A.
Introductory paragraph

We are managers of [XYZ UK pension fund].  Private equity forms part of our diversified investment strategy and, like most institutional investors, we gain our exposure to private equity by investing in funds, following extensive due diligence.
We appreciate that the draft directive is intended to protect investors like ourselves and wholeheartedly support this objective.  We are concerned, however, that some provisions contained in the draft will have a potentially adverse impact on investors and offer no additional protection.
We see four areas of potential concern for investors:
· Impact on returns;
· A restriction on the ability to select funds;

· The creation of an unlevel playing field; and

· The loss of one of the key mechanisms for aligning investor and manager interests.
B.
Impact on Returns:
1.
Requirement for an independent valuation by a third party
The cost for this will be borne out of the assets of the fund and so will directly act to reduce returns to investors.  We do not believe this move will provide investors with any better protection than is currently the position.  Moreover, the proposal suggests a lack of understanding of how the valuation process in private equity funds currently operates.  Investors do not pay fees based on valuations and do not trade their participations in these illiquid vehicles as would be recognized in more liquid investment structures.  Ultimately, the market value of an underlying investment in a private equity fund is known when the fund exits the company.  The process for calculating interim valuations in private equity during the period when investments are unrealized has improved enormously over the years and is overseen by both independent auditors and, generally, by investor advisory committees.
C.
Requirement for an independent custodian

Again the cost for this will be borne out of the assets of fund and so reduce returns to investors for no additional protection compared with the current situation.  The investments made by private equity funds are highly illiquid and so there is not the same opportunity for fraud and loss as there is with liquid, easily traded securities.  The assets of a private equity fund are already segregated from the fund manager and before investing in an underlying company, the fund managers engage counsel to ensure ownership of the assets is obtained.  In addition, a clear process for auditing the custody of underlying assets already exists.
D.
Restriction on Fund Selection:
Our concern is that our ability to build and manage a suitably diversified portfolio of funds will be severely inhibited if fund managers are required to register in the EU before promoting or, even more importantly for professional investors, receiving solicitations from investors.
We, like most institutional investors conduct lengthy and rigorous due diligence before investing in a private equity fund.  Often we will have known the fund manager for many years.  It is debatable how the requirement to register in the EU will benefit professional investors.  It is much clearer, however, how being unable to invest in non-EU registered funds will adversely impact our ability to manage a diversified portfolio of funds.  Being a successful institutional investor in private equity requires making the best fund selection decisions.  Such decisions can only be made if access to all funds managed by those whom we perceive to be the best quality fund managers around the world is available.
Even for funds managed within the EU we may be precluded from investing in a fund because the manager falls outside the scope of the legislation and so does not qualify for the passport.  Alternatively, even if the threshold for exemption is reduced or removed, the increased costs of compliance may deter some of the smaller, or newly established, fund managers from offering funds in which we would otherwise wish to invest.
There is a further concern that the current nature of the restrictions on non-EU registered fund managers may provoke retaliatory legislation outside the EU.  As EU investors account for only a minority of investors in EU managed funds, then any restriction on the promotion of EU managed funds to investors outside the EU could well result in there being fewer and smaller funds raised within the EU.  This would not be helpful in building a diversified portfolio.
E.
Creation of an Unlevel Playing Field:
We have two concerns regarding the level of disclosure which would be required by investors holding more than 30% of a private equity fund-backed company.
Firstly, it is likely to impact the level of deal flow to the managers of private equity funds:  why would a management team take investment from a private equity fund, and be subject to this level of disclosure, when it could take the investment from another source, such as a sovereign wealth fund or family office, and not be subject to this disclosure?
Secondly, there is the very real concern that fund managers will alter their investment strategies as a result of this requirement:  fund managers may well return to making minority investments in companies, rather than taking control positions, which would be a most unwelcome development for investors in private equity.
F.
Loss of Alignment of Interests:
One of the key elements we look for in a fund manager is a strong level of commitment to the success of the fund by having the team invest its own money in the fund.  It has taken a long time to encourage EU fund managers to embrace this concept.  As the drafting currently stands many members of the fund manager’s team would be unlikely to be able to invest as they would not meet the “professional investors” test.  This is such a retrograde step from the investors’ perspective.
G. 
Miscellaneous

Finally, while we can see the merit in requiring prior approval to all marketing material, and any changes to this, there is an unfortunate consequence of this:  it would severely inhibit investors’ ability to negotiate terms prior to the closing of a fund.  This is an important part of the investor due diligence process.
H. 
Conclusion

In conclusion, while we are supportive of the general aim of the draft directive we would [very much welcome the opportunity to have a constructive dialogue with you on the points we have raised]/[hope that you would have a constructive dialogue with representatives from the industry body which represents investors in the UK, the Private Equity Investors Association, ahead of the legislation being finalized].
Yours sincerely, 
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