April 25, 2022

VIA ELECTRONIC SUBMISSION
Vanessa A. Countryman

Secretary

U.S. Securities and Exchange Commission
100 F Street NE

Washington, D.C. 20549-1090

Re: Private Fund Advisers, Documentation of Registered Investment Adviser
Compliance Reviews (SEC Release No. | A-5955; File No. S7-03-22 (February 9, 2022)).

Dear Ms. Countryman:

The American Investment CouncilXfC”) appreciates the opportunity to submit the
enclosed comments on the Securities and Exchangen@sion’s (the Commission”)
proposed rules (thé”t oposal”) regarding investment advisers to private fuhds.

The AIC is an advocacy, communications, and rebearganization established to
advance access to capital, job creation, retires@eurity, innovation, and economic growth by
promoting responsible long-term investment. |s #gffort, the AIC develops, analyzes, and
distributes information about the private equity gmivate credit industries and their
contributions to the U.S. and global economy. lE&hed in 2007, and formerly known as the
Private Equity Growth Capital Council, the AIC iaded in Washington, D.C. The AIC’s
members are the world’s leading private equity pmehte credit firms, united by their
commitment to growing and strengthening the busiegén which they inveét.

The private equity and private credit industriessy positive role in communities across
America. During the pandemic, private equity angate credit investment supported millions
of jobs, thousands of small businesses, and delivre strongest returns for public pensions.
This success and growth have in turn deliveredhbsl of dollars in returns for investors and
helped launch countless valuable U.S. companiepeottlicts. More broadly, private equity

! Private Fund Advisers; Documentation of Registdrevestment Adviser Compliance Reviews, 87 Fedy. Re
16,886 (Mar. 24, 2022). All citations to the Prspbwill refer to the Federal Register page untgbgrwise
indicated.

2 For further information about the AIC and its mers) please visit our website at
http://www.investmentcouncil.org.



and private credit advisers continue to deliveresigp returns to investors compared to other
asset classés.

The AIC supports an appropriate regulatory framéwor private equity and private
credit funds and their advisers, and appreciae®piportunity to provide the comments
submitted with this letter. The AIC believes thas particular Proposal is unnecessary, and
would curb the entrepreneurialism, flexibility, aimestment returns that make private funds an
increasingly attractive option for the world’s masiphisticated investors. The AIC is also
concerned that the Proposal exceeds the Commisstatutory authority to regulate in this area.

We hope that the enclosed submission is helpftiedCommission as it considers this
important Proposal. We also intend to separatdyrst responses to certain questions that the
Commission posed throughout the Proposal. Duegad®lume and complexity of the questions
presented, and the unusually short 30-day commiwliow, our members need additional time
to evaluate and provide meaningful responses towbe 900 questions included in the Proposal.

Respectfully submitted,

( -
Drew Maloney

President and CEO
American Investment Council

% For purposes of this letter and the attached camsnee generally use the terms “private funds” ‘mivate
equity funds” to encompass private equity fundsjgbe credit funds, and other permanent capitaicket We
refer to their investment advisers as private faddsers, private equity fund advisers, and fur@hsprs.
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INTRODUCTION AND EXECUTIVE SUMMARY

Private equity is a significant contributor to tHeS. economy. As of 2020, the sector
included approximately 4,500 private equity firrm&ld 6,000 companies backed by private
equity capital, employing approximately 11.6 mitlipeople> Private equity firms invest in
mature and growth-stage businesses to provide dexgatal, to provide expertise that bolsters
performance, or both. For these businesses, prequity is a key source of capital that may be
unavailable or too costly to obtain from other segt such as public market capital.

Private equity is a proven investment strategy laatconsistently outperformed public
markets over the last 20 ye&r$rivate equity improves productivity by increasirapital
expenditures and channeling resources to more ptivdwses, delivering improvements in
both sales and operating margingor investors, investing in private equity haefbshown to
increase average portfolio returns and portfolibadfpe ratios”—a measurement of risk-adjusted
return? From 2005 to mid-2021, private equity distributedre than $2.7 trillion to investot.

By Congressional design, investment in private tygaireserved primarily for investors
with significant investment holdings— who are watisitioned to appraise a private equity
investment, have the experience and leverage totiaég appropriate investment terms, and are

* Except as noted, the industry statistics are fEdmMEconomic contribution of the US private equity eeat
2020, Prepared for the American Investment Couflgiay 2021), https://www.investmentcouncil.org/wp-
content/uploads/ey-aic-pe-economic-contributionerefinal-05-13-2021. pdf.

Estimates exclude indirect effects of supplierthtoprivate equity sector and related consumerdpg.

SeeStephen L. Neshitt, Cliffwatetong-Term Rewards from Private Equfiyar. 2021). For example, over
the last 20 years, pension funds have earned setfi®25% per year in private equity, as oppoeezhty
5.4% per year in the public marketsl. Other data show similarly strong results for ptésequity
investments. Thmedianreturn of institutions with a portfolio of at 1eés€80% private equity is higher than the
top returnof institutions with portfolios of less than 10%wvate equity. Maureen Austin & David Thurston,
Cambridge AssociateBuilding Winning Portfolios Through Private Invesimi(Aug. 11, 2021)see alsd-inal
Rule, Accredited Investor Definition, 85 Fed. R84,234, 64,267 (Oct. 9, 2020) (“All else equal, axging
the set of investment opportunities can increagersiification and improve the risk-return tradeaffin
investor’s portfolio. More specifically, addingiyate investments to the set of investable assetisl @llow an
investor to expand the efficient risk-return fremtand construct an optimal portfolio with riskenet properties
that are better than, or similar to, the risk-retproperties of a portfolio that is constrainedrirmvesting in
certain asset classes, leading to a more effigierifolio allocation. For example, recent resedrak shown
that investments in funds of private equity funds outperform public markets. Thus, to the exé@eess to
private offerings expands the efficient risk-retfnontier for newly eligible accredited investorsdaqualified
institutional buyers, we expect these investor§patentially benefit from an improvement in potifo
efficiency.”) (footnotes omitted).

" Quentin Boucly, David Sraer & David Thesm@rowth Ibos Journal of Financial Economick02.2 (2011):
432-453; Steven J. Davis, et &rjvate equity, jobs, and productivikmerican Economic Reviel®4.12
(2014): 3956-90.

Viral V. Acharya, et al.Corporate governance and value creation: Evidemamfprivate equityThe Review
of Financial Studie®6.2 (2013): 368-402; Shourun Guo, Edith S. Hah& Weihong Sond)o buyouts
(still) create value?The Journal of Financé6.2 (2011): 479-517.

Gregory Brown, Wendy Hu & Bert-Klemens Kulrjvate Investment in Diversified Portfoligzan. 2021).

10 Based on data from PitchBook.



best able to absorb investment losses should ttayb' These investors include the world’s
largest pension funds and professionally-managecrgity endowments and charitable
foundations. In negotiating investment terms, tbégn are represented by some of the world’s
leading law firms-

Private fund investors have substantially incredbed holdings in private equity in
recent years. Among sampled pension funds, fanpig the median allocation to private
equity has risen from less than 1 percent in 28Cdpproximately 9 percent in 2020.These
investors are seeking out private equity (and htencontinue to do stf)precisely because it is
a successful, healthy, and thriving sector of tenemy, providing returns that exceed those
available in publicly-traded securities and a raofjether available investment optiohs.
Investors with this degree of sophistication—mahwbom, such as pension plans, owe
fiduciary duties to their beneficiaries—would nat@ could not) be shifting their capital to
private equity if they lacked sufficient informatido make responsible, remunerative investment
decisions, or if they were unable to achieve satisiry contractual terms through negotiation
with fund advisers?

Indeed, private equity in recent years has beeracterized not only by favorable returns
and increased holdings by some of the world’s lagthivestors, but also by abundant evidence
of those investors’ ability to use their expertis®l negotiating leverage (and top-notch, expert
legal counsel) to achieve favorable changes in comoontractual term<. Private equity firms
are close partners with their investors, work wath them, and value these relationships.

1 Seel5 U.S.C. §8 80a-3(c)(7)(A), 80a-2(a)(51).

12 prominent investors in private equity include muous sovereign wealth funds; CalPERS and CalSWRSof

the world’s largest pension funds; the Yale andvllat endowments, the two largest university endowmiz
the United States; and large foundations sucheaBahd Foundation and the Rockefeller Foundatlcmw
firms specializing in representing private equityastors when negotiating investment terms inclda
Piper, a firm of 4,300 lawyers; Goodwin Procter LlaFfirm of more than 1,400 lawyers; K&L Gates LIP,
firm of approximately 1,500 lawyers and Morgan & Bockius LLP, a firm of approximately 2,000
lawyers.

13 Center for Retirement Research at Boston ColleligsionSquare Research Institute, National Assiaziaf

State Retirement Administrators, and Governmerdarge Officers Associatiofublic Plans Dat&2001-2020

14" According to Private Equity International’s Decenl2021 survey, 93% of institutional investors @tge

allocate the same amount or more to private equitiye coming year. This positive experience \pitivate
equity belies the premise of the Proposal.

15 SeeHeather GillersRetirement Funds Bet Bigger on Private Equitiall St. J. (Jan. 10, 2022),
https://www.wsj.com/articles/retirement-funds-bajger-on-private-equity-11641810604.

6 SeeReport of Professor S.P. Kothari 11 22-23 (Apr.Z®R2) (“Kothari Report”).

7 Management fee rates are now generally underdheage cited by the Commission (afy, Proposal at

16,893). See, e.g.Key Findings ILPA Industry Intelligence Reporthét Is Market In Fund Terms? (2021),
https://ilpa.org/wp-content/uploads/2021/10/Keydings-Industry-Intelligence-Report-Fund-Terms.pdf
(reporting management fee rates of 1.5% to 2.8%g;alsd’roposal at 16,940 n.263 (estimating private gquit
fund management fees to be 1.76%). Large investarisiding those representing a significant nundser
pensioners, have negotiated even lower fees. Alewvin 2006, funds would offset only around 7086 o
transaction feeseePreqin, 2006 Fund Terms Advisor, the standarave & 100% offset for transaction,
monitoring, or financing feeseePreqin, 2021 Private Capital Fund Terms Advisod; Mudson 2021 Private

2



All these developments reflect healthy, robustaievordering by which well-matched
counterparties are able to develop and evolve aottal terms that further the unique benefits of
private equity investing while satisfying the olijees of both advisers and investors. Moreover,
fund managers often take different approachesesetimegotiations, allowing private fund
investors to weigh the benefits and costs of affiéterms and decide which terms are best
tailored to their needs. And because the privateteindustry is unconcentrated, investors have
substantial flexibility to switch firms if they adissatisfied with the terms being offered by a
particular firm. The variation in fund terms prot@se competition and is evidence of a
functioning—not broken—market. Even a report frimstitutional Limited Partners
Association (TLPA ") that the Commission cites as support for theadey need for the proposal
acknowledges that “[c]lear and consistent reportihfges and expenses is an area that has seen
real progress.®

Despite all this, and for reasons not fully expdainthe Commission is now proposing to
thrust upon this thriving, competitive (and eveoveded}® sector the most costly, intrusive set
of requirements ever imposed on private funds hadt advisers. The Commission suggests the
Proposal will help avert fraud in private fundst lunowhere demonstrates that the existing
regulatory regime—and the resources and rightstidrmavailable to private equity’s
experienced investors—are insufficient to detectmuress fraud when it occufsindeed,

Equity Fund Terms ResearcBee alsdLPA 2021 Industry Intelligence Report — Key Fings (identifying
other favorable changes in contractual terms feestors); 2020 Private Funds CFO Fees & Expensagysu
(same).

In addition, a large number of firms have subaty adopted the template from the Institutiohahited
Partners Association (“ILPA”) for reporting. ILP& an association of private equity investors theludes the
world’s largest pension funds; MetLife, Wells Fargad other large insurers and banks; and the ViBahk
and the sovereign wealth funds of several Middlst&a nations. Approximately 60% of its membership
U.S.-based, with the remaining members based thauighe rest of the worldSeelnstitutional Limited
Partners Ass'nywho We Arghttps://ilpa.org/about/; Institutional Limited fa@ers Ass’nMember List
https://ilpa.org/member-list/.

Senior officials of the Commission have notedséhnprovementsSeeSecurities Enforcement Forum West
2016 Keynote Address: Private Equity Enforcememijréw Ceresney (May 12, 2016),
https://www.sec.gov/news/speech/private-equity-ergment.html (“Our sense is that through the
Commission’s focus on the industry, we have hetpesignificantly increase the level of transparemty fees,
expenses, and conflicts of interest, and have presimgal change for the benefit of investors ...sHort, |
think our private equity actions have led to sigaifit change in the private equity industry, aliite benefit of
investors.”).

8 Proposal at 16,894; Key Findings ILPA Industrielligence Report: What Is Market In Fund Terms2090
https://ilpa.org/wp-content/uploads/2021/10/Keydings-Industry-Intelligence-Report-Fund-Terms.pdf
(“Clear and consistent reporting of fees and exgeisan area that has seen real progress.”).

19 SeeRise in Private Equity Allocations Looks Unstopgattlor Now Private Equity Wire (Mar. 15, 2022),

https://www.privateequitywire.co.uk/2022/03/15/392&ise-private-equity-allocations-looks-unstopgabbw
(concluding that 2022 is set to be the most cortipetiundraising market yet); Kothari Report § 24t{ng that
the private fund sector has “5,037 registered peieavisers with $18 trillion assets under managerhalong
with a significant “number of new entrants, withtveeen 15% and 33% of fundraising [being] condudted
first-time funds”).

% Indeed, the Commission howhere demonstratesrtad fs any more present in this sector than incthgr the

Commission regulates.



many of the concerns raised by the Commission baea addressed in the wake of the 2010
Dodd-Frank Wall Street Reform and Consumer Praieaict, when private fund advisers first
became subject to the Advisers AttAnd these concerns arise very infrequently. The
Commission cites just 20 enforcement actions, nigom a number of years ago, spanning a 16-
year period (for an average of 1.25 actions per)y@dich is far from an adequate basis to
justify such a drastic change in the regulatorymeg Moreover, by the Commission’s own
account, these enforcement actions involved misectingloverned by, and detected through, the
existing regulatory regime—and the Commission failestablish a greater presence than in
other sectors, which are populated with investioas have much less financial wherewithal than
investors in private equity. In the end, the Cossitin appears to be targeting certain
investment terms that it arbitrarily considers umflaut it fails to establish that investors have
been harmed by those terms. Indeed, the Commigsisrio show that eliminating those terms
will offer any real benefit, much less a benefdaitexceeds the Proposal's substantial costs.
Instead, the Commission’s overall agenda appedrs tflawed effort to “mutual fund-ize” and
commoditize the private equity sector, in direattcavention of Congressional intent.

The Proposal also imposes a number of oneroudis@ and other requirements, which
the Commission attempts to justify by asserting tha investors in private funds do not have
“sufficiently detailed information” about their iegtments and are therefore at a disadvantage
when negotiating with advisef$. But the Commission fails to substantiate its ssign that
private fund investors lack bargaining power, mleds its assumption that investors will benefit
from the types of details required here. The Cossian also fails to account for several less
burdensome alternatives to the Proposal as a vemaoléo individual portions of the Proposal.

Because this rule is not necessary—and will theegfopose costs and constraints that
are not justified—the Commission should, for tregigon alone, withdraw the Proposal and not
proceed to a final rule. And the Proposal is fundatally flawed and should not be adopted for
numerous other reasons as well:

l. The Proposal exceeds the Commission’s statutoryhauty and is inconsistent
with the Commission’s obligations and authority uadthe Advisers Act and the
Administrative Procedure ActAs shown below in pages 7-30 of this comment, peivands
and their investors are subject to a completekgdbht regulatory architecture than their public,
retail investor-facing counterparts. Because airt,f the greater wealth and sophistication of
private fund investors, Congress has purposely@peatedly applied to private funds a
regulatory approach that is different in kind fréime thoroughgoing regulatory requirements for
registered investment companieRICs”), and retail investors and their brokers. Thegesal
ignores this crucial distinction, introducing inwgsrequirements that in some instances exceed
the requirements that Congress itself imposed o mighly-regulated retail investment
relationships and vehicles like RICs. A decisionreat funds for highly sophisticated investors
the same as—or more stringently than—funds foillneteestors, if adopted, is a slippery slope
for regulation that has no clear stopping poinhe3e proposed requirements are outside the

2L SeePub. L. No. 111-203, § 403, 124 Stat. 1376, 1301Q) (“Dodd Frank Act”).
%2 Pproposal at 16,888.



Commission’s authority and unauthorized by theustay provisions the Commission cites in
their support. They are also invalid under the i8drs Act and the Administrative Procedure
Act (“APA”) because the Commission has failed to make tleshiold showing needed under
the APA for any regulatory action—that the actisneeded-and because the proposed rules’
terms themselves are unwarranted, burdensome, ilirichim advisers, funds, and investors in a
manner that impairs efficiency, competition, angita formation. With its short comment
period, moreover, the Commission has failed tordftdfected parties a meaningful opportunity
to participate in the rulemaking, thereby impairiteyjown ability to obtain the input and
information the Proposal admitted it needed to iobt&Vith more time, market participants
could provide the data and analyses needed toagaihunderstanding of the economic effects
of the Proposal.

Il. Numerous specific provisions in the Proposale@unwarranted and will have
adverse consequences for private funds and theuestors. As discussed in detail at pages 30-
64 below, four distinct categories of requiremeantthe Proposal are unwarranted and will
impair rather than enhance the management andrpenfce of private funds.

A. The prohibited practices provisionsT'he Proposal would improperly
prohibit widely-accepted and well disclosed cortttacms that benefit advisers, private
funds, and their investors. These include the &sals prohibition of agreements to
indemnify advisers for negligence, a limitationtt@@ngress itself declined to impose on
managers of RICs, and that would introduce needless and a fear of liability that
discourages the entrepreneurialism at the heaiterhative asset management. The
Proposal would prohibit various fees and expensatshave long been closely-negotiated
between advisers and investors and that, the Caimamiadmits, advisers could simply
charge as part of an overall management fee. Tgresdbitions threaten to decrease
investors’ returns and to reduce investor choicerying smaller advisers from the
market. The Commission would also place an unsacgsestriction on advisers’ ability
to deduct tax obligations from the amounts “claweadk” by funds in certain
circumstances, another widely-accepted practicetiieaProposal simply
misunderstands, and that advisers fully discloskuse to help protect their employees
from out-of-pocket losses. And, the Proposal waalgulate the side letters that advisers
enter into with certain investors, at the investorven request, yet another widely-
accepted practice that investors insist upon ataha$ critical to funds’ ability to attract
the substantial initial investments needed to lauméund.

These, and other prohibitions in the Proposal, apprly insert the Commission
into arm’s-length negotiations between some ofntost sophisticated and best-advised
counterparties in the world, conferring new cortwatrights and terms on investors that
they do not need, and that the Commission lackaubkigority to bestow.

B. The adviser-led secondaries rul@he Proposal would impose a number
of burdensome requirements on adviser-led secondargactions, which would have
the effect of reducing the returns of private fumgestors. An adviser-led secondary
transaction offers fund investors an alternativeeas to liquidity—either by selling all or
a portion of the investor’s interest in the fundpg converting all or a portion of the

5



investor’s interest into another fund advised gy $hme adviser. The Proposal would
require fund advisers, prior to the closing of anlyiser-led secondary transaction, to
obtain an independent fairness opinion on the ioffgorice and to disclose any material
business relationships between the adviser andgimen provider. This requirement is
often unnecessary, as other means of verifyingepntormation are often more reliable
and less costly to investors. Advisers shouldrim®meraged to pursue the most reliable
method of determining purchase price and to avoiteaessary delay, which can put
transaction completion at risk, and to avoid intrunnecessary costs ultimately borne
by investors.

C. The disclosure requirementsT'he Proposal would impose several
burdensome disclosure requirements on advisergasmg costs without offsetting
benefits. These include a one-size-fits-all reguient that advisers issue quarterly
statements with highly detailed information abaédd, expenses, and fund performance
within a mere 45 days after the quarter’s end.s Teéguirement would mire advisers in
collecting and reporting vast amounts of informatiio a short period, increasing costs,
reducing returns, and posing a particular threantaller advisers and new market
entrants that lack the necessary back-office itrinature. It will raise even more
significant challenges for funds-of-funds and selaog funds. The Commission’s
indiscriminate approach fails to adequately tait@ reporting requirements to the
capabilities and needs of specific funds. The mamprequirements are also unnecessary
because investors in private funds that need dpsdareporting already receive—and
negotiate for—customized disclosures of relevafatrmation tailored to their needs.
Similarly, many advisers already have templategjt@rterly statements and other
reports. The Commission does not need to man@atenpther way of presenting the
same or similar information.

D. The audit requirements.The Proposal would require all private funds to
obtain audits in accordance with a variety of sfpgatiions. But these audit requirements
are duplicative and unnecessary, overlapping inymespects with existing mandates
without delivering any notable benefit.

The cumulative effect of these unnecessary chandese to stifle a particularly vibrant
sector of the financial services industry—saddlingith unjustified burdens and constraints.
Entrepreneurialism will be curbed, together witl dontributions that private-equity-backed
companies make to the U.S. economy. The blowfalllparticularly hard on new market
entrants and smaller fund sponsors, which are filaly to be women- or minority-owned than



larger private equity firnfs but often lack the resources to implement thegeirements.
Efficiency, competition, and capital formation walll be impaired?

* * %

Just three years ago, the Commission release@1$ &dvisers Act Fiduciary
Interpretation ,”® which expressly acknowledged and preserved thefibef the current
system for achieving contract terms through armiggth negotiation between private fund
advisers and investors. The Commission has prdwidgustification for its sudden, sharp
reversal toward this thriving sector of the econoriiyie proper course for the Commission now
is not to proceed with this Proposal, but insteadlbw advisers and investors to continue to
absorb the Interpretation and respond appropriadely for the Commission and its staff to take
the time needed to appraise whether the Interpyatat achieving its intended effects.

l. THE PROPOSAL AS A WHOLE IS UNLAWFUL.

The Commission’s Proposal to require private fuddsers to abandon longstanding,
legitimate business practices, and to provide gagtarterly disclosures, is unlawful: the
Proposal exceeds the Commission’s statutory adyhasiarbitrary and capricious under the
Administrative Procedure Aéf:and is unduly costly and not consistent with tleen@ission’s
statutory duty to consider whether its action wiribmote efficiency, competition, and capital
formation?’

A. The Commission Lacks Statutory Authority To Adopt The Proposal.

The Proposal falters at the starting gate becawseeeds the Commission’s statutory
authority. Like other federal agencies, the Corsiois “literally has no power to act . . . unless

% Minority and women-owned businesses represersctidn of the asset management industry, andftverean

be expected to constitute a greater percentagevoentrants to the markefee e.g, Securities and Exchange
Commission Asset Management Advisory CommitteebcS8mmittee on Diversity and Inclusion -
Recommendations for Consideration by the AMAC dy Ju2021, https://www.sec.gov/files/amac-
recommendations-di-subcommittee-070721.pdf.

24 The Proposal will, among many other things, drécally affect the collateralized loan obligatiorC(*O”)

market since many CLOs rely on exemptions unddiasexc3(c)(1) or 3(c)(7) of the Investment Compéuy,
and thus would expressly meet the definition ofivgte fund” for purposes of the Proposal. We vibe
application of the Proposal to CLOs as additionaence of the hurried and unrefined nature ofRhaposal
and the Commission’s failure to tailor the Propdeadpply more specifically to different structusesd
products to the extent actual harms exist. Wexasa@e that other interested parties will submit ic@nt letters
on the Proposal on behalf of CLO sponsors, and katiets will express the view that the Proposalth not
apply to CLOs due to the structural and commeasakects of CLOs that differentiate them from peviainds.

% Commission Interpretation Regarding Standardafdict for Investment Advisers, 84 Fed. Reg. 33(6868/
12, 2019).

% See5 U.S.C. § 706(2)(A).
%’ Seel5 U.S.C. § 80b-2(c).



and until Congress confers power uporfit.Here, the Commission points to sections 206 and
211(h) of the Advisers Att as the sources of authority for the PropdSakut neither of those
provisions authorizes the Commission to adopt théipitions on longstanding business
arrangements and requirements for detailed regpctmtemplated by the Proposal.

1. The Proposal, As A Whole, Is Inconsistent With Thé&tatutory
Structure And Congress’s Unique Treatment Of Privaé Funds.

For reasons set forth in the sections that folkhve,Proposal is not authorized by the
provisions of the Advisers Act on which the Comnauaspurports to rely. Perhaps even more
importantly, the Proposal misapprehends and casfliath the entire framework Congress
established for the regulation of private funds.

In the Investment Company Act of 1940 (thevestment Company Act), Congress set
forth a detailed regulatory structure for RICs, gaming almost every aspect of investment
companies’ operations. Federal law, for exampdeegns an investment company’s board of
directors® functions and activitie¥ size>® contractual relationships with advisers and
underwriters’® transactions with affiliated persotisgapital structuré® payments or
distributions®’ proxies>® lending relationship?’ and distributions, redemptions, and repurchases
of securities? among other things.

Congress purposefully exempted private funds frioéxtensive regulatory regime.
Because the “qualified purchasérsihvested in private funds are large, extremehhssifcated

2 N.Y. Stock Exch. LLC v. SE@52 F.3d 541, 553 (D.C. Cir. 2020) (ellipsis iigmal) (quotingLa. Pub. Serv.
Comm’n v. FCC476 U.S. 355, 374 (1986)).

29 15 U.S.C. §8§ 80b-6, 80b-11(h).

30 SeeProposal at 16,974. The Commission also citesossc03(d) and 211(adee id, but neither confers

independent rulemaking authority here beyond wiestauthority sections 206(4) and 211(h) conferctiSe
203(d) merely provides that certain prohibitionslemthe Advisers Act apply to registered investnashisers
and their agents, 15 U.S.C. § 80b-3(d), and seétldifa) is a general rulemaking provision thatrsete
“powers conferred upon the Commission elsewhetkignsubchapter id. § 80b-11(a).

31 Seel5 U.S.C. §§ 80a-10, 80a-16.
% See id§ 80a-12.

% See id§ 80a-14.

% See id§ 80a-15.

% See id§ 80a-17.

% See id§ 80a-18.

%7 See id§ 80a-19.

% See id§ 80a-20.

% See id§ 80a-21.

0 See id§ 80a-22.

1 |d. § 80a-3(c)(7)(A)see also id§ 80a-2(a)(51).



investors'? Congress presumed they were well-positioned toemigte and bear the risks
associated with their investments, and to “evaloatéheir own behalf matters such as the level
of a fund’s management fees, governance provistogassactions with affiliates, investment
risk, leverage, and redemption right&.’Private funds, in other words, are set apart fooher
segments of the investor community—and Congressyrezed thaf? The Dodd-Frank Act
framework did not disturb this balance.

Instead of allowing private fund investors to woild the terms of their own investments
as Congress intended and as they have for decatlhesitssystematic dysfunction or unfairness,
the Commission proposes a litany of extremely gpsthinecessary disclosures, along with a
paternalistic prohibition on longstanding businpsactices, viewing terms of lengthy and
complex agreements in isolation rather than as gdra fully integrated and heavily negotiated
whole. The Proposal not only subjects private futtdsome of the same types of regulation as
RICs, it actually imposesiore stringentestrictions on private funds. In the Investment
Company Act, for example, Congress provided thailrmvestment funds—with retalil
investors—could not indemnify their investment agvifor “gross negligencé™ Yet here, the
Commission would bar private funds—with large, ygsophisticated investors—from
indemnifying their investment advisers for even@egmegligence. That does not make any
sense and highlights the overarching flaw of then@ssion’s Proposal: where Congress has
determined that certain funds, given the size apdistication of their investors, should be free
from costly, unnecessary regulation, the Commissamwt at liberty to nevertheless impose that
regulation (or even more stringent regulation).

2. The Quarterly-Reporting Rules Exceed The Commissida Authority.

The Advisers Act contains a number of provisioreg fovern an investment adviser’s
reporting and disclosure obligations, but the Cossioin does not rely on those provisions in
support of the proposed quarterly-reporting rulese-r good reason: none of them applies.
Section 203(c) requires investment advisers apgliorregister with the Commission to report
specific information about their business, sucthaseducation of the advis&r.Section 204(b)
authorizes the Commission to require registeredstiment advisers to provide a “description”
of certain information, such as the type of askets by each fund the adviser advised\either
of those provisions authorizes the Commission goire—as the Commission proposes here—

2 These investors hold at least $25 million (artdrofnuch more) in investmentkl. § 80a-2(a)(51)(A)(iv).

3" Prohibition of Fraud By Advisers of Certain Pooledestment VehicleSecurities Act Release No. 8766, 2006
WL 3814994, at *8 n.45 (Dec. 27, 2006ge alsd<othari Report 1 23 (*economic literature suggéstd
sophisticated investors are well equipped to ptdtesr interests”); Report of Mark J. Flannery, [Py 45
(Apr. 25, 2022) (“Flannery Report”).

In further recognition of the size and sophigtaaof private fund investors, Congress exemptethf
registration under the Advisers Act advisers togte funds that have less than $150,000,000 insassder
managementSeel5 U.S.C. § 80b-3(m)(1).

%5 Seeid§ 80a-17(i).
5 Sedd. § 80b-3(c)(1).
*" See id§ 80b-4(b)(3).
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private fund advisers to issue detailed quarteports disclosing the past performance of funds
and the fees and expenses that were ultimatelylpailde fund$?®

Although the Commission’s proposed codificationttoe quarterly-reporting rules is 17
C.F.R. § 275.211(h)(1)-2,the Commission nowhere attempts to explain howicge211(h)(1)
of the Advisers Act authorizes these rules. Sa@ibl(h)(1) does not. That provision
authorizes the Commission to “facilitate the pransof simple and clear disclosures to
investors regarding the terms of their relationshifth . . . [their] investment advisers.”But,
here, the contemplated disclosures go well beybadterms” of the advisory relationsRfpor
any of the other information Congress authorized@bmmission to require to be disclosed.
Details about the past performance of funds andetbe that are ultimately paid to the adviser
are not the “terms of th[e] relationship” betweawdstors and advisers. The terms of the
relationship, including any conflicts of intereate necessarily set forth in the contracts, and the
disclosures incorporated into those contracts, éetvthe investors and advisers executed at the
outset of the advisory relationships; these tenmasnat and cannot be set forth in disclosures
provided after the fact. Disclosures that may fghthe terms of [the] relationship” are not
themselves disclosures of “the terms of [that]tiefeship[ ].”* Section 211(h)(1) does not

apply.

Perhaps recognizing as much, the Commission appeatsempt to ground the proposed
reporting rules in section 206(4)—a general amtisét provisiorr®> That provision authorizes the
Commission to “define, and prescribe means reaspui@signed to prevent” “acts, practices,
and courses of business” that are “fraudulent, ptée= or manipulative> But the
Commission’s proposed reporting rules exceed thieoaity of section 206(4) in three ways.

First, section 206(4) requires the Commission exgjgally “define” an act, practice, or
course of business that is “fraudulent, deceptivananipulative” before the Commission can
prescribe “means reasonably designed to preventhsact, practice, or course of busingss.
Here, the Commission has failed to “define” a fraledt, deceptive, or manipulative act. The
Commission’s vague assertion that, without the pseg reporting rules, fund performance may

8 SeeProposal at 16,976 (proposing to require disclsfimultiple categories of information, includitayl

compensation, fees, and other amounts allocatpdidrto the investment adviser,” “all fees and eg@s paid
by the private fund,” a “table for the private fumdovered portfolio investments,” and a wide virief
“performance measures”).

9 Proposal at 16,976.
% Seel5 U.S.C. § 80b-11(h)(1).

5 d.

2 SeeProposal at 16,943 (“[EJnhanced disclosures wilg investors shape the terms of their relatiqnaliih

the adviser of the private fund.”).

3 SeeProposal at 16,976 (justifying the proposed répgntules as “a means reasonably designed to preueh
acts, practices, and courses of business as adufent, deceptive, or manipulative”).
> 15 U.S.C. § 80b-6(4).

% d.
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be “manipulated™ falls far short of the definitional specificityahCongress has required.
Before the Commission can assess whether a prdffereans” is “reasonably designed to
prevent” a fraudulent act, the Commission mustrglesticulate the metes and bounds of that
act. Moreover, the Commission must show in theiatnative record that the bad acts actually
exist and are not merely speculative or hypothkti¢ais the Commission has not done.

Second, section 206(4) does not authorize the Cegiom to require disclosure and re-
porting. If Congress had wished to give the Comsiais power to require private fund advisers
to issue detailed reports to investors on fundgrerdnce and fees paid, it would have granted
that power expressly. As discussed, Congressagkplprovided for the disclosure and
reporting of a multitude of other data poiRtsThese provisions show that where “Congress
wanted to provide for” the reporting and disclosofeertain information, “it did so
explicitly.”®® Indeed, the Dodd-Frank Act did so in many respdmit not in any of the ways
that the Commission seeks to impose here. To pémniCommission to smuggle through the
backdoor of an anti-fraud provision a general atithht¢o require broad disclosure and reporting
would bs% to “effectively read” the Adviser Act’segfic disclosure provisions “out of the
statute.

Third, section 206(4) is a limited grant of autkpto the Commission to “prescribe
means reasonably designed to prevent” “acts, pes;tand courses of business” that are
“fraudulent, deceptive, or manipulative.” But hetfee Commission has failed to show that the
proposed reporting rules are “reasonably desigtegievent such misconduct. The
Commission vaguely asserts that the proposed dis@s “may allow an investor to identify
when the private fund is incorrectly, or improperdgsess[ing] a fee or expense by the
adviser,®® but the Commission fails to explain how the Prapesuld actually prevent a
deliberate fraud, as opposed to a simple mistdke Commission’s real objective appears, in its
words, to be providing investors with “informatitmat would help inform [their] investment
decisions.®> The Commission repeatedly insists that the pregi@sporting rules would allow
investors to “better” “assess and compare” theies#tment optiorfé —a laudable goal, but one
that has nothing to do with preventing fraud. Tmanmission may not expand its statutory
authority simply because the Commission believ@%iteferred approach would be better
policy.”®® Nor may it use the section 206(4) anti-fraud atiti to impose onerous disclosure

% Proposal at 16,941.
" Seel5 U.S.C. §§ 80b-3(c)(1), 80b-4(b)(3), 80b-11(h)(1
8 Barnhart v. Sigmon Coal Cd534 U.S. 438, 452 (2002).

* Lane v. Peng518 U.S. 187, 199 (1996)ee also, e.gRadLAX Gateway Hotel, LLC v. Amalgamated Bank
566 U.S. 639, 646 (2012) (“[G]eneral language sfautory provision, although broad enough to idelit,
will not be held to apply to a matter specificadlgalt with in another part of the same enactment.”)

" Proposal at 16,890.
% d.
%2 d.

8 Va. Dep't of Med. Assistance Servs. v. U.S. Dditaalth & Human Servs678 F.3d 918, 926 (D.C. Cir.
2012).
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requirements to achieve a range of purported dsrtéat might, incidentally, include fraud
prevention, especially in the complete absenceideace that those requirements would have
any such effect.

The Commission’s failure to identify and substametispecific fraudulent conduct or
practices that its reporting rules would prevergasticularly problematic here, where the
Proposal generally seeks to protect large, “higllghisticated investors, termed ‘qualified
purchasers,® that already receive extensive quarterly, or atis® periodic, reporting from
advisers. Qualified purchasers are presumed tmlaeposition to appreciate the risks
associated” with their investments and to “evaluatéheir own behalf matters such as the level
of a fund’s management fees, governance provistogassactions with affiliates, investment
risk, leverage, and redemption righfs.'In practice, the limited partners of private fanmbt
only are in a position to do so, they actually do there is regular dialogue and communication
between limited partners and general partnerswid@ range of issues, including those toward
which these new rules are supposedly dire€tetihe Commission must carry an especially
heavy burden to show that such investors are id néadded protection. It has not come close
to that showing. And even if it had, the Commisdnas failed to show that the proposed
reporting rules are a “reasonably designed meanathieve the desired anti-fraud g®agiven
the enormous burden the proposed reporting rulbémyiose on adviser®

3. The Prohibited-Activities Rules Exceed The Commisen’s Authority.

The proposed prohibited-activities rules also ¢jeaxceed the Commission’s authority.
The rules amount to an unprecedented regulatomysiioin into the inner workings of private
funds—a rewriting of highly detailed contracts fsepegotiated among some of the most
financially and legally sophisticated parties ie thiorld. As the Commission itself has long
recognized, the “federal securities laws . . .lm®ed on a simple and straightforward concept:
everyone should be treated fairly and have accessrtain facts about investments and those
who sell them.®® If the facts are fairly disclosed, it is not tiede of the Commission to limit
access to investments based on the Commissionascsire view of whether the investments are
a good idea. Still less has Congress made it tmendssion’s role to dictate the terms of private

% Privately Offered Investment Companiks/estment Company Act Release No. 22,597, 1987196653, at
*1 (Apr. 3, 1997). The proposed rules apply tovgieé fund advisers. Proposal at 16,887. Privatds are
funds that would be investment companies, butdotisn 3(c)(1) or 3(c)(7) of the Investment Compaay,
15 U.S.C. § 80a-3(c)(1), (c)(7). Proposal at 18,82. Section 3(c)(7) of the Investment Company A
exempts from the definition of investment compamyds that are owned by “qualified purchasers."U1S.C.
§ 80a-3(c)(7). Most of the investors in privatads are qualified purchaserSee generally idg 80a-2(a)(51)
(defining “qualified purchaser”).

5 Prohibition of Fraud By Advisers of Certain Pooledestment VehicleSecurities Act Release No. 8766, 2006
WL 3814994, at *8 n.45 (Dec. 27, 2006).

SeeFlannery Report 11 7, 17 (Apr. 25, 2022) (“FlaryriReport”).

67 15 U.S.C. § 80b-6(4).

% Infra at 52-61.

9 SEC,What We Dphttps://www.sec.gov/about/what-we-do (last visifer. 25, 2022).
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commercial contracts under which parties, each sbreciable bargaining power, decide how
such investments should be made. Yet that is gxabtat the Commission proposes here: the
prohibited-activities rules, if adopted, will prextenvestors from continuing to negotiate widely
accepted private-fund structures.

The Commission points to section 211(h)(2) of thkviders Act as the source of
authority for these unprecedented rufesBut “Congress does not alter a regulatory scheme’
fundamental details in vague terms or ancillaryw@ions—it does not, one might say, hide
elephants in mouseholeS-” And as shown below, section 211(h), which wascted as part of
a clean-up section in the Dodd-Frank Act regard®ter Matters,*” does not remotely
authorize the Commission to go from a disclosugenne to one of substantive economic
regulation that bars longstanding, widely used fatmdctures from being freely chosen in arm’s-
length transactions by some of the world’s largegtstors.

Section 211(h)(2) authorizes the Commission to rffurtgate rules prohibiting or
restricting certain sales practices, conflictsndéiest, and compensation schemes for brokers,
dealers, and investment advisers that the Commigkems contrary to the public interest and
the protection of investors® The proposed prohibited-activities rules excédes authority in
two independent ways: they do not regulate “cersailes practices, conflicts of interest, and
compensation schemes,” and they are not in theqmibérest or needed for the protection of
investors.

a) The Proposed Prohibited-Activities Rules Do Not Ragate
“Certain Sales Practices, Conflicts Of Interest, Aal
Compensation Schemes.”

The proposed prohibited-activities rules do noutaig “certain sales practices, conflicts
of interest, and compensation schemes” within teaming of section 211(h). The Commission
seeks to read this provision so broadly as to auzéhtreating private fund investors as ordinary
retail customers or as advisers’ cliefitsBut statutory context, including express carvésomn

neighboring provisions (sections 211(a) and 211(gakes clear that section 211(h) cannot be
read in that way.

0 SeeProposal at 16,920 (“We are also proposing to pibhiprivate fund adviser from engaging in certsites

practices, conflicts of interest, and compensatidremes that are contrary to the public interestiaa
protection of investors.”).

Whitman v. Am. Trucking Ass;is31 U.S. 457, 468 (2001).
2 Dodd Frank Act § 913(g)(2).

® 15 U.S.C. § 80b-11(h)(2).
74

71

This reading starts down a slippery slope thatccempower the Commission to change the termsmifacts.
For example, the Commission asks whether it shpuddibit the management fee and carry model of f&e=
Proposal at 16,891 (“Should we prohibit certain pensation arrangements, such as the ‘2 and 20’ IRipde
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“It is a ‘fundamental canon of statutory constrantthat the words of a statute must be
read in their context and with a view to their plae the overall statutory schemé>"Read in
context, the phrase “certain sales practices, iotsff interest, and compensation schemes”
refers to the promotional methods employed by braolealers and investment advisers—and the
structural incentives they face—in recommendingiggies transactions to retail investors who
seek guidance from these intermediaries to meetatw and their families’ financial goaf§.

The proposed prohibited-activities rules exceesl alithority because they seek to regulate not
the way in which private fund advisers solicit istreents in private funds, but the terms of those
investments, including what amount to price and mential terms—such as the payment of
certain regulatory or compliance expenses, thedtarfor calculating the amount of clawback
payments, and when funds must bear indemnificgtayments.

In section 211(h), Congress “group[ed]” three it¢ins list”’’ —sales practices,

conflicts of interest, and compensation schemeasdedthe “traditional canon of construction,
noscitur a sociis,” these terms “should be givéateel meaning

Start with “sales practice.” The plain meanindgs#les practice” is a mode or method of
making sales. The word “sales” refers to “operatiand activities involved in promoting and
selling goods or serviced® And “practice” means “the usual mode or methodaihg some-
thing.”®® Taken together, those terms refer to promotiarethods in making sales of a good or
service. Inthe context of investment advisoryisess, the quintessential example of a sales
practice is a recommendation. This plain meaniigales practices” is consistent with its
meaning in the securities markets. When Congnessted Dodd-Frank, it legislated against the
background of a broad recognition that sales prestinvolved certain affirmative, promotional
methods, such as aggressive cold-calling campagmgloyed by brokers, dealers, and
investment advisers to induce investors to enterdertain securities transactiofls.

S FDA v. Brown & Williamson Tobacco Corfs29 U.S. 120, 133 (2000).

% SeeSEC, Study on Investment Advisers and Broker-Dealg2011).

" Dole v. United Steelworkers of Am94 U.S. 26, 36 (1990).

8 1d.

9 Webster's Third New International Dictiona®d03 (1961) Webster’s Thirt).
8 1d. at 1780.

81 See, e.gSiegel v. SE(592 F.3d 147, 158 (D.C. Cir. 2010) (explainingttself-regulatory organization rule
was designed “to protect customers from potentetlysive sales practices by ensuring that a registe
representative has reasonable grounds for belighitdhis recommendation is suitable” (internaltgtion
marks omitted))Frederick C. GartzExchange Act Release No. 37,556, 1996 WL 4548021 (Aug. 12,
1996) (“Gartz engaged in fraudulent sales practi€egrtz recommended and sold direct investments to
customers for whom the investments were not satabl .”); FINRA Notice 09-31, at *1 (“This Notc
reminds firms of their sales practice obligatiamgdnnection with leveraged and inverse ETFs. ahtiqular,
recommendations to customers must be suitabl€); see also A.S. Goldmen & C&xchange Act Release
No. 47,037, 2002 WL 31840963, at *2 (Dec. 19, 20@2scribing prohibited sales practices as “anesgive
cold-calling campaign,” “misrepresentations andssitns of material facts,” and “baseless priceiptiets”);
Hunter AdamsExchange Act Release No. 52,662, 2005 WL 27565111, (Oct. 25, 2005) (identifying “sales
practices” as certain “high pressure sales tat}fibdary L. SchapiroJnvestor Protection: The Role of the
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This statutory context informs the meaning of te&triwo phrases in section 211(h)’s
list: “conflicts of interest” and “compensationhsines.” These terms refer to structural
incentives that may encourage a broker-dealenasiment adviser to push an investor into an
unsuitable transaction. As the Commission recaghia Regulation Best Interest, a
paradigmatic example of a potentially undesirablapgensation scheme is a sales quota or
bonus®® These compensation schemes create potentiallittsrdf interest” by fostering “high-
pressure situations” for employees of broker-deaded investment advisers to attempt to induce
an investor to pick one “specific security over neo,” possibly employing aggressive sales
practices in the proce&s.

The word “certain” preceding “sales practices, tiotd of interest, and compensation
schemes” reinforces the limited nature of Congeeggant of rulemaking authority. The
“certain” modifier “applies to the entire seri€¥.”And it demonstrates that Congress carefully
delineated the Commission’s rulemaking authoritproscribe discrete promotional practices,
tactics, and compensation schemes that misaligmteatives of the regulated entities and the
retail investors whom they advi&e.

A broader reading of section 211(h) is inconsisteithh surrounding provisions of the
Act and the structure of the law Congress enactselction 211(a) grants the Commission
authority “to make, issue, amend, and rescind sulegls and regulations and such orders as are
necessary or appropriate to the exercise of thetiftums and powers conferred upon the
Commission elsewhere in this subchapter, includites and regulations defining technical,
trade, and other terms used in this subchaftehat general authority, however, comes with
an important caveat: The Commission “nmepy define the term ‘client’ for purposes of
[sections 206(1)-(2)] to include an investor inravate fund managed by an investment adviser,
if such private fund has entered into an advisonyt@ct with such advisef”

Section 211(g), meanwhile, authorizes the Commmstsiacegulate advisers’ standard of
conduct, bubnly “when providing personalized investment advice als@guritiego retail
customergand such other customers as the Commission mayléprovide).®® And were

SEC, the SROs, and the Industry in Preventing $akestice Abuse8—4 (Oct. 9, 1992), https://www.sec.gov
/news/speech/1992/100992schapiro.pdf (similar).

SeeRegulation Best Interest: The Broker-Dealer Stath@diConduct, Exchange Act Release No. 86,031, 84
Fed. Reg. 33,318, 33,454 (July 12, 2019).

8 1d.
8 Facebook, Inc. v. Dugujd 41 S. Ct. 1163, 1169 (2021).

8 See El Al Israel Airlines, Ltd. v. Tsui Yan Tsebp U.S. 155, 173 (1999) (“Inclusion of the wérertain’ in
the [Warsaw] Convention’s title . . . accuratelgicated that the [Clonvention is concerned withaiarrules
only, not with all the rules relating to internaté carriage by air.” (second alteration in origdjir(aternal
guotation marks omitted)).

8 15 U.S.C. § 80b-11(a).

87

82

Id. (emphasis added).
8 |d. § 80b-11(g) (emphasis added).
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that not clear enough, section 211(g) further goibhthe Commission from “ascrib[ing] a
meaning to the term ‘customer’ that would includarevestor in a private fund managed by an
investment adviser, where such private fund hasredtinto an advisory contract with such
adviser.®

Taken together, these carve-outs in sections 2Xl1(g) make clear that the
Commission cannot ground the Proposaktail investor protection. The Commission cannot
treat private fund investore.Q, pension funds), which are partners in the fuadsf they
were retail customer beneficiariesd, individual pension fund beneficiaries). Thoseite
customers are not the partners in the funds, agiddhksets are protected by their own
fiduciaries. In addition, the statutory carveoestablish that private fund investors are not the
advisers’ clients to whom the advisers owe fiducuties. Advisers are fiduciaries to the
fund itself, not the investors in that fund. I€8en 211(h) could be read as expansively as the
Commission is attempting here, the explicit caruesavould be meaningless.

Yet treating the investors in a private fund asisehg’ clients to whom advisers owe
fiduciary duties is exactly what the Commissiotryeng to do in the Proposal, which
completely elides the distinction between cliemd their investors. This practice is evident
in the general justifications. For example:

*  “We believe an adviser that seeks to limit itsili&pin such a manner harms
the private fund (andyy extension, the private fund invesjdrg putting the
adviser’s interests ahead of the interests ofritate fund client.”

* “This scope of prohibitions is appropriate becaitlsse activities harm
investors by placing the adviser’s interests alibwese of its private fund
clients @nd investors in such clients

*  “We believe that this proposed requirement woulavate an important check
against an adviser’s conflicts of interest in studog and leading a transaction
from which it may stand to profét the expense of private fund investors and
would help ensure that private fund investors dfered a fair price for their
private fund interest$™

The Commission treats investors in private fundsliasts of the adviser in the actual rules
themselves:

* Proposed Rule 275.211(h)(2)-2 prohibits advisessmifcompleting an adviser-
led secondary transaction “with respect to any gtevfund, unless the
adviser obtains, and distributes to investors enghvate fund, a fairness
opinion from an independent opinion provider angpares, and distributés
investors in the private funad written summary of any material business
relationships.”

8 1d.
" Proposal at 16,889, 16,925, 16,964.
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* Proposed Rule 275.211(h)(2)-3 prohibits adviseymfcertain preferential
treatment practices “with respect to the privatedfor any investor in that
private fung” and further requires advisers to “distribtbecurrent investors..

a written notice that provides specific informati@garding any preferential
treatment provided by the adviser or its relatedqes to other investors in the
same private fund®®

This Proposal thus plainly attempts to regulatectiveduct of advisers not merely vis-a-
vis their clients (the funds), but with respecttteir clients’ investors—which is not materially
different from imposing a fiduciary duty on fundsmers that runs directly to the investors. These
attempts to smuggle in a duty to investors in agte fund are incompatible with the statutory
scheme.

In fact, the D.C. Circuit rejected a similar Comsitis attempt irGoldstein v. SEE?
which invalidated the Commission’s “Hedge Fund Ridfe Before 2006, advisers to hedge
funds generally were not required to register utitkeiAdvisers Act, because (1) at the time,
section 203 of the Advisers Act exempted adviseith W5 or fewer annual “clients* and
(2) the Commission had long interpreted the teriefit’ in that provision to refer to the fund
or entity, not its investorS. In the Hedge Fund Rule, however, the Commission
reinterpreted “client” to include “the shareholddnmsited partners, members, or beneficiaries
of the fund,” which had the effect of requiring rhaslvisers to hedge funds to register with
the Commissiofi® As a result of this approach, which “require@ysers to private funds to
‘look through’ the funds to count each investoaadient,” the Commission predicted that
“most hedge fund advisers would be required tostegunder the [Advisers] Act, thus
extending the protections of the Act’s registragmovisions to these hedge fuimyestors
and the securities markets in genePal.”

The D.C. Circuit inGoldsteinrejected the Commission’s “look-through” approand a
struck down the rule because, in “equat[ing] ‘diewith ‘investor,” the Commission had
exceeded the authority the Advisers Act grahts‘Although the statute does not define
‘client,” it does define ‘investment adviser’ asjaperson who, for compensation, engages in
the business of advising others, either directlthoough publications or writings, as to the
value of securities or as to the advisability ofdsting in, purchasing, or selling securitie¥.”

1 Proposal at 16,977.

92 451 F.3d 873 (D.C. Cir. 2006).

% 69 Fed. Reg. 72,054 (Dec. 10, 2004) (codifieti7a€.F.R. pts. 275, 279 (2006)).

% 15 U.S.C. §80b-3(b)(3) (2006).

% Goldstein 451 F.3d at 876.

% |d. at 877.

" Br. for SECGoldstein v. SEQNo. 04-1434 (filed June 23, 2005) (emphasis added
% |d. at 874.

% |d. at 879 (quoting 15 U.S.C. § 80b-2(11)).
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And that definition does not describe what adviskrwis-a-vis individual investors in private
funds: While “an investor in a private fund maybét from the adviser’s advice (or he may
suffer from it)[,] he does not receive the adwivectly’; instead, “[h]aving bought into the
fund, the investor fades into the background; dis is completely passivé® Thus, the
court held that in the private fund context, threure of the Advisers Act confirms that the
adviser’s “client” is the fund, not its investdfs.

The Proposal relies on the same “look-through” apph that the D.C. Circuit rejected
in Goldstein It “look[s] through” the private funds and extirestrictions with respect to the
funds’ investors. Indeed, on its face, the Propomsposes a client-like relationship between
advisers and private fund investors and plainlyasgsfiduciary duties on advisers vis-a-vis
private fund investors. That is squarely conttar§oldstein which stated that “[t]he adviser
owes fiduciary dutiesnly to the fundnot to the fund’s investors®® Underlying that
conclusion was not only the statute’s text andcstine, but also basic common sense: “Ifthe
investors are owed a fiduciary duty and the emsitylso owed a fiduciary duty, then the adviser
will inevitably face conflicts of interest,” andilf simply cannot be the case that investment
advisers are the servants of two masters in this"W& That principle applies equally here,
and further demonstrates that the proposed ruéemeompatible with the statutory structure
Congress enacted.

The history of section 211(h) further illustratbattthe provision does not sweep as
broadly as the Commission claims, and is direabeckttain practices by broker-dealers and
investment advisers when recommending investmerits/éstors, not to the terms of the
investments themselves. As an initial matter,ise@11(h) was added as part of section 913(g)
of the Dodd-Frank Act. That provision is entitlg&lthority to Establish a Fiduciary Duty for
Brokers and Dealers,” and it is focused almostiesiecély on granting the Commission power to
establish a standard of conduct asetail customers. Moreover, at the same time it added
section 211(h), Congress amended section 211¢agdAdvisers Act to make clear that advisers
do notowe a fiduciary duty to private fund investof8.The legislative history confirms that the
goal of this amendment was to “avoid[] potentiatfticts between the fiduciary duty an adviser
owes to a private fund and to the individual ineestin the fund (if those investors are defined as
clients of the adviser). Actions in the best iagtof the fund may not always be in the best
interests of each individual investd” In short, while the Dodd-Frank Act authorized the
Commission to promulgate rules for the enhanceteption ofretail customers, it
simultaneously prohibited the Commission from ushrag power to reshape the traditional
understanding that private fumestorsare not owed a fiduciary duty by the fund’s ad\sser

100 Id

101 |d. at 879-81see also idat 880 (noting that the Supreme Court “embracsithilar conception of the adviser-
client relationship” inLowe v. SEC472 U.S. 181 (1985)").

192 |d. at 881 (emphasis added).
103 Id

194 Dodd-Frank Act § 406.
195 '35, Rep. No. 111-176, at 74 (2010).
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who continue to owe their fiduciary duty to thedyumhich may have interests that deviate from
those of individual investors.

Given that the Dodd-Frank Act both reaffirmed tleneentary distinction between
retail customers and investors in private fundd, erected further barriers to guard against
the two-masters problem inherent in creating fidocduties to both the fund and the fund’s
investors, it would be doubly mistaken to concltitlt the general language of section 211(h)
authorizes the Commission to do what the speafigliage of sections 211(a) and (g)
forbids.

That is particularly true given that the rest aftgm 913 of the Dodd Frank Act was plainly
targeted at retail investors, not institutionalastors. section 913 defined a single term: “retalil
customer.*® It required the Commission to conduct “a studyesisting standards of care for
brokers, dealers, and investment advisers whervighrg personalized investment advice and
recommendations about securitiesetail customersand to evaluate the need to fill any “gaps”
in the “legal or regulatory standards” relevanttt® protection ofetail customers™®’ It
likewise gave the Commission authority to “commeacele-making, as necessary or
appropriate in the public interest and for the @etbnof retail customergand such other
customers as the Commission may by rule providegdtress the legal or regulatory standards of
care ... for providing personalized investment adeibeut securities to suchtail customers*®®
This latter provisioni(e., section 913(f) of the Dodd-Frank Act) is almafntical in wording to
section 211(h) of the Advisers Act, save for thpliex inclusion here of “retail customers.”

Against this backdrop, it is telling, as well, tisgiction 211(h) received no legislative
debate whatsoever—a strong indication that menmdfeCo®ngress understood the provision to
confer a limited rulemaking power to address proomatl methods related to retail investors, not
to force private funds “to restructure the[] feel @xpense model[s]” available to their
investors:>® Congress did not hide this elephant in the maaisedf section 211(h)(2)-°

b) The Proposed Prohibited-Activities Rules Do Not Proibit
Practices That Are Contrary To The Public InterestAnd The
Protection Of Investors.

In addition, the Commission’s proposed prohibitetivéties rules fail to satisfy the other
criterion in section 211(h)(2)—that the prohibitggctice is “contrary to the public interest and
the protection of investors.” To begin, the vasianity of private fund investors are qualified
purchasers, which, as discussed, can be assurbedcapable of protecting their own interests.
The Commission has failed to make any showingtti@Proposal is needed to protect such

196 SeeDodd-Frank Act § 913(a).

197 |d. § 913(b)-(c) (emphases added).
198 |d. § 913(f) (emphases added).

199 proposal at 16,922 n.157.

110 See Whitmarb31 U.S. at 468.
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investors. Further, the activities the Commissieaks to prohibit serve the public interest and
investors alike. For instance, when investorgarenitted to agree to indemnify an adviser for
negligence, they may select a fund structure tbas ¢hot constrain an adviser to be unduly
cautious, for example in selecting illiquid investmis or using levered capital structures.
Likewise, permitting an adviser to pay clawbacksafaaxes permits an adviser to manage its
liquidity efficiently. It is in the public interésand for the protection of investors, to allow
investors to choose these structures. The Conwoniskies not have authority to micromanage
the negotiated allocations of costs between saphistl counterparties.

C) Section 206(4) Also Does Not Authorize The Proposed
Prohibited-Activities Rules.

The Commission also appears to invoke section 20&{4uthority for the proposed
prohibited-activities rulest* but section 206(4) no more justifies the propgsexdibitions than
does section 211(h)(2). Again, section 206(4) autks the Commission to “define, and
prescribe means reasonably designed to prevemts,“practices, and courses of business” that
are “fraudulent, deceptive, or manipulativé? Here, however, the Commission failed to
“define” the allegedly fraudulent acts, and faitedcexplain how the prohibition on fully
disclosed activities agreed among parties repreddmyt expert counsel would prevent those
(undefined) acts.

Moreover, the Commission does not—and cannot—sihaivthe proposed prohibitions
are “reasonably designed.” A broad, prophylact@hbition that “may” deter some fraud
because the prohibition sweeps so widely, captwirgnge of primarily legitimate practices in
the process, is not “reasonably designed” to priefvand. That is especially true here, where
the Proposal generally concerns investments irapgifunds made by investors that are perfectly
capable of protecting their own interests. AndreiWehe existence of certain activities creates
the possibility for misconduct, the activities aisclosed, and highly sophisticated investors can
balance the costs and benefits for themselvesrafusafund terms and structures.

For example, how the proposed prohibition on engeimto arm’s-length indemnification
provisions with sophisticated counterparties hesagonable connection to preventing fraud is
difficult to see. Such a prohibition might be jliable as a prophylactic fraud-prevention rule
with respect taetail investors who typically do not negotiate advisory agreememtd who
typically lack sophistication and the advice of nsel. Private funds investors negotiate
advisory agreements, and do so while assisted fpgregounsel. This results in mutually
beneficial arrangements and tradeoffs—for exangdajoted, an adviser indemnified for
negligence will be more likely to select strategieth greater returns, and an adviser who can
pay clawbacks net of taxes can manage its liquidiye efficiently. In that context, the claim
that the proposed indemnification prohibition isdsonably designed to prevent” fraud is not
credible.

11 SeeProposal at 16,920.
112 15 U.S.C. § 80b-6(4).
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B. The Proposal Is Arbitrary And Capricious.

Even apart from the absence of statutory authaheyProposal is arbitrary and
capricious because it is unnecessary, ineffectind,counterproductive, inconsistent with past
Commission policy, does not consider reasonabégredtives, fails to account for reliance
interests, and affords the public no meaningfulityglio comment.

1. The Proposal is unnecessaryThe Commission’s Proposal is a solution in seafch o
a problem. The Proposal identifies no sound reagonit is suddenly necessary to impose a
range of burdensome and transformative regulaborthe private fund industry. As discussed,
the vast majority of investors in private funds presumed by law to be able to evaluate and
appreciate the risks associated with their investsté® The Commission does not show that
gualified purchasers are unable to protect théarasts and make sound decisions regarding the
terms of their investments in private funds, whaeh typically in tens or hundreds of millions of
dollars, or even billions.

Nor could the Commission make such a showing. Algh the Commission notes that
the beneficiaries served by private funds are cdisryday Americans saving for retireméfft,
the Commission ignores that the decisionmakersigtdy sophisticated fiduciaries who, in
negotiating investment terms, are often represdmydudghly sophisticated counsel. By way of
example, an AIC member recently admitted more g&hinvestors in a fund, who were
represented by counsel from more than 25 law fiand, submitted nearly 50 comment memos
with over 1,000 diligence items and specific densaiod changes to fund terms. In response to
these comments, diligence requests from invesaos contractual negotiation points, the
adviser’s law firm spent over 3,000 hours respogdandiligence and negotiating terms that
were acceptable to investors. This level of sdmaon and negotiation is typical for the
private equity fund business, and we believe thiatgrocess is indicative of a healthy market in
which sophisticated investors are able to negotisespecific responsibilities and compensation
of their investment adviser.

Indeed, private funds have been around for decaneéshighly sophisticated, qualified
purchasers continue to choose this form of investpwehich has amassed a strong track record
of delivering positive high returns> The increased interest of large, sophisticateestors in
private funds is one of the most pronounced cuiiremstment trends-° All of this indicates
that qualified purchasers are satisfied with theiteess model of private funds, and reinforces

113 Prohibition of Fraud By Advisers of Certain Poolesestment Vehicle®006 WL 3814994, at *8 n.45.

114 Proposal at 16,887.

115 geeKothari Report 1 22 (“Sophisticated investors hiemested increasing amounts in private equity oer

years.”).

116 SeeHugh MacArthur, et alThe Private Equity Market in 2021: The Allure ofoth, Bain & Co. (Mar. 7,
2022), https://www.bain.com/insights/private-equitarket-in-2021-global-private-equity-report-2022/.
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that the Commission is regulating in a field thas Ino market failure—or other deficiency—in
need of correctiort!’

The Commission also asserts that “even sophistitateestors have had difficulty
evaluating private fundS? but in 2017 Preqin reported that investors ratezh$parency” as the
lowest“key challeng[e]” they facé'® and, in 2022, when Preqin set out “private eqimtygstor
views on the key challenges for return generatfoorh 2019-2021, “transparency” was not
reported as an investor challerig®ln any event, the only support the Commissiorsdite its
proposition amounts to no support at'all.Seven years ago, a number of state treasurers and
controllers wrote that the “cost structures of atévequity are complicated®® The letter,
however, acknowledges that private equity fundsé&gally disclose information on all types of
fees,” and confirms that when “comparing 10-yearuatized returns, pension fund investments
in private equity have outperformed other assetsels.**®> Moreover, the complaints of some
treasurers and comptrollers are not representafitlee broader market of private fund investors,
or indeed of state or local pension funds, manylath are strong advocates of the asset

class'?*

Moreover, private equity managers’ track recorchwite Commission and investors
since registering under the Advisers Act beginnm8012 following enactment of the Dodd-
Frank Act? shows that the current regulatory system is fominig. Following the
implementation of the Dodd-Frank Act in 2010, then@nission allocated resources to develop
specific expertise with respect to private fundg advisers® and specialized asset
management and private fund units conducted areasige examination of the industfy,
culminating in a number of enforcement actions rgigorivate equity managers. The private

17 SeeFlannery Report 1 29-44.
18 proposal at 16,954pe also idat 16,892 & n.24.
119 SeePreqin,Investor Appetite for Private Equity in 2Q1Fig. 8.13 (2017).

120 geePregininvestor Outlook: Alternative Assets H1 20ER). 3.12 (2022)see alsdothari Report § 111 (“the
increasing demand for private equity advisory sEwvisuggest[s] that investors are satisfied wigheliel of
information provided to them”).

121 SeeProposal at 16,892 n.24.

122 | etter from State Treasurers and Comptrollerly (i, 2015), https://comptroller.nyc.gov/wp-

content/uploads/documents/SEC_SignOnPDF.pdf.
123
Id.

124 SeeKothari Report {1 22-27.

125 See generall{podd Frank Actsee also id§ 403.

126 SEC Names New Specialized Unit Chiefs and Heaxewsi Office of Market Intelligence, SEC Press Reteas
(Jan. 13, 2010).

“Conflicts, Conflicts Everywhere — Remarks to théWatch 17th Annual IA Compliance Conference: Fhal
360 View,” Julie M. Riewe, Co-Chief, Asset Managetinit, Division of Enforcement (Feb. 26, 2015).
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equity industry responded by modifying practicessistent with the Commission’s enforcement
and regulatory directives, including steps to ceastain practices, and the Commission staff
recognized these changé8.Perhaps more importantly, during this time furehagers

continued to negotiate new terms and arrangemetie aequest of investors, in part due to
concerted efforts by investor advocacy groups agclh.PA. During this period, investors
continued to allocate historic amounts of capivgbtivate equity fund$?® And in 2019, the
Commission released its Advisers Act Fiduciary iptetation that expressly acknowledged and
preserved the ability of investment advisers toknwith their sophisticated clients to tailor the
scope of an adviser’s fiduciary obligations. Té¢tisonology shows an industry that evolved with
a changing market and a regulatory system thaeaedithe goals of the Commission and the
Advisers Act, not a rogue industry motivated byessive fees, conflicted transactions, and an
unwillingness to negotiate with investdrs.

2. The Proposal will create harmful, counterprodutive consequencesAs detailed
below, the extensive additional reporting requirateeontemplated by the Commission will be
enormously costly>* This increased cost will decrease returns foprate fund investors and
drive from the market smaller fund sponsors, wil e back-office infrastructure needed to
efficiently comply with the proposed reporting régments:

At the same time, the proposed prohibited-actisitides will create potentially
counterproductive incentives for private fund adwss Many investors rationally choose to limit
the liability of private fund advisers so that abris will be properly incentivized to take
efficient risks, rather than passing up opportasibut of fear of potential litigation costs. By
prohibiting investment advisers and investors fialgreeing to limit an adviser’s liability, the
Proposal will, as the attached report by ProfeEsahari explains, likely reduce advisers’
willingness to pursue investments that involve glated risks, which will have the inevitable
impact of decreasing the returns for which privedeity funds are currently highly valué¥.

The Proposal will limit investor choice and elimiean incentive structure that many investors
have found to work.

The proposed prohibited-activities rules would asothe Commission itself admits,
cause private fund advisers to “restructure thesrdnd expense modéf* This restructuring

128 “private Equity: A Look Back and a Glimpse AheaBpeech by Marc Wyatt, Acting Director, Office of

Compliance Inspections and Examinations (May 13520

129 Center for Retirement Research at Boston ColletigsionSquare Research Institute, National Assiariadf

State Retirement Administrators, and Governmerdarge Officers Associatiofublic Plans Dat&2001-2020

130 gsee, e.g.Key Findings ILPA Industry Intelligence Reporthat Is Market In Fund Terms? (2024yailable at
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131 Infra at 52-61see alsdothari Report 1 52-54.
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would be costly in and of itself by forcing adviséo use a less efficient fee structure to recover
their expenses, and it would raise costs in ottarsw For example, advisers could seek to
charge large, fixed management fees with sufficegishion built in for any unexpected
developments. Investors could thus end up payiogeracross the board.

3. The Proposal cannot be squared with other Comrssion actions. Just a few years
ago, in 2019, the Commission recognized that telationship between an investment adviser
and its client has long been based on fiducianyggles not generally set forth in specific statute
or rule text,” and “that this principles-based agmmh should continué® In fact, the
Commission explained that under this principlesebdagpproach, a “hedge clause in an
agreement with an institutional client” was not perincompatible with an adviser’s fiduciary
duty to its client*® The Commission retreats from both of these caimhs, abandoning a
principles-based system and categorically bannguyé clauses, without an adequate
explanation of its change in positioH.

The Proposal also cannot be squared with the Casionis longstanding position that its
mission is not to protect investors from themsehoes rather to promote informed decision-
making based on disclosures. As the Commissioiit ptithe time of enactment of the 1940
acts: “If [a fund is] going to be a speculativeaestment trust, and they disclose that fact to their
investors, and the investors want to invest in tyya& of investment company, who are we to
say, ‘No; you shall not invest in that type of camp'?"*® By prohibiting widely accepted
contractual provisions freely adopted by counterggmnegotiating at arm’s-length, the
Commission has abandoned its role as “a disclolsased agency” in favor of being a “merit
regulator.®®* That is inconsistent with Congress’s deliberditeice in the Investment Company
Act to exempt private fund advisers from that sénerous and costly regulatidfi®

135 Commission Interpretation Regarding Standardasfdlict for Investment Advisers, 84 Fed. Reg. 33,669

33,670 (July 12, 2019).
Id. at 33,672 n.31. A hedge clause is a provisi@niadvisory contract that limits the adviser’siliap

137 SeeEncino Motorcars, LLC v. Navarrd36 S. Ct. 2117, 2126 (2016) (“[ulnexplainedansistency’ in
agency policy is” a “reason for holding an intetpt®n to be an arbitrary and capricious changen fagency
practice”);see also Goldstej51 F.3d at 883 (vacating agency decision trealedl adequately to justify
departing from its own prior interpretation”).
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4. The Commission has failed to give adequate catsration to reasonable, less
restrictive alternatives. The Commission admits that it “lack[s] ... datatbe extent to which
advisers engage in certain of the activities thaildl be prohibited under the [Proposal]” and
that it is “difficult to quantify the benefits ofiése prohibitions” due to “a lack of data regarding
how and to what extent the changed business peaatitadvisers would affect investofé
Since the Commission does not currently know ifgrehibited practices have caused any harm,
it could instead assess whether there is any esddrat any of the prohibited practices
contributed to any misconduct that it finds throtigé regulatory examinations it conducts in the
future. Based on these assessments, the Commesi@that a future point make a more
informed assessment of what are now entirely comjacproposals.

We appreciate the Commission requesting commenth@ther, instead of prohibiting
these activities outright, the rule should prohibé&ém unless the adviser satisfies certain
governance and disclosure conditions. While thjgr@ach would be far preferable and in
keeping with the principles-based nature of theifehrs Act*?the Commission appears to
discount it, suggesting that “many of the [targgfmdctices are deceptive and result in obscured
payments, and so may be used to defraud investersitdetailed disclosures are mad&”

This conclusion is speculative and forms an insidfit basis for the Commission to deviate
from its historical approach of disclosure in fawdiper se prohibitions. Again, investors in
private funds are fully capable of understandirgdisclosed risks and tradeoffs associated with
various investment terms and structures; the Comamsshould let them choose for themselves.

5. The Commission did not adequately consider thavestments that market
participants have made in reliance on the status qu The Proposal's mandates would upend
the private funds industiy}* Many “closed-end” private funds.g, private equity funds)
generally have a lifespan of eight to twelve yedfshe rules are applied to existing funds, the
investor agreements would need to be renegotiatederarmously costly, massively disruptive
endeavor*® Moreover, the mandatory renegotiations woulddiisatage funds at different
stages in the fund lifecycle—arbitrarily harmingrs®investors and advisers more than others
simply because of the timing of the rules.

6. The Commission has not given the public a meargful ability to participate in
this rulemaking. The APA requires agencies to afford the publiopportunity to
meaningfully comment on proposed ruté%.Yet here, the Commission has proposed a number

141 proposal at 16,948.

142 SeeFlannery Report  72.

143 Pproposal at 16,959.

144 The Commission “must ... be cognizant that longstemgolicies may have ‘engendered serious reliance

interests that must be taken into accounEficino Motorcars, LLC579 U.S. at 221-22 (quotigCC v. Fox
Television Stations, Inc556 U.S. 502, 515 (2009)).

145 SeeKothari Report { 54.

146 See Conn. Light & Power Co. v. Nuclear Regulatooyn®’'n 673 F.2d 525, 528 (D.C. Cir. 1982) (“The
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25



of incredibly complex, massively consequential stall at the same time—and given the
public abnormally short, 30-day comment windowsgaaticipate in these interrelated
rulemakings. In these circumstances, it is nadifda for market participants and other members
of the public to meaningfully participate in ther@mission’s pending rulemakings—as has been
forcefully explained to the Commission by numeroasimenters who are struggling to exercise
their rights under the APA to participate in thesasequential rulemakings, and to provide the
information that the Commission itself has repelgtedidit needsin order to properly consider

all important aspects of what it is proposifi§. The Commission’s current approach gives the
impression of an unseemly rush toward a predetesnoonclusion rather than the thoughtful
consideration of potential flaws, objections, eviti@y gaps, and alternatives that the law
requires.

In fact, a bipartisan group of 47 members of Cosgteas urged the Commission to
extend the comment period to 90 days, explainiag a30-day comment period does not permit
the public to effectively evaluate and commenttmnRroposal*® There is no reason to ignore
this very reasonable request.

The Commission has compounded these problems bgirajfa multitude of alternative
proposals in questions in each rulemaking procegdthMarket participants cannot focus on
every conceivable variation of the Proposal. lagéleere are so many questions raising the
possibility of so many potential changes to thepBsal that the AIC and other market
participants lack sufficient notice of which, ifygrof these changes would be made.
Furthermore, the proposed changes would need ¢omsdered in conjunction with other
provisions of the Proposal, and would need to blided in a cost-benefit analysis on which the
AIC and other members of the public can comment.

For all these reasons, if the Commission wishesltpt a rule that deviates in an
important way from the core proposal or includeyg atditional restrictions suggested in the
Proposal’s questions, the Commission must reissegised proposal, clearly articulate what the
Commission is actually considering, and reoperctimament period. With commenters given a
30-day comment period, a reviewing court will bpexsally skeptical of significant changes
claimed to be the “logical outgrowth” of a passougestion included in a tide of regulatory
proposals>°

making. One particularly important component @& thasoning process is the opportunity for intecephrties
to participate in a meaningful way in the discussad final formulation of rules.”).
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C. The Proposal Is Unduly Costly And Not Consistent Wth The Commission’s
Statutory Duty To Promote Efficiency, Competition,And Capital Formation.

The Commission “has a unique obligation to consitlereffect of a new rule upon
‘efficiency, competition, and capital formation™™ The Commission’s “failure to ‘apprise
itself—and hence the public and the Congress—oétmmomic consequences of a proposed
regulla5t2ion’ makes promulgation of the rule arbirand capricious and not in accordance with
law.”

Here, the Commission’s analysis of efficiency, cetitpn, and capital formation is
inadequate because it does not “make any findindn@rxisting level of [efficiency,
competition, and capital formation] in the markat@.™** The Commission, for example,
admits that it is unable to quantify the “extentatoich advisers currently provide information
that would be required to be provided under thegsed rule to investors™ Therefore, the
Commission “could not accurately assess any patlantirease or decrease” in efficiency,
competition, or capital formation because the Cossioin does not know “the baseline level”
under the existing regime, making it impossiblen@ke a reasoned assessment of any chiange.
In short, the Commission has not established a fogdt$ rule, nor has it compiled an adequate
record to support it.

In truth, moreover, the Proposal, on balance,digely against efficiency, competition,
and capital formation. As explained in the expeports of Dr. S.P. Kothari and Dr. Flannery
submitted with this comment, the Proposal will eliate investment options and depress
advisers’ entrepreneurialism. This will stifle coetition in the private fund market and deter
capital formation*®® The Proposal's massive costs will exacerbat@tbblem’®’ As smaller
funds leave the marké&t® competition will further decrease, continuingitait investment
options.**® At the same time, remaining funds will face higbests, which will lead to lower
investment returns, further deterring capital fotiola And so, by increasing costs and
discouraging risk-taking, the Proposal would redmeestment and returns in one of the most
vibrant segments of the financial services indysind one that is increasingly relied upon by
state and corporate pension systems to meet ingasti@urn demands. In part because of the
regulatory costs imposed on public companies, anobtimgys, investment today is shifting

151 Bus. Roundtable v. SE647 F.3d 1144, 1148 (D.C. Cir. 2011) (quotindUL5.C. §§ 78c(f), 78w(a)(2), 80a-
2(c)).
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toward private capital—the Proposal would obstthat trend through needless “protections” for
some of the world’s largest capital pools and ihwess The loss would be borne not just by
those investors and private fund advisers, butlashhe beneficiaries of those investors and the
companies they fund and support—which are a criéngine for innovation, job creation, and
capital formation in the U.S. economy.

D. The Commission Cannot Lawfully Apply The Proposal D Existing
Contracts.

Finally, if the Commission proceeds to a final rdéspite all the concerns discussed
above, that rule must not apply to existing pransiof negotiated contracts between investors
and advisers. Even if such a rule “operat[ed] dirdyn [its] passage,” the rule would still fall
within the “ban on retrospective legislation” besaut would “affect vested rights and past
transactions®® Because such “settled expectations should négbiy disrupted,” “the
presumption against retroactive legislation is dkeepoted in [American] jurisprudencé®
When it comes to agency rules, the presumptiomagegtroactivity means that (1) “a statutory
grant of legislative rulemaking authority will n@ts a general matter, be understood to
encompass the power to promulgate retroactive uréess that power is conveyed by Congress
in express terms,” and (2) “administrative rule mot be construed to have retroactive effect
unless their language requires that restf.”

Here, the presumption against retroactivity cafmeobvercome. Neither section 211(h)
nor 206(4) of the Advisers Act expressly gives @menmission the power to promulgate
retroactive rules. Section 211(h) authorizes thm@ission to “promulgate rules prohibiting or
restricting certain sales practices, conflictsndérest, and compensation schemes,” but says
nothing about whether such rules can prohibit striet these practices retroactively in contracts
fully negotiated and executed prior to adoptihSection 206(4) likewise is silent on whether
the Commission’s “reasonably designed [means] ¢évqmt ... acts, practices, and courses of
business as are fraudulent, deceptive, or manipelatan apply retroactively to existing
contractual arrangemenit¥. Nor does the language of the Proposal itself notgar that the
proposed rules are to nullify existing provisiotisiegotiated contracts. The Proposal therefore
cannot be read to have retroactive effect and wext@ed the Commission’s statutory authority
to the extent they are intended to have retroaetffext.

In addition, the Proposal would violate the Fitméndment’s Due Process Clause if it
were to be applied retroactively. Retroactive lawedate due process unless “the retroactive

180 | andgraf v. USI Film Prods511 U.S. 244, 269 & n.23 (1994ge also idat 280 (law has “retroactive effect”
if “it would impair rights a party possessed whendtted, increase a party’s liability for past aactdor
impose new duties with respect to transactionsdijreompleted”).

161 |d. at 265;see also Bowen v. Georgetown Univ. Ho4B88 U.S. 204, 208 (1988) (“Retroactivity is naidred
in the law.”).

162 Bowen 488 U.S. at 208.
183 15 U.S.C. § 80b-11(h)(2).
184 1d. § 80b-6(4).
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application of the [law] is itself justified by ational legislative purposé® Applying these
proposed rules to existing, negotiated contradisdxn highly sophisticated parties is irrational
for the reasons explained elsewhere in this commienparticular, mandatory renegotiations of
investor agreements would be a very costly andipisre undertaking without any
countervailing benefit§® Nor would the Proposal advance the Commissiows stated goals,
as advisers and investors will ultimately renedetimany of the same terms under less efficient
structures®’ Finally, retroactive application of the Proposaluld at minimum be arbitrary and
capricious under the APA, since the retroactivippd unduly upset entrenched reliance
interests and investment-backed expectations ahtlestors in and advisers of (by the
Commission’s own count) the more than 80,000 peifands (including feeder fundSy’

Private equity funds typically have a lifespan g to twelve years. If the rules are applied to
existing funds, the investor agreements would nedx entirely renegotiated—an enormously
costly, massively disruptive endeavor that wouldtearily disadvantage funds at different
stages in the fund lifecycle.

Indeed—and critically—the Commission has faile@ppropriately consider the
immense costs that investors and private fund advisould incur if the Proposal were to apply
to existing agreements. As discussed, privateyequd private credit funds typically have a
lifespan in the range of eight to twelve years ljvatiditional one- or two-year extension
periods). The Commission places no weight onalethat existing fund documents do not
ordinarily provide for this kind of overhaul of fdrierms and disregards the fact that, as a result
of this regulatory change, advisers will be requii@ renegotiate terms with investors almost as
if from scratch. To be clear, if the proposald®pted as is, the entire industry, affecting more
than 80,000 private funds, will be required to gotate their fund agreements. This will be a
massive endeavor and impose astronomical costdwseas and investors alike, almost none of
whom would have had any notice of this cost atithe that they executed their agreements.
Many of these costs will be borne by investors.videlrs, too, will bear a significant operational
burden. They will be required to devote substantisources—resources that would ordinarily
be spent focusing on generating returns for funasa-¢omplete overhaul of documentation and
commercial terms. In certain cases, for examplereshenegotiation of an existing fund’s terms
does not seem feasible, an adviser would be indeati to terminate the fund early (at the
expense of investor returns) and raise a new \e@hith higher fees. The Proposal will upset
economic agreements industry-wide. It will notfles Commission seems to believe, simply
cause advisers to make discrete changes to spetifis in fund document$?

185 pension Ben. Guar. Corp. v. R.A. Gray & (467 U.S. 717, 730 (1984).
See suprat 23.

17 seeid.

188 See suprat 25-26; Proposal at 16,935.

189 SeeKothari Report 11 19, 49, 54, 77, 83, 126.
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Il. NUMEROUS SPECIFIC PROVISIONS IN THE PROPOSAL ARE
UNNECESSARY AND UNDULY BURDENSOME.

As demonstrated above, the Proposal as a wholnarsanted and unauthorized; it
should be withdrawn. The discussion that followdrasses in depth the flaws of a number of
specific provisions of the Proposal, includingatshibitions on indemnification provisions, on
certain fee and expense terms, and on claw-badations; its disclosure requirements; its
adviser-led secondary transaction rules; and & asandate. Independently and as a whole,
these new requirements would generate needlessudstisruption in a sector of the financial
services industry uniquely characterized by paréints’ capacity to pursue their own economic
interests, and by the industry’s success in geingrattractive investment returns. Indeed,
private fund investors consist of extraordinarilgaithy and sophisticated entities, including
sovereign wealth funds and the world’s largest jpen&inds. The following is a listing of the
top private fund investors in 2021, ranked accagydothe market value of investors’ private
equity investment portfolios both through third{qyamanaged investment vehicles and direct
investments:’°

170 See Global Investor 100 2021: The full rank{dgly 1, 2021)available at
https://www.privateequityinternational.com/globai#estor-100-2021-the-full-ranking/.

30



2021
Rank

10

1

12

13

14

15

16

17

18

19

Institution Name

CPP Investments

Caisse do dépdt et placement du Québec
GIC Private Limited

APG

Hong Kong Monetary Authority

Ontario Teachers’ Pension Plan

California Public Employees’ Retirement System
National Pension Service of Korea
Washington State Investment Board
California State Teachers' Retirement System
Abu Dhabi Investment Authority®

Teacher Retirement System of Toxas

Now York State Common Retirernent Fund
Allianz Global Investors

Oregon Public Employess’ Retirement System
PSP Investments

Japan Post Bank

Pensicenfonds Zorg en Welzijn

Australia Future Fund

BCI

31

Toronto
Québec
Singapore
Amsterdam
Hong Kong
Toronto
Sacramento
Jecllabuk do
Olympia
Sacramento
Abu Dhabi
Austin
Albany
New York
Tigard
Ottawa
Tokyo

Zaist
Melbourne

Victoria

23.78%

17.80%

13.00%

£.00%

6.32%

19.18%

6.96%

401%

2313%

10.34%

5.00%

14.86%

9.80%

3.18%

23.49%

14.13%

0.88%

5.90%

13.45%

11.01%

Allocation ($m)

88,477
51,010
46,800
41,747
34,152
32,774
30,800
30,688
29,558
29,306
28,981
26,287
24,275
22622
19,250
18,817
18,674
18,318
17,715

17,248



21 State of Michigan Retirement Systems Lansing 20.30%

17,093
22 Abardeen Standard Investments Aberdeen 4.45% 15,304
23 Horida Retirement System Pension Plan Tallahassoe 7.50% 13,730
24 Virginia Retirement System Richmond 14.10% 12.986
25 Yale University New Haven 41.62% 12.985
26 The Wellcome Trust London 29.02% 12.924
27 Intermational Finance Corporation :.';J';;h;ngmn, 19.61% 11 700

. 1,

28 Alaska Permanent Fund Juneau 15.76% 11,647
29 E;:i:? Municipal Employees Retirement Yoronta 14.00% vk
30 Korea Investment Corporation Seoul 6.30% 11,511
T skl 1260% 10,99
32 Stanford Management Company Stanford 26.48% 10,838
33 MM The Hague 5.00% 10,700
34 Ohio Public Employees Retirement System Columbus 10.67% 10,500
35 Princeton University Investment Ca Princeton 39.30% 10,454
34 Now York State Teachers' Retirement System Albany 1.70% 10,380
37 lemasek Holdings Singapore 4.67% 10,000
38 Manulife Investment Management loronto 2.70% 9,653
39 Harvard Management Company Boston 23.00% 9.637
40 Northwestern Mutual Milwaukee 3.10% 9.572
41 Maryland State Retirement and Pension Systern  Baltimare 14.90% 9318
42 New Jersey Division of Investment Trenton 10.86% 9,191
43 State of Wisconsin Investment Board Madison 6_38% 9176

A. Prohibition On Certain Limitations Of Liability.

Proposed Rule 211(h)(2)-1(a)(5) would prohibit driser to a private fund from seeking
reimbursement, indemnification, exculpation omaitiation of its liability by the private fund or
its investors for a breach of fiduciary duty, willimisfeasance, bad faith, negligence, or
recklessness in providing services to a private fun
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This prohibition is a solution in search of a peyhl The Commission cites no evidence
of actual investor harm resulting from a privatadwcontractually limiting its liability in the
manner targeted by the Proposal. The Commissitsgproposing to wipe away a contractual
provision that for years has been widely adopteddphisticated parties in arm’s-length
negotiations, with no evidence that any changecessary. Even more remarkably, the
Commission would do this just two-and-a-half yeatsr issuing its Fiduciary Interpretation,
which acknowledged and preserved the benefitseo€tinrent system for achieving contract
terms through arm’s-length negotiation between sbishted counterparties’

There is a reason the Commission cites no instasfcastual harm resulting from the
indemnification provisions it targets: Those peiwns are invariably accompanied by separate
contract terms that serve to align the interestgdofsers and the private fund. Fund documents
ordinarily require, for example, that the advis@oét often through the general partner or
alongside the fund) commit its own capital to thed, to align interests and balance the risk and
reward profile. Similarly, advisers are incentedizto act for the benefit of the fund by receiving
(through the general partner) carried interest ¢tvins subject to a clawback, which is, in turn,
often personally guaranteed by individual carrig@riest recipients). Advisers have powerful
reputational incentives to act prudently becaueg kmow the industry is highly competitive and
unconcentrated. Even the largest private fund spsrare responsible for a small percentage of
the market share. Investors in this sector witllide to invest in future funds with a sponsor that
they—and other investors—have concluded cannotustetd. Put simply, advisers about whom
such judgments are formed do not survive.

The Commission cannot expunge widely used exculpatnd indemnification
provisions without taking proper account of thed®o means by which investors’ and advisers’
agreements incentivize proper conduct. Nor carCdmmission disregard the purpose and
function of indemnification and exculpatory prowiss, which are closely negotiated by advisers
and investors to enable fund advisers to efficjemtanage their litigation risk—and to enable
investors to foster the appropriate level of enapurial spirit in their advisers. Without
indemnification provisions, advisers may fear secguessing and be deterred from making
certain investment decisions that align with a fargtrategy and could benefit the fund.
Advisers may also be unwilling to take other cadted risks or pursue certain strategies, at least
without increasing fixed costs for investors, sashmanagement fees or insurance premium
expenses. The Commission has recognized theserosna the past, acknowledging, for
instance, that without some protection againsiliighior “mere negligence,” fiduciaries would
be hampered in their decision-making and potegitégiicouraged from even serving in that
capacity'’? Liability protections can be particularly impantan circumstances where more

1 In considering whether to prohibit so called “gedtlauses,” the Commission in the Fiduciary Imetation
declined to do so, despite its skepticism thatdgbeslause would ever be appropriate for a refiait; stating
that [tlhe question of whether a hedge clause teslthe Adviser’s Act antifraud provisions depeodsll of
the surrounding facts and circumstances, inclutliegoarticular circumstances of the cliexg
sophistication).” Commission Interpretation RegagdStandard of Conduct for Investment AdvisersfFgd.
Reg. 33,669 at n.31 (July 12, 2019).

Seelnterpretive Matters Concerning Independent Dinectif Investment Companies, 64 Fed. Reg. 59877
(Nov. 3, 1999).
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hands-on engagement in the operation of an investhyethe adviser is valuable, as in the case
of a non-performing portfolio company, an illiquivestment, or an early stage, unproven
business. The fund benefits in these circumstainoas more active involvement by the adviser,
yet if this Proposal is adopted, private fund aersswill be forced to devote resources and
attention to the second-guessing of their judgmenostly litigation that will naturally follow.

For these and other reasons, and depending oir¢chenstances, private fund documents
typically include provisions that indemnify the agkr for simple negligence, yet subject the
adviser to potential liability under state law @@oss negligence and more severe misconduct.
We urge the Commission to recognize that provisregarding indemnification and exculpation
have evolved and continue to evolve as commeroiadiderations change. Sophisticated
investors have demonstrated their ability to negetwith investment advisers regarding these
provisions and other fund terms.

As suggested above, the extent of the indemnificatan vary with the characteristics of
the private fund. For example, investors in a fuitth higher-risk strategies are more likely to
agree to indemnification and exculpation to give &ldviser the flexibility to pursue the strategy
effectively. In other cases, the adviser and itorssmay agree that more limited
indemnification or exculpation is warranted. Adris are unwilling to pursue certain strategies,
however, without being able to freely negotiat®ility provisions, at least without increasing
fixed costs for investors such as management fegsarance premium expenses.

Importantly, one consequence of the Proposal wbeltb force advisers to obtain
additional “errors and omissions”’E&QO ”) insurance that covers negligent acts of the tyige
Commission would include in the prohibition. Bhbetcoverage, price, and availability of this
insurance would be expected to change significdraty what advisers purchase today.
Insurance premiums will likely increase materigbyd, in certain cases, to prohibitive levels),
without the assurance achieved by current liabiiibjtations'’® Moreover, such insurance may
not even be available with the demand that couldeb@ff by imposing a negligence standard on
thousands of advisers.

Another potential consequence of the Proposatlis@oportionate impact on smaller
and emerging funds, as investment professiongtsincipals who could be held personally
liable migrate to larger firms with deeper pocketprotect them from the costs and hazards of
litigation.

The Commission fails to give appropriate weighthitese market realities. It also has not
tailored the Proposal to the objective it seekadimeve. According to the Commission, the
proposed rule would “prohibit an adviser from seagkihdemnification for breaching its

173 We understand that insurance providers are disuyisvhat the Proposal would mean for the insuramakets,
because the availability of this insurance for giévfund advisers is limited and increased demanddaresult
in significantly higher prices if all advisers wargjuired to obtain it. Compared to RICs, E&O iasice for
private funds is more complicated due to privated&i complexity and variety. In addition, insuranc
premiums today reflect the existence of the indéoation and exculpation provisions that the Prepeguld
prohibit, further raising costs.
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fiduciary duty... [and] would also prohibit an adviseom seeking reimbursement for viallful
malfeasancé*’* But concern with violations of fiduciary dutieswillful malfeasance does not
justify barring indemnification for simpleegligenceas the Proposal does. The Proposal
nowhere provides a legal or policy basis for inglgdhegligence in the conduct that may not be
indemnified or exculpated; in fact, other than irebsummaries of the proposed rule, the term
“negligence” does not appear at all in the Proptsal

To be clear, the AIC is not suggesting that adsistiould be permitted to negotiate a
blanket waiver of their fiduciary duties under thevisers Act. Section 206 of the Advisers Act
“establishes ‘federal fiduciary standards,” andt&a 215 provides that those duties cannot be
waived!’® The Commission has authority to enforce tHémOther limitations on advisers’
conduct exist as well, such as the implied covenagbod faith and fair dealing under Delaware
law and similar standards under the law of the Gayislands and other jurisdictions in which
private funds are commonly formed. Those standarelpart of the legal backdrop against
which fund advisers and their sophisticated invasshautually agree on the desired level of
exculpalt7ig)n and indemnification—an “important agpefthe problem®’® that the Commission
ignores.

What the Commission may not do, however, is effetyimandate a private right of
action for damages, achieving indirectly what et do directly. The Supreme Court has
made clear that the remedies available in a priugte of action under the Advisers Act are
limited to rescission, restitution, and injunctith—-the Commission has no power, under that
same Act, to assure investors of a right of adfi@t Congress chose not to confer. Nor may the
Commission effectively codify a negligence action firivate fund investors when Congress has
made clear that even retail investors are notledtib the same right of action. Under section
17(i) of the Investment Company Act, a RIC may indemnify an investment adviser for
willful misfeasance, bad faith, or gross negligenndhe performance of the adviser’s duties, or
by reason of the adviser's reckless disregardsadiiigations and duti¢&’ Thus, pursuant to

174 proposal at 16,925 (emphasis added).

75 To the extent the SEC believes a claim for neglig is needed for investors to enforce, througlcdhrts, the

fiduciary duty investment advisers owe under theigetrs Act, that conclusion is simply mistaken—istate
law negligence suit, the court applies a negligestaedard; it does not adjudicate whether the invesst
adviser violated its Advisers Act fiduciary dutieSonversely, an Advisers Act fiduciary breachrolai
adjudicates just that—negligence is not the stahdar

176 Transamerica Mortg. Advisors, Inc. v. Leydgl4 U.S. 11, 17 (1979) Ttansamerica)).
17 See idat 20;see also Robare Grp. v. SE#22 F.3d 468, 473 (D.C. Cir. 2019).

178 Motor Vehicle Mfrs. Ass’n of U.S., Inc. v. StaterfiaMut. Auto. Ins. Co463 US 29 (1983).

179 For example, negotiated provisions of fund pasinip agreements often limit indemnification andwégation

for willful, material breaches of fiduciary duty @r reckless disregard of duties, in addition tosg
negligence and willful malfeasance.

180 Transamericad444 U.S. at 24.

181 gection 17(i) of the Investment Company Act gahgprohibits a fund from including in its advigor

agreement any provision that protects an advisginagany liability to the fund or its shareholdbysreason of
willful misfeasance, bad faith, gross negligenaeeckless disregard in the performance of itsgattions and
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direct Congressional authority under the Investn@nnpany Act, a RIC may indemnify its
investment adviser for negligence. Section 3(®)fihe Investment Company Act was enacted
to specifically exclude vehicles with sophisticatedestors from the regulatory rubric applicable
to RICs® It makes no sense, then, to subject a sectig(i73(eehicle to even higher conduct
standards than those applicable to a RIC, as then@ission proposes. Most private fund
investors have negotiated exculpation and indenmaitye outs that equal or exceed the standard
for RICs. Moreover, retail investors purchaseresés in public operating companies that
typically indemnify directors for negligence, breaaf fiduciary duty, willful misfeasance, and
certain other conduct. And, accredited investoig) are subject to a lower sophistication
standard than qualified purchasers, may purchaseests in a private placement in which the
issuer may indemnify its general partner or marggnaember for negligence, gross negligence,
or breach of fiduciary duty. In yet another incistency with the Proposal, any investor suing
under section 10(b) of and Rule 10b-5 under then$exs Exchange Act of 1934 (the
“Exchange Act) must prove that the defendant acted with sciefi, an intent to defraudj?
Against this backdrop, and the precedertransamericait is plain that requiring investment
advisers to be liable to private litigants for masgligence or breach of duty that is neither
willful nor material is arbitrary and is irrecorgille with the text and structure of the securities
laws.

* k%

Having appropriate freedom to exercise their judgnaad discretion has been an
important component of private fund advisers’ &piio generate greater returns than investors
typically experience in other asset classes. bovedenefit from the protections that the
Commission, with its enforcement authority undex Advisers Act, offers the fund, while also
having a contractual right of action (most oftentha case of the adviser’s gross negligence or
more harmful conduct). By entirely banning sudteimnification clauses, even for mere
negligence, the Commission would eliminate an atytederm that has been instrumental in the
growth of private capital. The result would be mhestly contrary to the public interest, as a
segment of the investment industry that has begeliafree of conflict between investors and
managers would be suddenly opened wide to the vaastelistraction of litigation.

duties. 15 U.S.C. § 80a-17(igee alsdnterpretive Matters Concerning Independent Daecof Investment
Companies, 64 Fed. Reg. 59877, (Nov. 3, 1999téfpreting the similarly worded standard in settid@(h)
regarding director indemnification. None of then@nission’s statements regarding either of theseigioms
have ever suggested that negligent errors or neistakdertaken in good faith are included in theusiey
prohibitions on indemnification and exculpationttapply to advisers to RICS).

182 privately Offered Investment Companies, 62 Fest).R7512 (Nov. 3, 1999) at 17515 (“the legislatiigtory
suggests that the asset should be held for investpueposes and that the nature of the asset shralitchte
that its holder has the investment experience apHistication necessary to evaluate the riskswafsting in
unregulated investment pools”}See alsdJ.S. Sec. & Exch. Comm’nlplications of the Growth of Hedge
Funds: Staff Report to the United States Secaréied Exchange Commissid8 (2003) (“This exclusion
reflects Congress’s view that certain highly soptased investors do not need the protectionsef th
Investment Company Act because those investoris a @osition to appreciate the risks associatéd paoled
investment vehicles.”).

183 See e.g. Ernst & Ernst v. HochfelddR5 U.S. 185, 199, 214 (1976)
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B. Certain Prohibited Fees And Expenses, Prohibition @ Non-Pro Rata
Allocations.

The Proposal prohibits certain fee and expensestand practices that have been a
historic feature of many private funds, including/pte equity funds in particularFirst, the
Proposal prohibits accelerated payments by priateé portfolio companies of monitoring,
servicing, consulting, or other service fees t@dviser where the adviser does not, or does not
reasonably expect to, provide the related sentwéise company, unless the private fund terms
include a 100% offset of such amounts against dvesar's management fees or otherwise pass
on the benefit of the accelerated fees to the f@iftend. Secondthe Proposal prohibits an
adviser from charging or allocating fees and expsmslated to an actual or potential portfolio
investment on a non-pro rata basis, when multipleage funds and other clients of the adviser
or its related persons are (or would be) investeitié same investment.

These proposed prohibitions, which seek to reg@ataomic terms that are the subject
of regular and active negotiation by advisers apghsticated investors, are inappropriate and
would harm the industry. Investors consider therall package of economic and related terms
of a private fund (as clearly set out in its gowegndocuments) when considering investment in
a fund, taking into account many variables spetdithe adviser, the investors, and the fund
itself. Imposing blanket prohibitions on certagoaomic terms limits the flexibility of advisers
and investors to arrive at overall economic ternas are appropriate to the specific investment
opportunity and mutually acceptable to the parties.

Monitoring, servicing, and consulting fees and fiesservices not reasonably expected
to be performed |t is of course understandable why the Commisgiould seek to prohibit
clauses in contracts providing for payment for m&wthat are not capable of being provided,
but that is not at all what the Proposal says. nEaeeelerated monitoring fees can be structured
in a manner in which future services are conteragl&d be provided, and the Proposal is not
even limited to accelerated monitoring fees. dadt if this rule is adopted as proposed, it would
apply more broadly to “servicing, consulting, ohet fees” in respect to “any” services that the
investment adviser does not, or does not “reasgrexdpect” to provide. This test is subjective
and will fuel claims that fees are not proporti@tt the services rendered, as opposed to fees
for services that are not rendered at all. Pdaibuwhere contracted-for services are performed
over time or as needed, there is a high-likelihtiad an adviser will be “second-guessed” by the
Commission’s examiners as to whether the performaras delivered and charged appropriately
for purposes of the rule.

The industry responded to investor’s concerns abmuritoring fees over the last two
decades. In the early 2000s, for example, the enatiandard was to offset 50-80% of
monitoring fees against a fund’s management femlay, the overwhelming market practice is
for funds to offset 100% of monitoring fees agamsinagement fees. This shift is illustrative of
two important points.First, the Commission’s focus on monitoring fees is wassary.Second
and critical to how the Commission should view ptesfunds in general—investors have shown
that they are fully equipped to cause a shift imkagaterms without regulatory intervention.
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The prohibition on fees for services not reasonakljyected to be performed is overly
broad. An investor in a large fund sponsored bel-established adviser may—as the Proposal
supposes—be unwilling to agree to the prohibitgueeses, based on its view that the
management fees earned from the fund should beisuatfcompensation for the adviser. But
the same investor might take a different view wimesting with a new fund sponsor or in a
first-time fund being launched by an establisheshspr, in recognition that if certain expenses
are not passed through, the only viable optiortHeradviser would be increased management
fees.

Mandatory pro rata allocation of expensebhe prohibition on non-pro rata allocations
of expenses across clients inappropriately ovesrateadviser’'s own judgement of how to best
discharge its fiduciary duties in allocating expeEsis Suppose, for example, that an adviser has
engaged in diligence that benefits more than onis édind clients but is clearly more beneficial
to, or driven more by the needs of, one fund inipaar. The Commission and its staff have
historically agreed that, in that circumstanceyauld be consistent with the adviser’s fiduciary
duty for the adviser to charge the expense on gonomata basis, allocating most or all of the
expense to the fund that was the principal bersfadr the impetus for the diligence. As
another example, a particular private fund anchitestor base may have commercial or legal
issues that are not relevant to other private fypadtcipating in the transaction, such as tax
issues or regulatory concerns arising under lofcaikfgn investment” regulations that are only
relevant to that fund. In such cases, an advisauld be able to conclude, in keeping with its
fiduciary duties, that it is not fair or equitaliter all participating funds to bear the costs elyual
For example, an ERISA plan administrator or truggesibject to a fiduciary duty and is thus
required to act in accordance with a duty of pregesand solely in the interest of plan
participants. Such a fiduciary may determine &hpto-rata allocation of expenses to a fund that
a plan is investing in is, for the reasons setatnatve, not in the interest of plan participants.
Similar issues could arise for investment advisdiese funds are “plan assets” for purposes of
ERISA.

For the reasons noted above, investment advisdrgaestors often agree that the better
standard is for investment advisers to allocatergps among multiple clients investing in the
same portfolio investment in a manner that isdad equitable. The Commission fails to
acknowledge that even a “pro rata” allocation fteah be a multi-factor determination. Some
investment advisers may use various formulatioripmaf rata” for different categories of
expenses to achieve a result that is fair to diand ultimately, to investors. For example,
certain expenses dedicated to a particular strategybe allocated pro rabased on the capital
available to that strateggcross the adviser’s clients. Overhead expensesecother hand,
may be allocated pro rabmsed on total commitmerdsbased onnvested capital (i.e. cost)
Expenses incurred solely as a result of differesitlyated investors—such as those subject to the
European Union’s Alternative Investment Fund Mamad&rective—may be allocated to those
investors or specialized vehicleased on the investors’ commitment amounsurance costs,
which are generally incurred at the adviser level allocated among clients as necessary in
connection with portfolio investments, are oftelo@dted pro rata among clieriased on assets
under management or the net asset value of parfoln short, even pro rata allocations can be
fairly complex determinations, and a pro rata atemn based on an inappropriate factor would
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ostensibly comply with the express requirementhefrule but would be neither fair nor
equitable.

The Commission has taken none of these complexitiesaccount and should not adopt
a rigid, one-size-fits-all prohibition that overesl and is inconsistent with, an adviser’'s own
determination of how to discharge its fiduciarypessibilities—particularly when the adviser is
doing so in accordance with terms agreed in advaittefund investors. At most, the
Commission should require that advisers disclos#l forivate fund investors the basis for their
allocation of fees and expenses among private funds

Additional problems arise in requiring that broldeal expenses from an
unconsummated investment be allocated pro ratthwwald-be participants. Sponsors often
need co-investment capital from one or more langestors to execute a private fund
transaction, or to ensure that the fund achiegesptimum exposure to the transaction. Despite
market practice to the contrary, the Proposal asstthmat the adviser will have sufficient
commercial leverage to impose broken deal expengady on all identified co-investors. In
fact, broken-deal expenses are often incurred bgfoyspective co-investors have even executed
binding agreements, and sponsors will not alwaye liae leverage to force them to share the
expense. Even when co-investors have executatlafiagreement, many fund investors are
comfortable with the fund bearing broken deal esgsrinstead of co-investors in light of the
entire commercial arrangement. The Proposal thusglinexorably towards one obvious result:
potential co-investors (particularly those thaténgignificant commercial leverage) will wait
until a transaction is certain before committingita to the co-investment. As a result, the
Proposal will almost certainly ensure that funds, co-investors, are responsible for broken deal
expenses all of the time.

Ultimately, restricting the allocation of brokenallexpenses in the manner proposed
would be harmful to funds and impair capital forimatand deployment. Co-investors would be
incentivized to wait to commit until the investmemportunity is certain, making it harder still
for the fund to obtain the commitments it needprtaceed with a transaction. Without the
ability to allocate expenses on a non-pro ratasbésnds may be unable to invest in larger
transactions and to attract needed co-investnmem. Proposal ignores the potential adverse
consequences faced by a private fund in thesemsgtances, including the possibility that the
fund will be unable to conclude a profitable inveshtbecause the adviser is unable to
demonstrate that it has sufficient firm commitmenténalize the investment. For the same
reason, an adviser may be unable to fully syndiaatmvestment post-closing and, because of
the lack of other co-investors to whom to allogadetions of the investment, it is possible that
the fund will be stuck with concentration in the@@stment that the adviser does not believe is in
the best interests of the fund.

For all the reasons set forth above, the Propopatsata allocation requirement should
be struck in full. In addition, any rulemaking the Commission that includes the concept of
“pro rata” should exclude broken deal costs andishecognize that pro rata allocations can be
based on any number of factors and that an adsismrld always have discretion to determine
the basis of any pro rata allocatiand, invested capital, number of investing clientg aé
particular services, etc.).
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C. Prohibition On After-Tax Clawback.

The Commission’s proposal to prevent advisers ftaking into account actual, potential
or hypothetical tax liabilities in determining thenount of any required adviser clawback has not
been sufficiently considered, and is extremely fotatic for the industry. The Proposal is also
a paradigmatic example of why the Commission shaatdundertake to regulate the economic
terms of private fund agreements.

1. The Proposal Inaccurately Describes Standard Afteifax Clawbacks.

As an initial matter, the Commission’s descriptadrhow an after-tax clawback operates
is inconsistent with how most private equity fustizicture such provisions. Respectfully, this
is a reflection of the ill-considered nature of flreposed clawback limitation as a whole. The
Proposal posits an example in which an advisenves@xcess carried interest and its clawback
obligation to the fund is reduced by the amourntafon that excess carried interest, with the
adviser returning only the after-tax excess amemitite fund:®* Under this formulation, the
clawback would never restore the adviser and ilovesb their agreed-upon economic sharing
arrangement—nbut the Commission’s example is n@icanrate portrayal of standard adviser
clawback provisions. Standard adviser clawbac§aire the adviser to return thesserof (i)
thetotal amount of excess carried interest or (ii) the amh@ditotal carried interest received by
the adviserminustaxes thereon (commonly referred to as et ‘of tax cag).*®

The distinction between the Proposal’'s examplethadhet of tax cap formulation is
important, because the net of tax cap only opetatisiit a clawback amount when the amount
of excess carried interest distributed to the gdrgartner represents such a significant
percentage of the total carried interest receiwethé general partner that it includes both
amounts distributed to the general partner fav kdep and those amounts already paid in
taxes'®® In this more standard formulation, the burdeteafis not shifted to investors, or even
shared with investors. Instead, the adviser bsarentire tax burden and returns the full amount
of the clawback until the amount becomes so ldngeit hits the net of tax cap (such that the
adviser might retain no gain at all). The cap $yngpevents a requirement that the excess
amount required to be returned include amountswiea¢ paid in tax, which most of the industry
considers an unfair burden.

184 In the example, the adviser receives excess@fa&id its clawback obligation is reduced from %187 to take
into account $3 of tax on the $10 of excess carry.

185 Applying the standard approach to the Commissiexample, if we assume the adviser received tatay of

$20 (with $10 representing excess carry as it do#gee Commission’s example), the clawback amount
returned by the adviser would be $10, which isatt the entire amount of the total excess carny, zaid not
the $7 that the Proposal wrongly asserts woulcehemed. This is because the net of tax cap pesdacap of
$14 ($20 of total carry less $6 of taxes theresayming the same 30% tax rate the Commission nses i
example).

186 For example, if the tax rate were 30%, the oustrblution would need to represent at least 70%heftotal

carry received before the full excess amount igetoirned to investors.
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2. Taxes On Carried Interest Are Costs Actually BorneBy Investment
Professionals.

Separate and apart from the Commission’s overdiicgtion of how after-tax clawbacks
typically operate, there is a very good reasonttiiattax burden would be unfair if adopted as
the Commission proposes: taxes on carried intarestosts that are borne in substantial part by
the adviser’s investment professionals. Carriéer@st is often distributed among an adviser’s
investment professionals as part of their ove@tpensation, and private equity investors have
long accepted that individuals providing servige#ie adviser cannot be asked to go out of
pocket for cash that has been paid to the IRSrothar taxing authority). Accordingly,
investors have agreed to a net of tax cap clawhagart of a negotiated set of economic

terms®’

The Commission’s suggestion that an adviser esorasherwise delay payments of
carried interest to its investment team (to enguseleft with sufficient proceeds to cover a
potential clawback obligation) would still requeey member of an investment team who is
entitled to carried interest to go out of pockettfixes'®® U.S. partnership tax rules regarding
how taxable income must be allocated do not depenahether or how proceeds are distributed
to the partners. Instead, even if proceeds aagiext or escrowed by the adviser, the adviser
must still allocate taxable income attributablehe proceeds to the individuals entitled to carried
interest, which then obligates the individuals takena tax payment. For funds that are in a
netting position, taxes can be payable by indivsleaen if no cash is distributable at all. While
in theory any prior income allocated to an indiatlshould be offset by losses in a later year
where a clawback is called for, the tax rules anutilization of losses are complicated, and
often prevent such an offset from occurrtfiy. Thus, contrary to the Commission’s suggestion,
the investment professionals of the adviser gelyanall not be able to avoid the tax rule
limitations on loss utilization by amending theirgp tax returns.

Advisers of smaller and newer funds are likely ¢celspecially adversely impacted by a
prohibition on net of tax cap clawbacks: typicatlyey have fewer resources, and will find it
harder to assume the risk of paying back to investash that the carried interest recipients no
longer have. More established investment advisies distribute carried interest to principals
of a fund’s general partner and the adviser’s eggas, while the adviser establishes reserves on
the adviser’s balance sheet to account for poteatiaclawbacks. However, many smaller or

187 These terms in many cases include a personahmjyary individual employees.

188 |n addition to the tax problems with this apmtoaiscussed below, the delay of carried interestigvalso
mean that employees would need to be paid morecanrant basis from management fees. This is thus
another of the many requirements in the Proposéivtbuld put pressure on advisers to increase nesnerf
fees to the detriment of investors.

189 The recognition that the tax rules on loss witian are stacked against taxpayers is the primeson why, in

negotiations, most investors in private equity fida not insist that tax benefits recognized frompgayment
of a clawback be taken into account in the net &dbe cap clawback. Even in those limited situasiavhere
tax benefits are taken into account, investors Inevegnized that taxes and tax benefits need ttetermined
based on hypothetical assumptions (determinedéwgdirisers and disclosed to their investors) todaany
invasive oversight of personal financial informatiof the adviser’'s employees.
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first-time investment advisers do not have the e¢ashurces to allocate a cash reserve or
holdback to mitigate any potential clawback to esgpes or participants in the general partner.
A prohibition on net of tax cap clawbacks wouldrt#fere function as a rule that promotes the
interests of wealthier, established advisers oneller and newer entrants.

3. Net Of Tax Cap Clawbacks Are Part Of The Overall Eonomic
Arrangements Heavily Negotiated Between Advisers Ahlnvestors.

The misunderstanding that underlies the Commissiaftér-tax clawback proposal, and
the serious disruption it would cause, reflectsamenfundamental point: the Commission’s
proper role does not extend to imposing econonniogehat advisers and investors have been
freely and fairly negotiating for decad@s.

The Proposal would upend thousands of negotiateth@ements pursuant to which
investors compensate their investment adviserghge€ommission has not identified a single
instance in which the excess carried interest teehened was actually capped by the tax
amounts, much less shown the sort of widespread tiat would justify such a regulatory
intervention. Simply, the Commission has not idfestt a problem that needs to be addressed.
In fact, very few investors in private funds atteéngpeliminate the tax cap on clawbacks.

The private negotiation process works. Advisersiamdstors have agreed to a range of
waterfall and clawback features that vary from famdund, with some being more prevalent and
others more custom, but all are designed to proaiflasnd with a composite of fair provisions
that have been recognized to protect investors fosses without creating an unacceptable
burden on advisers® In short, investors have successfully achievetedeeconomics with
high-quality clawback protection without the Comsiis overriding their agreemenit§.

19 The post-tax clawback restriction also illustsatee gap between the prohibitions the Commissiopgses and
the authority it purports to rely on. The Comnuossclaims to “prevent certain activities that corgdult in
fraud or investor harm.” Proposal at 16,920. tARetCommission ties no fraud to paying clawbackst-pex,
much less such extensive fraud that might in the@wrant such a disruptive measure. And sponsais a
investors being paid and sharing costs as theyeddnea negotiated contract is not “investor haumder any
accepted definition.

Examples of these includg fetting gains against realized losses withinrtiqdar fund in the waterfall rather
than deal-by-deal economics (which were the origstraicture for many private equity funds)) ¢eturning
unrealized losses for written off, or in some casagrely and permanently impaired, investmentisen
waterfall; {ii) returning allocated expenses including managefieenn the waterfall;i¢) providing a
preferred return to investors before carry is aedistributed; ) providing for a clawback in the first place (in
some cases, testing the clawback prior to liqubddfi(vi) permitting the adviser to distribute amounts that
could take as carry to investors and catch up &tdr{ii) providing for firm or even personal guaranteethef
clawback.

192" One negotiated element of the waterfall—by wHighds pay management fees within commitments, and

return management fees to investors in the wakerfaflects a negotiated shift in private equity dun
economics through which investors have achievaghatantial reduction in the management fee expehsgs
bear, while also slowing distributions of carrythe adviser.
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The rationale the Commission provides for overtmeythese carefully negotiated
clawback provisions is as follows:

“We believe that reducing the amount of any advidawback by taxes applicable to the
adviser puts the adviser’s interests ahead oft\estors’ interests and creates a
compensation scheme that is contrary to the puikcest and the protection of
investors, even where such practices are discloSgd.

That is not a sustainable rationale. In isolatamy contract term that favors (or
compensates) one party “puts that party’'s interstad” of the other’s. An individual contract
term cannot be evaluated in isolation, without aotmg for reciprocal and offsetting terms. In
this case, the net of tax cap clawback represamesiors’ concession forpior concessiorby
the adviser—the existence of the clawback itself.

The error of the Proposal’s clawback requiremeetident, too, in the first question the
Commission asks about the requirement: wouldav&our intended effect of ensuring that
investors receive their full share of profits gexted by the fund?®* No, it would not, for
multiple reasons: (1) if investors have agreed et of tax cap clawback, thage ultimately
getting their “full share of profits”; (2) there i pre-ordained “full share” that investors are
entitled to, rather, this is determined by negaiabetween the parties; and (3) parties can
respond to the rule with other adjustments to tmmemic terms of their relationship. The
Commission concedes this, stating that adviserfr@eeo “introduce[ ] some new fee, charge,
or other contractual provision that would make o the impact of its post-tax clawback
restriction’®® Using the Commission’s reasoning, one might b&@ydhange would “put the
adviser’s interests ahead of investors,” but them@@sion knows such changes are permissible,
which further illustrates the absurdity of outlagia single contract term because it arguably
favors one of the parties. Since by the Commissiown admission its clawback requirement
would nothave its “intended effect” of giving investors theupposed “full share” of profits, it
would be arbitrary, capricious, and grossly inedint to adopt it in the first place.

Undermining the Commission’s rationale even furikehe fact—which it admits—that
clawbacks are not required all. It so happens that, as practices have evolNadbacks are

193 Proposal at 16,921.
194 Id

195 Proposal at 16,949. The requirement would liketge advisers to pay their investment profesdomere in
salary and bonus, to make up for potential taxelmsand would reduce the alignment inherent irgtaat of
carried interest to investment professionals. ,Tdoig, would be passed on to investors in the fofm
management fees. In addition, individual employedibe unwilling to provide personal guaranteesdturn
amounts paid in taxes, which would result in a éase in clawback protections that sponsors hatericelly
been able to provide investors.
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one device parties have settled upon to balancedtyomic terms of their relationship. Many
similar industries in fact do not provide for claadxs®°

Two more points follow from the fact that the claak itself is not requiredFirst, in
attempting to prohibit the net of tax cap on claeks the Commission is acting outside its
authority and outside its expertise. Asetond by trying to outlaw a single contract term, the
Commission is tugging at a string without knowingere it leads. This is reflected in some of
the questions it poses to commenters, includinglgnet should “prohibit deal-by-deal
waterfall arrangements (commonly referred to as Meae waterfalls).**” Of course the
Commission should not do that: it has no authaatgo so, the American waterfall is widely
accepted and integral to countless contri€tdhe total carried interest and any potential
clawback in the American waterfall is still depentlen the performance of the fund as a whole.
The American style waterfall allows for carriedargst to be taken at various points of time as
investments are realized. The very fact that tbeQission poses this question illustrates how
the issue it purports to address in isolation—meéx cap clawbacks—are part of a constellation
of choices, concessions, and trade-offs made bgadvand investors to reach a satisfactory
deal. As another example of the Commission’s irpprdocus on individual terms, the
Commission fails to appreciate that the “2 and & cent model to which it refers is not an
industry-wide standart? Investors consider the totality of terms, whichiid include a higher
or lower management fee or carried intef&5tThe Commission cannot step in and tinker with
contract terms on an isolated basis.

The Commission’s proposed prohibition on afterd¢kwbacks thus should not be
adopted. If the Commission adopts any regulatatetting to after-tax clawbacks, it should
require only quarterly disclosures to private fumeestors of the potential clawback payable and
the amount of carried interest distributions theatéhbeen reserved against the potential
clawback.

19 Hedge funds, for example provide for an annuagntive allocation based on the increase to thgé&dhd’s

NAV. Subsequent decreases to the NAV do not redhie adviser to clawback amounts in view of thoe taat
investors control the timing of their subscripti@rsl redemptions.

197 Proposal at 16,924.

19 While it is commonly supposed that return ofcalpital, or “European,” waterfalls are less likayresult in

adviser clawbacks, this is only true because ohtteof tax cap on clawbacks. The tax rules oorime
allocation are not beholden to whether a wateiddluropean or American—even in the former case, fgam
any investment may be allocated to the advisoespect of carried interest even as the cash isted/éo the
investors as return of capital. For this reaswaryeEuropean-style waterfall provides for the advito receive
tax distributions as a priority to the waterfall.clawback that does not exclude these tax didiobs from
being returned does not in any way mitigate thie afsa clawback.

199 proposal at 16,891.

290 |n addition, investor bargaining power (often reised by pension plans with a high number of befsefes of

the character that the Commission seeks to prdtecf)iently results in discounted management fads a
typically “fee free” co-investment, both of whichduce the purported “2 and 20” fee and carriedeste
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D. Prohibition On Borrowing From Clients.

The Proposal prohibits an adviser from directlynalirectly borrowing from a private
fund, including through the use of fund assetsadlateral for its own indebtedness. We
appreciate that, under current law and regulathus,type of transaction will be contrary to an
adviser’s fiduciary duties in some cases. Theeglawwever, certain types of borrowing or
extensions of credit to an adviser that shouldoeosubject to the prohibition, provided that
appropriate governance and investor protectionp@agent, including, for example, pre-
investment disclosure to private fund investorstber appropriate mechanisms for investors to
consent. Many private fund governing documentsastarize certain amounts paid to the
general partner as a loan, rather than a distobufor tax purposes (for example, advances to
the general partner to enable it to pay tax oadtsued carried interest entitlement ahead of
receiving related cash distributions, without réeglin incremental taxable income for the
general partner upon receipt of the advance).

The rule as drafted could restrict other practibes are beneficial to investors. For
example, an adviser may establish parallel fundsghrticipate side by side in investments on a
pro rata basis. Because of the size of an adsigarestment in one of these parallel funds, it
may be viewed as a proprietary vehicle of the avig\s such, the Proposal might prohibit
these funds from obtaining a capital call crediiliy on a joint and several, cross-collateralized
basis, which would provide cost and operationakfiento both funds. We believe that the
conflicts presented by such transactions can bgeppmanaged through disclosures to an
appropriate conflict review board, such as a futidiged partner advisory committee, and
ensuring that these arrangements are enterednraonos-length terms.

The Commission should clarify that financial instibns that are (or are affiliated with)
limited partners in a private fund are not prol@tifrom lending to the adviser or its personnel
in ordinary commercial arrangements under the fewti language of the rule in the Proposal.
Similarly, the Commission should clarify that mirtgrinvestors in private fund sponsors should
not be prohibited from doing the same.

Because abusive and fraudulent transactions aradliprohibited under existing law
and regulation, there is no need for this outriothibition. As noted above, the Commission’s
concerns could easily be mitigated with disclosure.

E. Preferential Treatment And Side Letters.

The Proposal would prohibit all private fund advsstEom engaging in certain practices
related to side letters. Side letters are an itapbtool in the private fund world used by
advisers and investors to tailor the terms of aestment to the particular needs and
circumstances of each investor. For example, margstors have internal policy requirements
or face certain regulatory obligations that diffierm or are not addressed by the fund’s standard
offering documents. A public pension fund, fortaree, may wish to receive specific
disclosures in specific formats to facilitate itsnpliance with certain state reporting
requirements. Side letters allow the adviser &edoension fund to agree on contractual terms
to address the pension fund’s specific need.
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The Proposal would undermine the ability of allestors to obtain the unique terms that
are important to themFirst, the Proposal would require advisers to disclosetestially in real
time and prior to the fund’s next closing—the dielter agreements that they have reached with
other investors Secongdthe Proposal would prohibit advisers from prov@lparticular investors
certain preferential terms regarding fund redenmgtioAndthird, the Proposal would prohibit
advisers from providing particular investors certaieferential terms regarding information
about a fund’s portfolio holdings. These ruleswamaecessary and would do little more than
introduce expensive, cumbersome operational clgglethat will drive up costs and dissuade
advisers from offering side letters at all.

As an initial matter, the Commission has faile@s$tablish a need for the proposed rules.
The Commission asserts that side letters “genegadlgt more favorable rights and privileges to
certain preferred investor$™ but that is not their only purpose. Rather theovigling certain
substantive benefits to select investors, sidergtddress investor-driven policy or regulatory
requirements, and thus do not implicate the Coman&sstated concern at all. Regardless, to
the extent side lettedo provide substantive, preferential terms to certanestors, the ability to
offer those terms benefits the fund as whole. Tammission ignores the fact that private fund
advisers owe fiduciary duties to the fund and tmesalreadybarred from agreeing to side letter
provisions that disadvantage the fund. So whiladrser, for example, may agree to a large
prospective investor’s request for certain favagdblms, that agreement—which would
facilitate a substantial infusion of capital inteettund—would benefit everyone.

The Commission’s proposal is not only unnecesgarypverly broad.lt appears that the
Proposal’s requirement with respect to preferemtedtment could apply to informal
communications (such as e-mails) between an invedtadviser and an investor. This could
have a drastic chilling effect on adviser-to-ineestommunications, which would be detrimental
to investors. The Commission should thereforet ltihne application of any restrictions to written
contracts and exclude day-to-day communications.

1. Pre-Commitment Disclosure Of Side Letters.

The Commission’s pre-commitment disclosure prop@sahnecessary and would upset
the industry’s well-established, efficient, andastor friendly system for addressing side letters.
Under that system, except as otherwise agreedseguilisclose side letters at the end of the
fund’s fundraising period, and investors are thitarogiven the ability to elect side letter
provisions granted to other investors, which is sbmes limited to investors with the same or
lower level of investment. This existing systemewahtes concern over the disclosure of side
letter terms. The Proposal fails to recognize thast private funds have a series of closings
over a period of months, or even on an ongoingsba&s discussed in greater detail below,
giving an investor access to side letter termstgihat the first closing would provide no benefit
vis-a-vis preferential terms granted at a thirdsirig.

Requiring the disclosure of side letters in advawica closing would simply disrupt the
fundraising process while doing nothing to furtttes interests of investors. Operationally, the

201 proposal at 16,928.
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Commission’s proposal would be a nightmare, evdéimited to side letters with investors in

prior closings. In addition, multiple investorderf execute agreements on the same closing day.
Thus, to disclose to each one of those investersaitms of every side letter of every other
investor, advisers would need to provide near tiead-disclosure and potentially shahaft side
letters in advance. The Commission’s proposal @aigo likely extend the fundraising process.
As investors receive advance disclosure of otlgdg letters, investors would likely seek to
dedicate additional time towards reviewing the ldised letters and comparing them against

their own requests, creating a highly iterativegess that would inevitably delay closings,
protract negotiations, and raise legal costs sobatly. These costs would be borne by

investors and the fund as a whole.

The Commission’s proposal would also disadvantagestors that participate in earlier
closings, as the investors in later closings wdalde access to an even larger set of disclosed
agreements. This dynamic would encourage invettorsit—to try to be the last investor to
sign up for a fund—making fundraising even mordidift and time consuming.

In addition to disrupting the fundraising procebg, Commission’s proposal would
degrade the quality of information available togstors. Under the current system, advisers,
after closing, organize all of the side letter® iatcompendium arranged by topic. This
compendium is designed to be user-friendly for gtees, with redundancies eliminated and side
letter provisions categorized by topic. If the Goission were, instead, to require advisers to
disclose side letters in advance of each investovisstment, advisers would likely just disclose
side letters as they came in and forego the stdrutest-closing approach. Investors would not
be served by this flood of information.

The Commission’s proposal would have other negatifexts as well. It would
generally chill advisers’ willingness to providelsiletters at all. This would leave many
investors (particularly smaller investors) withddielihood of negotiating provisions that the
adviser may have otherwise been willing to accomated Confidentiality would suffer, too.
For competitive reasons, many investors do not wHrgr investors to know the specific terms
they are receiving in side letters. The nearly-tieae, continuous disclosure contemplated by
the Proposal, however, would make it increasinglsiex for investors to ascertain which other
investors were receiving which provisions. In tinge-crunch created by the Proposal, with
advisers racing to disclose letters in advancdasitg, advisers would also find it more difficult
to appropriately redact side letter provisions befsharing them with other investors, potentially
leading to mistaken releases of confidential infation.

There is likewise no reason to impose further r&gins on side letters concerning
excuse rights—the right to be excused from pamitng in specific investments. To comply
with side letter provisions, advisers will typigaieek information from the investor seeking an
excuse right about the purpose of the right—fomepla, whether the excuse right is to comply
with a certain law, regulation, or internal policyhe adviser will also seek information about
the parameters of the right. Advisers will themsuarize this information in the contract or
compendium of side letter provisions. As a resather investors are put on notice as to the
reason that a particular investor has receivedkaunse right by way of side letter provision.
Moreover, the fund agreement and pre-investmentatigres clearly explain the impact that an
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excuse right would have if ever exercised—for inst that other investors may have to fund
more than their pro rata share of an investmenbot@r the shortfall and that the excused
investor will not benefit from any distributionsaged to such investment. There is no need for
further restrictions.

None of this is necessary. So long as advisectodis whether they will disclose side-
letter provisions after closing, and whether, at time, investors will be permitted to elect the
benefit of other provisions, investors can seleotf that will give them the information and
opportunities they want. The Commission’s prop@sahnecessary and counterproductive.

2. Preferential Redemption.

The Commission’s proposal to prohibit advisers frgnanting certain investors favorable
redemption terms should not apply to closed-endgurUnlike open-end funds, closed-end
private funds generally do not provide redemptights to investors—except in very specific
circumstances related to regulatory matters.

Side letters ensure that the investors that aresiio these regulations are still governed
by the fund agreement, which typically provides Bumus protections designed to limit the
impact of any redemptioff§ on remaining investors. Given these protectianstae limited
scope of redemption opportunities for investorslased-end funds, there is no reason to impose
further restrictions on closed-end funds on theseds. Indeed, restricting these rights would
most directly injure those investors facing a raty, tax, or commercial issue that requires
redemption flexibility, who would be unable to aésls their issue or would be unable to invest,
which would secondarily injure the adviser and hdneegeneral effect of deterring capital
formation. As long as advisers properly disclasevestors that others may be able to
withdraw from the fund, investors are adequatebtguted.

3. Portfolio Information Rights.

The Proposal to restrict an adviser from providiegain information about the fund’s
portfolio is also unnecessary, particularly in dostext of closed-end funds. As discussed,
closed-end funds do not have redemption rights@xn very specific regulatory
circumstances. It is thus hard to conceive of@mnection between additional information
rights and any negative impact on other investdirthe investor with the information right
could not use the information to withdraw from fbhad, then there is little that investor could do
that would detrimentally impact the other investors

All investors tend to have substantial access tenad information in any event. The
Commission fails to consider that advisers thatragestered investment advisers are already
providing regular reporting to all their investoas least annually, and in most cases on a

292 |n the context of private equity funds, thesevjzions, to the extent they are granted to investoay grant
investors limited “withdrawal” rights in certainrcumstances, although they may take the form a#mgaions.
Often, the withdrawing investor receives a pronmgsmte which would be paid out of future distriloats the
investor would have received had it not been reguio withdraw.

48



guarterly basis. These standard fund reportsnéeaded to cover material disclosure points
about the fund’s portfolio holdings. Many fund egments also provide every investor with the
right to request further information or report@ay time during the life of the fund, so long as
the request is reasonably related to the investov&sstment in the fund. This access to
information about the fund’s portfolio holdings tiuer alleviates any concern that customized
reporting with certain investors would be to thérideent of other investors.

In addition to being unnecessary, the Commissiprogosal would disincentivize
advisers from offering the types of tailored repdhat certain investors need to invest in a fund.
Many investors, for example, have negotiated secgporting requirements. California-law
governed retirement plans, for instance, are lggatjuired to publicly disclose certain fees and
expenses. Other investors have other restrictmms$ may, for example, be limited to holdings
with certain ESG metrics. Providing such repastalt investors in a fund would be unduly
burdensome and costly for advisers. By restrictuhgther the adviser can freely provide these
reports to some, but not all investors, the Prolpwsald disincentivize advisers from agreeing
to such customized reporting requests at all. Wpe of limitation has the potential to prevent
investors with specific reporting needs from inugsgin private funds, which would deter capital
formation.

The annual notice requirement exacerbates thidgmobThis requirement
fundamentally changes the ongoing compliance bufaleadvisers. The Proposal seems to
encapsulate not only side letter agreements teategotiated to induce an investor to commit to
the fund, but also any additional information quaging that the adviser gives to an investor
during the course of its investment in the fund—ewNe¢he disclosure were permitted by the
fund agreement. These costs will further erodemetstor returns, thus deterring capital
formation.

The Commission’s proposal also does not approfyiatesider alternatives within the
existing regulatory framework. For example, un@egulation FD, even a public company may
disclose material nonpublic information to a pahgt is bound by a confidentiality agreement
without disclosing the information to existing irsters or potential investof$® This is yet
another example of the Commission proposing tolaegyorivate funds without considering
alternatives and existing principles. This aspé¢he Proposal, like many others, contradicts
the fundamental tenet of securities regulation s@histicated investors in private issuers
require less regulatory safeguarding than retaésiors in the public markets.

F. Adviser-Led Secondaries: Fairness Opinion And Disokure Of Material
Business Relationship With Opinion Provider.

Under the Proposal, registered investment advisd#lrbe required to (i) obtain and
distribute to investors a fairness opinion fromraaependent opinion provider prior to closing
on an investment in an adviser-led secondariesardion, and (ii) distribute to investors a

203 gee, e.gRegulation FD: Compliance and Disclosures Intetptions Securities and Exchange Commission
(June 4, 2010), Questions 101.05, 101.06; httpsu/swec.gov/divisions/corpfin/guidance/regfd-intétm.
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written summary of material business relationshipsveen the adviser and the opinion provider
covering the two-year period prior to closing.

Adviser-led secondaries provide private funds duadr investors with an alternative
means to exit portfolio investments, often allowingestors to realize profits from high-
performing investments or to prolong their expogoreelect assets by electing to participate in
the resulting continuation vehicle. By retainingnership of a portfolio company through a
continuation fund, for example, an adviser canitsseamiliarity with the company to drive
further value and deliver better returns to investbat retain an interest. The Commission
acknowledges that adviser-led secondaries canrfibil for investor$®*

While fairness opinions can be an important toaubstantiating transaction prices,
other means of verifying purchase price informanaay be more reliable in certain
circumstances. Advisers should be encouragedrsupuhe most reliable method of
determining purchase price and to avoid incurringacessary costs ultimately borne by
investors. As adviser-led secondaries have ineceaspopularity, advisers and investors have
settled on a number of different means to provm®fort that transaction prices are fairly
determined. Often, when market data relating ¢emearm’s-length transactions is available—
for example, as a result of a recent auction psoesale of securities to a third party—that data
is considered the best indicator of the value efdbcurities underlying the transaction. Certain
asset classes, such as real-estate and credietb@wsds, obtain third-party valuations of their
portfolio assets on a regular basis; in these megts, sufficient data exists to substantiate
transaction prices and protect investor interedtsowt the need to obtain a fairness opinion.

Other such examples abound. In certain secondangdctions, for instance, the
transaction price is set by selling a minority piosi in the asset to a third-party investor. This
validation from a direct, third-party purchaseaiguably superior to a fairness opinion; the
parties settle on an objective market price afiergurchaser conducts specific diligence that a
fairness opinion provider simply would not perforiRequiring a fairness opinion in these
contexts would be duplicative and an unnecessggrese for limited partners. Further, in
adviser-led secondaries where the adviser is pirayia true “status quo” option for limited
partners the investors’ interest remains unchanged, anddhéict of interest concern the
Commission cites in the Proposal is plainly notnaated. Here, too, fairness opinions provide
no benefit to investors and would have the effésirply increasing costs for investors.

The Proposal does not recognize, as well, thatnements for price-setting in potential
adviser-led secondaries are now routinely negatiatehe formation of a private fund, with the
negotiation being largely driven by investors. &eqg a fairness opinion in this context will
likely either be in conflict with other valuatiopproaches already agreed to by investors, or
duplicative of already agreed methodologies.

204 proposal at 16,917-16,918.

295 |n a “status quo” transaction, fund investorsente option to either move their indirect inteiasin asset into
a separate “continuation vehicle,” on the same awon terms that apply to the fund, or to sell thespective
interests. Because the economics relating to kbver investors remain unchanged, the advisesadot
realize a gain on such assets until they are sotécontinuation vehicle.
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The Commission’s Proposal would ignore these altéra means of obtaining valuations
or mitigating potential conflicts in adviser-lecce@daries, imposing instead a one-size-fits-all
requirement for all adviser-led secondaries. Tds<cof this, the Commission estimates, will be
payments of more than $20 million annually that wifimately be borne by investof¥ and a
possible decrease in these secondary transactiogsther, “which could decrease liquidity
opportunities”—and not merely for “some private duadvisers,” as the Commission says, but
for investors, tod°’ In fact, the direct costs would be much highantthe Commission
estimates: while the Commission states that, basats “general understanding,” the “external
cost” of a fairness opinion is $40,088 the true cost is $50,000 to $100,000 for lower and
middle market private companies to potentially mitwaan $1 million for sophisticated
transactiong®®

Indirect costs would result, too, including frone ttime it takes to obtain a fairness
opinion and the impact that can have on a privane’s ability to participate in a transaction.
Obtaining a fairness opinion can take up to sewgesks. Private funds compete with other
private funds and strategic buyers for opportusjtend a multiple-weeks delay can easily cause
a fund to lose out on a highly sought-after investmn

And yet, while imposing these direct and indirems$ts on investors and advisers, the
Commission has failed to identify a single instamcevhich an adviser-led secondary was
misvalued to investors’ detriment. While the Pregdasuggests that the Commission appears to
believe that adviser-led secondary transactionsgptesignificant risk to investors, a review of
Commission enforcement actions dealing with advisérsecondaries does not support this
view.

In these circumstances, the admitted costs optisiposed requirement are not justified
by its speculative benefits, and it should be deapaltogether. At a minimum, fairness opinions
should not be required when the adviser and itsstors mutually agree to rely upon alternative
valuation methodologies, whether at the time oftthasaction or in the organizational
documents of the relevant private fund, such asetldentified above. Nor should an opinion be
required when an independent third party co-inviestle transaction, thereby providing
independent validation of the price without thetafsa fairness opiniofi:> When those
conditions exist, the Commission has no rationald override the judgment of sophisticated
market participants and insist that they obtaiostlg independent opinion that they deem
unnecessary.

Finally, the requirement that advisers discloseemialt business relationships with the
provider of the fairness opinion will be difficuth comply with (and consistent compliance

206 proposal at 16954 & 16955.
207 1d. at 16,955.

298 1d. at 16,965 thl. 3 & n.3.

209 Kothari Report  129.

20 1d. at 7 128.
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across the industry will be a challenge) becausenibt clear from the Proposal what constitutes
a material business relationship. There are adamiumber of valuation firms that oftentimes
have multiple engagements for each private equity&nd portfolio. Such disclosure would
therefore be of limited additional value to investand may actually be misleading by
suggesting that a conflict of interest exists whaetoes not.

G. Quarterly Reporting Provisions.

The Proposal would require registered advisersit@ie funds to provide investors with
guarterly statements detailing information aboetftmd’s performance, fees, and expenses.
Information must include theFund Table” (i.e., fund-level information), thePortfolio
Investment Tabl€’ (i.e., information at the portfolio company leyehnd performance
information, and must be provided to investors inidb days after each quarter end. The AIC
appreciates that reporting is an important tooiri@estors and does not object to the
Commission’s focus on reporting in general. Howetlge AIC’s members are extremely
concerned with the level of detail prescribed shreporting requirements and with the 45-day
deadline. Lastly, we believe these reporting nexaents will be prohibitively expensive for
new entrants in the private fund advisory space.

The Commission’s Proposal is unnecessary. The Cegioni bases the disclosure
requirements on the purported inability of privateestors “to understand and monitor their
private funds investment$™ and a perceived need to “improve the quality &frimation
provided to fund investors, allowing them to assesscompare their private fund investments
better.”?*? These statements fail to take account of thesotimarket practice of providing
detailed, high-quality disclosure to investors.r Egample, in support of the proposed reporting
requirements, the Commission cites to “Key Findingsan ILPA Industry Intelligence Report,
but the findings in that very ILPA document underihe asserted need for additional reporting.
As ILPA explained, “[c]lear and consistent repagtof fees and expenses is an area that has
seen real progres$*® The Commission also gives insufficient attentiothe nature of the
adviser-investor relationship. The Commission mtes no adequate basis to conclude that
investors in private funds need the same or maaife expense disclosures than retail investors
require. Moreover, as discussed above, requiningie funds to report such extensive
information is entirely inconsistent with the staty framework for private funds. There is also
no indication in the Proposal that the level oforng already provided by many fund managers
has been assessed as part of the Commission’deostit analysis.

By the Commission’s own calculations, these reauo@sts will impose more than $300
million in annual cost&*—costs that ultimately will be borne by investofghe requirement will

21 SeeProposal at 16,890.
212 Id

213 Key Findings ILPA Industry Intelligence Report: AtHs Market In Fund Terms? (202ayailable at
https://ilpa.org/wp-content/uploads/2021/10/Keydiings-Industry-Intelligence-Report-Fund-Terms. pdf.

214 |d. at 16,963 tbl. 1.
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also present serious operational difficulties fibfunds and will be particularly challenging, or
even impossible, for funds-of-funds and secondang$.

The Commission seeks to justify the Proposal’sdsedized, highly detailed reporting
requirements by pointing to ILPA’s reporting templ&” but that reliance is misplaced. ILPA’s
template offers significantly more flexibility taipate fund advisers than the proposed fifle.

The Commission also seeks to justify aspects optbposed reporting requirements by
citing Ludovic Phalippou’s claim that private equiterformance is overstatét,but as
Professor Steve Kaplan has explained, Phallipdaismes are confused or misleading. Phallipou
employs inappropriate comparisons, uses the wrenghmark, selectively looks to the least
favorable time period, ignores gains to sellersthedenefit of diversification, contradicts
himself, and is fundamentally confused about thenesof competitive markefs®

1. The Specific Reporting Requirements Are ImpracticalAnd, In
Certain Cases, Compliance With The Reporting Requements Will
Be Impossible.

At present, private fund advisers generally prowdestors with financial information
on a quarterly basis, presented in accordancegeiterally accepted accounting principles.
Ordinarily this includes, at a minimum, a balanbeet, statements of operations, and a statement
of the investor’s capital account during the fitetee quarters of the fund’s financial year. For
funds’ fiscal year-end, investors are generallywled annual audited financial statements—
prepared, once again, in accordance with genesattgpted accounting principles. In addition,
since many investors have specific information se@d/estors typically negotiate for
customized information rights, which may includpa#s provided in accordance with templates
developed by ILPA or based on the investor’s ovdividual reporting template (which would
typically include many of ILPA’s reporting guideéig). Investors already receive quarterly and
annual reports, and documentation when negotiahieig initial participation in the fund
(including limited partnership agreements, priyaltcement memoranda, and extensive
diligence materials) that informs the investorladf types of payments that may be made to

215 |d. at 16,893 n.29.

218 |LPA’s reporting template sets out two levelgeporting: Level 1 requires three figures to heoreed—total
partnership expenses, total offsets to fees andnesgs, and total fees with respect to portfolio
companies/investments. Level 2 creates sub-casgsgaof reporting within each category in LevellLPA
recognizes that “Level 1 summary content may bécserfit for many LPs to monitor their portfolioshd “GPs
should have conversations with their LPs regarttiegequisite level of reporting.” Institutionaihhited
Partners AssociatiofReporting Template Guidance, Version, htl7 (originally released in Jan. 2016; revised
in Oct. 2016)available athttps://ilpa.org/wp-content/uploads/2016/10/ILPApReing-Template-Guidance-
Version-1.1.pdf.

27 SeeProposal at 16,941 nn.281, 283.

218 geeSteve Kaplan, What Do We Know About Private Eqéigyformance? (Aug. 2020); Michael Cembalest,
J.P. Morgan Asset & Wealth Management, Food FightUpdate on Private Equity Performance vs. Public
Equity Markets 2 (2021 gvailable athttps://privatebank.jpmorgan.com/content/dam/jpm-w
aem/global/cwm/en/insights/eye-on-the-market/pawequity-food-fight-jpmwm.pdf.
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related persons. The investor, which is represkeloyesophisticated counsel in the negotiation,
will often obtain the adviser’s agreement to dter types of payments made to related persons,
and to report any such payments in a format reqddsf the investor. The Commission’s
proposed requirements amount to another way oéptieg the same or similar information.

Thus, the proposed requirements would add yet anddier of reporting burdens on
advisers. In contrast to the reporting practicagetbped collaboratively between advisers and
investors, the Proposal’s quarterly reporting regaents would simply be unworkable for many
private fund advisers. Investaabeadynegotiate for the tailored reporting that theylfmost
useful and that practice is unlikely to change e Tile would needlessly impose a rigid
reporting system on top of the existing framewaevith no showing that it is needed.

Various aspects of the Proposal do not reflecatitaal structure of private funds. The
proposed treatment of liquid and illiquid assets,example, is not appropriate because its
rigidity does not reflect the diversity of induspgrticipants who do not neatly fit within this
dichotomy, such as hybrid funds. Moreover, the’sufocus on certain performance metrics
may be relevant only for direct funds, not fundsitofds or secondary funds. In addition, the
Proposal seeks to determine the information thasads would be required to provide based on
the exemptions under the Investment Company Act@wming the type of investors in the fund
(sections 3(c)(1) or 3(c)(7)), as opposed to thetesjies employed by the fund. This makes little
sense and would result in unnecessary reporting fond that is not a typical hedge fund or
private equity fund.

The Proposal would be costly as well. The AIC’'swmbers are concerned about the
resources that would be required to satisfy thairements of the Proposal and the
unavailability of those resources in the market—tipalarly from a talent and technology
perspective. Talent, for example, is in short $ymmd the costs of hiring additional personnel
will be significant. Mid-sized and small firms Wihlear a disproportionate share of the cost.

Specific requirements contain material flaws angblégnthis issue. We urge the
Commission to consider, for example:

a. Unlevered ReturnsThe requirement to report unlevered returns woesglire
advisers to make various assumptions to calculgiethetical returns in the
absence of a credit facility. These calculatioislve expensive and add
significant cost to the preparation of an advisérancial statements. Moreover,
the use and implications of leverage will vary witind strategy and investor
characteristicé™

29 In the process of subscribing to any fund, inmeshegotiate and consent to the fund’s use ofcsigt®n lines
of credit (including limitations on the use of suelierage). Investors appreciate that funds ifesterage for
different reasons, often dependent on the fundigesiy. For example, investors will have different
expectations regarding the use of leverage inegtake funds as compared to traditional privatéyfunds.
These expectations will necessarily influence itoredriven reporting. A real estate fund custoiyaenters
into a subscription line of credit (i) to fund etucapital for investments between the acquisitiban asset
and the fulfillment of investor capital calls réfag to such investment; and (ii) to bridge debafining for
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b. Portfolio InvestmentsAs a matter of standard practice, advisers fulbgidise
portfolio reports once a year pursuant to conti@atbligations negotiated by
investors. Mandating this as a quarterly requirgmeuld require significant
additional resources and impose substantial é65t#\s a result, the transition
period for delivering quarterly reports should bée@ded from one year to two
years. This would enable advisers to make the sacgadjustments to their
operational and compliance systems. In additometiuce costs, the
Commission should only mandate reporting for a subtthe fund’s covered
portfolio investments—for example, those meetingpecentage threshold with
respect to the overall net asset value of the fpdttfolio.

C. b. Disclosures of Payments to the Adviser or its Rel&ersons.The
obligation to disclose portfolio investment compatien allocated to an
investment adviser or any of its related persomsaslematic in a number of
ways. First, the reporting obligations should be limited tquiee disclosure of
“portfolio investment compensation” only when tlviser has discretion or
substantial influence to cause the covered pootfalrestment to compensate the
adviser or its related persons. For purposeseofaitegoing definition, an adviser
should be deemed not to have “discretion or sutiatanfluence” if (a)(i) the
private fund in question, together with other préevdunds controlled by the
adviser, owns less than a majority of the votingusgies of the relevant portfolio
investment, and (ii) the adviser and its relatedqas represent less than a
majority of the voting members of the board (orieglent governing body) of
such portfolio investment; or (b) the adviser ibjsat to written policies and
procedures requiring it and its related personed¢ase themselves from decisions
relating to the compensation of such persons bgrmealvportfolio investments.
Secondthe proposal is problematic in its conceptuailmadf related persons. A
number of investment advisers have related peitsasn reality negotiate with
the investment adviser or its affiliates at armre’'sdth and would not represent the
interests of the adviser in negotiating with a fodid investment. This is
common among investment advisers that are padropéex organizational
structures, such as bank-affiliated investmentsedgi For example, it is
common for a portfolio company to independentlytcact with an investment

220

underlying investments. When leverage is usedidgéfinancing for the asset’s underlying debafining
(rather than to bridge the fund’s equity investmerdlculating an "unlevered" return is not meafuhtp
investors and could be misleading because it isgfdine anticipated debt structure. Indeed, opustic real
estate funds do not typically report unleveredrretpand this practice is consistent with investgrectations.
Because investors in these funds have generallglerobnstrated any interest in this metric, repgrtias thus
far not included unlevered returns. Thus, existpgortunistic real-estate funds would find it imgireable, if
not impossible, to calculate unlevered historiettims for existing funds. Consistent with our gahposition
that any rule, if adopted, should not apply to #xgsfunds, any requirement to report unleveredrret should
not apply to existing real estate funds or any o#xésting funds, and should be prospective aftea@propriate
transition period.

Where a portfolio investment represents less B%arof net asset value of a fund, US GAAP does equire
the disclosure of the percentage of ownershipefriliestment.
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adviser’s related person for investment bankingkérage, consulting, or similar
services. Because these entities are financiatlyogperationally separate from
the investment adviser, their interests are gelyemat aligned with the
investment adviser’s interests. We therefore ssigipat the definition of “related
person” exclude any person that is operationaliigpendent from the investment
adviser’?! Third, a transaction involving @ minimisamount should not be
subject to these reporting requirements. In eathese scenarios, not only
would the arrangement not raise the type of casfite Commission suggests are
problematic, but also disclosure of any such paymemld reveal confidential
information about the portfolio company to fundestors. This information
would have no relevance to a fund investor’s inwestt and obtaining it could be
a significant burden for investment advisers.

d. Administrator ResourcesThe Proposal raises a number of concerns regarding
third-party administrators. To begin, many privateds rely on external third-
party administrators who do not presently provite level of detail specificity
required by the proposed reporting rtfi€. The Proposal would require these
third-party administrators to make significant, topsvestments in new
technology, which will raise prices across the daand diminish investors
returns. For example, third-party administratayshdt currently maintain in their
books and records data such as partnership explerdes) out by category.
Investor-level ownership is difficult to track agNy given recurring investor
subscriptions and redemptions, which add compgsciti tracking relevant data
points. Administrators would need to invest siguaiftly in technology to be able
to comply with these requirements. Ongoing lalhmrges would only
compound the burden on administrators in attemgongomply with the
Proposal. Given all these challenges, adminigsatay refrain from providing
reporting services, which would further disrupt duBministrator industry.

e. Public Company ObligationsUnder the Proposal, investment advisers that are
Advisers Act registrantand Exchange Act registrants would be subject to an
onerous amount of SEC reporting. These adviseza@dy work closely with
investors to balance the needs of their internaiatels with investor reporting,
and are already subject to numerous quarterly tigorequirements, including
periodic and annual filings on Form 10-Q and 1(#Kblic company disclosures
on Form 8-K in connection with earnings reports atieer material events, and
other quarterly governance requirements. The Casion has provided no cost-
benefit analysis to justify the unduly burdensoeguirement of taking on yet
another quarterly obligation and producing the meguportfolio-level

21 The Commission has previously granted regulatexjtility with respect to related persons that are
operationally independeriee, e.gthe treatment of “operationally independent” tedbpersons under the
Custody Rule. 17 C.F.R. §275.206(4{p2(6).

222 Funds or their administrators may be unable tdyee the required information with respect to lgdaads.
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information contemplated by the Proposal—partidultaithin 45 days of quarter
end.

Funds-of-funds.The above challenges would be exacerbated for fofiflends
and secondary funds. That is because the defimitidcovered portfolio
investment” apparently would require funds-of-furaasl secondary funds to look
through to indirect holdings and determine wheth@ments have been made to
the adviser or a related person, and to aggretgatedirect holdings (based on a
guestion the Commission asked in the Proposal)s Whauld be unduly
burdensome. The Commission should make cleamtpattfolio investment for a
fund-of-funds does not include issuers or entitieg the fund invests in indirectly
through underlying fund&?

Performance Metrics.Owing to the diversity of private funds, we dd believe

a one-size-fits-all requirement for presenting fypeaformance would be
appropriate. For example, finding appropriate gdilarket-equivalents
(“PMESs") for private funds that have tailored stratediest are not available in
public market indices is often difficult. Requuifiund advisers to use PMEs
could result in misleading presentation of perfanogg particularly because there
iSs no one accepted version of PME, and advisersbadgrced to select PMEs
that are not comparable to the private fund.

Portfolio Company Concerns. The Proposal would edsse concerns among
portfolio companies, which will be sensitive toanination about their investors
and payments to service providers being distributieiely. As noted elsewhere,
a single private fund may have hundreds of investddany investors are subject
to Freedom of Information Act requests and any regquent to disclose
substantial portfolio company information may makizate funds a less
attractive source of capital to certain portfolangpanies, thereby competitively
disadvantaging private funds.

2. The 45-day Deadline For Advisers To Provide Quartdy Reporting
Will Be Difficult, If Not Impossible, To Comply Wit h.

The proposed requirement that quarterly reportengdmpleted 45 days after quarter-end

will be difficult to comply with for many sponsorgarticularly with respect to including
portfolio company information in the reports, andgaring the report due at year end. Indeed,
in part because these reports require swiftly ctig and reporting data artherentities—the

223

If the Commission actually intends for a portfaliwestment for a fund-of-funds to include issuarentities
that the fund invests in indirectly through underyfunds, the Commission must say so clearly and
incorporate the economic effects into the Commissianalysis. This, the Commission has not done.
Accordingly, if the Commission were to attempt toyade that a portfolio investment for a fund-ofifis
includes issuers or entities that the fund invesisdirectly through underlying funds, the Comninsswould
need to issue another release providing adequéiteramd opportunity for comment on the myriadssiies
that would arise under such a proposal. For thessons, it is our view that the reporting requieets in the
Proposal should not apply to funds-of-funds anasdary funds.
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portfolio companies—some of the challenges thisiregnent presents may be beyond the
adviser’s ability to resolve.

a.

Funds-of-Funds The Commission and its staff have acknowledgedotactical
difficulty that funds-of-funds face when reportiimgother contexté** If a fund-
of-funds does not receive an underlying fund’s tprér report until the day of
the deadline, it will impossible for the fund-ofrftis to comply with its reporting
deadline. For this reason, funds-of-funds shooldoe subject to the quarterly
reporting requirements in the Proposal.

Aggregation of Portfolio Company Informattoin order to provide quarterly
financial reporting, sponsors often have to obtaggregate, and analyze
information from numerous underlying portfolio coampes. Any delay by
portfolio companies in providing their quarteripdincial data, which may be
outside of the fund adviser’s control, could therefcause an adviser to violate
the terms of the Proposal.

Conflicts with Other Requirement$/lost advisers are already subject to
significant compliance obligations after quarted.ein addition to providing their
investors with financial statements and customizgubrts (including those
compliant with the ILPA template), advisers areenfsubject to other
requirements, such as reporting to banks and &hders, and complying with
tax requirements. Adding further reporting regonesits within a short time-
frame will put a significant strain on an advisealsility to meet its various
obligations—each of which, if not satisfied, candagignificant adverse effects on
the fund and its investors. For example, delaysomplying with borrowing
covenants could jeopardize an adviser’s existiagdsoor their ability to borrow
on behalf of the fund in the future. In additias, noted above, advisers affiliated
with public companies will be subject to additiodaimands with respect to
quarterly public company reporting.

Overlap with Year-End AuditAt year-end, the vast majority of registered
investment advisers to private funds obtain audieaual fund financial
statements as a matter of general practice os, mss$t common, to rely on Rule
206(4)-2(b)(4) of the Advisers Act for an exemptioom certain requirements of

224 For example, a fund-of-funds that obtains an ahaudit in reliance on Rule 206(4)-2(b)(4) for atemption
from certain requirements of the Custody Rule urtlderAdvisers Act may deliver its audited financial
statements to investors within 180 days of fisearend, instead of within 120 days as explicityed in that
rule. The SEC staff defines a fund-of-funds asalqal investment vehicle that invests 10 percemare of
its total assets in other pooled investment vehittiat are not, and are not advised by, a relsgesbp of the
pool, its general partner, or its adviser. Thifsmdggon would include many secondary funds. ABAr@mittee
on Private Investment Entities, SEC Staff No-Actigrter (Aug. 10, 2006)See als&taff Responses to
Questions About the Custody Rulriestion VI.7available at
https://www.sec.gov/divisions/investment/custody 830510.htm.
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the Custody Rule. It is unreasonable to expedt Wiale private fund advisers

are undertaking the time-consuming responsibiléiesociated with an annual
audit, they will also be equipped to provide thtaded, time-intensive quarter-
end reporting required by the Proposal. As progotses quarterly reporting
information provided to investors after year-endldde confusing because funds
would report pre-audited numbers, which oftentimiéer from the audited
amounts. Any deadline for quarterly reporting aftee fourth quarter of a fund’s
fiscal year should be significantly longer thanestfuarters.

While the AIC considers any new SEC-imposed repgntequirement to be
inappropriate and unnecessary, the Commission dlauhinimum revise the Proposal to
provide: (i) 90 days, to issue quarterly repootsa fund’s first quarter, second quarter, anddthir
quarter; and (i) 120 days to issue a quarterlprefor the fund’s fourth quarter. For the reasons
noted above, the quarterly reporting requiremembsiisl not apply to funds-of-funds.

3. The Proposal Will Reduce Investor Returns Due Tincreased
Reporting Costs Without Providing Any Significant Investor Benefit.

Requiring fund advisers to provide investors wite Fund Table, the Portfolio
Investment Table, and performance information witth days of the end of each quarter will
cause funds to incur significant additional cogtsst, advisers will be required to adapt their
reporting function (in some cases, together withrporting function of their underlying
portfolio companies) to be able to prepare theis#tgunformation. In many cases, this will
require significant one-time implementation cos$econgadvisers (and in some cases,
portfolio companies) will incur significant ongoirxpenses to prepare and review the required
reports each quarter, which will be on top of extes reports already provided to fund
investors. Especially because the informationirequnder the Proposal must be provided to
investors within 45 days of each quarter end, aifsagint strain will be placed on advisers’
back-office staff, who—as described below—alreaabefa multitude of other deadlines for
providing information to lenders, investors, andeststakeholders, particularly at year-end.
Advisers will likely face the choice of increasitiggir back-office staff or outsourcing certain
administrative functions, in each case incurrinditahal expenses.

The Commission’s cost estimates fail to accountafoy of these added expenses.
Importantly, private funds typically bear their owperating expenses, including for financial
reporting, and investors already bear third-paoistg directly as fund expenses. Whether
managed by increased back-office staff or outsagrtm a third party, the additional expenses
incurred in implementing and complying with the paeal will therefore be passed on to the
private funds, and ultimately to their investors.

The additional reporting requirements will be partarly burdensome to new and
smaller sponsors, which may have smaller operdtieaans—or no teams at all—to produce the
required reports. Over the long term, these smgfiensors will be required to hire additional
employees, disproportionately increasing theirricial burden; in the short-term, smaller
sponsors face a higher risk of noncompliance, dukd additional burden placed on their
smaller operational teams. Ultimately, since semaponsors may find themselves less able to
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pass increased costs on to investors (and bedaessevill incur disproportionately higher
increased costs), some smaller sponsors may bedfoa of the market altogether.

Most private fund advisers currently provide linditeartners with detailed, fund-level
information on a periodic basis. In addition, tiggvide customized reports as requested by
investors.

Institutional investors who participate in privditeds adhere to a myriad of reporting
requirements informed by regulatory requirementstaeir own internal policies. Investment
advisers provide extensive reporting to these itovesand often have tailored this reporting
over time to meet the specific needs of particuiaestors. Private fund advisers receive and
provide numerous ad hoc requests from investony gear to provide additional reporting
detail. Private fund advisers provide these repmrisophisticated investors who have the power
to demand such reporting. Many sponsors have tegtesibstantial sums of money to build out
proprietary reporting templates and systems baseckly on the specific needs of their
investors. And, when an investor such as a stsipn plan requests specific reporting
information, the existing flexibility in reportingllows the adviser to modify its reporting
systems to accommodate the investor’'s needs. di@a many sponsors have only recently
adjusted their reporting systems to provide theddedized reporting agreed with their limited
partners or as recommended by ILPA. Many privatel sponsors have adopted the ILPA
reporting template or a version close to it as firedliby investor needs, and thus any regulatory
intervention in relation to a standardized repgrtimodel is unnecessary, given such sponsors’
widespread acceptance of the ILPA reporting teragfat Private fund investors are typically
represented by highly specialized advisers, wheilyeaegotiate the information they receive
about their investment, and other financial indusffiliates that process reporting information
when received. The Commission fails to acknowlettige, unlike retail investors, private fund
investors are uniquely positioned to understanddimas of their individual investments, to
compare key information across investments, ame¢mtiate disclosure tailored to their
individual requirements. Moreover, the Commisgoovides no evidence that disclosures
promote competition in any way. For all of thesasons, the Proposal is not necessary, would
lead to costly, unnecessary duplication, and offersignificant benefits to investors.

H. Private Fund Audits.

1. Requiring All Private Funds To Obtain Audits Is Unnecessary And
Duplicative And Will Lead To Increased Costs To Fun Investors.

The Commission’s proposal to require all privataiggfunds to obtain audits is
unnecessary and duplicative. The Commission’edtabncern is that a fund adviser might
exploit the “subjectivity” inherent in “valuing aipate fund’s illiquid investments” to overstate
the value of the fund’s investments and therebyeiase the adviser’s fee or solicit new

225 Given this substantial investment in standardizathat private equity advisers have already ireclemy rule
adopted should contain a safe harbor that deemiteqyaeports be prepared in accordance with ItHrAl
template to satisfy the rule’s informational requients, and better tailor the rule’s requireméartguarterly
reports for other private fund advisers.
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investors’?® Neither concern, however, applies to private ggfunds. As the accompanying
report of Dr. Kothari explains, “[p]rivate equityrids typically charge management fees based
on capital commitments, or sometimes invested appieither of which is affected by subjective
valuation methods?®’ Moreover, evidence shows that the sophisticateestors who invest in
private equity funds base their investment decsiorsubstantial part on existing investments,
which also are not susceptible to subjective vidmamnethod$?® Accordingly, the Commission

has failed to show a need for applying the prop@aetiting rule to private equity funds.

Even if the Commission had shown such a need,hygoged auditing rule is largely
duplicative of another rule that is already onhbeks. Advisers Act Rule 206(4)-2, the so-
called ‘Custody Rule” requires advisers who have custody of clientf&ito maintain those
funds with a qualified custodian€., a bank) and to retain an independent public atciou
verify those funds at least once a y&drThe Commission staff frequently polices this
obligation, which firms generally meet by obtainiagund audit>*® The Commission identifies
no need for an additional rule.

And indeed the proposed rule would be counterpridgiic It would increase the
compliance costs borne by investors, thus reduoigstor returnd® It would reduce the
number of suitable auditors available in certamsglictions, which would raise audit prices and
further degrade investor returns. And it wouldodigortionately impact those advisers that have
operationalized existing private equity funds ilarece on the audit exemption in Rule 206(4)-2.
For these and other reasons, the proposed auditimghould not be adopted.

2. Certain Fund Advisers Should Not Be Required To Oldin Fund
Audits.

Even if the Commission were to adopt the proposett aule in some form, it should not
extend the rule to certain circumstances wheepgrticularly unwarranted.

First, the Commission should not apply the proposedtauldi to advisers that act as
sub-advisers to non-U.S. private equity fundsthése situations, the U.S. sub-adviser typically
hires an auditor to conduct a surprise examinaifcthe assets managed by the sub-adviser, as
required by the Custody Rule. This auditor musttntkee Regulation S-X independence
standards. However, the primary (non-U.S.) adwisay elect to have the fund’s financial
statements audited by an auditor that meets oelAtEPA independence standards, not

226 proposal at 16,912.

227 Kothari Report 1 119.

228 gSee idat 1 118.

22 gSeel7 C.F.R. § 275.206(4)-2.

230t is rare for fund advisers to choose not toentineir funds audited, and advisers that do nobsi¢o undergo

an audit do so for specific transactional or juggdnal reasons or at the request of fund investioemselves
(as discussed below) and not as a means to evaulatien.

21 Kothari Report 1 122-123.
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necessarily all of the Regulation S-X independestaadards (as required by the Proposal). This
practice is more than sufficient.

Secondthe Commission should not apply the proposedt auld to funds whose
investors specifically request that the furat obtain an audit, so as to avoid unnecessary costs.
These funds are still subject to surprise exanonatunder the Custody Rule.

Applying the new audit requirement in these twewmstances would harm fund
investors in a number of ways. It would unnecelysacrease demand for audits to a level that
the market at present cannot support. Costs affsaaick thus likely to increase, causing an
increase in fund expenses. Furthermore, withoyfflaxibility on auditor independence,
advisers would be forced to change auditors arftlahiay from reliance on the surprise exam,
which would also be detrimental to investors. Tmmmission does not cite any evidence that
auditors that currently meet the AICPA standardm@dépendence, but not the standards of
independence of Regulation S-X (because, for exantipé auditor does certain work for a fund
portfolio company), are any less trustworthy orogtht.

Retaining a fund’s current auditor, even if it do®t meet all the Regulation S-X
independence standards, is likely still in the letsrest of fund investors. The current audisor i
likely better equipped to provide services to tined, and a change in auditors could add
significant costs for fund investors. Given themperience with the relevant adviser, the current
auditor is likely more knowledgeable of the applieafund’s operations. A fund’s investors
typically know and trust its auditor based on gk record, and transitioning to an entirely new
auditor could be confusing and concerning to thegestors. The current auditor may also have
been chosen due to cost sensitivity that wouldnaitely affect investors. And switching
auditors would have significant transaction cogtsovisions of certain contracts for services
with auditors, moreover, cannot simply be unilatgrt@rminated without the risk of legal
proceeding, and any such proceeding could resaltided cost to investors. Further, the
governing documents of a given private equity famady provide investors with consent or
consultation rights regarding any change in thelfiauditor, which may constrain the adviser’s
ability to comply with this requirement if such s@nt is not providedFinally, it is possible
that, in light of portfolio company relationshigsarticularly for fund complexes with extensive
investment activity and therefore many portfoliorganies, there will be few qualified auditors
available who satisfy the independence requirema&ifRegulation S-X. This could force an
adviser to select an auditor that it does not belgatisfies its standards for providing services t
the fund, thereby potentially harming investors.

3. The Commission Should Modify The Requirements To Otain A
Fund Audit.

At the very least, the Commission should make dfiewing clarifications. First, the
Commission should clarify that the requirementebwér financial statements “promptly”
provides a minimum of 120 days for delivery.

Secongdthe Commission should clarify that a registeracgstment adviser with a
principal place of business outside the UnitedeStatould not be required to comply with the
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proposed audit rule with respect to its privateityqund clients organized outside of the United
States. This is consistent with the Commissioff'stiangstanding “registration lite”
interpretatior?>?

Third, the Commission should clarify that the fund awdguirement applicable to sub-
advisers to private equity funds to take “all reeduae steps” to cause the fund to undergo an
audit consistent with the fund audit requiremergsinot apply to sub-advisers to non-U.S.
private equity funds whose primary adviser or gahgartner (or similar person) is a non-U.S.
Adviser, so long as the non-U.S. Adviser causesuiheé to undergo an audit performed by an
auditor that meets an independence standard.

Fourth, the Commission should clarify that an investmentiset is not required to
reconcile a non-U.S. fund’s non-GAAP financial staents to GAAP when distributing
financial statements to non-U.S. investors. Thisgain consistent with current Commission
staff guidancé??

Fifth, the Commission should clarify that a fund’'s aeditinancial statements can be
consolidated financialsj.e., intermediate structuring vehicles, portfolio cang holding
companies, and other AlVs, and that the fund dadsneed separate financials. This, too, is
consistent with existing Commission staff guidafite.

232 SeeABA Subcommittee on Private Investment EntitiesCSStaff No-Action Letter (Aug. 10, 2006)

233 SeeStaff Responses to Questions About the Custody @uestion VI.5available at
https://www.sec.gov/divisions/investment/custody 830510.htm.

234 gseePrivate Funds and the Application of the CustodieRo Special Purpose Vehicles and Escrows, IM
Guidance Update No. 2014-07 (June, 2014).
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I. QUALIFICATIONS AS AN EXPERT

l.

I specialize in the areas of accounting, economics, and finance as they relate to
business analysis, valuation, financial disclosures, and compensation, among other
areas. I have senior executive experience in government, academia and industry, with
expertise in strategic and policy issues, securities regulation, auditing, and corporate
governance. I have been on the faculty of the Massachusetts Institute of Technology
(“MIT”) Sloan School of Management since 1999. I currently hold the Gordon Y.
Billard Professorship of Accounting and Finance. In addition to my faculty duties, I
have also held the positions of Deputy Dean, Faculty Director of the MIT-India
Program, and Head of the Department of Economics, Finance, and Accounting at
MIT. From 2018 to 2019, while at MIT, I co-chaired the Board of Governors of Asia

School of Business, Kuala Lumpur.

My most recent experience outside academia was at the U.S. Securities and Exchange
Commission as the Chief Economist and Director of the Division of Economic and
Risk Analysis. In this role, I led 160 economists and data scientists focused on U.S.
securities regulation, domestic and international prudential regulation, and data
analytics. During 2008 and 2009, I was the global head of equity research for
Barclays Global Investors (acquired by BlackRock) and spearheaded the firm’s active
equity quant research for a $100 billion portfolio and a team of 50 PhDs globally.

II. BACKGROUND

3.

I have been asked by the American Investment Council (the “AIC”) to assess the
potential impacts of the new rules, Release Nos. IA-5955; File No. S7-03-22, (the
“Proposal”) proposed by The Securities and Exchange Commission (the
“Commission”). The AIC’s member firms consist of private equity and private credit
firms. My opinions regarding the Proposal focus primarily on its potential impact on
the private equity segment of the private fund investment universe, although some of
my comments may be applicable to other types of private funds such as real estate
investment funds or hedge funds. My opinions are preliminary, subject to the limited

comment period available to review and assess the Proposal, and subject to



modification based on additional facts, research, or analysis that I may conduct in the

future.

4. The private equity sector is a significant contributor to the U.S. economy.! As of
2020 the sector included about 4,500 private equity firms and about 16,000
companies backed by private equity capital, employing about 11.7 million people,
and about $1.4 trillion of GDP.? Private equity firms investing in mature business
provide expertise to improve underperformance, infusions of capital, or both. Private
equity firms also invest in companies to foster expansion, providing capital that might
be unavailable or too costly to obtain from other channels such as public capital or

venture capital.

5. Research shows that private equity improves productivity by increasing capital
expenditures and reallocating resources to more productive plants.> Private equity
ownership benefits customers through new product introductions and increased
product variety.* The financial improvement of private equity owned firms has been

traced to improvements in sales and operating margins.>

6. The private equity industry (excluding venture capital) is estimated to manage as of
2021 about $2.6 trillion of assets under management, about a fourfold increase from
the $0.5 trillion under management in 2005.° Annual private equity fundraising

reached over $300 billion in 2021, of which about half related to middle market

! Except as noted, the industry statistics are from EY, “Economic contribution of the US private equity sector in
2020, Prepared for the American Investment Council,” May 2021, available at:
https://www.investmentcouncil.org/wp-content/uploads/ey-aic-pe-economic-contribution-report-final-05-13-
2021.pdf.

2 Estimates exclude indirect effects of suppliers to the private equity sector and related consumer spending.

3 Boucly, Quentin, David Sraer, and David Thesmar. “Growth 1bos.” Journal of Financial Economics 102.2 (2011):
432-453. Davis, Steven J., et al. “Private equity, jobs, and productivity.” American Economic Review 104.12 (2014):
3956-90.

4 Fracassi, Cesare, Alessandro Previtero, and Albert W. Sheen. “Barbarians at the store? Private equity, products,
and consumers.” The Journal of Finance, Forthcoming (2022).

5 Acharya, Viral V., et al. “Corporate governance and value creation: Evidence from private equity.” The Review of
Financial Studies 26.2 (2013): 368-402. Guo, Shourun, Edith S. Hotchkiss, and Weihong Song. “Do buyouts (still)
create value?.” The Journal of Finance 66.2 (2011): 479-517.

¢ Based on data from PitchBook. The $2.6 trillion AUM includes about $1.8 trillion in portfolio value and about
$0.8 trillion in “dry powder.”



fundraising activity.” From 2005 to mid-2021 private equity distributed over $2.7

trillion to investors (about $0.4 trillion more than fundraising over the same period).®

7. Private equity investors must be accredited investors.’ Institutions and individuals
investing in private equity include governments, endowment plans, sovereign wealth
funds, foundations, corporate, public pensions, private pensions, insurers, banks,
family offices, high net worth individuals, and others. Private equity target
allocations for family offices, governments, endowment plans, sovereign wealth
funds, foundations, and corporate investors exceed 10%.!° Survey data show
allocations to private equity increase with investor scale and experience.!! Similarly,
data from U.S. public pensions indicates that allocations to private equity is highest

for larger pension funds. '

8. Investors benefit from access to private equity funds and investments. Investing in
private equity increases average portfolio returns and portfolio Sharpe ratios (a
measure of return adjusted for risk).!* U.S. buyout funds have outperformed public
market indices, even after adjusting for leverage and premia associated with small

company and value investments.'# Investors’ reported reasons for investing in private

7 Based on data from PitchBook.
8 Based on data from PitchBook.

% Individuals may be accredited investors if they earn income over $200,000 ($300,000 together with spouse), have
net worth over $1 million, or hold in good standing Series 7, 65, or 82 license. Institutions may be accredited
investors if they are a trust with assets in excess of $5 million, an entity with investments in excess of $5 million, or
an entity in which all of the equity owners are accredited investors. SEC, “Accredited Investors — Updated Investor
Bulletin,” April 14, 2021, available at: https://www.investor.gov/introduction-investing/general-resources/news-
alerts/alerts-bulletins/investor-bulletins/updated-3.

192022 Preqin Global Private Equity Data Pack.

' Henry H. McVey, KKR, “The Wisdom of Compounding Capital,” Insights: Global Macro Trends, vol. 11.1,
February 2021. Similarly, survey data from EY finds that allocations to alternative investments increases with net
worth. EY, “Where will wealth take clients next? 2021 EY Global Wealth Research Report.”

12 The median public pension plan with assets under $1 billion allocates 0% to private equity, compared to the
median plan with assets over $1 billion allocating 8.3% to private equity. Public Plans Data. 2001-2020. Center for
Retirement Research at Boston College, MissionSquare Research Institute, National Association of State Retirement
Administrators, and Government Finance Officers Association.

13 Gregory Brown, Wendy Hu and Bert-Klemens Kuhn, “Private Investment in Diversified Portfolios,” January
2021.

14 Gregory Brown and Steven N. Kaplan, “Have Private Equity Returns Really Declined?” Keenan Institute Report,
April 2019.



equity are mainly for diversification, high risk-adjusted returns, or high absolute

returns.

III. SUMMARY

9. As explained in Section IV, private equity is a competitive industry with thousands of
advisory firms on one side and sophisticated investors on the other side. Certain
characteristics of the private equity industry, which the Commission is concerned
about, emerge as a result of negotiations between sophisticated parties, and the
literature provides economic reasons for these patterns in the data. For instance,
contractual terms, which might look vague on the surface, are a way to handle
uncertainties that the general partner (“GP”’) might face during a long investment
horizon as evidenced in the incomplete contracting literature. The Commission is also
concerned about the variation in fees and the literature identifies numerous reasons
why fees might differ across GPs or limited partners (“LP”’s). For instance, fee
discounts are typically offered by first time or small advisors to anchor investors,
which serves as a signal to attract other investors. Overlooking these findings in the
literature, the Proposal might have unintended consequences in an already

competitive industry and become detrimental to investors contrary to its aim.

10. As explained in Section V, prohibitions on certain terms of contractual agreements
would have implications reflected in other terms and can be more costly for investors
due to uncertainties, risk aversion, and deadweight costs. For instance, a prohibition
of accelerated monitoring fees or pass-through of compliance costs might result in an
increase in other fees, potentially at more than an offsetting amount. A prohibition of
limiting liability of advisors would result in higher ex ante fees for insurance
premiums or lead to lower returns due to diminished investment risk-taking as

advisors seek to avoid potential legal liabilities. A prohibition of non-pro rata fee

152022 Preqin Global Private Equity Data Pack. The percentage of investors reporting the reason for investing in
private equity are: diversification (68%), high risk-adjusted returns (47%), and high absolute returns (50%). Other
reasons include low correlation to other asset classes (21%), inflation hedge (6%), reliable income stream (7%) and
reduce portfolio volatility (15%).



11.

12.

allocations might make it harder especially for small funds to find co-investors and

preclude investors from the benefits of co-investing.

As explained in Section VI, the potential benefits of proposed disclosure practices are
limited in many situations and might not be worth the cost. Therefore, a blanket rule
would decrease returns to investors, impose a disproportionate burden on small firms
and become detrimental to competition. A 45-day requirement for disclosure has
limited, if any, benefit because private equity investors do not have redemption
opportunities and commitments to follow-on funds are unlikely to be significantly
affected by delayed reporting of interim results. A mandatory audit requirement has
limited benefits for three reasons: (i) unaudited funds are still subject to surprise
examinations providing incentives to advisers to avoid over-valuation of assets, (i)
private equity investors are sophisticated enough to see through the manipulation of
fair value reporting, and (ii1) auditor independence rules may limit the availability of
quality auditors for funds not currently audited. For adviser-led secondary
transactions, fairness opinion might not be worth the cost if the asset is small or if
there is a third party involved in the transaction that provides independent assessment
of value. Requiring the disclosure of performance without the effect of subscription
facilities is not likely to be beneficial because there is no standard method for such
calculations. Finally, fee disclosures before closing of the fund might be detrimental
to fund formation by providing incentives to investors to wait for later funding rounds

to observe other investors’ fees.

As summarized above, the proposed rules have negative implications for efficiency
and competitiveness, both of which lower investor net returns. Additionally, certain
of the proposed rules may curtail the amount of capital invested in private equity
(e.g., through lower commitments to co-investments, or diminished investment in
private equity due to lower net returns or decreased risk appetite by advisers in their
management of fund capital), ultimately leading to diminished capital formation.
These cumulative effects are likely to have stronger negative implications for
investors than each individual rule proposal on its own. For example, investors’

ability to obtain their desired allocation to private equity investment opportunities



would be significantly affected by the combination of decreased attractiveness of co-
investing opportunities (e.g., due to requirements to co-investors pay pro rata
allocations of deal break expenses) and decreased risk-reward potential of fund
investments (e.g., due to higher fees or diminished risk appetite). Likewise, because
several rules are likely to disproportionately affect small and first-time advisers, the
cumulative effects on such advisers are likely to be significant impediments to fund

formation and competition.

13. It is important to note the broader regulatory context in which an increasing share of
companies have been going (or kept) private. A study in 2018 found there were a
greater number of firms owned by private equity investors than those listed on all
U.S. exchanges. !¢ This study also found that private equity provided five times more
capital than raised by initial public offerings.!” The shift to private capital is
primarily the result of smaller firms being much less likely to go public.'® One factor
cited for the shift toward private capital is the increasing importance of intangible
assets, as the value of those assets could be negatively affected by the disclosure
requirements imposed on public firms.!® If private capital becomes more costly or
difficult to obtain, as may be the result of the Proposal , this may negatively impact
innovation (i.e., capital formation), given the costs associated with public funding as

an alternative.?’

16 Jakob Wilhelmus and William Lee, “Companies Rush to Go Private,” Milken Institute, Access to Capital, August
2018.

17 Jakob Wilhelmus and William Lee, “Companies Rush to Go Private,” Milken Institute, Access to Capital, August
2018.

18 Craig Doidge, Kathlee M. Kahle, G. Andrew Karolyi, and Rene M. Stulz, “Eclipse of the public corporation or
eclipse of public markets?” European Corporate Governance Institute, working paper 547/2018, January 2018.

19 Craig Doidge, Kathlee M. Kahle, G. Andrew Karolyi, and Rene M. Stulz, “Eclipse of the public corporation or
eclipse of public markets?”” European Corporate Governance Institute, working paper 547/2018, January 2018.

20 Craig Doidge, Kathlee M. Kahle, G. Andrew Karolyi, and Rene M. Stulz, “Eclipse of the public corporation or
eclipse of public markets?”” European Corporate Governance Institute, working paper 547/2018, January 2018.



14. A number of the proposed rules are likely to place disproportionately higher burdens
to advisers of small and first-time funds.?! There are several implications of burdens
falling disproportionately on such advisers. First, because competition in the industry
is ensured by new entrants, any regulatory burdens that fall disproportionately on
first-time advisers will necessarily dampen competition between advisers, with the
resulting decrease in lower-cost investment opportunities for investors. Second,
because small and first-time funds may need to pass on the cost of the added burden
to investors, investors in the aggregate are likely to allocate less capital to such funds
due to the decrease in expected net return. Decreased capital allocation to small and
first-time funds may decrease capital formation among smaller private firms, who
will find capital more costly or difficult to obtain. Third, higher burdens on first-time
funds will decrease opportunities to develop investment adviser talent. Data indicate
that most women and minority-owned funds are associated with smaller funds
(median size $100 million) and first-time funds (48% to 63% of such advisers are
associated with first-time funds, and additional 9% to 27% are associated with second
funds).?? Any extra burden on small and first-time funds will therefore impact

development opportunities for women and minority-owned funds.

IV.  GENERAL OPINIONS

15. Before presenting a detailed analysis of rules in the Proposal, this section provides a
general discussion of the private equity industry which is relevant for most of the
Proposal and forms the basis as to why the Commission’s analysis of each rule is

inadequate.

16. The private equity industry is competitive with thousands of advisory firms on the
one side and sophisticated investors on the other. The Commission does not argue

that there is monopoly power in the industry but claims that the Proposal will enhance

2l For example, the costs associated with prohibitions of charging establishment costs, tax-adjusting adviser
clawbacks, limiting liability and non-pro rata fee allocations are likely to fall disproportionately on small funds and
first-time advisers.

22 Fairview Capital, “Woman and Minority-Owned Private Equity and Venture Capital Funds,” 2021 Market
Review.



competition.?® In an already competitive and growing industry, increased regulations
might create incentives unforeseen by regulators and harm competition, contrary to

the aim of the regulations.

17. Among other things, the Commission is concerned regarding the vagueness of
contracts between LPs” and GPs. Considering the complexities and investment
horizon in private equity industry, some vague terms in contracts are expected and
necessary, as explained by incomplete contracting theory. Incomplete contracts are
endemic to long-term agreements with many uncertainties that are too costly or
impossible to write numerous contingencies into contracts. Many incomplete
contracts may be difficult to enforce through traditional dispute resolution
mechanisms (such as the court system). Reputational concerns are the main

mechanism observed in the enforcement of incomplete contracts.

18. The Commission is also concerned about the variation in private equity fees,
suggesting that investors with weak negotiation positions pay excessive fees as
compared to larger investors with more leverage. The literature provides numerous
economic reasons for variation in fees. One important finding in the literature is that
variation in fees is often the result of the advisory side lack of negotiation power —
that is, investors with leverage (e.g., large capital allocations) can extract better terms
from advisers with weak negotiating positions such as advisers to small funds or new
entrants to the adviser business. As discussed below, empirical literature suggests that
advisory firms without a strong track record offer preferential terms to anchor
investors to attract other investors. Although the literature confirms that larger
investors are able to extract better terms, it also shows that fee differences are not the
result of advisers providing preferential treatment to preferred clients, but, rather, the
result of arm’s-length negotiations where weaker advisers provide concessions to
attract large investors who help in fund startup and signaling GP quality to smaller

Investors.

23 The Proposal, page 263.



19. Financial regulations can focus on a single term of a transaction in isolation but a
prohibition on a single term can impact other terms of the agreement. Through
general equilibrium effects, regulations can have unintended consequences sometimes
contrary to the aim of the regulation. As discussed in greater detail below, the
Proposal overlooks indirect costs of the Proposal, such as the potential for higher fees
or reduced competition, or loss of efficiency as contracts are renegotiated to second-

best outcomes constrained by the proposed prohibitions and requirements.

20. Finally, direct costs of regulations such as required employee hours estimated by the
Commission are likely substantially underestimated. Furthermore, the costs
quantified by the Commission exclude significant indirect costs discussed below,
such as decreased risk-taking by advisers with resulting decrease in fund returns,
higher fees to compensate advisers for litigation risk or risk of tax-losses from
clawbacks, or decreased competition as burdens fall disproportionately on smaller
and new advisers. Burdens will fall on all advisers and mid-sized and smaller adviser
firms will feel the consequence of these burdens particularly acutely, diminishing
competitiveness of the adviser business and discouraging new entry. Investors are
likely to experience costs as well, including both direct costs of increased fees (e.g.,
to pay for advisers’ insurance premiums in the absence of simple negligence
indemnification) and indirect costs of inferior investment opportunities (e.g., lower
risk-taking by advisers, higher costs due to more limited adviser competition, or more

limited availability of new advisers).

A. Private Equity Industry: Sophisticated Investors and Competitive Markets

21. The Commission acknowledges that investors in private equity industry are
sophisticated but incorrectly assumes that “even sophisticated investors would be
unable to protect their interests or make sound investment decision” in the current
state of the private equity industry.?* Increased government intervention to this
competitive market will create inefficiencies and is likely to reduce capital formation

due to lower returns for investors.

24 The Proposal, page 9.



22. Sophisticated investors have invested increasing amounts in private equity over the
years. The SEC has not cited systemic risk as a justification for the proposed rules,
only investor protection. However, growing assets under management and industry
fund inflows are indicators that investors in the aggregate do not see a lack of
adequate information as an obstacle to making investment decisions under existing
industry disclosure practices.?® Surveys of public pension fund investors reveal
increasing allocations of investments to private equity funds. As illustrated in Figure
1 below, the median allocation to private equity among sampled public pension funds
has risen from less than 1% in 2001 to about 9% in 2020.%° Such increasing
allocations to private equity are inconsistent with public pension fund investor beliefs
that investment in private equity is disadvantageous in terms of expected net returns
after all fees, or that the investors lack sufficient disclosures to make such investment
decisions. Similarly, private equity fundraising has been significant (over $2.7
trillion from 2007 to 2021) and growing (compound annual growth rate of about 2.8%
from 2007 to 2021).%’

23. Contrary to the Commission’s claim, economic literature suggests that sophisticated
investors are well equipped to protect their interests. One study finds that the
“evidence is most consistent with the view that private equity management contracts
reflect efficient bargaining by sophisticated parties. In such an equilibrium, fees
reflect agency concerns and the productivity of manager skills, yet agency costs
remain nonzero as an unavoidable consequence of the information frictions inherent
in any agency relationship.”?® Other research finds that even if some managers
inflate their reported returns during times of fundraising of follow-on funds, “those

managers are less likely to raise a next fund, suggesting that investors can see through

25 Data from PitchBook show annual capital contributions to private equity increased every year from 2014 to 2020,
and assets under management grew by about 11.7% compound annual rate from 2014 to 2020.

26 Public Plans Data. 2001-2020. Center for Retirement Research at Boston College, MissionSquare Research
Institute, National Association of State Retirement Administrators, and Government Finance Officers Association.

%7 Based on data from PitchBook for U.S. PE fundraising activity.

28 Robinson, David T., and Berk A. Sensoy. “Do private equity fund managers earn their fees? Compensation,
ownership, and cash flow performance.” The Review of Financial Studies 26.11 (2013): 2760-2797. This research
does not find support for the view that GPs extract rents and have inadequate incentives, resulting in poor returns for
LPs.
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24.

25.

the manipulation on average.”?’ Investors are also able to understand their level of

sophistication and opt for lower risk investment strategies where appropriate.*°

As the Commission acknowledges, there are 5,037 registered private advisers with
$18 trillion assets under management in the private funds sector. There are numerous
private equity advisers that investors can choose from, and competitiveness of the
industry is an important factor preventing harm to investor. Competition is evident in
the large number of private equity fundraisings by year, averaging about 284 funds
each year, over half of which are smaller funds of less than $250 million.>!
Competition is also evident in the number of new entrants to the industry, with

between 15% and 33% of fundraising conducted by first-time funds.>?

Prohibitions in an already competitive industry can lead to one of the three outcomes:
(1) a prohibited practice or increased adviser cost can be compensated for by raising
fees an offsetting amount, an outcome that is likely in an industry where advisers’
profits are determined in a competitive environment, (ii) a prohibited practice or
increased costs can be compensated for by raising fees more than offsetting amount
resulting in losses to investors, an outcome that is likely when the existing practice is
efficient and the next-best alternative is more costly to investors (e.g., a prohibition of
indemnification can lead to higher management fees to compensate for unforeseeable
litigation costs, uncertainty, etc.), and (iii) to the extent that the prohibitions adversely
affect incentives in a way unforeseen by the Commission, beneficial investment risk-
taking or adviser-industry competition might decrease, resulting in lower net returns

to investors.

2 Brown, Gregory W., Oleg R. Gredil, and Steven N. Kaplan. “Do private equity funds manipulate reported
returns?” Journal of Financial Economics 132.2 (2019): 267-297.

30 For example, a study of Dutch pension funds found that smaller pension funds are less sophisticated than larger
funds, and that less sophisticated funds opt for investment strategies with less risk. Jan de Dreu and Jacob Bikker,
“Investor sophistication and risk taking,” Journal of Banking & Finance, 36:7, July 2012, 2145-2156.

31 Data from PitchBook for 2007 to 2021. Note that most of the value raised is by larger funds of over $1 billion.

32 Data from PitchBook for 2007 to 2021. First-time funds tend to be smaller, with a weighted-average of about
$133 million of capital raised per fund.
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26. Returns to investors are determined by industry dynamics in a competitive market.
Regulations might change who pays the cost but they do not determine who bears the
burden (tax incidence). Investors have many options for investing their funds,
including not only private funds but also public vehicles, direct investment, etc.
Competitive capital markets ensure that net rates of return are, on average,
commensurate with risk. Any regulation that raises the marginal cost of investing in
private funds will lower the net rate of return, and, therefore, likely lead investors on

the margin to reallocate capital to other investment choices.

27. Just as the market for capital is competitive, the market for advisory services is also
competitive, and has a required rate of return to the advisors to compensate them for
the risks they bear. To the extent regulations add costs or increase risk to the
manager, it is likely that contracts will adjust other terms to return the advisor’s
business risk-adjusted profitability to a market clearing equilibrium. Because the
investment advisory business is competitive (thousands of advisors), the presumption
that advisors earn, on average, a competitive risk-adjusted rate of return is
appropriate. In that setting, any regulation that increases the cost to the advisor is
likely to lead to higher costs to investors who will ultimately bear that cost burden,

leading in turn to a lower risk-adjusted rate of return to the investor.
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Figure 1: Median Allocation to Private Equity Across Sample of U.S. Public Pension Funds>’
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B. The Benefits of Incomplete Contracts

28. Several of the proposed rules attempt to deal with perceived gaps in adviser contracts
with investors. As discussed further below, these perceived gaps are not necessarily
flaws in private fund contracts. Instead, they are designed to provide benefits to the
contracting parties from not incurring the cost of negotiating a large number of
contingencies in advance. The following examples illustrate this theme across several

of the proposed rules:

e The proposed requirement to disclose fund fees that are not presently required to
be disclosed pursuant to fund contracts (though such contracts do not prevent

voluntary disclosure) is intended to provide additional information to investors;

33 Public Plans Data. 2001-2020. Center for Retirement Research at Boston College, MissionSquare Research
Institute, National Association of State Retirement Administrators, and Government Finance Officers Association.
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e The proposed prohibition on fee allocation on a non-pro rata basis is intended to
deal with the perceived failure of fund agreements to require allocation of broken

deal expenses to co-investors;

e The proposed requirement for fairness opinions in adviser-led secondary
transactions is intended to deal with the perceived failure of investor contracts to
require such opinions in all cases (notwithstanding that investors are not required

to participate in such offerings).

The above illustrates areas in which existing contracts may be vague or “incomplete.”
“An incomplete contract has gaps, missing provisions, and ambiguities and has to be
completed (by renegotiation or by the courts) with strictly positive probability in
some states of the world.”** This provides flexibilities to the parties to adapt the
agreement to changing circumstances over time rather than specifying blanket rules in
advance. The literature on incomplete contracting find that its existence is due to
“transaction costs [that] prevent some aspects of the future trade from being
contracted ex ante (while still allowing the parties to contract on these aspects ex
post).”3> The vague terms or gaps in incomplete contracts may be beneficial in

forcing the parties to avoid litigation if disputes arise.

29. Incomplete contracts serve an important function. Consider a situation in which a
fund anticipates that it may need co-investor financing to complete future deals. LPs
might prefer that co-investors share in any broken deal expense. However, when the
adviser and investors enter into fund agreements, they do not know what co-
investment opportunities may arise, nor what terms co-investors might require to
participate in such co-investment opportunities (such terms might change with market
conditions). It is impossible or too costly to write and enforce a contract contingent
on all the possible outcomes of negotiations between advisers and all the potential co-
investors. GPs are therefore afforded the flexibility to offer terms to co-investors on a

case-by-case basis. Nevertheless, the GP retains an incentive to act in the interest of

34 Hart, Oliver. 1995. Firms, Contracts, and Financial Structure. Oxford: Clarendon Press.

35 Segal, Ilya. “Complexity and renegotiation: A foundation for incomplete contracts.” The Review of Economic
Studies 66.1 (1999): 57-82.
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30.

31.

the fund through carried interest. If a GP abuses the flexibility in some way (for
example, by providing some benefit to a preferred client), it imposes a reputational
cost for the GP and adversely affects the GP’s future fund raisings.* This
reputational cost discourages GPs from abusing the flexibility. The flexibility
provided to GPs is the outcome of negotiations between sophisticated parties and a
consequence of the long investment horizon (the typical time horizon for private
equity funds is 10 to 12 years) with many complexities and uncertainties, as discussed
in the incomplete contracting literature. Prohibition of certain contractual
arrangements might discourage co-investors and harm fund LPs if the fund does not
have enough capital to invest in large deals, contrary to the aim of the regulation (in

addition to the harm to LPs who would make co-investments but for the prohibitions).

Performance under incomplete contracts is enforced through other mechanisms such
as “reputation, repeated dealings, and norms of reciprocity in order to motivate both
beneficial investment ex ante and adjustment ex post.”>” Repeat dealings are common
in the private equity industry. Likewise, parties adopt fair contract terms that
anticipate changes — for example, private equity LPAs frequently have “most favored
nation” (“MFN”) clauses which, in the context of a fundraising that may take place
over an extended period with multiple closings, provides that current investors will be

treated no worse than future investors.>%

Reasons for Variation in Private Equity Fees

The Commission is concerned that “[t]here can be substantial variation in the fees
private fund advisers charge for similar services and performances” citing Begenau and
Siriwardane.* However, the same paper and academic evidence in other literatures

) pap

confirm that there are economic reasons for different fees or prices charged to investors.

36 While it may be the case that investors in the current fund may be worse off by such abuse of flexibility provided
to the GP, that is a risk known to sophisticated investors, and a reason why investors seek advisers with good
reputations or, for new advisers without established reputations, may seek fee breaks or other economic benefits.

37 Scott, Robert E. “The law and economics of incomplete contracts.” Annu. Rev. Law Soc. Sci. 2 (2006): 279-297.
MacLeod, W. Bentley. See also “Reputations, relationships and the enforcement of incomplete contracts.” (2006).

38 MFN clauses may themselves have conditions such that the MFN clause applies only to similarly situated
investors (e.g., by size of investment).

3 The Proposal, page 204.
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32.

33.

34.

One important reason is the signaling effect of certain investors such as anchor or seed
investors.*’ Advisers, especially those without a strong track record, might offer superior
terms to anchor or seed investors to benefit from the signaling effect of such investors
and thereby attract additional investors. Furthermore, anchor investors with a large
volume of investment enable GPs to focus on investment opportunities and spend less
time in search of financing (i.e., a “volume discount” may be appropriate where fixed

costs are high, such as with fundraising and organizational costs).

1. Evidence From Other Literatures: Restricted Stocks

A well-known price discrimination example in the finance literature is the sale of
restricted stocks sold at private placements. Public companies may raise capital
through private investment in public equity (PIPE) transactions to accredited
investors. Companies can issue registered (freely tradable) or unregistered (restricted)
stock in PIPEs. Restricted stock cannot be sold to any interested investor or traded on
the public exchange but can be sold to sophisticated investors during a certain holding
period, after which the stock becomes registered. Restricted stock is typically sold at

a discount compared to the price of the publicly traded stock.

Recent literature documents an empirical pattern that the price of publicly traded
shares increases after private placement of restricted stocks. There are two not
mutually exclusive theories describing the reasons of the discount for restricted stocks

and the increase in the price of pre-existing shares: monitoring and certification.

Monitoring the management of a company is costly, and it is worthwhile to pay for
this cost only to large shareholders. So, as the number of large shareholders
(ownership concentration) increases, monitoring gets more efficient. Private
placements are associated with an increase in ownership concentration. Investors are

compensated for expected monitoring benefits, so shares are sold at a discount. Due

40 The Commission acknowledges that such investors obtain preferential fees, but offers only limited discussion of
the economic reasons justifying their obtaining preferential fees. For example, the Commission argues that advisers
“often provide [preferential] terms for strategic reasons that benefit the adviser” but also note that preferential terms
can also benefit the fund by, for example, increasing fund assets which may enable the fund to make certain
investments.
potential benefits to the fund or to other investors that may derive from offering preferential terms.

The Proposal, pages 162-163. The Commission, however, offers no systematic review of all the
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35.

36.

37.

to this expectation of efficient monitoring, the market reacts positively and price of

pre-existing publicly traded shares increase.*!

In general, there is asymmetry of information about the firm value. Therefore, private
placement investors perform costly due diligence on the firm before committing to a

large purchase. The firm compensates such large investors for the due diligence costs
by offering shares at a discount. The transaction signals that the firm must be of high
quality because otherwise the large investors would not have bought the shares,

leading to a price increase for pre-existing publicly traded shares.*?

Both theories show that firms offer discounts at private placements and benefit from
signaling effects of the transaction. Similarly in the private equity industry, anchor
investors can be important especially for small firms without much track record.
Anchor investors with large investments provide at least two benefits for the private
equity firms: (i) a signaling effect certifying the quality of the firm, and (ii)
decreasing the time the adviser spends searching for funding and enabling the adviser
to focus on investments (i.e., allow the adviser to begin investing to demonstrate
quality through current investments rather than only through track record). As will be
detailed in the next section, empirical analyses of private equity returns verify the

importance of these two benefits.

2. Evidence in the Private Equity Literature

The Proposal emphasizes variation in private equity fees* and discusses the costs
borne by investors related to the operation of the fund. There are numerous legitimate
reasons for the variation in private equity fees related to client needs, adviser

characteristics, and investor characteristics.**

41 Wruck, Karen Hopper. “Equity ownership concentration and firm value: Evidence from private equity
financings.” Journal of Financial economics 23.1 (1989): 3-28.

42 Hertzel, Michael, and Richard L. Smith. “Market discounts and shareholder gains for placing equity
privately.” The Journal of finance 48.2 (1993): 459-485.

43 The Proposal, page 204.

4 If the ex-post realization of the fees are measured as is the case in part of the literature, performance of the fund
would be another reason for the variation for funds offering multiple fee structures.
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38. Individual fees might vary across funds or within funds for different investors as a
result of negotiations to address the needs of an investor. For example, Bain Capital
has offered investors funds with two-tiered fee structures, either a 1% management
fee with a 30% carry or 2% management fee with a 20% carry.*® Investors can choose
among these options depending on their risk-return preferences. Examining the
management fee in isolation will give a skewed view of the costs to investors.
Furthermore, when the returns are realized, one investor group might have higher
costs compared to the other.*® Assuming all the other contract terms and investor
characteristics are the same, a proper comparison of these two investment options
should be based on the expected total amount of fees that will be paid by investors
calculated using ex-ante probabilities of each future scenario. This is something that

each investor can consider on their own.

39. Similarly, all the terms of a contract between LPs and GPs are a result of negotiations
and product differentiation. Because the complexity of such contracts reflects
negotiations on multiple dimensions, it is not proper to isolate a specific contractual
provision and argue that the single isolated term leads to an unjust treatment to a
particular investor group. For example, what appears to be “preferential” terms to one
investor may be compensation for benefits that investor brings to the fund and help
lower costs or increase returns for other investors. For example, a large investor may
help the fund achieve scale economies, open up new investment opportunities
unavailable to smaller funds, or as a co-investor may provide expertise that may assist
in either transacting or operating a company. An early investor may also provide
signaling value to subsequent investors related to the due diligence performed by that

early investor.

40. A proper analysis of private equity fees requires collecting all the information about
the fees at the onset of the fund and calculate the expected cost and return depending

on the probability of each contingency in the contract as is proposed by Saunders et.

45 Markham, Isobel. “Bain keeps two investor class structure for Fund XII.” Private Funds CFO, 22 June 2017,
available at: https://www.privatefundscfo.com/bain-keeps-two-investor-class-structure-for-fund-xii/.

46 For example, if portfolio performance is strong, total management fee plus carry will be higher for the low
management fee / high carry tier structure.

18



al. for the corporate borrowing literature.*’ Otherwise, even if one analyzes the total
fees paid by the investor ex-post, part of the variation in returns will be simply due to
realization of certain risks that were taken or not taken by investors depending on
their risk appetite, as explained in the Bain example. Note that the paper cited by the
Proposal* regarding the variation in private equity fees is based on ex-post returns of
funds and acknowledges that some of the variation documented in their paper is due
to variation in ex-post realization of returns.*® I am unaware of any empirical studies

that properly compare the full set of expected costs on an ex ante basis.>°

41. The Begenau and Siriwardane 2022 paper cited in the Proposal studies the reasons
why some funds offer superior terms to certain investors and also why some investors

receive better terms compared to others.

42. They find that 36% of funds have the same return for their investors and 61% have
two tiers of return, while the remainder have three or more tiers. They analyze the
characteristics of funds with multiple tiers of return and find that advisers with low

demand are more likely to offer multiple tiers of return.”!

43. Overall, they find that advisers without a strong track record of returns are more

likely to offer varying fees to investors. They state that “these correlations support the

47 Saunders et al. study the variation in fees and the total cost of borrowing for corporate loans and state that “pricing
structure of loan commitments is complex and includes a variety of fees”. They “develop a comprehensive total-
cost-of-borrowing (TCB) measure that accounts for fees, spreads, and the likelihood that they will have to be paid
[and].. suggest that the TCB measure could be used as an alternative [...] in future research on the cost of debt.

48 The Proposal, page 204.

4 “This does not necessarily imply that these pensions are behaving suboptimally, because some pensions may have
traded low management fees for higher carry and simply gotten unlucky ex-post.” Begenau, Juliane, and Emil
Siriwardane. “How Do Private Equity Fees Vary Across Public Pensions?” Harvard Business School Working
Paper, No. 20-073, January 2020. (Revised March 2022.).

30 Such analysis is difficult due to the lack of publicly available information on side-letter agreements, as well as the
complexity of measuring expected costs under complex, incomplete contracts where fees or costs may be dependent
on a range of uncertain outcomes that vary with market conditions, fund strategy, and other factors.

3! Begenau, Juliane, and Emil Siriwardane. “How Do Private Equity Fees Vary Across Public Pensions?” Harvard
Business School Working Paper, No. 20-073, January 2020. (Revised March 2022.). The paper uses four proxies for
demand for services of the adviser (i) past performance of the funds raised by the GP, (ii) whether the fund is
undersubscribed, (iii) whether it is an early fund of the adviser (first, second or third fund), and (iv) whether the
adviser uses a placement agent.
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notion that GPs who face low demand are more likely to offer some LPs fee breaks,

perhaps as a way to attract more capital commitments (e.g., via signaling effects).”

44. Begenau and Siriwardane 2022 also document the characteristics of investors who
consistently get better terms from investors. They find that the best fee tier structure
is more likely to be obtained by investors who (i) commit additional capital (relative
to fund size), (ii) are large as measured by assets under management (AUM), (iii)
reinvest in additional funds with the same GP, (iv) have had past success in manager
selection (based on fund performance), (v) were early investors in private equity (i.e.,
more industry experience), and (vi) have better governance structures (e.g., pension

board with more members elected by plan beneficiaries).

45. Overall, there are various reasons to explain the variation in fees and terms of the
contracts between advisers and investors. Focusing on the adviser side, empirical
evidence suggests that advisers with low bargaining power are more likely to offer
fee breaks. Prohibiting negotiations in certain dimensions would hurt especially the
small/first time private equity firms and, consequently, harm competition in the
industry by raising barriers to entry. Similarly, a closer look at the prohibited rules
show that many of them have the potential of disproportionately affecting the

small/first time advisers as discussed below.

D. Unintended Consequences of Financial Reforms

46. Financial regulations are often proposed with good intentions of protecting
consumers, borrowers, or investors. However, “regulation changes the incentives of
agents in ways that might not be envisioned at the time the rules are implemented” 3>
and regulators can overlook the general equilibrium effects of the proposed rules. As
a result, regulations with the intent of protecting allegedly disadvantaged investors

can harm other investors or the very same group of investors aimed to be protected.

47. Unintended consequences of regulations are studied in the aftermath of regulations

and provide valuable insights. In their seminal work on regulations, Glaeser and

52 D’ Acunto, Francesco, and Alberto G. Rossi. “Regressive mortgage credit redistribution in the post-crisis era.”
Working Paper, July 2019.
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Shleifer find that “[t]he empirical record of regulation around the world is mediocre
at best-and we have argued that in many times and circumstances, doing nothing is
the most efficient response to market failures.”>® The literature speaks “to the debate
about the costs and benefits of regulating economic activity. Proponents of regulation
aim to help vulnerable consumers. But regulators often underestimate the fact that
lenders are private organizations competing in a free market, and that they react to the

incentives created by regulation based on their own objective function.”>*

48. Regarding unintended consequences of the Dodd-Frank Act, research has shown that
regulations about credit rating agencies lead to biased credit ratings®> which in turn
forced certain firms to cut back investment. > Another study has found that “[t]he
higher costs of originating mortgages in the post-crisis period might have cut middle-
class households from the mortgage market altogether, instead of allowing them to
access cheaper mortgages.”>’ The unintended consequences of regulations also have
an impact on the overall economic activity. One study estimates that regulatory
restrictions dampened economic growth by about 0.8% per annum since 1980,

resulting in a significant cumulative impact on GDP.>®

49. Given the complex considerations affecting existing fund agreements, it is difficult to
foresee unintended consequences of the proposed rules (both prohibitions and
requirements). A prohibition intended to protect investors’ interests may be met with

renegotiation along a different margin. For example, as discussed below, prohibiting

53 Glaeser, Edward L., and Andrei Shleifer. “The rise of the regulatory state.” Journal of economic literature 41.2
(2003): 401-425.

4 D’ Acunto, Francesco, and Alberto G. Rossi. “Regressive mortgage credit redistribution in the post-crisis
era.” Working Paper, July 2019.

35 Dimitrov, Valentin, Darius Palia, and Leo Tang. “Impact of the Dodd-Frank act on credit ratings.” Journal of
Financial Economics 115.3 (2015): 505-520.

6 Sharma, Bina, et al. “Unintended Consequences of the Dodd-Frank Act on Credit Rating Risk and Corporate
Finance.” Journal of Financial and Quantitative Analysis, Forthcoming (2021).

57D’ Acunto, Francesco, and Alberto G. Rossi. “Regressive mortgage credit redistribution in the post-crisis era.”
Working Paper, July 2019.

58 From 1980 to 2012 the study estimates the cumulative effect to reduce 2012 U.S. GDP by about $4 trillion, or
about $13,000 per person. Coffey, Bentley, Patrick A. McLaughlin, and Pietro Peretto. “The cumulative cost of
regulations.” Review of Economic Dynamics 38 (2020): 1-21.
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tax adjustments to carried interest clawbacks may have offsetting consequences to
investors such as higher fees (to compensate managers for any expected tax-loss
associated with clawbacks) or delayed portfolio realizations (to avoid triggering
carried interest payments that may be subject to clawback). Disclosure requirements
could also have unintended consequences if not appropriately limited. For example,
disclosures of fund-level fees could affect fundraising negotiations if such disclosures
are made prior to final fund closing (investors may have incentives to hold back from
early round investment if they can gain from observing fee negotiations through early

fund disclosures).

50. The sophistication of the negotiating parties allows the industry to continue to
innovate in ways that solve the purported problems the Commission proposes to
solve. For example, the prohibition on tax deductions for carried interest clawback
may have limited value to investors in light of industry innovations such as more
frequent, interim clawback testing or escrow accounts to hold portions of carried
interest that are at risk of clawback.’® By requiring particular disclosures or
prohibiting particular practices, the Commission’s proposed rules may stifle such

innovations and force the industry into sub-optimal outcomes in contracting.

51. “As a general principle, if complex, expensive regulatory requirements are placed on
all competitors, the burden will be disproportionately heavier for small competitors
and large firms will be relatively advantaged.”® As I explain in detail elsewhere,
private equity firms which offer preferential terms to certain investors are typically
the ones with low bargaining power. Also, a closer look at the prohibited practices
suggest that small firms will be disproportionately disadvantaged by the proposed

regulations.

%9 See, for example, discussion of escrow accounts in David Sussman and Max Viski-Hanka, “Private Equity Funds
Clawbacks and Investor Givebacks,” Duane Morris LLP, August 2014.

60 Testimony of Alex J. Pollock American Enterprise Institute July 10, 2012.
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E.

Flawed Cost Calculations in the Proposal

52. The Commission’s cost-benefit analysis is deficient in many ways because it does not

take into account the indirect costs and it underestimates the direct costs of the
Proposal. The Commission’s direct cost analysis relies on several assumptions that
lack any supporting empirical basis. In particular, the Commission calculates certain
identified costs associated with quarterly account statement preparation and
distribution, preparation and procurement of fairness opinions, preparation of a
material business relationship summary, preparation of written notice regarding
disclosure of preferential treatment, written documentation of annual compliance
program, etc.®! All of these direct cost estimates rely on assumptions regarding the
number of hours involved by particular in-house or external parties. In none of these
calculations are the assumptions regarding the number of hours required based on
empirical evidence such as survey data or wage and hour studies. These hours

estimates are unsupported, arbitrary and possibly underestimated. ®?

53. Certain of the costs quantified by the Commission are understated:

e As discussed below, the Commission’s estimate of the cost for each fairness
opinion (about $44 thousand) is likely too low in light of available information on
the cost of fairness opinions (about $50 to $100 thousand, or more depending on
deal complexity), the failure of the Commission to consider that many adviser-led
secondary transactions involve multiple assets, and the additional costs that
fairness opinion providers will charge to provide summaries of material

relationships with the adviser and its related persons.

¢! The Proposal, pages 287-304.

62 For example, the Commission assumes after an initial internal burden of 9 hours, that preparation of financial
statements will take only 11 internal hours for four quarterly statements, or less than 3 hours per statement. The
Commission doesn’t specify how many people are involved, what tasks need to be completed, and whether the
Commission’s proposed rules would affect the number of hours required. For example, calculating performance
absent the effect of subscription line of credit may require internal discussions regarding what methodology and
assumptions to apply as well as time performing those calculations, checking results, etc. The Commission also
does not consider the time burden on advisers to respond to investor questions or create additional explanatory
material to accompany the quarterly statement.
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e (Certain of the costs of labor rates quantified by the Commission are based on
survey data from 2013 and appear to be adjusted only for inflation since then, and
not any real income growth for the relevant positions. For example, real average
billing rate of law firm partners grew by an annual rate of 4% from 2014 to 2020

or a cumulative 26.7%.%

54. Second, as discussed elsewhere in this report, there are numerous indirect costs to
investors which may result from the proposed rules. The Commission does not
identify these costs, let alone quantify them. These costs are likely to be significant
and include such things as higher fees (e.g., to cover advisers’ insurance premiums
for disallowed litigation indemnifications), lower returns (e.g., due to diminished
access to investments requiring co-investing capital), or decreased efficiency (e.g., by
requiring advisers and investors to renegotiate contracts to second-best outcomes to
adjust for prohibition on tax-adjusted clawbacks). As further described elsewhere in
this report, these indirect costs collectively may increase costs to investors, decrease

returns, decrease competition in the industry, and diminish capital formation.

F. Impact on Small Advisory Firms

55. As will be explained in the discussions below of specific proposed prohibitions and
required disclosure practices, certain additional costs are likely to disproportionately
burden small- or first-time advisors. The prohibitions and required practices that are

likely to impose disproportionate burdens on small- and first-time advisers include:

e Prohibition of charging establishment costs (which are particularly important for

first-time advisers);,

e Prohibition on tax-adjusting clawbacks (small and first-time advisers may have

less liquidity to meet clawback terms);

63 Average partner billing rate is $608 per hour in 2014 and $827 per hour in 2020. Growth rates are calculated after
adjusting for inflation. Source: 2014 and 2020 Partner Compensation Survey by Major, Lindsey, & Africa.
Additional adjustment for real growth would be appropriate to account for 2013 and 2021.
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e Prohibition on limiting liability for simple negligence (small and first-time

advisers are less able to spread insurance costs across multiple funds);

e Prohibition on non-pro rata fee allocation (the potential decrease in co-
investments will be most detrimental to small funds which benefit the most from

using co-investments to access larger deals);

e The requirement for adviser-led secondary transactions to have fairness opinions
(smaller funds are likely to have transaction sizes that the cost of a fairness

opinion become more prohibitive); and

e The requirement for disclosure of fund fees (small and first-time advisers are the
most likely to benefit from offering fee discounts to anchor or seed investors who
might be more reluctant to commit capital in early fundraising rounds to avoid

early disclosure of fee breaks to other investors).

Overall, because the above factors are likely to have a cumulative significant negative
impact on small and first-time advisers, the Proposal is likely to be detrimental to
competition in the industry by raising barriers to entry on new advisers. Lower
competition may result in higher costs / lower net returns to private equity investors,
who will, in turn, reduce capital allocations to private equity. Small and first-time
advisers are particularly important in capital formation, as they are more likely to
serve the capital needs of businesses that are too small to turn to public capital market
as an alternative. Finally, as discussed above, because small and first-time advisers
provide greater advancement opportunities to women and minority-owned advisers,
costs that disproportionately affect small and first-time advisers would
disproportionately impact advancement of women and minorities in the private equity

adviser industry.

V. PROPOSED PROHIBITED ACTIVITIES

56. The Proposal would prohibit several activities by advisers, including fees for

unperformed services (accelerated monitoring fees), charging certain fees and

25



expenses, reducing clawbacks for taxes, limiting or eliminating liability for adviser

misconduct, charging certain non-pro rata fee and expense allocations, adviser

borrowing from fund, and certain preferential treatments to investors (preferred

redemption rights and preferred information rights). Overall, these prohibitions are

likely to raise costs and/or lower returns to investors, decrease competition in the

industry, decrease efficiency, and decrease capital formation. The following

summarizes likely negative impacts of these prohibitions. The sections below discuss

each prohibition in more detail.

A prohibition on accelerated monitoring fees may result in higher costs (lower
efficiency) to investors as advisers opt for alternative fee structures such as full
prepayment of portfolio monitoring fees, forfeited flexibility to waive fees on
case-by-case basis, or shifting fees to management fees (which may be less tax-
advantaged, and may not benefit by contributions from non-fund investors in
portfolio companies). Additionally, to the extent accelerated performance fees are
still charged under the proposed “reasonable expectation” standard of future
services, advisers may seek compensation in advance to cover anticipated
litigation or other costs associated with disputes over whether such fees qualify

under that standard.

A prohibition on pass-through of establishment costs is likely to create
inefficiencies due to uncertainty on whether an expense is fund related or not.
Furthermore, it imposes costs disproportionately on new advisers, which would in

turn decrease competition in the industry by discouraging new entry.

A prohibition on adjusting carried interest clawbacks for taxes may result in
additional costs to amend existing contracts, less efficient contracting (as advisers
and LPs consider alternative waterfall structures), higher costs to investors (e.g., if
advisers seek additional ex ante compensation to offset the risk of clawbacks
greater than after-tax funds received), decreased efficiency (e.g., if high quality
employees are deterred from employment in the industry by clawback risk),
and/or lower investor returns (if revised waterfall structures result in delayed

realizations and distributions).
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A prohibition on limiting liability under a simple negligence standard would
increase costs to investors (to compensate for increases in the advisers’ insurance
premiums) and decrease the risk-taking appetite of advisers, which would

decrease returns to investors and negatively impact capital formation.

A prohibition on non-pro rata fee allocations would take away the flexibility GPs
need to negotiate with co-investors for large investments. This could result in less
co-investing activity, which will be detrimental both to funds (which may lose
investment opportunities that require co-investing capital) and to investors (many
of whom find co-investing beneficial to their investment portfolio due to factors
such as greater control over investment selection and lower fees). Smaller funds
are particularly at risk for negative impacts of lower co-investing activity as their
fund size may preclude more investment opportunities than larger funds. As a
result, competition may be negatively impacted by smaller’ funds more limited

investment opportunities.

Although the closed-end nature of most private equity funds renders a prohibition
on preferred redemption rights largely irrelevant to current funds, such a
prohibition may constrain private equity funds from innovating into new
structures (such as newly emerging permanent capital vehicles), in which anchor
or seed investors may want to negotiate preferred redemption rights in order to
induce their participation and thereby provide positive signals to other investors.
Providing less room for innovative structures will constrain advisers and investors

from finding mutually beneficial, efficient contracts.

A prohibition on preferential information rights has the potential to decrease
efficiency if such a prohibition prevents sharing portfolio investment information
with potential co-investors. This would result in decreased co-investment activity
(with the resulting potential to decrease capital formation), to the detriment of
investors who find such opportunities attractive additions to their portfolios as
well as to fund investors who benefit from co-investment. Decreased co-
investment activity will disproportionately burden smaller funds and new

advisers, leading to decreased competitiveness in the industry.
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Fees for Unperformed Services

The Proposal would prohibit an investment adviser to a private fund from “charging a
portfolio investment for monitoring, servicing, consulting, or other fees in respect of
any services the investment adviser does not, or does not reasonably expect to,
provide to the portfolio investment.”®* The Proposal describes this as “accelerated
payments.” ® The Commission argues that because the private fund and its investors
“typically” bear the costs of such payments and the adviser typically receives the
benefit, such fees create a conflict of interest between the fund and its adviser.®® The
Commission also argues that fees for unperformed services unjustly enriches the

adviser at the expense of the private fund and its investors.

In order to understand the benefits and costs associated with these fees, it is important
to understand what services and value are provided by the adviser. Monitoring fees
are charged to compensate for the time and effort spent in working with portfolio
companies. Private equity advisers bring their experience and expertise to the
management of portfolio companies, thereby facilitating value creation. One study
found that “during PE ownership the deal margin (EBITDA/Sales) increases by
around 0.4% p.a. above the sector median; and the deal multiple (EBITDA/Enterprise
Value) increases by around 1 (or 16%) above the sector median.”%” Their “evidence is
consistent with top, mature PE houses creating financial value through operational
improvements. Such improvements require skill, and the return to such skill may
explain the persistent returns generated by these funds for their investors.” They
further find “[p]artners with a strong operational background generate significantly
higher outperformance in organic deals while partners with a background in finance

more successfully follow an M&A driven or inorganic strategy.”®

% The Proposal, page 136.
%5 The Proposal, page 136.
% The Proposal, page 137.

7 Acharya, Viral V., et al. “Corporate governance and value creation: Evidence from private equity.” The Review of
Financial Studies 26.2 (2013): 368-402.

% Acharya, Viral V., et al. “Corporate governance and value creation: Evidence from private equity.” The Review of
Financial Studies 26.2 (2013): 368-402.
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It is important to note that portfolio “monitoring” entails more than just oversight of
management. Fund advisers may play various roles including management oversight,
strategic decision-making, capital management, or transaction support. The value
created by active management of the portfolio company will depend on the scale of
the investment and investment-specific opportunities for performance improvement
or growth. Thus, the value of portfolio company monitoring is not based on strictly a
time-based provision of services, but rather the cumulative effect of actions that aim

to increase the value of the portfolio company.

Given the above background, I find several flaws in the Commission’s analysis
regarding accelerated monitoring fees. Overall, as described below, the Commission’s
prohibition on accelerated monitoring fees will lead to less efficiency, as advisers are
prohibited the flexibility of fee structures where they may waive fees on case-by-case
basis, and advisers may seek additional compensation to offset potential litigation
costs if there are any disputes about whether accelerated monitoring fees are allowed
in particular instances. The prohibition may also lead to lower investor returns as
more advisers may seek up-front payment of portfolio monitoring fees rather than
payment over time (thus, increasing the time-value of such fees from the perspective

of the portfolio company and its owners).

First, the Commission’s argument that accelerated fees are for “unperformed” service
is unsupported. The Commission wrongly assumes such fees are based on time-based
provision of services rather than a fee for the value creation contributed by those
services. If monitoring fees are charged based on the deal size, periodic payments
instead of a lump sum payment can provide the portfolio company with liquidity
management be spreading the costs over time, even though the services and resulting

value creation may not correspond to the same time period of payments.

An earlier exit from the investment does not change the value of the services
received. Indeed, an exit may even provide evidence of the value created by the
advisers’ actions in the form of realization of a higher enterprise valuation. That is,
after a take-private acquisition, the value creation impact of the advisers’ services is

evident only in changes in the portfolio company’s performance (e.g., earnings or
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cash flows), but at the time of a realization event such as M&A or IPO, the market
value added by the advisers’ services can be directly observed in transaction price.
Consistent with the approach of determining total monitoring fees based on the deal
size, some private equity firms require portfolio companies to prepay monitoring fees
at the time of the acquisition.®” Thus, a prohibition on accelerated monitoring fees

may simply shift contract terms to arrange for similar payment in other ways.

The Commission argues that as a result of accelerated monitoring fees an “adviser
also may have an incentive to cause the fund to exit a portfolio investment earlier
than anticipated, which may result in the fund receiving a lesser return on its
investment.”’® Given that monitoring fees are not charged based on time-based
services, the Commission is wrong to assume there is an inherent conflict of interest
in which such accelerated fees present an incentive to the adviser that is detrimental
to the fund investors. Just as some firms have turned toward requiring prepayment of
monitoring fees (rather than payment over time), a prohibition on accelerated fees
might result in even more prepayments rather than any shift toward later exits.
Moreover, as the Commission recognizes, where portfolio monitoring fees are offset
in whole or in part against management fees there would be no incentive to the
adviser to accelerate exits. Finally, the Commission does not consider that
sophisticated investors and advisers have negotiated terms that balance competing
interests, and that other factors, most notably carried interest, provide offsetting

incentives to the manager to maximize investment returns.

Second, the proposed prohibition on accelerated monitoring fees is likely to result in
higher portfolio monitoring fees in the aggregate. Fund agreements currently provide
flexibility to advisers in how to charge for their value-added services. Research has
found that advisers frequently waive accelerated monitoring fees, particularly when

the exit is through a strategic acquisition rather than an IPO.”' IPO exits may also be

 Legath, J. “Transaction and Monitoring Fees: On the Rebound.” Dechert and Pregin (2011).
0 The Proposal, page 137.

"I As many as 72% of leveraged buyouts do not charge accelerated monitoring fees, even though a majority of
management services agreements have a provision for such fees. Christian Rauch, and Marc P. Umber. “Private
Equity Portfolio Company Fees.” Available at SSRN 2702938 (2016).
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only partial exits, requiring continued post-IPO services of the adviser to the portfolio
company.’> However, because advisers cannot foresee what form of exit will take
place at a later date, a blanket prohibition on accelerated monitoring fees might result

in charging full fees to all portfolio companies regardless of exit channel.

Third, the Commission ignores that in many cases monitoring fees (including
accelerated monitoring fees) are net beneficial to the fund. Monitoring fees paid by a
portfolio company are effectively charged to all of the shareholders of that company,
including not only the fund but also co-investors, employee / manager owners, and
any other investors. Additionally, most fund agreements provide for offsets against
advisers’ management fees for fees received from portfolio companies (such as
portfolio monitoring or transaction fees). Depending on the degree of such offset and
the degree to which non-fund investors bear the burden of the portfolio monitoring
fee, the fund can benefit overall (i.e., have management fees reduced by more than

the fund’s pro rata share of the portfolio company’s fees).”> ™

Overall, a prohibition of accelerated monitoring fees is likely to create inefficiencies
in the private equity industry. The existing contractual arrangement provide
flexibility to the adviser to waive fees under certain circumstances, and allow
spreading the portfolio company’s payment for value received over time without
regard to the timing of services that provide such value. Prohibition on a particular
form of monitoring fee payment may result in higher costs to investors (e.g., if
prepayments of such fees exceed the amounts that might have otherwise been charged
after taking account of waivers). Moreover, this prohibition may result in deadweight

loss of costs for litigation, as parties may dispute whether an adviser has a

72 Phalippou, Ludovic, Christian Rauch, and Marc P. Umber. “Private Equity Portfolio Company Fees.” Available at
SSRN 2702938 (2016).

3 There may be additional benefit to the fund in that payments from the portfolio company might provide a
corporate tax shield that would not be available for fees directly charged to fund investors.

4 Although the Proposal does not prohibit accelerated monitoring fees in cases where fund advisers fully offset
management fees, this ignores that even with less than 100% offset the fund and its investors may still benefit from
structuring fees in a way that spreads costs to other investors in the portfolio company and which may provide tax
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“reasonable expectation” of providing services to the portfolio company for such

fees.”?

B. Certain Fees and Expenses

67. The Proposal would prohibit an investment adviser “from charging a private fund for
fees or expenses associated with an examination or investigation of the adviser or its
related persons by any governmental or regulatory authority, as well as regulatory and
compliance fees and expenses of the adviser or its related persons” even “where such fees
and expenses are otherwise disclosed.” The Proposal does not change the practice of
charging “private funds for regulatory, compliance, and other similar fees and expenses
directly related to the activities of the private fund.” In cases where it is not clear whether
the expense relates to the fund or the adviser, the Proposal states that “an adviser
generally should allocate such fees and expenses in a manner that it believes in good faith

is fair and equitable and is consistent with its fiduciary duty.”

68. The Commission argues that they “do not anticipate this aspect of the proposed
prohibited activities rule would cause a dramatic change in practice for most private
fund advisers, other than for certain advisers that utilize a pass-through expense
model.”’® The Commission acknowledges that “[c]ertain private fund advisers utilize
a pass-through expense model where the private fund pays for most, if not all,
expenses, including the adviser’s expenses, but the adviser does not charge a
management, advisory, or similar fee. [The Commission] recognize[s] that this aspect
of the proposed rule would likely require advisers that pass on the types of fees and

expenses we propose to prohibit to restructure their fee and expense model.””’

69. The Proposal prohibits charging two types of fees with this rule: (i) investigation
costs, and (i1) establishment costs. With respect to the prohibition of charging fund
investors government or regulatory agency investigation costs (which may include

associated fines or settlements), the prohibition on charging for investigation costs

75 The Proposal, page 164.
76 The Proposal, page 141.
"7 The Proposal, page 141.
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would likely lead to increased costs for the investors as advisers seek to charge fees
up front to cover expected investigation costs, likely at a premium to cover the costs
of insuring against uncertain cost of potential investigations. Moreover, because the
Commission does not distinguish between investigations related to activities the
adviser performed for the benefit of its managed funds (e.g., investigations that might
relate to anti-trust allegations stemming from a buyout fund’s acquisition activity) or
activities alleged to be adverse to those funds (e.g., investigations of adviser
wrongdoing in financial statement disclosures to fund investors), a prohibition on
charging for such costs may discourage advisers from taking actions that may be
beneficial to the fund but invite regulatory scrutiny. Furthermore, to the extent the
adviser cannot fully insure against such investigation costs, it might lead to

decreasing risk taking behavior by the adviser which would harm investors.

Regarding the prohibition of charging investors for establishment costs, the
Commission ignores that advisers, like any other business, must earn sufficient fees
and carried interest to cover all of their costs (including any overhead associated with
being an adviser) as well as provide a fair rate of return to the adviser’s owners.
Disallowing pass-through of specific overhead expenses does not change the
adviser’s need to cover all of its costs and still earn a fair rate of return. An adviser
prohibited from pass-through of overhead expenses will have two choices: find an
alternative way to cover its costs and earn a fair return (e.g., by changing the fee
structure from pass-through expenses to fixed management fee), or reduce its costs

(e.g., by underinvesting in compliance or other overhead activities).

This rule restricts the choice set of advisers and investors and lets them negotiate on a
limited number of terms which might not address clients’ needs. This may result in
less efficiency as advisers and investors may not be able to choose their optimal fee
structure. As the Commission acknowledges, this rule is likely to change the fee
structure of firms which utilize a pass-through model as these firms will need to
charge management fees to cover the regulatory and establishment costs. Changing
fee structure is likely to result in higher costs to investors. This is because at the time

of fund formation an adviser may not be able to accurately predict expected expenses
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and so will charge a higher fee with a premium to compensate for the risk that

expenses are higher than anticipated at the time of fund formation.

In the cases where funds do not change from a pass-through expense model to a
management fee model, the prohibition of charging funds for certain expenses such as
the adviser’s compliance costs can result in under-investment in those costs.
Ultimately, funds and their investors benefit from an adviser’s regulatory compliance,
even where such compliance activity is not specific to a particular fund. If advisers
are unable to charge for such overhead costs associated with managing funds and are
unable to compensate in other ways (e.g., by shifting to a management fee model),
they will have incentives to under-invest in overhead activities that would benefit the
fund. Additionally, in these cases the adviser will face additional compliance costs in
determining which expenses are fund-related or not, and potential litigation costs

where disputes arise over whether particular expenses could be charged.

The Commission also ignores that in a pass-through model the adviser is not earning
an excess profit by charging for overhead such as regulatory compliance. If such
costs are not recouped, and additional compliance and litigation risk costs are
incurred, that adviser will be at a competitive disadvantage in the industry. Thus,

industry competition may suffer if some advisers are unable to cover such costs.

First time advisers are more likely to charge funds for regulatory and compliance
fees. For particularly new advisers with only one fund, if the adviser did not charge
the fund for such costs it would need to adjust its fees in other ways, otherwise its
expected profitability would decrease. Therefore, this prohibition affects the first-time
advisers or advisers of small funds disproportionately. To the extent such advisers
are able to compensate through increases in other fees, the net impact on the investor
will be at best unchanged. If the adviser is unable to pass along these costs through
other fees, competitiveness in the industry will be weakened by the reduced
profitability of the advisory business, leading ultimately to less new competitive
entrants, and potentially increased profitability of larger, established advisers which
can better bear the overhead burden. The resulting decrease in net returns may result

in reallocation of capital away from the private equity sector, resulting in decreased
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capital formation in portfolio companies whose access to capital may be curtailed or

increased in cost.

C. Reducing Adviser Clawbacks for Taxes

75. The Proposal would prohibit an adviser to a private fund from “reducing the amount
of any adviser clawback by actual, potential, or hypothetical taxes applicable to the
adviser, its related persons, or their respective owners or interest holders.”’® The
Commission argues that reducing adviser clawbacks for taxes “puts the adviser’s
interests ahead of the investors’ interests and creates a compensation scheme that is
contrary to the public interest and the protection of investors, even where such

practice is disclosed.””

76. Before discussing the limitations of the Commission’s proposed rule prohibiting tax
adjustments to clawbacks, I note that the Proposal suggests through its example that
clawbacks are all paid after adjustment for taxes.*® Based on my review of a sample
fund agreement, and my understanding from counsel, the tax adjustment imposes
only a cap on the clawback amount.®! If the pre-tax clawback amount (i.e., “excess”
carried interest) is less than the tax-adjusted fota/ amount of carried interest paid, then
the clawback would be pre-tax. Using the Commission’s example, if excess carried
interest were $10 (pre-tax), but the adviser had received $30 (pre-tax) of total carried
interest, the clawback would be the pre-tax amount of $10 because that amount is

lower than the $21 of after-tax carry received (using the Commision’s assumed 30%

8 The Proposal, page 144. The proposal defines “adviser clawback” as “any obligation of the adviser, its related
persons, or their respective owners or interest holders to restore or otherwise return performance-based
compensation to the private fund pursuant to the private fund’s governing agreements” and defines “performance-
based compensation” as allocations, payments, or distributions of capital based on the private fund’s (or its portfolio
investments’) capital gains and/or capital appreciation.

7 The Proposal, page 146.

80 “For example, if an adviser received $10 of ‘excess’ performance-based compensation, the adviser or its owners
paid $3 in taxes on such amount, investors often argue that the adviser should be required to return the ‘pre-tax’
amount ($10), while advisers argue they should only be required to return the ‘post-tax’ amount ($7).” The Proposal,
pages 145-146.

81 See, also, Chris P. Kallos and Daniel P. Meehan, “Private Equity Carried Interest Clawbacks: Navigating
Clawback Mechanisms, Fund Agreement Provisions, Tax Considerations” February 7, 2017 (“Typically, only the
clawback cap is tax-effected”).
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tax rate). Only once the pre-tax excess carried interest increases past $21 would it be

limited by the tax adjustment.

As discussed below, the fee and carried interest structure is negotiated between
sophisticated parties in an efficient contracting environment. Shifting the burden of
tax consequences associated with payment and clawback of carried interest would
trigger costly renegotiation of existing contracts, and lead to inefficient contracting
outcomes as advisers and investors negotiate to a second-best alternative. This would

result in net costs to investors.

The Proposal for a prohibition of tax-adjusted clawbacks is based on a fundamentally
flawed assumption regarding the negotiation positions of advisers and investors.
Specifically, the proposal assumes a zero-sum game, where any tax loss (i.e., value
captured by the government tax authority) is fixed in size and allocated either to the
advisor or LPs. This assumption only holds if one assumes that changing the terms
associated with clawbacks would not lead to other changes to the LPA terms.
However, because the clawback terms are negotiated in the context of broader fund
terms (such as the waterfall structure), a change to the terms of the clawback could
have negative consequences to both the adviser and investors. For example, an
alternative waterfall structure might be costly to investors in delaying distributions
from realizations, while also being costly to the adviser in deferring carried interest
distributions. The proposal assumes, therefore, incorrectly, that the adviser has all of
the negotiating power and uses that power to impose the tax costs solely on the
investor, when, in fact, investors consider that cost in the context of other benefits

such as a preferred waterfall structure.

Although the Proposal acknowledges that private fund investors “often seek to
negotiate [fund] waterfall arrangement, and the timing of performance-based
compensation distributions” it also, in direct contradiction to this acknowledgement,
argues that “[a]dvisers typically have control over the methodology used to determine

the performance-based compensation distributions or allocations, such as any

36



80.

81.

waterfall arrangement.”®? In fact, advisers do not have sole control over waterfall
structure. Rather, it is the result of negotiation. Allowing sophisticated parties to
negotiate the waterfall structure (along with terms associated with clawbacks)
facilitates the most efficient discovery of terms that balance the interests of advisers
and investors. Although within a waterfall structure an adviser may have discretion
regarding the timing of investment realization and distributions, investors and
advisers negotiate a waterfall structure that provides incentives that each side believes

balances between competing interests for earlier or later realizations of investments.®*

The key economic issue for the prohibition on tax deductions from clawbacks is who
bears the risk of value lost to a third party, i.e., the tax authorities.3* The distribution
of carried interest triggers taxes in the tax reporting period in which distributions are
made. However, the availability of tax refunds for clawback payments is contingent
on individual taxpayer situations. For example, the taxpayer might not be able to
fully recoup taxes paid if the clawback deduction is taxed at a lower tax rate than the
previous tax payment on carried interest received, or may suffer losses if tax refunds
are not immediately available due to limited availability of taxable income against
which the clawback may be offset. In addition to the direct cost of differences
between taxes paid and taxes recouped, clawback payments could increase costs to

individual taxpayers associated with tax preparation and filing services.

In addition to the costs associated with clawbacks that are not tax adjusted, there are
liquidity issues. When carried interest is paid to an adviser’s principals and
employees, only the after-tax amount is retained. Thus, the individuals who realized

carried interest retained only the after-tax amounts and may not have access to funds

82 The Proposal, page 146.

8 Research indicates that private equity funds add value to investors by timing their investments. As a result, it is
beneficial to a fund to encourage its advisers to exercise discretion in timing of making and exiting investments. See
Tim Jenkinson, Stefan Morkoetter and Thomas Wetzer, “Buy low, sell high? Do private equity fund managers have
market timing abilities?” Journal of Banking & Finance, 2022, 106424.

8 There is a separate issue of the time value of money associated with the timing difference between the original
carried interest payment and any clawbacks. The Proposal does not address this timing issue. It is reasonable to
expect sophisticated investors to be aware of this issue in negotiating terms associated with clawbacks.
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to pay back pre-tax amount (even assuming the individual maintained sufficient

access to liquid funds to repay even that after-tax amount).

Depending on individual taxpayer and liquidity situations, the above costs may be
significant. As a result, absent offsetting adjustments to the fund’s terms with
investors, individuals working in the investment advisory industry may demand more
up front compensation to offset for the risk of such losses, reduce their willingness to
work in the private fund industry, or defer realization of investments that might
otherwise be appropriate for realization and distributions to investors. Overall, these
alternatives would be detrimental to investors in raising the cost of adviser services or

delaying distributions from the fund.

Although the Proposal acknowledges that “[a]dvisers and investors often negotiate
whether the clawback amount should be reduced by taxes paid, or deemed paid,” it
fails to consider the economic implications of prohibiting terms that have been
negotiated. In an efficient contracting environment, where multiple sophisticated
parties negotiate over such terms repeatedly, it is reasonable to expect that shifting the
tax costs associated with clawbacks back to the adviser will lead to unintended
consequences. Such consequences are likely to include renegotiation of existing
contracts to alter the terms of the waterfall structure, and revised negotiation of future
fund waterfall structure, to reflect the revised balances of cost and benefits considered
by investors and advisers. Because the investment advisory business is competitive,
any action that raises costs to all advisers will lead to a shifting of some or all the
burden of the cost onto investors. Investors may respond to lower net returns by
reallocating capital away from the private equity sector, potentially leading to
decreased capital formation as potential portfolio companies may have diminished

access to capital or increased cost of capital.

Finally, the Proposal does not discuss or measure the extent of purported harm to
investors of clawbacks that are adjusted for taxes. Although on its face investors
might be harmed by the amount of the tax adjustment, there are two reasons this is
not necessarily the case. First, because the clawback terms are negotiated, there is no

actual “loss” to investors, but, rather, the realization of a potentially lower return than
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otherwise conditional on a particular sequence of events.®® That is, there is no “loss”
because the contract is operating as designed. Sophisticated investors are capable of
understanding state-contingent outcomes, as indeed is regularly done with option and
warrant contracts, for example. Second, to the extent clawbacks are paid after
deduction of the advisers’ taxes, the investors’ tax paid may be lower (subject to the

tax status of the adviser).%

D. Limiting or Eliminating Liability for Adviser Misconduct

85. The Proposal “would prohibit an adviser to a private fund, directly or indirectly, from
seeking reimbursement, indemnification, exculpation, or limitation of its liability by
the private fund or its investors for a breach of fiduciary duty, willful misfeasance,
bad faith, negligence, or recklessness in providing services to the private fund.”®’ The
Proposal argues that “prohibited activities rule would specify the types of contractual

provisions that would be invalid” under the Investment Advisors Act.®®

86. It is important to note that investors and advisers have considered which types of
litigation risks to indemnify, and, through negotiation have arrived at mutually-agreed
terms. There are inherent risks in investing that investors may want their advisers to
take and may choose to indemnify advisers for legal or other costs that might result.
For example, a portfolio company might benefit from making acquisitions to achieve

better scale economies; however, acquisitions run the risk that the government or

85 That is, the tax adjustment for clawbacks is only deducted if fund returns decrease after early realizations, i.e., a
specific sequence of events must occur.

8 The tax implications to an LP from a tax-adjusted clawback will depend on how the difference between the pre-
tax and tax-adjusted clawback is treated for tax purposes. Chris P. Kallos and Daniel P. Meehan, “Private Equity
Carried Interest Clawbacks: Navigating Clawback Mechanisms, Fund Agreement Provisions, Tax Considerations”
February 7, 2017.

87 The Proposal, page 150.

88 The Proposal, page 151. Retail investors are subject to a gross negligence standard. Rule 80a-17(i) of the
Investment Company Act of 1940 states, “no contract or agreement under which any person undertakes to act as
investment adviser of, or principal underwriter for, a registered investment company shall contain any provision
which protects or purports to protect such person against any liability to such company or its security holders to
which he would otherwise be subject by reason of willful misfeasance, bad faith, or gross negligence, in the
performance of his duties, or by reason of his reckless disregard of his obligations and duties under such contract or
agreement.” Private equity investors are more sophisticated than retail investors and are better able to negotiate
terms with advisers than retail investors. As a result, if the prosed rule to prohibit indemnification of simple
negligence were adopted, private equity investors would obtain greater protections than less sophisticated retail
investors enjoy.
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other parties challenge the transactions on antitrust grounds. Indemnifying advisers
against such costs would make them more likely to pursue acquisition-driven growth
for portfolio investments, to the ultimate benefit of fund investors. With that context,
it is notable that the Commission’s proposed rule would prohibit indemnification of
simple negligence, which I understand from counsel may result in excessive litigation
given the amount of opportunistic investment on behalf of managed funds necessary
to generate compelling returns that require a higher degree of risk than might be

present in investments with lower returns.

This rule is likely to result in significant costs to the industry in either or both of two
ways: increased fees to pay for insurance premia, or decreased risk appetite by
investment managers seeking to avoid negative investment outcomes that might lead
to lawsuits under a simple negligence standard. Higher costs to cover insurance
premia will lower investors’ returns, and, in turn, may cause marginal investors to
reallocate away from private equity (with the resulting effects on capital formation by
portfolio firms relying on private equity capital). To the extent the litigation risks
associated with a simple negligence standard are not expected to be fully covered by
insurance, advisers will decrease their exposure to litigation risks by taking less
investment risks. A decreased risk appetite may also negatively affect investor
allocations to the industry, as private equity’s higher fee and carried interest structure
requires higher expected returns compared to other forms of investment. If advisers
were to lower their risk appetite, the risk-reward tradeoft to investors would worsen.
Capital formation for portfolio firms that have higher expected returns is likely to
suffer as a result of decreased investor allocations to private equity. This could have
significant economic efficiency impacts, given the reliance of many small and mid-
sized firms on private equity capital to finance and manage turnarounds (avoiding the
costs associated with bankruptcy and enhancing real economic productivity) and to
fund capital investment for growth (providing for growth in jobs and income to

related entities such as suppliers).

Research findings reinforce the notion that concerns about litigation can have a

significant negative impact on investor returns or capital formation. Regarding initial
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public offerings, Hanley and Hoberg find that “[g]iven the inherent uncertainty of an
IPO, and the potential reputational losses associated with litigation, issuers and
underwriters concerned about lawsuits can attempt to hedge litigation risk by
underpricing.”®® Similarly, Arena and Julio study the impact of securities class action
litigation on corporate liquidity and find that “firms forgo capital expenditures to save
cash in response to increases in litigation risk exposure.””® In these examples, higher
fees (e.g., IPO underpricing) or cash buffers serve to fund insurance against uncertain
future litigation costs. In the absence of any ability to obtain insurance at reasonable

cost, the party facing litigation risk will likely cut back on risk-taking activities.

89. Economic theory also explains that when agents face significant legal risks and are
unable to be indemnified or insured at reasonable costs for such risks, they will curtail
their risk-taking behavior that might otherwise be beneficial. For example, corporate
managers are typically indemnified from legal risks associated with their business
decisions because shareholders and insurers are more efficient risk-bearers through
diversification.”! Absent indemnification or insurance, managers as shareholders’ agents
would take fewer risks than might otherwise benefit shareholders.””> Indemnification of
legal risks associated with actions taken in good faith is an efficient outcome, as it assigns
risks to the party best able to bear that risk (diversified investors or insurers) and supports

appropriate risk-taking behavior.

90. Private equity funds are focused on higher expected returns.”® A foreseeable
consequence of advisers not being indemnified for simple negligence claims is a

reduced risk appetite in the industry, as negative outcomes from risk-taking would

% Hanley, Kathleen Weiss, and Gerard Hoberg. “Litigation risk, strategic disclosure and the underpricing of initial
public offerings.” Journal of Financial Economics 103.2 (2012): 235-254.

% Arena, Matteo, and Brandon Julio. “The effects of securities class action litigation on corporate liquidity and
investment policy.” Journal of Financial and Quantitative Analysis 50.1-2 (2015): 251-275.

o1 Reinier H. Kraakman, “Corporate Liability Strategies and the Costs of Legal Controls,” The Yale Law Journal,
vol. 93, 194, 857-898.

92 Reinier H. Kraakman, “Corporate Liability Strategies and the Costs of Legal Controls,” The Yale Law Journal,
vol. 93, 194, 857-898.

93 “[P]rivate equity investments are regarded as considerably more risky and more illiquid than other assets. ..
Available data indicate that returns to private equity have at times far exceeded returns in the public market.”
Stephen D. Prowse, “The Economics of the Private Equity Market,” Federal Reserve Bank of Dallas, Economic
Review, Third Quarter 1998, 21-34.
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risk investor claims of negligence against the adviser. Given the relationship between
risk and return, a decreased risk appetite would result in lower net returns to
investors, which, in turn, may lead investors to reallocate capital away from the
private equity sector. The risk appetite of the private equity sector is essential to
capital formation, as such risk appetite enables potential portfolio companies to

access capital markets (or access them at lower cost than otherwise).

91. Any decrease in private equity firms’ risk appetite would also decrease efficiency, as
investors have preferences of an optimal amount of risk-taking. Given the
sophistication of the parties, current contractual arrangements provide incentives for
private equity advisers to set an optimal level of risk appetite. Any deviation from
that would decrease the efficiency of private equity funds to provide value to
investors. Moreover, both advisers and investors are better off if they are allowed to
freely negotiate over the optimal level of risk-taking, as well as the compensation and
incentive system that best supports that risk-taking. Investors who prefer different
levels of risk-adjusted returns can choose to invest in different types of funds or

choose not to invest in private equity at all.

E. Certain Non-Pro Rata Fee and Expense Allocations

92. The Proposal would prohibit “an adviser from directly or indirectly charging or
allocating fees and expenses related to a portfolio investment (or potential portfolio
investment) on a non-pro rata basis when multiple private funds and other clients advised
by the adviser or its related persons have invested (or propose to invest) in the same

portfolio investment.”**

93. It is my understanding that the primary instance where this rule would apply is in the
allocation of broken deal expense between a fund and any co-investors. Although co-
investors may sometimes pay their pro-rata share of broken deal expenses, they may

negotiate terms that preclude being charged for such expenses.

94. The Proposal does not consider several benefits of co-investors to the fund. First, the

potential for co-investing opportunities may help attract large investors to the fund,

%4 The Proposal, page 152.
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95.

96.

which may benefit other investors in the fund through signaling the quality of the
manager, or providing scale to the fund’s ability to make investments. Second, co-
investors may bring expertise to specific investment opportunities such as industry or
geographic expertise. Third, the availability of co-investing capital can reassure the
selling shareholders of target investment opportunity (e.g., by showing a commitment
of funds to close a transaction). Fourth, co-investing can allow a fund to participate
in deals that might otherwise be precluded due to limitations imposed by the fund’s

size or its concentration limits.

By requiring a pro rata allocation of broken deal expenses to co-investors, the
Proposal would raise such costs to the co-investors while decreasing the costs to
others (i.e., transfers wealth in a way that does not conform to current agreements,
negotiations and practice). However, such a transfer of costs from fund investors to
co-investors would only take place if co-investment activity remained unaffected by
this rule. Co-investors are likely to seek to negotiate different terms of their
participation in portfolio investment transactions if they are to be allocated broken-
deal expenses in situations where they otherwise would not pay such expenses. For
example, co-investors might not make any firm commitment to a transaction prior to
closing in order to avoid such expenses. This would weaken the fund’s ability to
close deals, and, as a result, be detrimental to the fund and its investors. Moreover, if
co-investors are unable to fully compensate for the risk of such expenses through
altered deal terms, co-investment activity may decrease, resulting in less capital
available for investments. This would be detrimental to fund investors who would
lose out on deals that might otherwise be pursued with co-investment capital, and
may decrease capital formation in potential portfolio companies who would face

diminished or more costly access to capital.

The Proposal also does not consider the negotiating positions and incentives
associated with fee allocations and carried interest. Because advisers realize either
lower levels or no carried interest from co-investing, it would be in an adviser’s
interest to charge fees to the co-investor and reduce fees to the fund. Thus, an

adviser’s interests in such allocations are aligned with those of the fund. The fact that
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such allocations are not made is evidence that it is, on balance, in the fund and the
adviser’s interest to agree that co-investor not pay broken deal expenses, in order to

obtain the benefits associated with co-investing noted above.

97. There are several benefits of co-investing opportunities to an investor, including (1)
providing the option to allocate more capital to quality GPs (i.e., allocating more
capital to investments managed by a particular GP beyond previous commitments to
that GP’s fund), (i1) construction of a high-return portfolio by selecting the best
opportunities (and leveraging the investor’s experience), (iii) allowing the investor to
“piggy-back” off the due diligence and investment selection efforts of fund managers,
and (iv) obtaining deal flow providing lower fee and carry basis investment
opportunities, and (v) providing greater control over investment decisions than under
an LP agreement.”® Funds also benefit from co-investment, through access to capital
that facilitates investment opportunities that might otherwise be constrained by fund
size and/or concentration limits, by access co-investor expertise, and by greater
ability to complete deals with committed capital available.”® Research finds that
deals with co-investing perform as good and often better than deals without co-
investing.”” Overall, then, if the requirement of pro rata expense allocations causes
co-investing opportunities to be less attractive, investors will suffer, including both
investors participating as co-investors as well as investors in funds offering co-

investing opportunities.

98. The Proposal would be more burdensome to smaller funds and new advisers, which
are more likely to benefit in deal flow and deal negotiations by obtaining

commitments from co-investors. As a result, pro rata allocations of expenses,

% See, for example, Andrew Beaton and David Smith, “Co-investment: today’s economic imperative in private
equity asset allocation,” The Portfolio Management Atlas, May 2011; and Joseph A McCahery and Erik P.M.
Vermeulen, “Recasting Private Equity Funds after the Financial Crisis: The End of “Two and Twenty’ and the
Emergence of Co-Investment and Separate Account Arrangements,” European Corporate Governance Institute,
Working Paper, November 2013.

% Reiner Braun, Tim Jenkinson and Christoph Schemmerl, “Adverse selection and the performance of private equity
co-investments,” Journal of Financial Economics, 136:1, 2020, 44-62.

97 Reiner Braun, Tim Jenkinson and Christoph Schemmerl, “Adverse selection and the performance of private equity
co-investments,” Journal of Financial Economics, 136:1, 2020, 44-62.
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particularly as applied to co-investors’ allocation of broken deal expenses, will raise
barriers to entry for new advisers (decreasing competitiveness of the financial adviser

business to the detriment of fund investors).

99. Additionally, because this rule may limit the availability of co-investment capital for
smaller funds, the private equity industry in the aggregate might provide less capital
to small and mid-sized portfolio investment targets which are too small for the larger
funds to target. Thus, availability and cost of capital for private, small and mid-sized

companies could increase, resulting in reduction in capital formation.

F. Preferential Redemption Rights

100. The Proposal would prohibit advisers from providing preferential terms to certain
investors regarding redemption.’® It is my understanding that this prohibition
primarily affects open-end private funds such as hedge funds which offer periodic
redemptions. Because I have been asked to address the Proposal on behalf of private
equity and private credit funds which are typically closed-end funds that typically do

not offer early redemption, I limit my comments regarding this proposed restriction.

101.  As a general matter, the terms associated with redemption rights are an important
component of the risk-reward considerations for investors. Any prohibition on
negotiated redemption rights will increase the risk of the investment, and could
reduce the supply of capital invested, particularly by seed or strategic investors which
may have more significant and/or concentrated risk exposures. The loss or reduction
of capital from such investors is likely to be detrimental rather than beneficial to other
investors. Seed investors lower the barriers to entry for new advisers, increasing the
competitiveness of the advisory business. Large, early round investors provide due
diligence signaling value to other investors, as well as scale capital to begin
investments prior to the close of fundraising (such early investments also reduce
uncertainty to later round investors by demonstrating an actual investment rather than

relying solely on historical track records).

%8 The Proposal, page 164.
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102.  Although any prohibition on preferential redemption rights is primarily not an

G.

issue for the typically closed-end private equity industry, such a prohibition may raise
the cost of innovations of future fund structures. For example, permanent capital
vehicles (“PCVs”) might offer investors potential for lower fees, a management team
focused on long term capital gains rather than raising funds for follow-on funds.*’
Prohibitions on preferred redemption rights could limit seed capital for PCVs or other

innovative structures, limiting the investment opportunity set available to investors.

Preferential Information Rights

103.  The Proposal would prohibit advisers from providing preferential access to

information about portfolio holdings or exposures.'® The Commission argues that
selective disclosure of portfolio holdings or exposures “can result in profits or
avoidance of losses among those who are privy to the information beforehand at the
expense of investors who did not benefit from such transparency. In addition, such
information, could enable an investor to trade in portfolio holdings in a way that

“front-runs’ or otherwise disadvantages the fund or other clients of the adviser.”!"!

104.  Although this rule is primarily aimed at private funds that either provide

redemption opportunities to investors or which invest in publicly-traded securities,
this prohibition may result in significant costs to private equity funds as well by not
providing exemptions for situations in which a fund is expected to benefit from
selective disclosure of portfolio investments. Specifically, the rule might be
interpreted to prohibit selective disclosure of portfolio investment information which
would be provided to investors with co-investing rights. The Proposal would prohibit
selective information disclosure to investors in a “substantially similar pool of
assets,” defined as “a pooled investment vehicle “with substantially similar

investment policies, objectives, or strategies to those of the private fund managed by

9 Coghlan, Samantha Lake, and Ravi Chopra, “The rise of permanent capital,” IPE Real Assets, September-October
2017, available at: https://realassets.ipe.com/investment-vehicles/the-rise-of-permanent-capital/10020839.article.

190 The Proposal, page 166.
101 The Proposal, page 166.
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the adviser or its related persons.”'®? Because co-investments fall under the same
investment policies, objectives and/or strategies of the fund, there is a danger that this

rule would prevent selective disclosure of co-investing opportunities.

105. A prohibition of selective disclosure of co-investing opportunities is likely to be
detrimental to investors’ interests. As discussed above, co-investing activity provides
benefits to both co-investors (e.g., by providing lower cost investment opportunities
and greater ability to control investment decisions) and funds (e.g., by providing
access to investment opportunities that would be unavailable absent co-investors, and
by providing co-investors’ experience which might enhance deal performance). For
these reasons, a prohibition on selective information disclosure without appropriate
exemptions for co-investing opportunities, is likely to result in lower returns to

investors and diminished investments with associated capital formation.

VI. PROPOSED DISCLOSURE PRACTICES

106. The Commission proposes various disclosure requirements aiming to improve
transparency and in turn enhance competition.!'® The Proposal overlooks certain
direct and indirect costs of the proposed rules which may instead create inefficiencies
and harm competition. Costly disclosure practices with limited benefit may result in
lower returns for the investors and diminish capital formation. Additionally, blanket
disclosure requirements for all advisory firms will impose disproportionately large
burden on smaller firms and weaken the competition posed by new industry entrants.
Second, the Commission ignores situations where disclosure provides limited benefit
and therefore is not worth the cost. Third, the Commission ignores the unintended

consequences and incentives created by these disclosure requirements.

192 The Proposal, page 167.

103 1t has been argued that private equity fees and returns are insufficiently transparent and potentially misleading to
investors. However, I have not seen (i) any empirical evidence that investors are misled in making their investments
in private equity, (ii) any empirical analysis of reasons why sophisticated investors are unable to obtain the
information they desire to make investment decisions, nor (iii) any reasons why quality advisers in a competitive
market do not provide additional information to bolster their relative reputation. Regulatory intervention as a
solution to the alleged lack of transparency in the industry would only be warranted by evidence of a market failure.
I am not aware of any such market failure in an industry with thousands of advisers and investors freely negotiating.
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The requirement to distribute quarterly statements within 45 days of each quarter
end is likely to be administratively burdensome to certain advisers, and likely to
provide little, if any, benefit to private equity investors who do not have
redemption opportunities and would not benefit from timely information
disclosures, and whose decisions to commit capital to follow-on funds are
unlikely to be significantly impacted by more timely disclosures of recent interim

financial results.

Fee disclosures prior to final fund closing could interfere with negotiations,
causing larger investors to be reluctant to be anchor or seed capital if their fee
breaks are disclosed during the fund formation process. This may result in delays
in fund formation, lower returns to investors, and diminished competition from
small or new advisers that require anchor or seed capital as a signaling

mechanism to attract other investors.

The requirement of reporting results excluding the effect of subscription lines is
unlikely to be beneficial in producing more comparable results, as there is no
agreed-upon methods for such calculations. Excluding the effect of subscription
lines is also likely to deflate fund returns below actual returns, obscuring the

benefits of subscription lines to investors.

Mandatory audits will create additional costs for funds not currently audited.
Although the Commission argues that audits may limit advisers’ inflation of
interim fund results to facilitate raising capital for follow-on funds, research
discussed below shows that investors are sophisticated and can see through
manipulation. Leeway under accounting rules in the valuation of illiquid assets
limits the benefits of mandatory audits to uncover inflated asset valuations.
Finally, auditor independence rules may significantly constrain the ability of
currently unaudited funds to obtain audits from high quality auditors (who may
otherwise already be auditing portfolio companies or other related entities),

further weakening any potential benefits of required audits.
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e The benefit of fairness opinion in adviser-led secondaries would be limited if (i)
the value of the asset is small relative to the cost of a fairness opinion, (i1) or other
mechanisms such as disclosures, a third-party involvement, competitive bidding,
and deal structuring provide reassurance to investors regarding potential conflicts

of interest.

A. Quarterly statements
1. 45-day requirement

107.  The Proposal would require the preparation and distribution of quarterly
statements within 45 days of each quarter end.!®* The Commission supports this rule
with a cursory statement that “[b]ased on our experience, we believe advisers
generally would be in a position to prepare and deliver quarterly statements within
this period.”'% The Commission’s discussion of the costs and benefits associated
with quarterly statements does not contain any discussion of the costs and benefits of

the 45-day requirement. '

108. It is my understanding that many industry participants believe that a 45-day
requirement will be administratively burdensome, and potentially not practical for
many advisers and/or funds. This may be particularly the case for advisers who must
report to hundreds or thousands of LPs, across multiple funds, with hundreds of
portfolio companies. Note that many advisers would not only need to fulfill the
Commission’s proposed quarterly reporting requirement but would also need to meet
additional reporting requirements where individual LPs have their own specific

reporting requirements.

109.  The benefits of a 45-day requirement in the private equity sector are likely to be
small (if any). Because private equity investors generally cannot redeem their
investments, the benefits of interim financial reporting are primarily to assist in

portfolio monitoring and as additional information considered in making

104 The Proposal, page 85.
105 The Proposal, page 86.
196 The Proposal, pages 232.

49



commitments to potential follow-on funds. However, because fundraising typically
takes over a year until final close and LPs consider a wide range of information
beyond recent adviser performance, it is unlikely that more timely reporting of a
recent quarter’s financial results would significantly impact an LP’s decision to
commit capital to a follow-on fund.!'%” Given the small (if any) benefits to private
equity LPs from a 45-day reporting requirement, the likely additional administrative

burden is likely to exceed the value of such benefits.

2. Fee disclosures

110. The Proposal “would require an investment adviser that is registered or required to
be registered to prepare and distribute quarterly statements with certain information
regarding fees and expenses, including fees and expenses paid by underlying portfolio
investments to the adviser or its related persons”!'® due to concerns that “[o]paque
reporting practices make it difficult for investors to measure and evaluate performance

accurately and to make informed investment decisions.”'"”

111.  Asdiscussed elsewhere in this report, the increasing demand for private equity
advisory services suggest that investors are satisfied with the level of information
provided to them. Consistently, research shows that private equity investors are
sophisticated enough to assess disclosures of the private equity advisors and
furthermore can see through manipulation in returns if any. !'° This literature is

discussed in detail in the discussion of mandatory audits below.

112. Note that funds might have multiple rounds of financing and the average time to
close a fund is typically over a year.!!! First round of financing would be particularly
important for a fund because first round demand serves as a signal to other investors.

Under the proposed rule, an anchor or seed investor which might get a better term in

197 Time until final close based on data from PitchBook.
198 The Proposal, page 24.
199 The Proposal, page 26.

110 Brown, Gregory W., Oleg R. Gredil, and Steven N. Kaplan. “Do private equity funds manipulate reported
returns?.” Journal of Financial Economics 132.2 (2019): 267-297.

111 Based on data from PitchBook.
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the first round of financing may be more reluctant to invest early because later stage
investors might ask for the same benefits provided to anchor investor. To the extent
fees are fully required to be disclosed quarterly starting from the second full calendar
quarter of operating results (and prior to final close on fundraising), later round
investors would be able to infer preferential fee structures provided to early round
investors, providing them an informational advantage in negotiations that would not
be available to first-round investors. In this context, investors might choose to wait
for later rounds of financing to commit capital in order to benefit from the disclosures
of fees after the early rounds. Overall, this is likely to make early round fundraising
more difficult, potentially slowing the fund formation process, with the resulting

harm to capital formation by delayed commitment of capital.'!?

3. Subscription facilities

113.  The Proposal would require advisers of illiquid funds to calculate performance
without the effect of fund-level subscription facilities.!!® That is, the Commission
propose that fund performance be reported by excluding the interest expense and any
other costs associated with a fund-level subscription line of credit. The Commission
argues that “‘levered’ performance figures often do not reflect the fund’s actual
performance and have the potential to mislead investors.”''* The Commission also
argues that excluding fees and expenses associated with a subscription facility (e.g.,
interest expense) “would cause the net returns for many funds to be higher than would

be the case if such amounts were included.”!'?

114. There are several issues associated with the Commissions requirement for illiquid
funds to calculate performance excluding the impact of subscription facilities. First,
the Commission is mistaken that the levered performance obscures “actual”

performance. If a fund uses subscription facilities, then the actual performance would

112 Fund-level fee disclosures will make apparent to investors whether they are paying above or below the average
fee across the fund. Depending on the amount of information disclosed, sophisticated investors may be able to use
fund level information to infer fees for individual investors.

113 The Proposal, page 67.
114 The Proposal, page 69.
115 The Proposal, page 70.
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properly include the impact of borrowing. Although excluding the impact of
subscription facilities might or might not improve comparability of performance
information across funds, it does not provide a better view of “actual” performance.
By a simple analogy, publicly traded companies regularly report earnings based on
actual corporate leverage, without any adjustment that puts different companies’
financial statements on similar unlevered basis. Similarly, mutual funds and
exchange-traded funds report actual results without adjustment for leverage.
Sophisticated investors understand the effects of leverage and can ask advisers for

any information that might help them assess returns.

115.  Second, the Commission is mistaken that excluding the impact of subscription
facilities would necessarily increase net returns. Although removal of the expenses
associated with subscription facilities would increase income, such increases in
income would be offset by the impact of adjusting returns calculations to reflect that
capital calls would have been earlier absent the use of the subscription line. Any
calculation of performance absent the effect of a subscription line will require
assuming the fund had called investor capital at earlier times rather than drawing
down the subscription line to fund investments. Earlier capital calls would, all else
equal, decrease investor IRRs. One study found that a subscription line increases fund
IRRs by about 0.2% to 0.5%, based on median and mean estimates from simulated
fund performance.!'® Thus, one would expect for the typical fund excluding the
impact of a subscription line would decrease fund returns.!!” Moreover, this study
also found the impact of subscription lines on a performance multiple such as

distributions to paid-in-capital (DPI) is very small (median impact of -0.02x), and

116 Blackrock, “Analyzing the impact of subscription lines on private equity fund characteristics,” August 2019.
See, also, Pierre Schillinger, Reiner Braun and Jeroen Cornel, “Distortion or Cash Flow Management?
Understanding Credit Facilities in Private Equity Funds,” Working Paper, February 2020.

7 The Proposal includes a prohibition on advisers borrowing from a fund but does not include a prohibition on
advisers lending to a fund. However, the Commission requested comments on whether such lending should be
prohibited or restricted in some way (e.g., to ensure excessive interest rates are not charged). Where advisers are the
providers of subscription lines of credit, such lending benefits the fund (e.g., by facilitating organizational activities
or portfolio investment transactions). Any prohibition on such lending from the adviser to the fund could therefore
harm fund LPs through foregone investment opportunities and/or delayed organizational activity. Moreover,
because the adviser’s interests in fund returns are generally aligned with the fund’s investors through carried
interest, such incentives mitigate the risk of excessive interest on subscription lines of credit. See The Proposal,
pages 158-160.
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116.

117.

B.

therefore such metrics are already comparable across funds without the need for

adjustment for the effect of subscription lines of credit.!''8

Third, it is my understanding that private equity funds typically provide investors
information they request. To the extent a fund does not currently provide
performance information with and without the impact of subscription line, an investor

can request such information.

Fourth, it is not clear that removing the impact of subscription lines will
necessarily enhance comparability of performance across funds. ILPA guidance
notes that “there is not an agreed upon methodology for calculating performance with
and without the use of subscription lines.”!'!” For example, to remove the impact of a
subscription line one must make assumptions regarding the timing and magnitude of
capital calls in the absence of a subscription line. Assumptions about the timing of
capital calls can have a large impact on IRR, particularly early in a fund life.'?° Thus,
the Commission may be incorrect regarding whether there would be any benefit to
investors of enhanced cross-fund comparability from requiring performance to be

reported excluding the effect of subscription lines.

Mandatory audits

118.  The Proposal would “require private fund advisers to obtain an annual audit of the

financial statements of the private funds they manage.”'?! The Commission is
concerned that “fund’s adviser may use a high level of discretion and subjectivity in
valuing a private fund’s illiquid investments, which are difficult to value. This creates a
conflict of interest if the adviser also calculates its fees as a percentage of the value of the

fund’s investments and/or an increase in that value (net profit), as is typically the case.

118 Blackrock, “Analyzing the impact of subscription lines on private equity fund characteristics,” August 2019.
See, also, Pierre Schillinger, Reiner Braun and Jeroen Cornel, “Distortion or Cash Flow Management?
Understanding Credit Facilities in Private Equity Funds,” Working Paper, February 2020.

119 Institutional Limited Partners Associated, “Enhancing Transparency Around Subscription Lines of Credit,” June

120 “The impact of use of a line of credit on IRR will be greatest early in the life of the fund...” Institutional Limited
Partners Associated, “Enhancing Transparency Around Subscription Lines of Credit,” June 2020.

121 The Proposal, page 99.
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Moreover, private fund advisers often rely heavily on existing fund performance when
obtaining new investors (in the case of a private fund that makes continuous or periodic

offerings) or fundraising for a new fund.” '?2

119.  As a preliminary matter, the conflict-of-interest concern regarding fees is more
applicable to private funds such as hedge funds which might charge management fees
on the basis of fund net asset values. Private equity funds typically charge
management fees based on capital commitments, or sometimes invested capital,
neither of which is affected by subjective valuation methods. On the other hand,
private equity funds report interim performance (e.g., IRRs and fund returns) that
reflects valuations of illiquid investments. In the context of private equity funds, the
Commission’s only stated concern justifying the proposed audit requirement, then, is
if fundraising for follow-on funds might present a conflict of interest as advisers

determine interim fund performance based on subjective valuations.!'?*

120. The Commission cites research that documents an empirical pattern of greater
returns around the fundraising for the follow-on fund with a gradual reversal once the
follow-on fund is closed.'?* Another empirical finding in the literature is that the high
interim returns improve the fundraising prospects of the adviser for the next fund.
However, these empirical observations do not show there is inflation in the value of
illiquid assets nor that investors are deceived by the high interim returns as I explain

below.

121.  “A fund’s interim performance has two components: (1) exited investments to
date and (2) the net asset value (NAV) of unrealized investments.”'?> To the extent

current fund performance helps with fundraising, an adviser can fundraise in the wake

122 The Proposal, page 99.

123 The Commission also argues that an audit requirement may assist in its enforcement efforts because auditors
would be required to notify the Commission of an auditor’s termination or issuance of modified opinions, in contrast
to no such notifications required under the custody rule’s annual surprise examination framework. The Proposal,
pages 102-103.

124 Jenkinson, Tim, Miguel Sousa, and Riidiger Stucke. “How fair are the valuations of private equity
funds?.” Available at SSRN 2229547 (2013).

125 Barber, Brad M., and Ayako Yasuda. “Interim fund performance and fundraising in private equity.” Journal of
Financial Economics 124.1 (2017): 172-194.
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122.

of either a successful investment exit or after reporting unrealized gains. Note that the
literature finds that portfolio companies follow conservative accounting after
realizing successful exits: funds are valued “24% to 56% below the final exit values
in the quarter prior to the exit quarter” or 35% lower than implied by the subsequent
distributions.!?¢ Barber and Yasuda find support for the exit strategy approach and
state that “interim performance is more important for fundraising success when it is
backed by good exits.” 12’ They find that “GPs appear to fundraise on the heels of
good exits. Consistent with the exit and fundraise story, performance peaks are
greatest for funds with high realization rates at the time of fundraising.” 1?® Note that
a fundraising at the time of peak performance does not necessarily show inflated
returns but rather may reflect informed timing by the adviser (i.e., GPs time the
launch of fundraising based on interim results, rather than changing interim results to
fit a fixed fundraising timeline). Mandatory audits would not change such patterns.
Barber and Yasuda find limited evidence of inflating the asset values only for low

reputation advisers without a strong exit. '*

A related study argues that write-offs following a fundraising increase “as a result
of the effort-rationing by the GP between the newly-raised fund and the old fund.”!3°
This study finds that “some underperforming managers inflate reported returns during
times when fundraising takes place. However, those managers are less likely to raise
a next fund, suggesting that investors can see through the manipulation on

average.” 3! In other words, even if “low reputation” managers might have incentives

126 Barber, Brad M., and Ayako Yasuda. “Interim fund performance and fundraising in private equity.” Journal of
Financial Economics 124.1 (2017): 172-194.

127 Barber, Brad M., and Ayako Yasuda. “Interim fund performance and fundraising in private equity.” Journal of
Financial Economics 124.1 (2017): 172-194.

128 Barber, Brad M., and Ayako Yasuda. “Interim fund performance and fundraising in private equity.” Journal of
Financial Economics 124.1 (2017): 172-194.

129 Barber, Brad M., and Ayako Yasuda. “Interim fund performance and fundraising in private equity.” Journal of
Financial Economics 124.1 (2017): 172-194.

130 Brown, Gregory W., Oleg R. Gredil, and Steven N. Kaplan. “Do private equity funds manipulate reported
returns?.” Journal of Financial Economics 132.2 (2019): 267-297.

131 Brown, Gregory W., Oleg R. Gredil, and Steven N. Kaplan. “Do private equity funds manipulate reported
returns?.” Journal of Financial Economics 132.2 (2019): 267-297.

55



to inflate reported returns to assist in fundraising, evidence suggests that sophisticated
investors are not swayed by such results. Requiring an audit for such funds (to the
extent they are not already audited) will raise costs to investors, with limited, if any,
benefits to current or potential future investors. The study concludes that
“sophisticated LPs are, on average, unlikely to misallocate capital and may therefore

prefer the current stance to one with more regulation and (possibly) less gaming.” '3

123.  The literature discussed above confirms that private equity investors are
sophisticated enough to see through manipulations and there are various economic
reasons (such as high realized returns, optimal fundraising timing, or effort-rationing)
for the peak returns around the fund raising that would not change with auditing.
Therefore, the benefit of mandatory audits would be very limited. On the other hand,
the cost of annual audits can be significant especially for smaller funds (where such
funds are not part of a group of related funds which can spread the fixed costs of an

audit across a wider investor base).

124.  Moreover, even if there were specific instances in which the requirement of an
audit might limit overstated performance in private equity firms, a blanket audit
requirement for all funds is likely to impose costs in situations where there is no such
benefit. For example, if an adviser managed a small fund for “friends and family”
investors and had no intention of raising follow-up funds, the added costs of an audit

would be detrimental to those investors without any corresponding benefit.

125.  An audit requirement will not, in and of itself, necessarily solve conflict of
interests in private equity valuations of illiquid investments. First, auditors
themselves have incentives to be rehired, and therefore may have incentive not to
challenge valuations that can be reasonably justified as within the bounds of
accounting rules. Second, accounting rules provide for significant leeway in
valuation of illiquid assets such that there may be an audit-accepted margin of error in
such valuations, and research finds that the informativeness of fair value

measurements in financial statements “is affected by the amount of measurement

132 Brown, Gregory W., Oleg R. Gredil, and Steven N. Kaplan. “Do private equity funds manipulate reported
returns?.” Journal of Financial Economics 132.2 (2019): 267-297.
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error and source of the estimates — management or external appraisers.”!3?

Sophisticated investors are aware of the limits of what a “clean” audit opinion means
and, therefore, may discount the incremental value of such information above
information conveyed by management regarding the valuation method, assumptions,
and the use of third party appraisers.'3* Such sophisticated investors might benefit
more from simple disclosure of valuation methods and whether third party appraisers
were used, both of which may be information that the investor can request from an

advisor if not already provided.

126. Finally, the Commission does not consider reasons that some funds are not
currently audited.'** It is my understanding that funds may not have an auditor in
cases where auditor independence rules present barriers to finding a quality auditor.
For example, fund agreements or portfolio companies may have requirements to use
“Big 4 auditors which could lead to violations of auditor independent rules given the
limited number of such auditors and the number of portfolio companies. In such
circumstances, requiring an audit may require renegotiation of contracts which place
limitations on audit firm selection (e.g., “Big 4 only) or force the fund to use
auditors that may be perceived as lower quality. Research has shown that investors
value an auditor’s quality. For example, research has found that the association
between mutual fund reported performance and investment flows is stronger where
fund auditors are specialists, longer-tenured, and charge higher audit fees.!*® The
opinions of lower quality auditors would, therefore, provide less benefit, if any, to

investors and may not necessarily add any value in excess of the audit cost.

133 Wayne R. Landsman, “Is fair value accounting information relevant and reliable? Evidence from capital markets
research,” Accounting and Business Research, 37:supl, February 2021, 19-30.

134 That is, while qualified or adverse audit opinions may convey information to investors, an unqualified opinion
may not necessarily convey that financial statements are free from any effects of subjective asset valuation
determinations.

135 The Commission acknowledges that such funds may be subject to annual surprise examinations under the
custody rule, which would provide incentive for robust compliance with financial reporting standards. The Proposal,
pages 101-102.

136 Bradley A. Goldie, Lei Li, and Adi Masli, “Do Mutual Fund Investors Care About Auditor Quality?”
Contemporary Accounting Research, 35:3, Fall 2018, 1505-1532.
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C. Adviser-led secondaries

127.  The Proposal would “require an adviser to obtain a fairness opinion in connection
with certain adviser-led secondary transactions where an adviser offers fund investors
the option to sell their interests in the private fund, or to exchange them for new
interests in another vehicle advised by the adviser.”!*” In addition to a fairness
opinion from an independent opinion provider, the rule would require disclosure of
“any material business relationships the adviser or any of its related persons has, or

has had within the past two years, with the independent opinion provider.”!8

128.  The Proposal does not consider situations in which a fairness opinion may be of
limited benefit, or where the costs of such an opinion (which, will ultimately be borne
by the investors), outweigh the benefits. A fairness opinion may be of limited
benefit, for example, for assets whose valuations are subject to considerable
estimation uncertainty within reasonable valuation methodologies and assumptions.
If the value of the asset in question were small, the costs of a fairness opinion could
exceed any benefits to investors from any revision in transaction price that might
result from such an opinion. If a third party without a conflict of interest is involved
in the transaction as a co-investor, this might validate the price for the investors and
make the fairness opinion an unnecessary burden.'* To the extent the risk that the
transaction price may be inappropriate is a factor that investors can consider, and they
are always able to request a fairness opinion. Under the existing framework investors
look to many factors in evaluating potential conflicts-of-interest in a GP-led deal,
such as disclosures, deal terms with earnouts and deferred purchase price payments,
clear rationales for the deal, optionality to the fund LPs to participate in the deal or

take liquidity, competitive bidding (e.g., dual-track exploration of traditional M&A

137 The Proposal, page 121.
138 The Proposal, page 122.

139 For example, attorneys involved in one GP-led secondary transactions reported being “involved in a single-asset
transaction where a fairness opinion offered less utility because as a part of the transaction the GP sold a minority
stake in the underlying asset to a third party in concert with the transaction involving existing and new LPs. This
sale provided a non-affiliate valuation assessment of the asset and mitigated many concerns about conflicts of
interests and deal pricing.” “Defining the narrative on GP-led deals,” GP-led Secondaries, Private Equity
International, March 2021.
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exit and GP-led secondary exit), and involvement of advisors to address conflict and
fair treatment issues.'*” Moreover, sophisticated investors are free not to participate
in the transaction if they deem the risks associated with a lack of fairness opinion
outweigh the benefits of participating. Overall, a blanket requirement is likely to
impose costs in excess of benefits in some subset of adviser-led transactions, and,
where the benefits exceed the costs, advisers have incentive to obtain fairness

opinions to encourage investor participation in the transaction.

129.  The cost of a fairness opinion will vary with transaction-specific factors. One
industry source states that fairness opinions for lower and middle market private
companies cost about $50,000 to $100,000, and that more sophisticated deals can
have higher costs, potentially more than $1 million.'*! The cost of fairness opinions
are typically at a premium to the costs of appraisals due to the risks to the opinion
provider given that the opinion may be used in litigation and must therefore have a
high degree of reliability. The Commission’s analysis, on the other hand, assumes an
average of $40,849 cost to external parties for both the fairness opinion and material
business relationship summary. This assumption is too low, as it likely
underestimates the effect of complicated, costly fairness opinions on average.
Additionally, the Commission’s assumption of the cost of a fairness opinion does not
consider that many GP-led secondary transactions involve multiple assets, which
would have more costly fairness opinions depending on the number and complexity

of assets involved. '#?

130. The Commission does not consider the relative burden and benefit of disclosures
of the fairness opinion provider’s material business relationships with the adviser or
its related persons. Because the Commission does not provide a definition of what
constitutes a “material business relationship” there is potential difficulty complying

with this requirement and diminished usefulness of the relationship summary to

140 See GP-led Secondaries, Private Equity International, March 2021.

141 This source advises that “advisors providing opinions for $10,000 or $20,000 shouldn’t be taken seriously.”
Vantage Point Advisors, “How Much Do Fairness and Solvency Opinions Cost?”, available at:
https://vpadvisors.com/blog/cost-of-fairness-solvency-opinions

142 See GP-led Secondaries, Private Equity International, March 2021.
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investors. In order to provide this summary, fairness opinion providers will need
databases of their business relationships. Such databases may be costly to build and
maintain, particularly for fairness opinion providers that have multiple lines of
business other than that of providing fairness opinions. Moreover, with each fairness
opinion the adviser will need to disclose a complete list of all “related persons,”
which will, in turn, require active management of such information. The Commission
does not assess the cost of developing and maintaining these databases. Such cost
may be particularly high for the largest, most reputable fairness opinions providers
who have multiple lines of business.!** It is likely that fairness opinion providers will
raise their fees to compensate for the additional administrative burden, thus rendering

the Commission’s estimate of third party costs of fairness opinions too low.

VII. SIGNATURE AND RIGHT TO MODIFY

131.  This statement represents my opinions at this time. However, as I have noted
earlier in this report, I may supplement this statement if new information is made

available to me.

0 3ol

S.P. Kothari

April 25, 2022

143 As 0f 2020, Business Valuation Resources lists the top five global M&A fairness opinion providers as Stout,
Duff & Phelps, Houlihan Lokey, J.P. Morgan, and Piper Sandler, “Fairness opinion provider rankings for 2020,”
BVWire, Issue #221-2, February 10, 2021, available at: https://www.bvresources.com/articles/bvwire/fairness-
opinion-provider-rankings-for-2020.
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I INTRODUCTION

A. Executive Summary

1. The U.S. Securities and Exchange Commission (“SEC”) has proposed new rules that
fundamentally and dramatically alter the regulatory regime for private funds, prohibiting
some widely accepted practices and imposing new regulatory and disclosure requirements on
private fund advisers.? The proposed rules appear to be motivated by the Commission’s
assessment that a substantial proportion of private fund investors are misled or confused. The
Proposal identifies several features of private funds’ operations that the Commission
identifies as potentially interfering with some limited partners’ (LPs) ability to understand
likely returns or to compare fees (costs) and liquidity restrictions across available funds. The
Proposal appears to maintain that social policy or successful capital formation requires that
all investors in a private fund be treated the same for certain types of contractual rights,
although different treatments of certain contractual rights may be permissible so long as

specific disclosures are made.

2. As I detail below, the Proposing Release fails to provide a meaningful justification for
why these proposed new rules are needed. In this and other ways, the economic analysis
presented in the Proposing Release is deficient when evaluated against the SEC’s own
standards. In particular, the economic analysis fails to demonstrate a problem that requires
the proposed rules to solve, contradicts (without explicit discussion) the SEC’s recent
reclassification of accredited investors, and fails to consider both a number of significant

costs and reasonable alternatives.

3. The remainder of this paper is organized as follows: Section [.B provides details on the
proposed rules and discusses at a high level how those proposed rules may change the nature
of private fund investing. Section II discusses the role of the economic analysis in the
rulemaking process, focusing on the aspects necessary for it to fulfill the requirements of the
SEC’s recent guidance. Section III evaluates systematically whether the economic analysis
in the Proposing Release is complete, rigorous, and sufficient to support a fully informed

assessment of the economic impact of the proposed rules. Section IV concludes.

2 Private Fund Advisers: Documentation of Registered Investment Adviser Compliance Reviews, Advisers Act
Release No. 5955 (Feb 9, 2022) (“Proposing Release” or “Proposal”). The opinions stated in this comment
letter reflect preliminary findings based on the proposing release and the limited time given for comments. I
reserve the right to supplement my analyses and opinions in the event that additional time for review of the
proposing release is granted.
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B. Overview of the Proposed Private Funds Rules

4. On February 9, 2022, the SEC proposed a series of rules that, if adopted, would impose
new prohibitions on the business practices commonplace in private fund investing. If
implemented, these prohibitions would fundamentally change the landscape of private fund
investing and would alter how private fund advisers contract with the funds’ investors.
Importantly, these prohibitions apply to a// private fund advisers, whether or not they are
registered with the SEC, and regardless of the composition of a fund’s limited partners. The

proposed prohibitions include:

i.  Seeking reimbursement, indemnification, exculpation, or limitation of the

adviser’s liability for certain activity.’
ii.  Engaging in certain types of preferential treatment.

iii.  Charging fees for unperformed services (e.g., accelerated monitoring fees) and
fees associated with an examination or investigation of the adviser or
regulatory and compliance expenses of the adviser.’

iv.  Reducing the amount of an adviser’s clawback by the amount of certain taxes.®

v.  Charging fees or expenses related to a portfolio investment on a non-pro-rata

basis.’
vi.  Borrowing or receiving an extension of credit from a private fund client.®

5. Effectively, these prohibitions would amount to outright bans on the activities listed

above, some of which are common and widely accepted in currently-operating private funds.
Regardless of prior disclosure, authorization in fund governing documents, or approval from
LPs, the specified activities of any investment adviser would be unlawful under the proposed

rules. The SEC appears to believe that such bans are the only way to “address conflicts of

3 Proposed rule 211(h)(2)-1.
* Proposed rule 211(h)(2)-3.
3 See Proposed rule 211(h)(2)-1.
6 See Proposed rule 211(h)(2)-1.
7 See Proposed rule 211(h)(2)-1.
8 See Proposed rule 211(h)(2)-1.
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interest that could ... incentivize investment [advisers] to place [their] interests ahead of the

private fund’s interest.”

6. In Section III, below, I describe in detail the shortcomings of the economic analysis
associated with these proposed prohibitions. It is worth noting here, however, that the SEC’s
proposed prohibitions would have a significant economic impact on the investing landscape.
In particular, prohibiting indemnification, exculpation, and the limitation of the adviser’s
liability for certain activities would likely change (i) which investors have access to private
funds and (ii) the incentives of fund sponsors to make the opportunistic investments
necessary to generate the high risk-adjusted returns they have historically achieved. Both of
these outcomes are suboptimal compared to the status quo. Fund management teams require
indemnification with respect to their activities conducted in connection with funds and
accounts because they would otherwise bear a disproportionate amount of litigation risk
relative to their potential return. This is analogous to the rationale for the widely-prevalent
practice of indemnifying directors and officers of corporations. Without indemnification for
their actions as agents for funds and accounts, the management team would naturally demand
higher compensation or profit sharing for their activities. Since management teams would
need to be willing to accept a higher degree of risk, relative to reward, if indemnification
were not provided, the quality of available management teams would likely be reduced in

general.

7. Regarding fee negotiations, Proposed Rule 211(h)(2)-1 would place new restrictions on
the adviser’s ability to customize contracts across investors. The proposed rules prohibit
allocating expenses related to portfolio investments in any way other than pro rata.'® For
example, Proposed Rule 211(h)(2)-3 would disallow all private fund advisers from (i)
providing preferential redemption terms to certain investors in private funds or in
substantially similar pools of assets (such as parallel funds), or (ii) providing certain
information about portfolio holdings or exposures only to certain private fund investors if the
adviser reasonably expects such preferential terms or information to have a material, negative
effect on other investors in the private fund." Such prohibitions ignore the evidence that
some LPs provide benefits to fund advisers and to a fund’s portfolio firms. Many LPs can
negotiate lower fees due to the amount of capital they provide (e.g., anchor investors), the
point-in-time at which they provide it (e.g., seed investors), or due to other tangible benefits

such as help with fundraising and specific expertise relevant to portfolio investments.

? “Fact Sheet Private Fund Proposed Reforms,” SEC, Advisers Act Release No. 5955 (February 9, 2022) (“Fact
Sheet”).

10 See Proposed rule 211(h)(2)-1.
11 See Proposed rule 211(h)(2)-3.
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Although some LPs can negotiate better terms, those benefits do not come at the expense of
other, smaller LPs. To the contrary, benefits negotiated by large LPs often trickle down to all
investors. The Commission’s failure to account for the benefits provided to all fund investors

through negotiations of some LPs represents a significant oversight in its economic analysis.

8. Types of “preferential treatment” would be allowed, but only if accompanied by
advanced written notice to prospective investors and an annual written notice to current
investors. The SEC leaves “preferential treatment” largely undefined, noting only that
“[w]hether any terms are ‘preferential” would depend on the facts and circumstances.”'? In
such cases, it appears that the SEC’s theory is that other types of preferential treatment do not
necessarily disadvantage other fund investors, so long as appropriate disclosures are made.
Alternatively, an adviser could comply with the proposed requirements by providing copies
of Side Letters (with identifying information regarding the investors redacted) or a written
summary of the preferential terms provided to investors, so long as the summary specifically
describes the preferential treatment.”® If LPs cannot modify their existing agreements if and
when additional “preferential terms” are disclosed, the protection afforded to LPs seems
limited. And if they can modify existing agreements, the time (costs) required to set up a

new fund could be greatly extended (increased).

9. In addition to the above prohibitions, the proposed rules would also impose costly new

regulatory requirements on private fund advisers, including:

1. Annual audited financial statements for private funds (“Proposed Audit
Rule).”™

ii.  Quarterly statements that describe in detail the costs of investing in the private
fund and the private fund’s performance (‘“Proposed Quarterly Statement
Rule”).”

iii.  Fairness opinions for adviser-led secondary transactions (“Adviser-Led
Secondary Rule”).'

12 proposing Release, p. 163.
13 Proposing Release, p. 170.
4 Proposed rule 206(4)-10.

15 Proposed rule 211(h)(1)-2.
16 proposed rule 211(h)(2)-2.
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10. The Proposed Audit Rule appears to be motivated by the SEC’s belief that absent such an
audit, investors are not adequately protected against “the misappropriation of fund assets,”"”
nor are they protected against the possibility of an adviser inflating private fund asset values,
“which often serve as the basis for the calculation of the adviser’s fees.””®* Beyond simply
requiring an audit, the Proposal mandates that the audit: be performed by an independent
public accountant, be performed at least annually and upon liquidation, in accordance with
Generally Accepted Accounting Principles as promulgated in the United States (“U.S.
GAAP”), or for financial statements of non-U.S. funds or funds with a general partner with a
principal place of business outside the U.S., contain information substantially similar to
statements prepared in accordance with U.S. GAAP and with any material differences
reconciled, and distributed “promptly” after completion of the audit to current private fund

investors. "’

11. The Proposed Quarterly Statement Rule appears to be motivated by the SEC’s belief that
fund investors do not have adequate information to understand the fees and assess the
performance of their investments. This is in spite of the academic literature cited by the SEC,
which concludes “investors consistently select or are offered the best fee structure in their
respective funds, at least in terms of ex-post performance.” To address this alleged
information gap, the Proposed Quarterly Statement Rule would require registered private
fund advisers to distribute a quarterly statement to private fund LPs that includes certain
specified information regarding fees, expenses, and returns. Fee and expense disclosures
would include: (i) a detailed accounting of all compensation, fees, and other amounts
allocated or paid to the adviser or any of its related persons by the private fund during the
reporting period, (ii) a detailed accounting of all fees and expenses paid by the private fund
during the reporting period (“fund expenses”), and (iii) the amount of any offsets or rebates
carried forward during the reporting period to subsequent quarterly periods to reduce future
payments or allocations to the adviser or its related persons.?! Required performance
disclosures would include certain portfolio company ownership and performance
information, including: (i) for open-end funds, annual net total returns since inception,

average annual net total returns, and quarterly net total returns, and (ii) for closed-end funds,

17 Proposing Release, p. 290.
18 Proposing Release, p. 290.
19 Proposing Release, pp. 328-329.

%% Juliane Begenau and Emil Siriwardane, “How Do Private Equity Fees Vary Across Public Pensions?,”
Harvard Business School 20-073 (Working Paper), February 2021.

= Proposing Release, pp. 335-336.
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gross and net internal rate of return and gross and net multiple of invested capital.” The SEC
states that:

Periodic statements detailing such information are necessary to improve the quality of
information provided to fund investors, allowing them to assess and compare their private
fund investments better. This information also would improve their ability to monitor the
private fund adviser to ensure compliance with the private fund’s governing agreements
and disclosures. While private fund advisers may currently provide statements to
investors, there is no requirement for advisers to do so under the Advisers Act regulatory
regime.”

12. Under the Proposed Quarterly Statement Rule, private fund advisers would be required to
distribute these reports to investors within 45 days following the end of the applicable
quarter. The SEC contends that such information, provided in a standardized tabular format,
would help inform investment decisions, and in particular, “whether to remain invested in
certain private funds or to invest in other private funds managed by the adviser or its related
persons.” Tt is unclear that such a rule is necessary to inform these types of decisions, as
investors routinely make them under the current regime and the SEC provides no evidence

that such decisions are uninformed or otherwise inefficient.

13. The proposed Adviser-Led Secondary rule would require registered advisers to distribute
to fund investors, prior to completing an adviser-led secondary transaction, (i) a fairness
opinion from an independent opinion provider and (ii) a summary of any material business
relationships the adviser (or any of its related persons) has, or has had, within the past two
years with the independent opinion provider.” The SEC argues that such a rule “would
provide an important check against an adviser’s conflicts of interest in structuring and leading

a transaction from which it may stand to profit at the expense of private fund investors.”*

14. Finally, the proposed rules would amend the Advisers Act compliance rule to require all
SEC-registered advisers to document the annual review of their compliance policies and
procedures in writing in order to facilitate the SEC staff in determining whether those
advisers have complied with the review requirement of the proposed rules.”” However, the

proposed amendment does not specify which reporting elements must be included in the

2 Proposing Release, pp. 63—64, 67.
% Proposing Release, p. 18.

24 Proposing Release, p. 19.

2 proposing Release, pp. 121-122.
26 Proposing Release, p. 122.

2 Proposing Release, p. 178
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written documentation. Instead, the SEC recites the requirements of Rule 38a-1 under the
Investment Company Act, which requires, among other things, an annual compliance report
to a registered fund’s board of directors, including (i) the operation of the compliance policies
and procedures of the registered fund and each investment adviser of the registered fund; (ii)
any material changes made to those policies and procedures since the date of the last report;
(iii) any material changes to the policies and procedures recommended as a result of the
annual review of its policies and procedures; and (iv) each material compliance matter that

occurred since the date of the last report.?®

15. In sum, the proposed new rules would impart significant changes to how private fund
advisers conduct business and would likewise impose significant changes to how LPs and
other private fund investors are able to negotiate and access private funds. The SEC justifies
these proposed changes by pointing to largely anecdotal evidence regarding practices they
have observed “during [their] decade overseeing most private fund advisers.”” In particular,
the SEC points to the enforcement actions against private fund advisers for practices that
resulted in investors “pay[ing] more in fees and expenses than they should have, which
negatively affected returns for private fund investors, or resulted in investors not being
informed of relevant conflicts of interest concerning the private fund adviser and the fund.”*°
The SEC argues that despite these enforcement actions, these types of activities persist,

presumably necessitating the proposed rules.

16. This sentiment is echoed in the Discussion of Proposed Rules for Private Fund Advisers

Section of the Proposing Release:

We are proposing a series of rules under the Advisers Act that would specifically address
these practices by advisers to private funds. The goal of this package of proposed reforms
is to protect those who directly or indirectly invest in private funds by increasing visibility
into certain practices, establishing requirements to address certain practices that have the
potential to lead to investor harm, and prohibiting adviser activity that we believe is
contrary to the public interest and the protection of investors.”!

17. Upon review, the SEC’s justification for the proposed rules is both insufficient and
unsupported. As an initial matter, the SEC justification relies on the underlying assumption
that all LPs require the same type and level of protection. This assumption is wholly

incorrect. There is substantial heterogeneity among LPs, both in terms of size and

28 Proposing Release, pp. 180—181.
¥ proposing Release, p. 9.
39 Proposing Release, p. 9.

3 Proposing Release, p. 17.
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experience, and the proposed rules will affect different LPs in different ways. Each LP has
its own particular requirements with respect to its private fund investments and, under the
current regime, each can negotiate accordingly. Under the proposed rules, however, it is
unclear whether these negotiations will result in substantially similar outcomes to present, or
whether some LPs will have their freedom to contract impinged, resulting in suboptimal
outcomes for certain LPs. The SEC’s justification therefore relies, in part, on evaluating the
tradeoffs between the potential benefits to some LPs and the potential costs imposed on
others. However, the SEC does not endeavor to calculate this tradeoff but rather assumes that
all LPs will benefit from the proposed rules, even though they present no evidence to support

this assumption.

18. Moreover, the economic analysis presented in the Proposing Release fails to support the
stated justifications for regulatory intervention in an important market that has grown rapidly
in recent years. In particular, the economic analysis fails to demonstrate a problem that
requires the proposed rules to solve, contradicts the SEC’s recent reclassification of
accredited investors, and fails to consider both a number of significant costs and reasonable
alternatives. In the sections that follow, I first describe the role of the economic analysis in
the rulemaking process, and then detail how the economic analysis of the Proposing Release

fails along every measure.

II. THE ROLE OF ECONOMIC ANALYSIS IN SEC PROPOSALS

19. By its own standards and applicable requirements, a proposed SEC regulation should
include a detailed economic analysis, which identifies the important costs and benefits of a
proposed rule relative to the status quo (“baseline”).** A rigorous economic analysis helps
the SEC consider whether rulemaking is needed and whether proposed rules achieve desired

policy goals in the most efficient manner.

20. While serving as the SEC’s Chief Economist from 2014-2016, I oversaw the production
of these economic analyses to assure that they were economically valid and complete.

According to guidance developed by the SEC’s economists and the general counsel’s office,

32 The SEC Guidance requires that any proposed rulemaking “(1) identify and describe the most likely economic
benefits and costs of the proposed rule and alternatives; (2) quantify those expected benefits and costs to the
extent possible; (3) for those elements of benefits and costs that are quantified, identify the source or method of
quantification and discuss any uncertainties underlying the estimates; and (4) for those elements that are not
quantified, explain why the cannot be quantified.” See Memorandum on Current Guidance on Economic
Analysis in SEC Rulemaking, March 16, 2012 (“SEC Guidance”), pp. 9-10. The SEC Guidance also advocates
for combining the analysis of costs and benefits with the economic effects on Efficient, Competition, and
Capital Formation, in order to reduce “redundancy and unnecessary parsing of economic effects.” SEC
Guidance, p. 14.
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and published by the SEC in 2012, an economic analysis for rulemaking must include four

specific components:

i.  Identifying the need for the rulemaking and explaining how the proposed rule

will meet that need.

ii.  Articulating the appropriate economic baseline against which to measure the

proposed rule’s likely economic impact.

iii.  Identifying and evaluating reasonable alternatives to the proposed regulatory

approach.

iv.  Assessing the potential economic impact of the proposed rule and reasonable

alternatives.

21. The economic analysis identifies what the world would be like in the absence of a new
regulation and attempts to measure the differential costs and benefits between that world (the
“baseline”) and one with the new regulation, going forward. An economic analysis must
clearly identify how the new regulation would change things both immediately and in the

longer run.

22. An identified problem situation needs to be addressed by rulemaking only if non-
regulatory forces cannot improve or rectify the situation. Private funds attract only accredited
investors.* Although the SEC’s motivation for this Proposal is based on a belief that LPs
cannot adequately take care of themselves, the Proposal also provides evidence that the SEC
believes private fund LPs have a relatively high degree of financial sophistication. If
sophisticated parties can negotiate contracts that reflect their own preferences and their
acceptable tradeoffs among possibly multiple aims, why and how does government regulation
abet the process? If government intervention were to help some private investors, might it

not harm others who are content with their current contractual relations with private fund

33 In fact, accreditation as defined by the SEC in 2020 is the lowest standard of financial sophistication present
among a private fund’s LPs. Most LPs are either accredited investors, meaning they (i) are a bank, private
business company, or organization with characteristics as outlined in 17 CFR § 230.501, (ii) are a natural person
who is either a director, executive officer, or general partner of the issuer of the securities being offered or sold,
or an individual who meets net worth and/or income requirements, or (iii) are natural persons that have certain
professional certifications, designations, or credentials, or (iv) parties that meet the other requirements outlined
in 17 CFR § 230.501 and the amendments to Rule 501(a) passed in 2020, or otherwise meet more strict
measures, such as those relating to qualified purchasers, qualified clients, or qualified institutional buyers.
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advisers? In other words, why have market forces not produced efficient results here, leaving

government regulation as the only feasible way to do so?

23. The defined baseline should include many assessments and assumptions about the state of
the world. What are the facts, for example, about LPs’ financial sophistication and their
ability to negotiate different information transparency with a fund’s investment adviser? An
important part of the baseline is the extent of monopoly power in the investment adviser (IA)
business, which will prominently affect the extent to which fund advisers are willing to take

LPs’ preferences into account when determining transparency.

i.  Ifinvestment advisers all have market power and private funds are in short
supply, LPs will have little bargaining power if they wish to be included in a

particular fund.

ii. By contrast, if the [As compete to attract investable resources, the supply of
private funds should be substantial and LPs should be able to negotiate
contractual terms that reflect their preferences and trade-offs. In particular, if
the SEC has identified practices that are generally viewed negatively by LPs,
an adviser that tried to impose these practices will find it more difficult to

attract investments than one who offers some flexibility.

iii.  There are many [As offering private funds but, unfortunately, the Proposal and
economic analysis provide no evidence about their market power. Yet this

assessment should have a first-order impact on appropriate regulatory changes.

24. With a clear expression of the need for a new regulation, analysts should be able to
identify multiple alternative, salutary policies that might be implemented. They will vary in
their costs and in the extent to which they address the identified problem. The economic
analysis’ third element requires the SEC to identify alternative policies that address some or
all of the expressed need. In a Proposing Release such as this one, it is normal for the
Commission to solicit opinions about possible alternative approaches to solving the basic
economic problem. Without a clear expressed need for regulation, however, it is difficult to

assess which policies might have similar effects.
25. Finally, an economic analysis should carefully identify the costs and benefits of the

proposed regulation and the most plausible alternatives, relative to the underlying baseline

scenario. A critical component of any economic analysis is an objective evaluation of the
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proposed rule’s costs and benefits, both quantifiable and unquantifiable.’® Even if some costs
are not quantifiable, they should be identified so that policymakers can make their decisions
using the fullest possible information. Note that those costs and benefits should be measured
against a defined baseline, in which the current issues and costs are carefully identified, in
order to make an informed decision. In the economic analysis presented in the Proposing
Release, the baseline is not well defined, and seems to include conflicting situations, in
particular with respect to LP’s abilities to fend for themselves in unregulated financial

markets.

III. THE ECONOMIC ANALYSIS IN THE PROPOSING RELEASE IS FLAWED

26. As described above, SEC’s guidance for evaluating the economic analysis identifies four
necessary components that must be addressed in the rulemaking process. After review of the
economic analysis in the Proposing Release, | find that the first two components — identifying
the problem and the proper baseline — are seriously deficient, which makes it difficult to
evaluate the adequacy of the third component — identifying and evaluating reasonable
alternatives to the proposed regulatory approach. It is difficult or impossible to identify
alternative ways to accomplish some effect if that effect has not been identified. An absence
of reliable, alternative policies then makes it impossible to compare their costs and benefits to

those of the proposed actions.

27. With respect to the fourth component, it is clear that the economic analysis fails to
consider, or even acknowledge, a number of significant costs that would be borne by private
fund advisers and investors, should the proposed rules be adopted.>> Nor does the economic
analysis consider the adverse long-term social costs of implementation. As proposed, the
rules would reduce capital market efficiency and may well have a significant adverse effect

on competition and capital formation, especially among minority and woman-led funds.

28. In the subsections that follow, I first describe how the Proposing Release fails to identify

a market failure within the existing regulatory regime: the SEC neither identifies a problem

3% The SEC Guidance requires that any proposed rulemaking “(1) identify and describe the most likely economic
benefits and costs of the proposed rule and alternatives; (2) quantify those expected benefits and costs to the
extent possible; (3) for those elements of benefits and costs that are quantified, identify the source or method of
quantification and discuss any uncertainties underlying the estimates; and (4) for those elements that are not
quantified, explain why the cannot be quantified.” SEC Guidance, pp. 9-10. The SEC Guidance also advocates
for combining the analysis of costs and benefits with the economic effects on Efficient, Competition, and
Capital Formation, in order to reduce “redundancy and unnecessary parsing of economic effects.” SEC
Guidance, p. 14.

35 The issues with and failures of the economic analyses presented in the proposing release apply to both private
equity funds and private credit funds. For ease, I refer to private funds generally, but note that the issues
presented in this paper can apply to both types of private funds (equity and credit).
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that requires new regulation, nor do they show that the existing regulatory regime is
insufficient for addressing those alleged “market failures.” I then identify significant
categories of costs that are overlooked by the economic analysis, including those that should
have been addressed in its cost-benefit analysis and those that should have been considered in
its evaluation of efficiency, competition, and capital formation. Lastly, I identify two

reasonable alternatives that the SEC failed to consider.

A. The SEC Does Not Identify a Market Failure within the Existing
Regulatory Regime

29. A necessary component of SEC rulemaking is the Commission’s clear delineation of a
market failure that can be corrected solely through regulation. Once a market failure is
identified and described, the Commission must conduct a thorough economic analysis that

includes a clearly defined baseline.

30. Logically, it is impossible to evaluate a proposal’s ability to rectify a problem without
clearly specifying what that problem is. The economic analysis in the Proposing Release
does not even attempt to address the question of why rulemaking is needed. Rather, the
introductory section of the Proposing Release appears to be the only part of the release that
attempts to explain the Commission’s motivation.’® That section of the release provides no
evidence that there is any market failure, nor that potential abuses in the private fund space
are such that they are not adequately addressed by the existing regulatory framework. In
other words, not only does the SEC fail to articulate a market failure, but even assuming a
market failure exists, the Commission fails to articulate why the current regulatory
framework is insufficient for addressing the alleged market failure. Stated plainly, the
economic analysis includes a poorly defined baseline that ignores relevant aspects of the

current regulatory regime.

31. In the subsections that follow, I first detail how the Proposing Release fails to articulate a
market failure necessitating the proposed rulemaking. I then detail how the economic
analysis fails to accurately capture the current baseline and therefore fails to show that the
current regulatory framework is inadequate for addressing the behavior the SEC alleges to be

harmful.

36 Proposing Release, pp. 7-16.
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1. The Economic Analysis Does Not Demonstrate a Problem
Requiring New Private Funds Rules

32. The Proposing Release seeks to justify new regulations for private advisers by
characterizing the private fund space as one where abuse based on undisclosed conflicts of

interest is rampant. The SEC notes that:

We also have continued to observe instances of advisers acting on conflicts of interest
that are not transparent to investors, provide substantial financial benefits to the adviser,
and potentially have significant negative impacts on the private fund’s returns. [footnote
omitted] These issues are widespread in the private fund context because, in many cases,
the adviser can influence or control the portfolio company and can extract compensation
without the knowledge of the fund or its investors.*’

33. Despite characterizing the behaviors as “widespread,” the Commission fails to define,
show, or otherwise measure the pervasiveness of such behaviors.®® The Proposing Release
provides no information or evidence about how widespread these perceived problems are, or
the extent of investor harm resulting from them, and does not explain why the Commission’s
existing examination and enforcement authority is not adequate to identify and curtail such
activity when it does occur. The Proposal’s justification for new regulations are concentrated
in the section titled “Background and Need for Reform.” This section cites to thirteen
enforcement actions occurring between October 2005 and December 2021 to exemplify the
sort of abuses motivating the Proposal. This is a rate of less than one example violation
annually. Relative to the total SEC enforcement actions filed from 2011-2021 (9,105),

thirteen enforcement actions represent a de minimus fraction (0.2%) of the total.*’

34. Upon review, the cases cited provide weak justification for the Proposal for two reasons.
First, the actions have conceptual flaws that preclude their use as justification for the

proposed rules, including:

i.  The fact that different regulatory regimes applied at the time of the
enforcement action than currently exists (the actions predate the significant

37 Proposing Release, pp. 12—13 (emphasis added).
38 Proposing Release, pp. 12—13.

39 “SEC Announces Enforcement Results for FY 2021,” Securities and Exchange Commission, November 18,
2021, available at https://www.sec.gov/news/press-release/2021-238; “2020 Annual Report,” Securities and
Exchange Commission, November 2, 2020, p. 14, available at https://www.sec.gov/files/enforcement-annual-
report-2020.pdf; “SEC Enforcement Activity Against Public Company Defendants,” Fiscal Years 2010-2015,
Cornerstone Research, p. 3, available at

https://online.wsj.com/public/resources/documents/2016_0109 sec_companies.pdf.
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regulations recently required by the Dodd-Frank Act and amendments to Form
PF).*

ii.  In twelve of the thirteen cases cited, the Commission failed to obtain an
admission of guilt. In each of these cases, the accused neither admitted nor
denied the SEC’s findings in the enforcement action. That is, the SEC implies
fraudulent activity occurred simply because there was a settlement. Yet, a
firm might choose to settle an SEC complaint for a variety of reasons other
than guilt. The Proposing Release also makes no effort to assess the extent to
which the conduct at issue in these enforcement matters should already be
covered by the existing regulatory framework. Nor does it provide
information about the nature of the investors (LPs) who are allegedly harmed

by current private fund practices.

iii.  The existence of the enforcement actions themselves implies that an
enforcement mechanism already exists and demonstrates that the Commission
has tools in place for identifying and taking action when it perceives

potentially abusive behavior.

35. Second, the support offered for any one alleged misbehavior is thin — never amounting to
more than two cases, some of which have the flaws indicated above. The Proposal’s
discussion of specific fund misbehaviors is not well documented. For example, their
assertion that fund advisers misvalue portfolio companies is supported only by a footnote

referencing two settled actions, one in 2005 and the other in 2019.4!

36. Elsewhere, the Proposing Release attempts to justify the need for rulemaking by making a
vague, unsupported claim that “[o]ther conflicts of interest are contrary to the public interest
and the protection of investors, and cannot be managed given the lack of governance
mechanisms frequent in private funds....”** In support of this claim, the release then cites a
single, settled enforcement case (involving conduct from 2005 to 2013), in which “the
adviser cause[d] one fund to bear more than its pro rata share of expenses related to a

portfolio investment.” This appears to be the sole justification underlying the

0 Of the thirteen unique cases cited in the “Background and Need for Reform” section of the Proposal, eight
concern conduct that either partially or wholly predates the enactment of Dodd-Frank Act and amendments to
Form PF in 2011.

1 proposing Release, p. 14.
2 proposing Release, p. 15.

# Proposing Release, p. 15.
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Commission’s Proposal to prohibit private fund advisers from any arrangement where

expenses are allocated on anything other than a pro rata basis.

37. In the same paragraph, as another example of a conflict that “cannot be managed”, the
Proposing Release refers to the common practice of including liability provisions in advisory
contracts.* The prohibition on liability clauses in proposed rule 211(h)(2)-1(a)(5) is a radical
departure from the status quo, and I understand it would place more stringent prohibitions on
private advisers than currently exist for advisers of registered investment companies. The
totality of the justification given for this extreme Proposal is a footnote to a report from the
Division of Examinations stating that liability clauses, depending on the surrounding facts
and circumstances, can sometimes be misleading, and the simplistic statement “[w]e believe
an adviser that seeks to limit its liability in such a manner harms the private fund (and, by
extension, the private fund investors) by putting the adviser’s interests ahead of the interests
of its private fund client.”* This is tantamount to the SEC justifying its proposed rules

simply because they deem it to be necessary.

38. The Proposing Release also chronicles settlement agreements following GP actions to re-

distribute expenses among a fund’s LPs:

[TThe Commission also has pursued enforcement actions against private fund advisers for
practices that have caused private funds to pay more in fees and expenses than they
should have, which negatively affected returns for private fund investors, or resulted in
investors not being informed of relevant conflicts of interest concerning the private fund
adviser and the fund. [footnote omitted] Despite our examination and enforcement
efforts, these activities persist.*

39. Here again, the Commission supports this claim by citing to a handful of enforcement
actions that settled without admissions. Some of these matters apparently concern only
inadequate disclosure, with no apparent evidence that investors suffered harm.*” The

existence of enforcement actions does not in itself demonstrate that there is a “problem” that

4 Proposing Release, p. 15.
* Proposing Release, p. 15.
46 Proposing Release, p. 9.

4 See, e.g., In the Matter of Diastole Wealth Management, Inc.; In the Matter of Mitchell J. Friedman,;
Securities and Exchange Commission v. Philip A. Falcone, Harbinger Capital Partners Offshore Manager,
L.L.C. and Harbinger Capital Partners Special Situations GP, L.L.C., Civil Action No. 12 Civ. 5027 (PAC)
(S.D.N.Y.) and Securities and Exchange Commission v. and (sic) Harbinger Capital Partners LLC, Philip A.
Falcone and Peter A. Jenson, Civil Action No. 12 Civ. 5028 (PAC) (S.D.N.Y.), Civil Action No. 12 Civ. 5027
(PAC) (S.D.N.Y.); In the Matter of Monomoy Capital Management, L.P.
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must be solved through new rulemaking, particularly if the actions are few in number, are

already addressed through the SEC’s current authority, and are settled with no admission.

40. Even if the Commission takes the view that settled enforcement actions may be evidence
of a need for rulemaking, it should consider the timing of the enforcement actions, and the
extent to which other regulatory developments in the intervening years have already
addressed the concerns. Some of the enforcement actions cited in the release involve conduct
that pre-dates Dodd-Frank rulemaking that significantly increased the SEC’s oversight of
private advisers and nearly all of the cited enforcement actions involve conduct that predates
the Commission’s 2019 interpretation on the standards of conduct for investment advisers.*
These considerations should be enumerated and explained in the baseline analysis of the
economic analysis. As I detail in Section III.B., the economic analysis fails to account for

these, and other, considerations.

2. The Baseline Presented in the Economic Analysis Fails to Account
for the Existing Regulatory Regime

41. Under the SEC’s own guidelines, the Commission is required to articulate an appropriate
economic baseline against which to measure the impact of their proposed rules. The 2012
DERA guidance establishes that:

In articulating the appropriate economic baseline for a rulemaking, rulewriting staff
should work with the RSFI economists to describe the state of the world in the absence of
the proposed rule, including the existing state of efficiency, competition, and capital
formation, against which to measure the likely impact of the proposed rule and the
principal alternative regulatory approaches. It is important to clearly describe the
assumptions that underlie the description of the relevant baseline and to detail those
aspects of the baseline specification that are uncertain.®

42. As part of this baseline analysis, the SEC needs to account for the existing regulatory
regime, including a detailed discussion of (i) any relevant regulatory gaps and (ii) why the
current regulatory framework is insufficient for protecting investors. The economic analysis
presented in the Proposing Release fails to address either of these components of the baseline.
Neither the economic analysis nor the Proposal adequately explains why the identified

potential problems cannot be rectified by market forces. More importantly, one cannot assess

8 See “Commission Interpretation Regarding Standard of Conduct for Investment Advisers,” Securities and
Exchange Commission, 17 CFR Part 276, Release No. [A-5248; File No. S7-07-18, effective July 12, 2019, pp.
3-4.

) Guidance on Economic Analysis in Rulemakings, p. 7.
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the market’s ability to address the alleged problems being addressed by this Proposal without

an appropriate definition of the baseline.

i. The SEC fails to identify gaps in the existing regulatory
framework

43. In evaluating whether rulemaking is necessary or justified, the economic analysis should
recognize prior steps that the Commission has already taken to address perceived concerns.

If such previous steps were effective at addressing concerns, evidence that problems existed
before such steps were taken is not a good justification for further rulemaking. With respect

to regulation of private fund advisors, several prior developments are noteworthy:

i.  Rulemaking under Dodd-Frank redefined the Advisers Act to scope in
previously unregistered private fund advisers in 2011 (with compliance dates
in 2012).° Also, new disclosure requirements were required for private fund
advisers on Form ADV and on Form PF, with reporting beginning in 2012-
2013.

ii.  These new requirements brought new private advisers under the examination
authority of the Commission. In the years following registration in 2012,
OCIE/EXAMS has been examining advisers many of which were newly
registered, providing a mechanism for the SEC to identify and address

misunderstandings or compliance deficiencies.

iii.  In June 2019, the Commission provided new guidance in the form
“Commission Interpretation Regarding Standard of Conduct for Investment
Advisers” that “reaffirmed” and in some cases “clarified” aspects of the

Commission’s interpretations.

44, “Risk Alerts” put out by EXAMS staff in 2020 and 2022 helped ensure that private fund
advisers understand the SEC’s interpretations of their compliance obligations. Presumably,
these prior efforts have facilitated ongoing progress in the SEC’s effort to protect investors

against potential abuses of conflicts of interest by private fund advisers.

30 See “SEC Adopts Dodd-Frank Act Amendments to Investment Advisers Act,” Securities and Exchange
Commission, June 22, 2011, available at https://www.sec.gov/news/press/2011/2011-
133.htm#:~:text=Washington%2C%20D.C.%2C%20June%2022%2C,and%?20reallocate%20regulatory%20resp
onsibility%20for.
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ii. The view of accredited investors presented in the Proposing
Release contradicts SEC’s existing policies

45. As noted above, private funds attract only accredited investors. Therefore, the motivation
for the proposed rules is, in effect, to protect a group that the Commission itself has routinely

determined to be among the most sophisticated and most able to “fend for themselves.”"

46. In fact, the logic by which a regulation here is required directly contradicts an existing
Commission definition of accredited investors. The economic analysis ignores the
Commission’s 2020 rule extending the definition of accredited advisers. The rule was
extended to update and improve the definition of investors that have sufficient knowledge
and expertise to participate in investment opportunities that do not have the investor
protections provided by registration under the Securities Act of 1933, including rigorous
disclosure and procedural requirements. Adopting the present Proposal therefore seems to
require a broad reconsideration of the Commission’s existing (2020) concept of accredited
investors. At the very least, the contradiction between the SEC’s prior definitions of
accredited investors and the proposed rules begs the question of why investors with

“sufficient knowledge and expertise” require these new regulations.

47. The Proposal generally, and the economic analysis specifically, each present a confusing
impression of the investors for whom this regulation is being designed. On one hand, the
motivation for this regulation presents some or all LPs as easily confused and unable to
extract relevant information from the general partner (“GP”). At the same time, the SEC
implies that LPs are capable of relatively sophisticated analysis. Specifically, the SEC notes
that “[g]iven the cash flows, end investors could compute other performance metrics, such as
PME, for themselves”**and that “[c]ash flow disclosures for each portfolio investment would
enable an investor to construct measures of performance that address the MOIC’s inability to
capture the timing of cash flows, avoid the IRR’s assumptions on reinvestment rates of early

cash flow distributions, and avoid the IRR’s sensitivity to cash flows early in the life of the

3t Peirce, Hester, “Statement on Proposed Private Fund Advisers; Documentation of Investment Adviser
Compliance Reviews Rulemaking,” available at https://www.sec.gov/news/statement/peirce-statement-
proposed-private-fund-advisers-020922 (“Today’s proposal represents a sea change. It embodies a belief that
many sophisticated institutions and high net worth individuals are not competent or assertive enough to obtain
and analyze the information they need to make good investment decisions or to structure appropriately their
relationships with private funds. Therefore, the Commission judges it wise to divert resources from the
protection of retail investors to safeguard these wealthy investors who are represented by sophisticated,
experienced investment professionals. I disagree with both assessments; these well-heeled, well-represented
investors are able to fend for themselves, and our resources are better spent on retail investor protection.
Accordingly, I am voting no on today’s proposal.”). I note that some limited number of unaccredited investors
are allowed in some Reg D deals; unaccredited investors are also allowed in crowd-funding. In both cases, the
wisdom of other investors is thought to provide sufficient protection for the unaccredited. These, however, are
deals in which all investors get the same terms — unlike a private fund with side pockets.

52 Proposing Release, p. 269.
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pool.”>* The ability to calculate these performance metrics implies a technical sophistication
that sets LPs apart from smaller (retail) accredited investors, although there is no basis in law

or regulation for such a distinction.

48. Even so, neither the economic analysis nor the Proposal explains why such sophisticated
institutions require these new protections. If the baseline investors in private funds cannot
fend for themselves, then the definition of accredited investors is inappropriate and must be

reconsidered before proposing reforms to private fund contracts and private fund advisers.

49. Moreover, the Proposal seems to conceptualize all LPs as alike. However, the set of
potential LPs is so large and disparate that it would be impossible to characterize them all in a
homogeneous way. While all of them meet the minimum qualifications of accredited
investors, many have further indicators of financial power and sophistication, including
holding the qualifications of a Qualified Purchaser.”® Institutional investors have a range of
expertise and sophistications. They also bring various talents to the fund, such as
management expertise and contacts for the fund firms. If the baseline (current or status quo)
environment includes well-informed, accredited investors who are free to invest in a variety
of private funds, as indicated by the definition of accredited investors, why should the SEC
interfere with freely-negotiated contracts between knowledgeable parties?

33 Proposing Release, p. 269.

A Qualified Purchaser is defined in 15 USC § 80a-2(a)(51) as follows: “(A) ‘Qualified purchaser’ means—
(i) any natural person (including any person who holds a joint, community property, or other similar shared
ownership interest in an issuer that is excepted under section 80a—3(c)(7) of this title with that person’s qualified
purchaser spouse) who owns not less than $5,000,000 in investments, as defined by the Commission; (ii) any
company that owns not less than $5,000,000 in investments and that is owned directly or indirectly by or for 2
or more natural persons who are related as siblings or spouse (including former spouses), or direct lineal
descendants by birth or adoption, spouses of such persons, the estates of such persons, or foundations, charitable
organizations, or trusts established by or for the benefit of such persons; (iii) any trust that is not covered by
clause (ii) and that was not formed for the specific purpose of acquiring the securities offered, as to which the
trustee or other person authorized to make decisions with respect to the trust, and each settlor or other person
who has contributed assets to the trust, is a person described in clause (i), (ii), or (iv); or (iv) any person, acting
for its own account or the accounts of other qualified purchasers, who in the aggregate owns and invests on a
discretionary basis, not less than $25,000,000 in investments. (B) The Commission may adopt such rules and
regulations applicable to the persons and trusts specified in clauses (i) through (iv) of subparagraph (A) as it
determines are necessary or appropriate in the public interest or for the protection of investors. (C) The term
‘qualified purchaser’ does not include a company that, but for the exceptions provided for in paragraph (1) or (7)
of section 80a—3(c) of this title , would be an investment company (hereafter in this paragraph referred to as an
‘excepted investment company’), unless all beneficial owners of its outstanding securities (other than short-term
paper), determined in accordance with section 80a—3(c)(1)(A) of this title , that acquired such securities on or
before April 30, 1996 (hereafter in this paragraph referred to as ‘pre-amendment beneficial owners’), and all
pre-amendment beneficial owners of the outstanding securities (other than short-term paper) of any excepted
investment company that, directly or indirectly, owns any outstanding securities of such excepted investment
company, have consented to its treatment as a qualified purchaser. Unanimous consent of all trustees, directors,
or general partners of a company or trust referred to in clause (ii) or (iii) of subparagraph (A) shall constitute
consent for purposes of this subparagraph.”
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47. Moreover, being able to “fend for themselves” does not mean that accredited investors
would equally choose among all available investment opportunities. Part of this
sophistication is recognizing investment opportunities that do not fit with their knowledge or
expertise. In particular, LP investors are free to choose not to invest in funds whose GPs do
not provide sufficient clarity. The presence or absence of information reporting
requirements, audits, clawbacks, indemnifications or specific sales practices should be

evaluated by any accredited investor before contracting with a private fund.

50. The Proposal is inconsistent in identifying the sort of investment vehicle(s) in which

investors need these new protections. The Commission states:

While some of the investor protection concerns identified herein may relate to an
adviser’s activities with regard to other client types (e.g., separately managed accounts,
pooled vehicles that are not private funds as defined in the Adviser Act), the proposed
reforms are designed to address concerns that arise out of the opacity that is prevalent in
the private fund structure.”

The SEC does not explain why the proposed rules are not applied to these other types of
private contracting. Such an explanation could provide valuable information about the SEC’s

view of who requires protection and why — a major point omitted from the economic analysis.

B. The Economic Analysis Fails to Recognize Some Costs of the Proposed
Rules

51. The economic analysis presented in the Proposing Release fails to recognize, let alone
quantify, important costs associated with the proposed rules. The costliest elements of the
proposed rules coincide with the most draconian measures — namely, the prohibitions on
preferential treatment and indemnification. In its own right, prohibiting certain large LPs
from negotiating beneficial terms constitutes a significant overlooked cost and may have far-

reaching impacts on the investing landscape.

52. The economic analysis also fails to consider important ways in which the proposed rules
are likely to affect efficiency, competition, and capital formation. Such restrictions would
reduce capital market efficiency because they would restrict the ability of sophisticated
market participants to freely negotiate contractual terms that they deem to be mutually
beneficial. The private fund market has expanded rapidly because sophisticated market

participants have found the existing form of private fund governance to be highly attractive.

5 Proposing Release, p. 17.
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And the Proposal provides little or no evidence that the proposed restrictions are necessary to

address a market failure.

53. With respect to competition and capital formation, the proposed new rules will definitely
raise funds operating and compliance costs. While larger asset managers may be more
equipped to bear the burden imposing new costs, higher operating costs and costs of entry
may discourage smaller private fund advisers. Insofar as smaller funds are less able, or even
unable to bear such burden, they would become less competitive and may have their viability

threatened altogether. The end result could be a chilling effect on capital formation.

54. These negative effects may fall disproportionately on funds operated by minority and
women managers, many of whom operate smaller funds with a more limited fundraising
process. Without the ability to entice early-stage and anchor LPs through certain preferential

treatment, diverse funds may have a significantly harder time raising capital.

55. The Commission failed to account for such adverse, long-term social costs that may occur
if the proposed rules are adopted. Taken together, the proposed prohibitions may limit which
investors have access to private funds, may challenge the viability of small, minority, and
women-led funds, and as a result, change capital market conditions in a way that discourages

capital formation in the private fund space.

1. Prohibiting certain large LPs from negotiating beneficial terms
constitutes a significant overlooked cost.

56. The contracts and agreements that govern private equity funds—and define the
relationship between the adviser and the investors (limited partners)—include some
provisions that are general to the entire fund, and other provisions negotiated with individual
LPs that are delineated in side agreements. These agreements cover many dimensions of the
relationship between the fund advisers and the investor, including for example: (i) the
structure and amount of fees, (ii) the type of granularity of information provided about the
fund’s activities, (iii) the investor’s ability to exclude itself from participation exposure to

certain fund investments, and (iv) the investor’s role in fund governance or oversight.

57. Investors in private equity funds differ from each other in terms of the relative value they
place on these dimensions—simply stated, different investors care about different things.

Some investors may care about returns and minimizing their fees and little else. Others may
place a high value on having timely information about the composition of the portfolio, or on

the ability to monitor and conduct due diligence on the advisers. Some of these differences
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arise from the fact that the LPs are institutional investors that face different regulatory

regimes because they are located in different states or subject to different federal statutes.

58. As aresult, fund terms vary among investors, with some larger LPs receiving discounts
on certain fees or other “preferential treatment,” as noted in the Proposing Release.
However, in its assessment of the current investing landscape, the Commission overlooks the
fact that larger LPs typically may get better deals for very specific reasons. By contrast,
smaller LPs are generally simple passive investors. For example, there are economies of
scale associated with having large LPs in a fund: as the cost of onboarding and negotiating
with a new investor is spread out over a larger commitment size, the ratio of that cost as a

proportion of the commitment typically decreases.

59. Additionally, larger LPs are generally established, reputable institutions that already are,
or are likely to become, repeat investors in sponsors’ fund products. Larger LPs provide a
larger influx of capital as part of a single investor negotiation. Further, agreements in their
side letters can often be repurposed for investments in subsequent funds raised by the same
GP. This reduces the transaction costs associated with subsequent investments by such LPs.
Larger LPs may also have well-known or otherwise enhanced reputations for their investment
acumen or their propensity to honor their commitments. The sponsor may also have positive
historical interactions with such LPs. This reduces the risk associated with a default by LPs
on capital calls for undrawn commitments. As a result of all of the foregoing, larger LPs

naturally have some degree of bargaining power during negotiations.

60. Moreover, individual LPs may participate in the fund in ways that add value to the fund
and benefit other LPs. For example, an angel investor may provide a large amount of funding
early in the process of ramping up a new fund to help ensure the fund gains a critical mass of
investment money to launch. This may involve more than simply committing capital to the
fund. The angel investors, with more money on the line, have an incentive to perform
diligence and monitor the fund advisers, their operations, and governance processes. Other
investors may rely on the angel investor’s diligence, and on their reputation, as a basis for
committing their own capital. More generally, LPs may have unique subject matter expertise
and/or a network of connections that they can make available to the fund and benefit fund
investors generally. Because these benefits accrue to all fund LPs, the investors who provide

those benefits should expect to be compensated.
61. The current regulatory regime allows the fund sponsor to negotiate with each LP

individually to customize the fee levels and the terms of the contract along all these

dimensions. This allows them to customize the contract in a way that responds to the
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investor’s needs and preferences, appropriately reflects the costs of meeting the specialized
needs of the investor, and recognizes any other benefits the investor may bring to the

fund. This heterogeneity also makes it possible to satisfy many investors’ concerns within a
single fund, which is important if forming funds has fixed costs. For example, if a particular
investor brings a large amount of capital to the fund, does not require any customized
treatment, and if the investor will help the fund in other ways, the adviser might agree to
charge a lower management fee for that investor. If another investor brings a small amount
of capital and requires a high degree of specialized treatment that is costly for the adviser to

provide, the adviser might be less inclined to offer a lower management fee.

62. While each LP has its own particular requirements with respect to its private fund
investments, there are some provision types that are commonly requested by and agreed to
among the various investor types. For example, ERISA investors and public plans often
request provisions relating to the fiduciary standards applicable to the GP and its affiliates;
such provisions are typically driven by statutory requirements. Certain state investors also
have provisions that are driven by statutory requirements, such as provisions relating to
required reporting or state sovereign immunity. LPs may have required excuse rights (i.e.,
the ability to opt-out of investments that conflict with religious or moral views) which are
commonly driven by their legal, regulatory or policy requirements. Advisory committee
seats or special economic arrangements such as reduced management fees or carried interest
are commercial provisions that are typically driven by bargaining power, factoring in aspects
such as program demand, investor size and whether the investor is, or is likely to become, a
repeat investor. Under the proposed rules, it is unclear which, or whether all of these

examples would constitute “preferential treatment” necessitating disclosure.

63. The proposed rules could significantly increase the complexity and legal costs of
launching a new fund. An adviser worried about compliance might feel it necessary to
disclose all the details of every side letter with every LP. Given the large number of ways
these agreements can be customized, and the fact that terms can be customized differently for
each investor, the proposed new disclosure rules could result in vast, complicated disclosure
documents containing an overwhelming amount of information. Moreover, these disclosure
documents would need to be modified each time a new investor agreed to invest in the fund
with any agreement that could potentially be deemed a form of preferential treatment. Fund
sponsors might respond to this increasing complexity by limiting the degree to which they
allow investors to customize their agreements. That is, reduced flexibility may result in

excluding smaller investors that would require specialized, customized terms.
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64. The Proposing Release does not adequately consider the full range of potential costs of
this disclosure requirement, which may include not only the legal costs of creating
(potentially enormous) disclosure documents, and the cost of due diligence by potential
investors to review and extract relevant information from the disclosures, but also the costs of
depriving investors of the opportunity to customize contracts in ways they deem beneficial,

and the costs to investors if they are excluded from a fund.

65. Lastly, an unintended consequence of the proposed rules for preferential treatment might
be that funds will offer less preferential treatment to larger investors, and the larger investors
will stop providing the beneficial services they were providing the fund in exchange for this
preferential treatment. Another is that fund advisers could find it uneconomic to allow
smaller investors, only allow Qualified Institutional Buyers, or may impose substantially
higher investment minimums.*® This would shut out some smaller private fund investors
from private funds or at least decrease the set of funds available to them. This is another cost

overlooked by the economic analysis.

2. The proposed rules do not consider long-term social costs of
implementation.

66. Historically, private funds including hedge funds, private equity/credit funds, and venture
capital funds, have had an important role in capital formation, as evidenced by the growth in
private funds over the last decade.’” Not only have they served as conduits for channeling
investor funds to finance companies in various stages of development, but they have done so
in circumstances where financing through public financing channels may have been difficult.
For example, private funds provide financing to startup companies in situations where a high
degree of diligence is required to assess the soundness of the business model, and where the
success of the company hinges on having investors who take an active role in providing
managerial expertise and play a role in corporate governance. For more seasoned companies
as well, private funds have acted as activist investors, helping to improve the quality of
corporate governance, helping to restructure poorly performing companies, or helping to
facilitate a portfolio firm’s acquisition or entry to public financial markets.”® As discussed
above, the proposed rules may impose additional costs on private fund advisers, which will
likely ultimately be borne by private fund investors. These costs may take the form of

prohibitions that force fund advisers to take on more risks, higher compliance costs, new

36 Qualified Institutional Buyers include investors that own and invest $100 million in securities of unaffiliated
issuers and be one of several types of entities listed in Rule 144A. See 17 CFR § 230.144A.

57 From 2013 to 2021, the private funds industry in aggregate saw an increase in net asset value (NAV) of over
$6.5 trillion. See SEC, Private Funds Statistics, 2014 Q4, p. 5; SEC, Private Funds Statistics, 2021 Q2, p. 5.

58 Shleifer and Vishny, “A Survey of Corporate Governance”, The Journal of Finance 52(2), 1997, pp.737-783.
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restrictions that may reduce the efficiency of the investment process, smaller advisers
choosing to exit the industry, or advisers restricting access to their funds to some types of

investors.

67. Potentially, these costs may result in less investment money being made available to
issuers, or investment being directed through other channels. The Proposing Release fails to
consider the potential long-term implications of such a shift away from financing through
private funds. To the extent that private funds help facilitate capital formation for certain
types of issuers in ways that cannot be replicated by other channels, capital formation and
efficiency could be significantly harmed in the long run. To the extent less capital is
available to private funds that specialize in providing capital to smaller companies, this could

also have important implications for small companies.

68. In particular, the prohibitions to preferential treatment put forward in proposed rule
211(h)(2)-3 would likely have a disproportionate effect on diverse funds (those owned by
women and racial/ethnic minorities) and may threaten their viability altogether. Specifically,
two aspects of diverse funds, each of which affects their ability to raise funds, will become
significantly more difficult if the large and early-stage LP investors relied on for fundraising

are prohibited from receiving preferential terms.

69. First, diverse funds tend to be smaller. The median size for diverse firms in the private
equity market was $100 million in 2021.% Although this is considerably higher than the $75
million median size in 2020, it is notably smaller than the median fund size industry-wide,
which was $170 million in 2021. Smaller fund sizes result in a more limited fundraising
process. In particular, diverse managers often do not meet minimum size parameters required
by LPs, including for emerging manager programs. Second, the vast majority of diverse
managers raise first time funds. This introduces additional difficulties in the fundraising
process. First-time fundraises are reported to be both challenging and time-consuming,

particularly for diverse managers.*

Moreover, these firms may not pursue traditional
approaches to fundraising, which could result in these funds going largely unnoticed by larger

institutional investors.®'

70. Additionally, newly formed diverse firms are primarily launching venture capital funds.

A Fairview Capital report from 2021 shows that “most woman and minority-owned firms

39 “Woman and Minority-Owned Private Equity and Venture Capital Firms,” Fairview Capital, 2021 (“Fairview
Capital Diversity Report™), p. 7.

8 Fairview Capital Diversity Report, p. 6.

8! Fairview Capital Diversity Report, p. 6.
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raising venture capital funds are focused on early stage strategies, often investing at the seed
or pre-seed stage.”® The substantial costs of adopting the proposed rules will

disproportionately impact fund advisers with early stage strategies.

71. As a whole, diverse funds represented less than six percent of the total fund count and
controlled less than five percent of assets under management (AUM) in the private equity
industry in 2017.  And while the number of diverse funds has grown each year since, in
many ways, the industry as whole still suffers from a lack of diversity. The proposed rules
set out by the Commission may reduce, and potentially halt, the gains made by diverse fund
managers in the private funds industry. Examples of how changes in business practices or
market environment can disproportionately affect diverse funds can be seen in the aftermath
of the pandemic. As Fairview Capital reports, the “pandemic disproportionately impacted
new and diverse firms since new firms became more difficult for most limited partners to
diligence as processes shifted to virtual formats” and “backing new managers was one of the

first activities put on pause by limited partners, given the high level of market uncertainty.”*

C. The SEC Failed to Consider Reasonable Alternatives to the Proposed
Disclosure Rules

72. With this Proposal, the Commission has not considered other possible regulations that
could achieve the same goals more efficiently, with lower costs, and without creating
substantial and unnecessary changes to the private funds marketplace. As discussed above,
investors in private funds are sophisticated. Because the majority of investors in private
funds are Qualified Purchasers, one possible alternative is for the Commission to restrict the
Proposal to affect only private funds with the most vulnerable investors. This would tailor
the rule to protect those investors who may be less able to protect their own interests or
experience losses (despite being accredited investors). A second alternative is that the
Commission could explore whether advisers who meet certain governance or disclosure
conditions could be exempt from these rules rather than imposing costly rule changes on all
advisers. I note that the Commission appears open to this alternative as they have requested

comment on this in the Proposal.®

82 Fairview Capital Diversity Report, p. 9.

63 “Diversifying Investments: A Study of Ownership Diversity in the Asset Management Industry,” Knight
Foundation, May 2017, available at https://knightfoundation.org/wp-content/uploads/2020/02/Diversity-
Report_Executive-Summary.pdf?msclkid=9ec31090c0bd11ec893931921dc5dff7, p. 5.

8% Fairview Capital Diversity Report, p. 4.
65 Proposing Release, pp. 323-324.
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IV.  CONCLUSIONS

73. I conclude that the economic analysis in this Proposal is conceptually flawed and cannot
support the Proposal. To start, it does not clearly identify why government regulation of this
part of our capital markets is required and why it can make those markets more efficient. The
economic analysis also fails to recognize important differences among the investors in a
private fund, fails to identify and measure significant costs associated with the proposed
rules, and fails to consider the adverse long-term social costs regarding efficiency,

competition, and capital formation.
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