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WASHINGTON, DC 20510
May 15, 2023

The Honorable Gary Gensler

Chair

Securities and Exchange Commission
100 F Street NE

Washington, DC 20549

Dear Chair Gensler:

As the Securities and Exchange Commission (SEC or Commission) works to complete the
significant rulemaking titled “Private Fund Advisers; Documentation of Registered Investment
Adviser Compliance Reviews” (the Private Funds Proposal),' we write to underscore the
importance of the Proposal and to urge the Commission to finalize the rule as soon as
practicable.

The Commission’s recent finalization of “Amendments to Form PF to Require Current Reporting
and Amend Reporting Requirements for Large Private Equity Advisers and Large Liquidity
Fund Advisers”,” marks an important step in increasing oversight by requiring current reports
from large hedge fund and large private equity fund advisers upon the occurrence of certain
sharp losses, demands for margin or capital, operational disruptions, and significant withdrawals
or redemptions. The new Form PF amendments will alert regulators during episodes of market
volatility and disruption, such as the March 2020 COVID-19 turmoil, the January 2021 market
volatility in so-called “meme stocks”,” and last March’s dramatic volatility in the fixed-income
markets, each of which caused sizeable losses at hedge funds with wrong-way bets and even led
to fund closures.*

The Private Funds Proposal would provide additional transparency and come at a critical time
given the continued growth in private funds. As of June 30, 2022, private funds managed nearly
$14 trillion in net assets.” In particular, private credit has grown dramatically, reaching over
$1.4 trillion of assets under management globally at the end of 2022, up from about $631 billion
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in 2017. Market estimates project private credit to grow to $2.3 trillion by 2027.° Private credit
funds have become direct competitors to banks, but are not subject to the same oversight and
supervision. Last year, private debt comprised approximately one-third of the overall financing
market for private equity transactions.’

In the months since the SEC issued the Private Funds Proposal, we have been troubled by several
trends in the private markets. The largest direct loans on record have been under consideration by
groups of private fund managers® and one of the biggest private credit investors has just launched
a $1.5 billion fund that will be marketed primarily to high-net worth individuals.’ The investor
bases for these deals, and of these funds, are increasingly retail investors who deserve the
protections under the securities laws contained in the Private Funds Proposal.’ Troublingly,
there is limited data on fund size and fund activities, and almost no data on the fees assessed by
those funds. Investors need increased transparency, more informative and useful data, and
prohibitions on abusive and conflicted practices. In turn, that will help them hold private fund
managers accountable for violations of their fiduciary duties. That will also help limit fraud
enabled by the opacity and weak rulebook that characterize our private markets.

In 2022, as public market valuations declined, private fund managers begrudgingly reduced the
value of their holdings," and those markdowns continued into 2023.'* Because private fund
advisers’ fees are calculated based on fund asset valuations, the accuracy and transparency of
fund asset valuation practices is crucial to prevent overcharging of investors and to mitigate
conflicts for private fund advisers. As a large institutional investor warned in late 2022, “[i]n
fact, the more private assets an investor had in its portfolio in FY22, the stronger their
performance. This is somewhat counterintuitive and may indicate that private managers have not
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yet marked their portfolios to reflect general market conditions.”"* Because current rules do not
provide guidelines for private fund valuation and performance reporting, fund results often lack
sufficient detail for investors to fully understand fund valuation practices and the performance of
individual investments or to compare returns among private market investments.

The Private Funds Proposal would require registered private fund advisers to obtain an audit of
the financial statements for each private fund it manages at least annually and distribute quarterly
statements with information regarding fees, expenses, and performance for each fund." We agree
with the SEC that together, these requirements would help protect investors from an adviser’s
loss, misappropriation or misuse of fund assets and serve as a check on inflated fees paid to the
adviser.

Improved performance reporting, particularly for unrealized portions of a fund’s portfolio, and
increased disclosure of private fund valuation and accounting details would help investors
unpack an adviser’s policies in the absence of readily available market values. Greater
transparency and increased attentiveness to valuation practices would have provided critical
details in the case of private funds’ investments in FTX, many of which we now understand were
made with little analysis or rigor."> While the performance reporting provisions in the Private
Funds Proposal would not have addressed the widespread fraud at FTX, investors in private
funds invested in FTX as its valuation skyrocketed would have had access to detailed, periodic
performance results that should have been a starting place to question those values.

Concerns about valuation have affected other types of funds. Beginning in late 2022, several
large funds that invest in private real estate, which were sold to retail and institutional investors
in private and public offerings, restricted withdrawals in the face of elevated investor demands
for return of their funds. Although those restrictions may have been in accordance with the
funds’ contractual terms, the withdrawal requests focused attention on those funds’ elevated
valuations and positive reported performance results at a time of broad declines among public
real estate funds.'® The experience of those funds again centers attention on the importance of
consistent valuation practices. It also argues in favor of increasing the stringency of regulation to
keep pace with increased retail investment in private funds.

In addition to increased reporting and transparency, the Private Funds Proposal would also
impose important prohibitions on liability waivers by fund advisers for misconduct, inequitable
treatment among fund investors, including opaque arrangements that afford preferential
treatment to certain investors, and fees for unperformed services. Each of those prohibitions
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would address the information imbalance that exists between private fund advisers and investors
and prevent advisers from entering into contractual provisions that are detrimental to their
investors.

Such prohibitions are important because a fund adviser’s position creates the potential for a
variety of conflicts. Recent settlements based on violations of existing Investment Advisers Act
prohibitions against an adviser engaging in principal trades with its private fund advisory clients
without obtaining investors’ consent and against an adviser effecting cross trades between
private fund clients without disclosure show the importance of being able to enforce strong,
well-defined regulations in order to prevent fraud.'” Additionally, fund managers often exert
significant influence on the companies they invest in. We saw this influence in action when
private fund managers called on portfolio company executives to move deposits from Silicon
Valley Bank, contributing to the bank’s failure. That episode, in part, demonstrates why the SEC
should take clear and affirmative steps to improve governance in the private funds industry.

Ultimately, the Private Funds Proposal addresses the critical need for greater transparency in
private fund investments. The specific circumstances described above serve as examples of the
ways in which disclosures relating to private funds can be improved. If investments in private
markets are expected to provide outsized returns, additional information to allow for better
analysis and comparisons should support the private funds market. More generally, as investment
in private funds continues to grow as record sums are allocated to subsectors such as private
credit funds, it is becoming increasingly important for the Commission to ensure that investors in
these funds receive adequate disclosure. In conclusion, the Commission should finalize the
Private Funds Proposal and continue to carry out its important work to promote transparency and
protect investors in private funds.

Sincerely,

tiwd By CpitGRa

Sherrod Brown J aUeed
United States Senator United States Senator

7 Legal & General Investment Management America, Inc., Inv. Advisers Act of 1940 Rel. No. 6188, Inv. Company
Act of 1940 Rel No. 34756, Administrative Proceeding File No. 3-21244 (Nov. 21, 2022),

https://www.sec.gov/litigation/admin/2022/ia-6188.pdf.
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