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Thank you, Chair Gensler. The rulemaking is ahistorical, unjustified, unlawful, impractical, confusing, and
harmful. Accordingly, | cannot support it.

I. Ahistorical

Until last month, a giant white oak tree stood near where | live in suburban Maryland. Known as the Linden
Oak, this 300-year-old tree had witnessed a lot of history and stood tall as a cherished landmark. When the
Metrorail was built fifty years ago, its route was altered to spare the Linden Oak.[1] But last month the tree—at
least most of its 100-foot height—was cut down after prolonged deterioration.[2] The thirty-day draft of this
release arrived at just about the same time the Linden Oak was felled, and | could not help but see a parallel.
Like the Linden Oak, the SEC’s approach to private fund regulation has been deeply rooted—deeply rooted
not in soil, but in our governing statutes and historical practice. Private funds have grown up, as Congress
planned, outside of the requirements that govern registered investment companies, which are designed for the
general public. Private ordering has worked for private funds. Uprooting the historical approach to regulating
private funds, as we are doing with this rulemaking, will irreparably mar the regulatory landscape.

Private fund investors are wealthy individuals and sophisticated institutions. Institutional investors—university
endowments, pension funds, insurance companies, and sovereign wealth funds, to name several—are well
represented by highly qualified professionals in their search for and negotiations with private fund advisers.
With many advisers offering their services and would-be advisers ready to jump into the game, investors’
negotiation leverage is high—if they choose to use it. The regulatory regime reflects the sophistication of the
parties and the dynamism of the adviser population. Under the current regime, private parties come to mutually
agreeable terms.[3] The government, appropriately, stays out of the negotiations.

Today, we are gearing up to impose a retail-like framework on this very institutional marketplace. We are
adopting a prescriptive regime that edges out mutually agreed upon ground rules for private funds. While the
prescriptions being recommended for adoption today are less constricting than those originally proposed, they
are nevertheless unnecessary government interferences in, and sometimes outright bans of, well-established
practices. As long as investors understand the terms on which they are investing, why should the government
care what those terms are?

The Commission justifies its new approach to private fund regulation by dismissively recasting private fund
investors as unsophisticated. Pension plans might have financial wizards running them, but the actual pension
plan participants might be “public service workers, including law enforcement officers, firefighters, public
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school educators and community service workers.”[4] The reality is that those pensioners are paying, often
quite handsomely, teams—often quite large teams—of financial markets experts, MBAs, and lawyers to invest
their money wisely. If this rulemaking is designed to usurp the roles of these professionals, then any rationale
for keeping retail investors out of private funds falls away.[5] By abandoning, as we are today, the notion that
qualified purchasers—who are an even more selective group than accredited investors—can fend for
themselves in a way that retail investors cannot, we erase the distinction that has limited access to private
funds.

Il. Unjustified

After reading through more than 600 pages of release text, the question that remains is why the Commission
feels it necessary to undertake this rulemaking. The Commission struggles mightily to paint a picture of a failed
market desperately in need of a prescriptive regulatory solution. The release’s lengthy discussion of market
failure boils down to a belief that private fund advisers and large investors wield undue bargaining and
coordination power in negotiations over terms, and investors cannot simply walk away from those negotiations.
[6]

This rulemaking is premised on a stubborn refusal to accept an inconvenient reality: private fund investors
have the ability to “negotiate the terms that are important to them.”[7] Vexingly, these terms are not always the
ones that are important to us, and preferred terms are not uniform across investors or over time. An investor
who faces missing out on participating in a particular fund, for example, may agree to terms that the investor
otherwise would not accept and may agree only grudgingly. That investors grapple with trade-offs is not a sign
of market failure, but a fact of life. Despite our concerns,[8] the lack of homogeneity in the private market is to
be expected in a world ordered by individual negotiation and contract. Sophisticated investors are adept at
navigating these complexities.[9] While in-demand advisers and large investors have market power,
countervailing forces push back on this power. Investors employ experienced consultants, have worked
together to build standardized disclosure templates, and form limited partner advisory committees. Investors
dissatisfied with a particular manager’s refusal to agree to certain conditions are free to shop around among
the thousands of other managers eager for their capital, even if they have to amend their investment
guidelines to facilitate using new advisers. Or they can forgo the private market altogether and put their money
in a registered product. Some investors are not enthusiastic about the terms they are getting from some
advisers, but the market has not failed.

Even if we assume that the Commission’s Dickensian tale of hapless and helpless investors is true,[10] the
solution is not more regulation. Instead, the Commission should explore whether it needs to modify or
eliminate existing regulations to facilitate the entrance and flourishing of new advisers. These advisers can
compete for the assets of investors who feel they have no option but to negotiate with incumbent advisers.
These new advisers will serve as a competitive check on industry practices that are not favorable to investors.
A fresh look at existing regulation also can address transparency concerns.[11] A commenter pointed to one
problem: the Commission “now complains about the lack of transparency in a market that it worked so
diligently to make opaque” by failing to clarify what constitutes general solicitation.[12]

And, as we think about solutions, we should keep the problems in perspective. The release acknowledges that
“private fund assets under management have steadily increased over the past decade.”[13] Even one investor
who would like to see some practices change reminded us that “we cannot consider these reforms in a
vacuum. The private markets have thrived—in spite of the self-interested practices described in the
Commission’s Proposal—because in many instances, investors have been well-compensated for their
risks.”[14] New entrants have been coming into the industry to compete with incumbents,[15] a trend that—if
we do not squelch it—will whittle away at adviser conduct that investors do not like. The signs point not to an
anti-competitive industry, but to one that is flourishing.

1. Unlawful

Even if we had identified a market failure and demonstrated that new prescriptive regulations were warranted,
we would need congressional authorization to proceed. The solution we are considering today lacks a
statutory basis. As authority for the rulemaking, the Commission is largely relying on Sections 206(4) and



211(h) of the Investment Advisers Act. Section 206(4) makes it “unlawful for any investment adviser . . . to
engage in any act, practice, or course of business which is fraudulent, deceptive, or manipulative” and gives
the Commission authority to “by rules and regulations define, and prescribe means reasonably designed to
prevent, such acts, practices, and courses of business as are fraudulent, deceptive, or manipulative.”[16] The
Commission uses this authority to mandate private fund audits. As | have objected with respect to other rules
adopted under Section 206(4), that section is an uncomfortable home for routine compliance obligations as it
turns violations of those rules, even foot-faults, into enforcement actions under Section 206, which is an
antifraud provision.

The Dodd-Frank Act gave us Section 211(h), the statutory section upon which we rely for most of the rest of
the rulemaking. Section 211(h)(1) directs the Commission to “facilitate the provision of simple and clear
disclosures to investors regarding the terms of their relationships with . . . investment advisers, including any
material conflicts of interest.” This provision forms the basis for the quarterly statement requirement. Section
211(h)(2) directs the Commission, “where appropriate,” to “promulgate rules prohibiting or restricting certain
sales practices, conflicts of interest, and compensation schemes for brokers, dealers, and investment advisers
that the Commission deems contrary to the public interest and the protection of investors.”[17] This provision
forms the basis for the restricted activity, adviser-led secondaries, and preferential treatment rules.

These statutory provisions are inadequate to support the rules we are adopting today. These provisions fall
within a subsection titled “Authority to Establish a Fiduciary Duty for Brokers and Dealers,” which is part of a
section added to Dodd-Frank to address concerns around standards of care for retail investment advisers and
broker-dealers.[18] Relying on a statutory provision that is clearly aimed at retail investors’ relationships with
their financial professionals is questionable, to say the least. The release nevertheless strains to use a
provision aimed at “sales practices, conflicts of interest, and compensation schemes” to place itself in the
middle of negotiations between private fund advisers and investors. While the release acknowledges that
section 913 makes numerous references to “retail investors,’[19] it takes comfort in the fact that “Congress
spoke of ‘investors,” and in so doing gave no indication that it was referring to ‘retail customers[] . ...” There
was an indication that it was still focused on retail, even though it was using the term “investor”; that indication
came in the fact that the whole section is retail-oriented. The use of the term “investor” instead of “customer” in
section 211(h)(2) is not designed to pull in private fund investors, but allows the Commission to regulate
interactions between financial professionals and retail investors before they become customers. | doubt that
the key to understanding Section 913—and thus the Commission’s authority to act today—is to focus on what
Congress did not say in one sub-section while ignoring the totality of section 913 and its undeniable focus on
standards of conduct as they apply to retail investors.[20]

A congressional decision to direct by omission would be particularly puzzling given the absence of a
companion provision to eliminate the exemption from Investment Company Act regulation that Congress
created for private funds.[21] Congress, by exempting private funds from the Investment Company Act, set up
a system in which private funds would not be subject to the same level of regulation as retail-oriented
registered investment companies. The release dismisses such objections by arguing that the final rules
“regulate the activities of investment advisers to private funds” and “are not an indirect mechanism for
regulating private funds because the rules focus on the adviser and do not apply to or restrict the private fund
itself.”[22] So too we could argue that imposing material limitations on a football team’s management and
coaching staff on questions of trades, plays, and salary negotiations do not restrict the football team itself. Had
Congress given us the authority to impose a whole new regulatory framework for investment advisers,
presumably it would have done so in Title IV of the Dodd-Frank Act, which Congress deemed the “Private
Fund Investment Adviser Registration Act.”[23] That private fund adviser title did not authorize us to take the
interventionist measures in today’s release, so now we scrounge around other provisions of Dodd-Frank for
authority that does not exist.

IV. Impractical and Confusing

Even if our regulatory approach were consistent with our statutory authority, it is not practical. Admittedly,
today’s rule is better than the one we proposed, but it still raises numerous implementation challenges. The
uniformity of the disclosures required, the breadth and ambiguity of the rule’s defined terms, the operational



difficulties of providing advance notice of any preferential treatment related to material economic terms, the
process for obtaining investor consent, the chilling of communications between advisers and investors, and the
brevity of the compliance period, are among the many issues that remain in this final rule.

The rulemaking also raises new questions. Conditioning preferential rights on offering them to everyone
sounds like a ban on offering preferential rights, but the release does not characterize what we are doing as a
ban.[24] The release states that other activities that would have been prohibited under the proposal need not
be prohibited because they already violate advisers’ fiduciary duty.[25] If they were prohibited already, why did
we need to propose a prohibition? Because of questions around cost-shifting for rule violations, the new rule
could cause advisers to be unduly conservative in selecting and carrying out investment strategies.[26] Finally,
the release does not do a good job at assessing how this rule, interacts with other rules the Commission has
adopted and is considering.

V. Harmful

Today’s rulemaking will harm investors, advisers, and the economy. In the name of fostering competition, we
are squelching it. Large incumbent advisers will figure out how to comply, but newer, smaller advisers will
struggle to enter the industry and compete with incumbents.[27] The stylized disclosure requirements, the
additional layers of complexity around offering preferential treatment to investors, and the general suspicion
cast on advisers trying to attract assets[28] will deter small and new advisers from gaining traction. The
release acknowledges that small advisers could face burdens as a result of the new rule, but magics them
away by pointing to mitigating factors, including the option for smaller advisers to shrink.[29] The Commission
at least acknowledges, albeit with little regret, that other advisers may decide to exit the market and that
“competition may be reduced.”[30] This rule is not the only one on the Commission’s docket, and our
consideration of it in isolation likely means that we underestimate the pressures advisers are facing. If advisers
choose not to serve private funds, companies throughout the economy will suffer because private funds are an
essential source of capital.

The rule will impede the ability of the marketplace to serve unique needs. An investor trying to negotiate
particular terms, or a company seeking funding from a specialized venture capital fund will find it more difficult
in the new regime. Investors will not be able to waive the rule’s protections even if doing so would secure
something better for them.[31] The fact that investors might be eager to leverage such a waiver to gain some
other benefit of greater value to them (such as participation in a fund) is, from the Commission’s perspective,
neither here nor there.[32]

Another effect of this rule is to double-down on the Commission’s shift of resources from protecting retail
investors to protecting highly sophisticated players. Allocation of Commission resources is a zero sum game:
the Investment Management, Exams, and Enforcement personnel we assign to overseeing the private markets
must necessarily come at the expense of retail investors. Simply put, our misguided re-branding of
sophisticated private market participants as lost lambs will result in a material degradation of our ability to
serve retail investors.

VI. Conclusion

Unlike the Linden Oak, which was dying or dead before it was cut down, private funds are flourishing.
Regardless, the Commission has chosen to haul out its chainsaw and start whacking away at the regulatory
framework upon which it rests. When | walk by the spot where the Linden Oak stood, | avert my gaze because
it makes me sad to see the sorry stump of what was once such a majestic tree. | also would like to avert my
gaze from the maimed regulatory framework that today’s rule leaves behind, but the undertaking before us will
demand continued attention by the Commission and by the staff in the Division of Investment Management.
On that note, let me thank the IM staff for its work on what has been another in a regrettably long line of
pressure-filled, weekend-consuming regulatory rollercoasters. My respect for the gifted and dedicated staff in
the Division of Investment Management, and their colleagues in the Division of Economic and Risk Analysis,
and the Office of the General Counsel continues to increase. Although | am unable to support this rulemaking,
| am grateful to each of you for your patience, good-humor, and rock-like stamina. A special shout-out to Tom



Strumpf, who has shown himself ready to engage at the drop-of-a-hat in in-depth discussion of the rule’s finer

points.

| have a number of questions.

1.
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10.

11.

12.

13.

14.

Given how dire the release suggests the current situation is for private fund investors, why have
they been pouring increasing amounts of money into these funds over recent years?

. What are the biggest departures from current market practice in the rule we are considering today?
. What is grandfathered and what is not under the final rule?
. Under the final rule, can adviser waive liability for negligent acts?

. If an adviser has to offer the same preferential treatment to everyone, how is the treatment

preferential?

. Commenters were concerned about being second-guessed on their determinations about whether

something would have a material, negative effect on private fund investors. Advisers might not know
individual investors’ circumstances, and sometimes things look different in hindsight. Our response
to these concerns seemed to be that we want “this standard to remain evergreen so that it can be
applied to various types of arrangements between advisers and investors and fund structures.”

« Can’t we provide any clarity to industry on where the tripwires are?

¢ In this instance and in other places, the release seems to assume that advisers have a
fiduciary duty to investors in the fund, as opposed to just to the fund itself. Is that an accurate
reading of the release?

. The proposal would have prohibited some practices that the adopting release says are already

illegal.
« Why did we propose to prohibit practices that were already illegal?

¢ Given that we are now for the first time definitively characterizing them as illegal, will we give
advisers time to come into compliance?

. How are non-advisory services treated under the final rule?

. Will an adviser be able to email with a particular fund investor without sending the communication to

all other investors?

Under the new rules, would advisers be allowed to pass along fund reporting costs to the relevant
fund?

Private funds will be required to be audited by a PCAOB-registered auditor. Congress authorized the
PCAOB to inspect only audits of public companies and broker-dealers. Won'’t requiring PCAOB-
registered firms to serve this population give investors a false sense of security?

For DERA, do you anticipate that advisory fees will increase as a result of this rule?

For DERA, do you anticipate that, on balance, smaller advisory firms will find it harder to compete
with larger advisers after the rule takes effect?

We proposing to amend rule 206(4)-7 to require all registered advisers to document the annual
review in writing.

« Do you worry that imposing this requirement in order to facilitate exams will result in less
comprehensive reviews because they will be perceived as being a roadmap for Exams and
Enforcement, rather than a document to help the adviser improve its compliance?

« What is your plan for publicizing this change, as it is tucked into a rule aimed at private fund
advisers?
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competition may be reduced. This may particularly occur through the compliance costs associated with
mandatory audits, as those costs are likely to fall disproportionately and have a disproportionate impact on
funds managed by smaller advisers, and funds advised by smaller advisers facing new increased compliance
costs may be among those most likely to exit the market in response to the final rules.”).


https://www.sec.gov/comments/s7-03-22/s70322-20126482-287124.pdf
https://www.sec.gov/comments/s7-03-22/s70322-20126594-287250.pdf
https://www.sec.gov/comments/s7-03-22/s70322-20126071-286643.pdf
https://www.sec.gov/comments/s7-03-22/s70322-20126748-287461.pdf

[31] See, e.g., Adopting Release at 72 (“However, if we were to allow investors to waive the quarterly
statement requirement, then some private fund advisers may require investors to do so as a precondition to
investing in a fund. Furthermore, even if a private fund adviser does not explicitly require such a waiver as a
precondition to investment, a private fund adviser could attempt to anchor negotiations around a waiver by
including one in a private fund’s subscription agreement and thereby compelling investors to choose between
expending resources to negotiate for quarterly statements or for other important terms related to fund
governance and investor protection. Such an outcome would undermine improving transparency for these
private fund investors and would fail to address the harms that the rule is intended to address.”).

132] Id.



