, which will make the rules more appropriate, and will ensure that resources are not
wasted on disproportionate double due diligence.

CS3D poses a concern as investors’ investment activities are already covered by specific sectoral legislation
that imposes sustainability criteria (SFDR, AIFMD, MiFID Il). The risk of conflicting obligations duplicating
information would be high and could lead to reclassification risk under the SFDR e.g., because even funds
classified as Article 6 would be required to undertake and promote human rights due diligence, which would
move them to Article 8 by default based on current guidance and interpretation of the rules. If the rules
were to apply, they should only apply at the time of the investment, when the fund manager is in any case
already conducting significant due diligence on its investments.

Below is a representation of the due diligence requirements for private equity firms under the current
situation (1), under the CS3D requirements as currently drafted (2), and under the CS3D with improved
wording on the definition of a subsidiary (3).

1) Current status

Investors

Pre-investment due
diligence requirements
under SFDR

Investment fund (AIF) -

Flow of ESG
I information under
the CSRD

Fund of portfolio companies

Current situation
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2) (CS3D requirements as currently drafted

Investors

Pre-investment due Limited CS3D due diligence

diligence requirements reguirements (for financial
-

under SFDR services) for investors on top

Investment fund (AIF) — of SFDR requirements

Flow of ESG |

[ information under Enhanced CS3D due diligence
the CSRD requirements for managers of
€530 due diligence companies for which they

e have a majority stake

Fund of portfolio companies requirements for

portfolio companies

P

Situation for majority investments
under current CS3D drafting

3) (CS3D after adjusting definition of a subsidiary

Investors
. Due diligence requirements
l P.n_a-mvestmen_t due under C53D for investors on
diligence requirements top of SFDR requirements
under SFDR
Investment fund (AIF) —
Flow of ESG
I information under
the CSRD
Due diligence requirements
Fund of portfolio companies |~ under C53D for portfolio
companies
Situation by adjusting the definition
of subsidiary within the CS3D
lil. A simple solution

The definition of subsidiary should be amended to make it clear there is a real distinction between a trade
group and a financial investor taking a majority share in the portfolio company:

Our proposed amendment
This could be done by amending Recital 19 and Article 3 (d) as follows:
Recital 19:

As regards regulated financial undertakings providing loan, credit, or other financial services, “value chain” with
respect to the provision of such services should be limited to the activities of the clients receiving such services, and
the subsidiaries thereof whose activities are linked to the contract in question. Clients that are households and
natural persons not acting in a professional or business capacity, as well as small and medium sized undertakings,
should not be considered to be part of the value chain. The activities of the companies or other legal entities that
are included in the value chain of that client should not be covered. Financial undertakings providing credit, loan or
equity, shall not be considered to be a parent company when taking a majority equity share in a company.

Article 3 (d):
(i) ‘subsidiary’ means a legal person through which the activity of a ‘controlled undertaking’ as
defined in Article 2(1), point (f), of Directive 2004/109/EC of the European Parliament and of the
Council 128 is exercised;
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(ii) By way of derogation, for the purposes of this Directive, companies providing credit, loan or
equity, shall not be considered to be a parent company when taking a majority equity share in a
company.




