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MEMORANDUM

	DATE
	:
	September 3, 2012

	TO
	:
	Mulabasa Hutabarat, Head of Finance and Guarantee Bureau

	CC
	:
	J. Hambric

	FROM
	:
	Jack Biggs

	SUBJECT
	:
	Regulation of Private Equity:  Overview and Comparison of EU and US systems.  


I. Introduction.

In 2011, new global PE investment in 2011 was estimated to be US$246 billion, with an estimated US$252 billion in market exits.
  This compares with an estimated US$150billion in global initial public offerings (IPOs) in 2011.
  Indonesia absorbed US$800 million in PE deals in 2010, and $650mm in 2011.  PE funds have already raised targeted funds for Indonesia sufficient to support in excess of US$1billion per year over the next several years.
  

Because PE is such a large component of both global and Indonesian equity flows, it is worth considering what kind of regulatory approach may be needed.  

II. Executive Summary.

a.  Overview of PE:  This section lays out the main types of Private Equity, discusses the supporting regulatory schemes that make PE possible, describes the actors on the Private Equity stage and summarizes benefits and risks of private equity.

b. European Regulation:  The EU approach focuses on how all
 PE Advisors operate, using a safety and soundness methodology.  The EU sets forth detailed requirements for PE Advisors to follow.   Although the PE Funds themselves are required to file reports and make disclosure, the PE Advisors have to meet liquidity and leverage requirements, use a separate depository for owned securities and otherwise comply with an overall framework.  EU regulation is new – the relevant directive is to be implemented by the end of 2013.   European regulation treats Venture Capital as any other type of PE, with the same regulatory scheme.
c. U.S. Regulation:  The US focus is on two areas – how the PE Funds raise money (with informational reporting only), and how the PE Advisor relates to its customers.  The internal operation of the PE Fund is generally a matter for the other supporting regulatory schemes, including general securities law.   Small PE Advisors (under US$150mm) are not subject to regulation as investment advisors.  The more strict US regulatory regime was introduced as part of the Dodd-Frank Wall Street Reform and Consumer Protection Act in 2010.  Previously, PE Advisors were generally only subject to ordinary securities law and were not treated as “investment advisors.”  Venture Capital is to be subject to a lower standard than other forms of Private Equity, subject to development of regulation by the US Securities and Exchange Commission.
d. Recommendation:  Indonesia will have to determine its regulatory approach – whether to (i) engage in comprehensive safety and soundness regulation such as the EU, or (ii) limit focus to the areas of fund raising and relations with customers, such as the United States.
  To further inform this decision, it may be appropriate to meet with both European and US regulators to discuss their regulatory approach and the reasoning behind it.  Any regulation of Venture Capital should be considered in conjunction with a PE regulation.  
III. Overview of Private Equity.
a. Private Equity (PE) is investment (primarily equity) in securities that are not publically traded.  Generally, investments are in operating companies, although Private Equity firms can invest in debt (with a view towards taking control of a company or asset), property or firms that do not yet have operations.

b. Types of Private Equity Funds

Venture Capital (VC) is private equity focused on startups or “early stage” companies that are beginning to develop.   Venture Capital usually is used to advance a firm from one stage of development to the next logical stage.  An example would be the early funding of a retail store to enable the roll-out of new locations (Starbucks from 1987 – 1992), or early funding for a high tech firm to develop and roll out its concept (e.g. Facebook). Once the company reaches a sufficient size, it is “taken public” through a stock offering, and VC firms are repaid.  VC is regulated exactly like other PE in Europe, but is subject to a lower regulatory standard in the US.  
Real Estate Funds (RE) focus on acquiring or building real estate product, leasing that product up, and reaching significant mass before selling.    Examples include Equity Office Property Trust (the largest US owner of office buildings after it went public) or Corporate Properties of America (largest owner of warehouses in Mexico).  

Leveraged Buy-Out (LBO) firms use a mix of debt and equity to take a public firm private.  Firms purchased via leveraged buyout are deemed “undervalued” by the LBO firm, who usually sell off unneeded assets and focus on increasing cash flow at core operations.  When the acquired company is refocused and operating margins increase, the LBO firm will take it public through a stock offering.  Recent examples include Korean Exchange Bank (taken private by Lone Star Funds in 2003 and pending disposition), Chrysler Corporation (taken private in 2007 and 2009 by Cerebrus), and RJR Nabisco (taken private in 1988 by KKR).  

Distressed Debt, Special Situations, or Vulture Funds (Vulture Funds) focus on assets in unpopular or failing industries, or that are purchased in a distressed market.  Examples include Hudson Advisors and Varde for distressed debt and properties and Fortress Capital for distressed companies.

Hedge Funds may use Private Equity as an investment option, but are not limited to only private investments.

c.  Related Regulatory Schemes:   

The regulation of PE is supplemented by other existing regulation.  

Corporate Law governs the internal operations of all limited liability entities – corporations, limited partnerships or other similar entities.  It establishes the rights of holders of equity (whether as shareholders, limited partners, or the equivalent) and lays out how the equity holders manage the affairs of the entity.  This includes the election of directors or managers, obligations to provide notice, voting rights and procedures, buyout and partition rights, and other internal matters.  In the case of PE, this will govern the internal operations of the PE Fund in the absence of other regulation.

Securities Laws describe the marketing and sale of securities (fungible, negotiable financial instruments representing financial value) to individual investors, usually by the original issuer or by an underwriter.  Securities laws generally require higher levels of disclosure, in mandated formats, in order for a security (whether debt or equity) to be widely sold or to be sold to ordinary investors.  For securities sold on a limited basis, or to sophisticated investors, less disclosure is usually required.  PE Fund securities are usually only sold to sophisticated investors on a limited basis.  

Capital Markets Laws govern how the markets where securities are bought and sold in secondary markets, as well as the operation of established secondary markets such as exchanges.  PE usually is not listed on established secondary markets.  

Investment Advisory Laws govern the role of investment professionals – those who manage investments for third parties.  These include unit trust advisors, investment banks and PE.    However, for limited private offerings, PE is usually unregulated under these laws.

Accounting Standards – both national and IFRS – describe the treatment of income, expenses, capital and valuation.  

Capital Controls may affect how a PE Fund is able to invest.  PE Funds have tended to operate across borders using foreign capital.  Some countries restrict the ability of PE to invest, or limit where foreign funds can be placed.  

d.  Players in the PE Universe:
i. Investors:  The entities from whom PE Funds raise their capital, usually through a private, limited offering to sophisticated investors.  
ii. PE Advisors and Funds:  

1. A PE Fund is the individual collective investment scheme.  This is what investors collectively own.  The PE Fund is the issuer of the security that the investor purchases.

2. A PE Advisor sponsors and manages the PE Fund in exchange for a fee.  

3. PE Advisors usually have multiple PE Funds that have different objectives and targets.  For example, the Carlyle Group is a PE Advisor based in Washington, D.C. with $156 billion in assets.  These assets are split between 99 funds, including an estimated $700mm targeted for Indonesia.  

iii. Targets: The entity in which the PE Fund invests.  

iv. Leverage:  Additional debt used to enhance a PE Fund’s return.  These are usually tiered in layers of risk, ranging from “mezzanine” or low priority to “senior secured” or first priority loans with collateral.  Generally, the lower the priority in the event of insolvency, the higher the return.  Senior and collateralized loans tend to have a lower rate of return.  

e. Advantages of PE:

i. Cost:  Compliance with regulation must be paid for by either an issuer or an investment advisor.  Simple registrations in the United States can exceed $500,000, and on-going compliance with public disclosure (for example, Sarbanes-Oxley) averaged in excess of $1.8mm for all public US companies in 2012.  As a consequence, many companies are never able to participate in public markets, as the cost of regulatory compliance dilutes any return to investors.

ii. Speed:  Registration can take six or seven months from the first steps (financial audits) to a final successful public offering.  In that period of time, a market opportunity can disappear or be exploited by someone else.  PE Funds can quickly intervene in a failing company, rapidly purchase a cheap property offered for sale, or otherwise quickly take advantage of a market opportunity.

iii. Sponsorship:  Many PE Funds and PE Advisors take an active role in the management of their companies.  A notable example is Kleiner Perkins, which has guided companies such as Amazon, Compaq, Google, Sun Microsystems and Zynga from startup to prominence.  Investors in public companies are less able to directly affect company operations.

iv. Focus:   Private equity-backed companies have a limited number of highly-incentivized shareholders, including management, all working to achieve the same objectives.

v. Space to Grow:  Companies backed by private equity can grow, or be restructured, out of the public eye – and that of competitors – without the constraint and distraction of performance being honed for quarterly or six monthly reporting.

vi. More Investment Choices: The field of investment opportunities is much larger; in Europe, there are over 100,000 private companies but only some 2,500 listed companies.

f. General Risks of PE.

In its Discussion Paper 06-6, the United Kingdom Financial Services Authority identified potential risks from PE.  

These risks were:

1.  Excessive Leverage in PE deals.

The UK FSA noted increasing leverage ratios on PE deals.  This could trigger two consequences.  First, an inability to refinance debt could cause default as debt comes due.  Second, defaults could trigger further losses in the economy – either directly to losses funded by banks or other financial institutions and endangering financial stability.

2. Unclear ownership of Economic Risk.

Given participations, derivatives and other methods of packaging risk, it can be difficult to determine who owns an economic interest in an asset.  If a firm were to become troubled, the transaction costs of structuring a workout are substantially enhanced and the timing of the workout are delayed.  This can cause the failure of firms that otherwise could have  been rescued.  

3. Reduction in overall Capital Market Efficiency. 

Private markets are by definition, “private.”   This means that prices at which transactions are completed are not generally disclosed.  The overall capital market therefore loses the market signals and information as to pricing, and could become less efficient.   Finally, firms that eventually go public may be less likely to reward investors as they have been fully exploited by the PE owners.

4. Market Abuse.

With a private market, PE players have access to a stream of non-public information.  The FSA noted the trading of derivatives and swaps in private markets, which can provide the PE firms significant pricing data that is unavailable to other participants.  

5. Conflicts of Interest.

Conflicts can occur between the PE Advisor and investors in a PE Fund, or between different classes of investors in the same PE Fund.  With the lack of public information, it is more difficult for investors to protect themselves against such conflicts.  Advisors also face conflict between their proprietary activities and advisory services, and between the interests of different clients.

6. Market Access Constraints.

There are few mechanisms for retail investors to participate in PE.  Although direct PE investments may not be appropriate for unsophisticated investors, there are few mutual  (unit trust) funds or collective investment schemes that allow participation in the PE market.   

7. Market Opacity.

Even though PE Funds have extensive disclosure to their existing investors, it is difficult for the general market to assess PE Fund performance.  Different PE Funds use different metrics and mechanisms to calculate those metrics, and investors may be discouraged from market participation or may make poorly informed decisions.  

These risks were weighted in terms of importance. After commentary from all interested parties, including many PE firms, the FSA ranked these risks as follows:

	Significance
	Risk

	High
	Market Abuse, Conflicts of Interest

	Medium High
	Excessive Leverage, Unclear Ownership of Economic Risk

	Medium Low
	Market Access, Market Opacity

	Low
	Reduction in overall Capital Market Efficiency


IV. The European Approach

a. The EU focuses on the regulation of markets and market professionals, including investment advisors.   Securities regulation is limited to “transferable securities” or “securities negotiable on the capital markets” and generally leaves unregulated (or regulated only by individual countries) securities that are not listed on the capital markets.  Fund managers (including private equity) are directly regulated and subject to registration.  PE Advisors (and PE Funds that are self-managed) will be directly regulated under a new EU Directive governing “Alternate Investment Fund Managers.”  

b. The European Union Market in Financial Instruments Directive (EU MIFD) is the general framework governing the regulation of public and private offerings and the operations of markets in Europe.  Most PE is exempt from the operation of the EU MIFD.  

c. The European Union Alternate Investment Fund Manager Directive  (EU AIFMD)

The EU AIFMD is the primary mechanism for the regulation of investment managers (including private equity) in the EU (“Alternate Investment Fund Managers” or “AIFM”).  All EU member states are to “transpose” or bring local law into compliance with the EU AIFMD by July 22, 2013.

The EU AIFMD (and related directives) has as its goal to “extend appropriate regulation and oversight to all actors and activities that embed significant risk.”  

The primary approach adopted the EU AIFMD is to require AIFM to take actions to safeguard investor funds and to minimize risks related to conflicts of interest.  Individual countries are able to regulate the distribution of securities and the qualification of investors.

i. Coverage:

The AIFMD covers all AIFM who manage AIF as a regular business, and who raise external capital.
  All AIFMs domiciled in the EU are covered, as are non-EU Funds who raise external capital in the EU.

1. Size, Leverage and Redemption

a. There is a lesser regime for smaller AIFMs who manage less than EUR 100mm.

b. AIFMs who manage less than EU 500mm, are unleveraged, and have limited redemption rights for the first five years of operation are subject to a more limited regulatory regime.

c. AIFMs who do not meet these criteria are subject to the full EU AIFMD requirements.

ii. Minimum Compliance by EU members:

1. Registration and Authorization: All AIFMs must be registered with the appropriate national regulator, who may or may not authorize them as they deem appropriate. 

a. Persons conducting the business must be identified.

b. The AIFM’s shareholders or members must be identified (directly or indirectly) and the amount of ownership clearly disclosed.

c. AIFMs must show how they intend to comply with the requirements of the EU AIFMD.  

d. AIFMs must have a minimum capital of EUR 300,000 (for AIFs that manage themselves) or EUR 125,000 (for external managers).  AIFMs must have additional capital if they exceed EUR 250mm, determined as a percentage of assets managed.

e. AIFMs must maintain liability insurance or additional own funds to cover potential risks arising from professional liability.

2. Identification of Funds:  All AIFMs must identify the AIFs that they manage.  

3. Provide Business Plans and Updates:  All AIFMs must provide information on investment strategies at time of registration.   Periodically, the AIFMs must provide information on the main instruments that they are trading, and the principal exposures and important concentrations of the AIFs that they manage.   

4. Deregister:  All AIFMs must state when they cease to be an AIFM.

5. Minimum Standard:  Individual countries may choose to further regulate behavior by AIFMs.  

6. Policies to manage risks inherent in PE:

AIFMs must maintain policies that address risks inherent in PE.  These must meet “standards” that are specified in the EU AIFMD.  The standards are a statement of a goal, rather than a list of measures requiring compliance.  

a. Remuneration of AIFM staff must be structured so as to promote sound risk management.

b. AIFMs must avoid conflicts of interest, and use independent directors or staff when necessary.  

c. AIFMs must have sound risk management that is appropriate for their investment strategies and balance sheet.  

d. AIFMs must maintain sufficient levels of liquidity that are appropriate for their investment portfolios.

7. Specific Requirements:

AIFMs must meet specific compliance-based standards as well.  These standards are spelled out in both the EU AIFMD and various annexes, and address the following areas.

a. Valuation Methodologies for AIF assets.

b. Use of a Depository as custodian for tradable securities.

c. Disclosure to shareholders, including annual reports and an offering document that meets certain requirements.  

d. Reporting to authorities upon the occurrence of certain events.

e. Prohibition on excessive leverage ratios, especially for AIFs trading in listed securities.

f. Notice of investments in private companies once thresholds are reached to the appropriate regulator.   Once “control” is obtained in a private company, notice to the company, other shareholders and the authorities.  

g. Prohibitions on asset stripping and similar behaviors.  

iii. EU countries are in the process of implementing the EU AIFMD and related decrees.  Both Italy and the UK are in the forefront of securities regulation, and were heavily involved in the drafting of the EU AIFMD.  

V. The American Approach:

a. The US approach regulates all securities, whether publically listed (“registered”) or not.  The operation of exchanges and trading in registered securities is directly regulated (and indirectly regulated through self-regulatory organizations such as the NASD and NYSE), and the activities of market professionals such as investment advisors is also directly regulated.  All securities are subject to the requirement that there is adequate disclosure and that there is no misstatement of material fact (or omission of a fact that would make the statement otherwise misleading).

b. The Securities Act of 1933 (the “the 1933 Act”) regulates the distribution of all securities in the United States.  The Securities Exchange Act of 1934 (the “1934 Act”) regulates the trading of securities, brokers and exchanges.  The Investment Company Act of 1940 regulates collective investment schemes (mutual funds).   The Investment Advisors Act of 1940 (the “Investment Advisors Act”) regulates the behavior of investment professionals who offer their services to third parties. 

c. The Securities Act provides for exemptions to registration in the event of very small offerings ($1mm or less and $5mm or less) or issuances not involving a public offering.  Under the 1933 Act, power is delegated to the Securities and Exchange Commission (the “SEC”) to issue rules defining these exemptions.  

d. The SEC has decided to issue certain rules as Regulation D that provide for a “safe harbor” for private placements.  If an issuer meets the requirements of one of the provisions of Regulation D, it is deemed a private placement that does not have to be registered.  Disclosure is more limited, and offerings are limited to “sophisticated purchasers”
 who meet net worth and other requirements.  

e. Most PE Fund issuances fall within Regulation D.  Regulation D only requires the issuer to file a “Form D” that is informational after they sell their securities.  Form D is only four pages long, including blank space for response.  It requires disclosure of (i) information on the offering (amount, duration, use of proceeds, fees and the like), (ii) the identity of the issuer and affiliated persons, and which exemption is being claimed by the issuer.

f. PE Advisors were previously exempt from the Investment Advisors Act if they operated within one state (say, a New York investment bank advising New York PE Funds) or if they advised less than 15 clients.  Now, however, PE Advisors must register with the SEC if they have at least US$150mm in assets under management.  There is an exemption for advisors to “Venture Capital” funds, but the SEC has not developed a definition for that exemption yet.  

g. PE Advisors over the $150mm limit are now subject to the same rules as all Investment Advisors.  They now must make certain mandated disclosures to clients (the “Brochure Rule”) on investment strategies and its management of funds.  Additionally, they must promptly disclose any fact which might interfere with their ability to meet financial obligations.

h. Investment Advisors also must meet the following general criteria:

i. Retention of records (financial and otherwise), including advertisements;

ii. No performance fees; 

iii. No assignment of the investment contract to a third party without client consent;

iv. Restrictions on advertising;

v. Requirements that products offered to clients be “suitable” for that client’s sophistication level;

vi. Depository requirements and suitable custodial arrangements;

vii. Limits on referral fees and wrap fees; and 

viii. Other regulation on best execution, self-dealing, aggregation of orders and duties to maintain policies against insider trading and self-dealing.  

i. PE Advisors are NOT subject to capital requirements, prudential regulation, or other general risk management regulation.  

VI. Recommendation:

a. Indonesia will have to choose an approach for the regulation of PE.  Under existing regulation, VC is comprehensively regulated.  However, other forms of PE are not.  This lack of regulation may be a valid approach, but should be carefully considered.   The experiences of both the EU and the US may help guide Indonesia’s regulatory development.  
i. “Safety and Soundness” (European).

A full-fledged safety and soundness approach on the regulation of PE Advisors can help limit the consequences of unbridled PE investment.  For example, actions of highly-leveraged PE Funds could cause failure of companies and trigger consequential losses throughout the system.  However, this requires a degree of surveillance that can increase the costs and regulatory burden that could make some PE deals ineffective.  In the Indonesian context, this could mean lower inward investment as PE gravitates towards other emerging markets with less restrictive PE regulation. 

ii. Protection of Customers (US Approach).  

The US approach is more closely converging on the European approach, especially in light of changes introduced after the recent financial crisis.  Now, larger PE Advisors are subject to the customer protection standards of the Investment Advisors Act, including requirements on “suitability” of investments and more robust disclosure.  However, the internal operation of the PE Funds is still up to the PE Advisor, and investors have to use the existing supporting frameworks to protect their rights.   Regulatory costs remain low, PE has flexibility in operation, and barriers to rapid investment are minimal.  This helps promote the free flow of capital in and out of the PE market, and promotes investment.
iii.  Indonesia’s Choice.  

Indonesia will have to determine its priority – to promote inward investment or to ensure safety and soundness.  This will mean a careful assessment of the existing PE market, an evaluation of the direct and consequential risks that these PE Funds may pose, and a determination of the amount of inward capital that may be mobilized.  To help inform Indonesia’s balancing of these factors, we recommend that the appropriate authorities meet and consult with both European and US regulators to determine what factors were considered, and how they were balanced.  
� Private Equity Financial Markets Series, July 2012, TheCityUK.


� Q2, 2012 Global IPO Update, Ernst & Young, June, 2012.  


� Private Equity Bets on Indonesia, Wall Street Journal, March 13, 2012.  


� There are certain exceptions for family funds, single company treasury operations and the like, but the intent is to capture all advisors managing funds for third parties.  


� Of course other laws regulate PE behavior – such as the general securities law, corporate law and the like.


� Directive 2011/61/EU of the European Parliament and of the Council of 8 June 2011 on Alternative Investment Fund Managers and amending Directives 2003/41/EC and 2009/65/EC and Regulations (EC) No 060/2009 and (EU) No 1095/2010 EU. 


 


� AIFM who manage their own funds (say, for example, a family office) without raising external capital are exempt.


� A small number of unsophisticated purchasers (35 or less) may be included.  This was intended to provide the opportunity for employees of a business or family members to participate in a private offering.  
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