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Re: Amendments to Form PF to Require Current Reporting and Amend Reporting
Requirements for Large Private Equity and Large Liquidity Fund Advisers (File No: S7-01-22)

Secretary Countryman,

The Americans for Financial Reform Education Fund appreciates this opportunity to comment
on the Securities and Exchange Commission’s (“the Commission”) proposed rules that would
provide the Commission, and by extension the Financial Stability Oversight Council (FSOC),
critical information about the $18 trillion in private funds, enabling insight into an area where
regulators currently have very little.

The Dodd-Frank Act’s Section 202 amendment of the Investment Advisers Act of 1940 was the
first critical step in requiring private funds, such as hedge funds and private equity firms, to
start reporting via Form PF the assets they manage (net assets) and those additional assets that
include borrowed money (gross assets).

Since the start of this reporting, the Commission has noted that the value of private fund assets
on Form PF have more than doubled, from S5 trillion in 2013 to $11 trillion at the end of 2020.
In that same period, the number of funds filing a Form PF has increased 70%.

Given this rapid growth of private funds over the past decade, the Commission urgently needs
to exercise its authority under section 204(b) of the Advisers Act to expand the scope of
information collected through Form PF to monitor the risk that private funds may pose to
financial stability. We strongly support the rule proposal, which advances this important goal.

Private funds can be a major driver of financial instability and have required numerous
federal backstops

The regulatory regime around private funds is vastly outdated, reflecting a time when both
private equity and hedge funds were a small, niche part of the financial system. This is no
longer the case and regulation need to better reflect the current reality of the role that private
funds play.



Both types of funds rely specifically on exemptions in section 3(c)(7) of the Investment
Company Act of 1940, passed by Congress in 19961, to avoid being subject to the same
reporting requirements that mutual funds and other investment vehicles must abide by. When
Congress passed the National Securities Market Improvement Act of 1996, the entire hedge
fund industry managed a fraction of what they do today, around $250 billion.?

Over time, private funds have abused the lack of required reporting and disclosures to take
outsized risks and have increasingly posed dangers to systemically important financial
institutions (SIFls) and therefore to financial stability.

For example, in 1998, the hedge fund Long Term Capital Management (LTCM) managed about
$4.7 billion in assets but borrowed 25 times that amount to run a portfolio of $129 billion.3 Via
several undisclosed derivative contracts, the hedge fund had up to S$1 trillion in positions with
investment banks such as Goldman Sachs, J.P. Morgan, Barclays, Morgan Stanley, UBS, and
others.

A 1998 default by Russia on its sovereign bonds coupled with the ensuing volatility across U.S.
Treasury bonds, which LTCM was positioned incorrectly against, led to the fund’s insolvency.
Losses were not limited to the firm but extended to all the SIFl banks from which it had
borrowed and with which it also had derivatives positions.

As a result, one Connecticut hedge fund that had never filed any information with any of the
regulatory agencies threatened to damage the entire financial system. After a failed deal to
bailout LTCM by private investors, including Warren Buffett at Berkshire Hathaway, the Federal
Reserve Bank of New York stepped in and organized a $3.625 billion bailout from a consortium
of bank lenders to avoid a broader collapse of the financial markets.*

This decision created a remarkable and dangerous precedent where private funds are subject
to few disclosure requirements - much less supervision - yet still received the benefit of a
government backstop.

The Fed once again bailed out private funds in March 2020 when several hedge funds used a
significant amount of leverage to try and capture the difference between Treasury bonds and
comparable futures contracts.® With the onset of significant market volatility from the
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coronavirus pandemic, the Treasury market was suddenly in danger of malfunctioning, and the
Federal Reserve again stepped in to support hedge funds®.

Banks must explicitly pay for or reserve against federal backstops, either in the form of an
insurance fee to the Federal Deposit Insurance Corporation (FDIC)’ or, for the large and
interconnected institutions now labeled as Global Systemically Important Banks (G-SIBs), via
mandated requirements to hold additional capital buffers, referred to as G-SIB surcharges.? It is
alarming that policymakers continue to offer federal assistance to lightly regulated private
funds, while only requiring extremely limited reporting.

The Commission needs to obtain timely data on hedge funds under Form PF to provide
regulators with information needed to monitor dangers to financial stability

We strongly support the Commission’s proposal to create a new reporting requirement under
section 5 of Form PF for large hedge fund advisers to report the following:

Sudden loss events:

® Extraordinary investment losses representing 20% or more of a fund’s net asset value (NAV)
over a consecutive 10-day period

e Margin default by one of its counterparties

e Significant increases in borrowing costs, in which a fund sees its margin requirements
increase by 20% or more over a consecutive 10-day period

e A termination or other material change in relationship from a fund’s prime broker

Sudden degradation of the fund’s stability

e Unencumbered cash of a fund declines by 20% or more over a consecutive 10-day period
o Client requests for redemption of assets representing 50% or greater of the fund’s most
recent Net Asset Value (NAV)

Operational disruptions

e Any significant disruption to a fund’s operational capacity (measured by a 20% disruption
from normal capacity) stemming from weather, power outages, cybersecurity attacks, etc.

e Removal of a fund’s General Partner (GP) or termination of the fund’s investment period

e Date and amount of any “clawback” the General Partner must return to the fund related to
performance-based compensation

Secondary transactions
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e Reporting of any transaction by the private fund manager or affiliated persons where their
interests in the fund are sold or converted into holdings of another fund by the manager

The Financial Crisis Inquiry Commission in 2011 cited the lack of transparency into the non-bank
sector numerous times as a major contributor to the financial crisis of 2008.° “The speculative
binge was abetted by a giant ‘shadow banking system’, the report stated adding “when the
housing and mortgage markets cratered, the lack of transparency, the extraordinary debt loads,
the short-term loans, and the risky assets all came home to roost.”

By some estimates, sudden redemption requests leading up to the financial crisis led a quarter
of the hedge fund industry to sell 40% or more of their equity portfolios. The average hedge
fund during that time ended up selling about 30% of its equity portfolio.°

To prevent additional financial instability stemming from a lack of visibility for regulators into
hedge funds holdings, and to enable the FSOC and policy makers to consider appropriate policy
responses, the Commission and FSOC both need to have this critical data.

Private equity funds own a significant number of companies and assets critical to Americans
and policymakers need insight into the nature and extent of their holdings

The private equity industry, similar to hedge funds, managed less than $200 billion in 19961,
when section 3(c)7 was included in the Investment Company Act, exempting private equity
firms from most reporting requirements. As the Commission has learned under current Form PF
reporting, as of the end of 2020, there are 15,584 private equity funds managing $4.7 trillion in
gross assets.

Despite the funds being described as private, the implications of private equity funds’
investments touch the public in every corner of the economy, ranging from the 8,000
companies owned or financed by the industry!? and 11.5 million workers who work under a
explicitly financially focused owner?3, two private equity backed physician staffing firms
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controlling 30% of that industry or 90,000 healthcare employees'4, and the 350,000 single-
family homes purchased en masse'® to later be rented worth about $60 billion.®

The lack of visibility into the private equity industry’s investments has enabled several firms to
engage in blatant self-dealing, such as the transfer of valuable company assets into offshore
entities to the detriment of other stakeholders!” or relying on questionable justifications to pay
themselves dividends from their portfolio companies at the expense of investors and workers.8
Many investors, surprised by such asset transfers after they already moved out of their reach,
have filed litigation alleging fraudulent transfers, and greater visibility into such activity by the
Commission may enable it to bring future enforcement actions where there is illegal conduct.

We strongly support the Commission’s proposal to require large private equity advisers
managing $1.5 billion or more to report the following data to the Commission:

Under section 4

e What portfolio companies they own

e Financing associated with these portfolio companies

® Investments across other parts of the capital structure of companies (debt, preferred shares,
warrants)

Under section 6

e Any transaction by the private fund manager or affiliated persons where their interests in the
fund are sold or converted into holdings of another fund managed by the manager

e Date and amount of any “clawback” the General Partner must return to the fund related to
performance-based compensation

® Removal of a fund’s General Partner (GP) or termination of the fund’s investment period

Conclusion
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In addition to collecting this information we urge the SEC (and the FSOC) to make appropriate
summary information on the nature of PE and hedge fund holdings available to legislators,
cabinet agencies, and the general public.

We appreciate the opportunity to comment on these issues. For additional questions, please
reach out to Andrew Park at andrew@ourfinancialsecurity.org.
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