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| — AN INSUFFICIENT PROPOSAL WITH MAJOR LOOPHOLES

Stated objective of the directive The stated objective of the proposed directivdoigrovide a
regulatory framework for all funds, in particulaedge funds and private equity. In some areas, kema
steps forward. In particular:

- It has the comprehensive, “all encompassing”’, agghothat we have demanded in our
Parliamentary Report.

- It proceeds with direct regulation (which is neededhddition to indirect regulation), as we had
requested.

- It has abandoned self-regulation and codes of aindidnich are intrinsically unable to address the
issues we are faced with, comforting our positiwat there is no such thing as “soft law”.

The proposal grants the industry a uniform private placement regime.The directive gives the
industry what they have been asking for years: #oum regime to market alternative funds to
professionals.This is of course only acceptable if the proposedime provides for appropriate
safeguards to all stakeholders, who collectivelymfothe economy: investors, companies and
employeesWe are touching here the essence of our claim:rdrakeentry point to the single market
may only be granted to funds if they comply witlcoanplete set of requirement§he proposed
directive, as it stands, clearly falls short ofypding such requirements.

Major loopholes. The proposed directive leaves open too many logshtd be really effective. In
particular:

- Funds are left outOnly fund managers are addressed, not the fumalagelves, which are left
unregulated.

- Major gap in investor coverag@he territorial scope does not guarantee theeption of EU
investors: only fund managers located in the EUcaneered, not managers providing services to
funds whose investors are in the EU.

- Dangerous exemption3he so-called “de minimis” exemptions preventrappiate monitoring of
risks. It will also lead to regulatory arbitragéyrdugh the multiplication of small funds. Such
exemptions would thus make the directive esseypiiadiffective.

- Access for third countried hird countries will have a very large accesth®EU under conditions
that will make it difficult to ensure the properfertement of the rules provided by the directive.

Significant progress still to be madeThe details of the proposed directive show themill a lot to
amend and add if any substantial progress is axhieved. In particular:

- Leverage The proposed control of leverage is too weakaapital requirements are not addressed.

- Information Information is not sufficiently detailed and paticity is not frequent enough.

- Employee rightsCompanies in which funds (such as PE funds) inmesd to be informed and
consulted (Directive 2001/23/EC of March 12, 20@&as to be made applicable)

- RemunerationRemuneration of fund managers needs to be a@dresdas to be based on long-
term results, computed on the basis of cash agtuedeived (and not potential accounting profits
based on fair value accounting).

Other critical issues to be addressedNVhether in this proposed directive or in othetinments, some
other critical issues need to be addressed:

- Improper conductA major gap in the proposed directive comes fittvn fact that hedge funds
located outside of the EU will remain able to casrywith the type of conduct that has destabilized
European markets. Such improper conduct needs toubi®ed: this includes speculative short-




selling (and naked short-selling), empty voting igithallows short term activism at little cost) and
stealth acquisitions (acquisitions of large stakesompanies without required notifications to the
market and the company through the use of casledgektrivatives).

- Public Interest EntitiesEU banks, UCITS, pension funds, insurance congzsami listed companies
(“Public Interest Entities”), to the extent they have collected funds from thil investors, need
to follow specific rules when investing in alterwatinvestment funds AIFs”).

- Taxation Taxation issues need to be addressed: taxatitevefaged acquisitions and taxation of
fund managers (the carried interest is to be stiljgacome tax).

- Social cohesionPromoting social cohesion should lead to shabewefits of PE transactions with
employees.

Keeping the focus right Any reform should make sure that the focus ist kepthe most important
issues. Regulation should be made in view of lomgnt sustainable growth and promote social
cohesion. To this effect, it should address consymnatection, investor protection, market integrity
market stability (and prevention of systemic riakyl social externalities.

|l —DETAILED ANALYSIS OF THE PROPOSED DIRECTIVE

A) SCOPE: WHO SHOULD BE REGULATED ?

Proposed directive The proposed directive introduces a legally bindanghorisation and supervisory
regime for alternative investment fund manage KM ”) managing alternative investment fund in
the EU. All EU domiciled AIFMs with assets undermagement above the threshold of 100 million
EUR or, in case of AlFs with no leverage and latkseriod of 5 years or more, above the threshold of
500 million EUR are covered. The regime will appisespective of the legal domicile of the AIF
managed.

Our analysis

The “all encompassing approach of the directive does not cover all issue$he directive uses an
“all encompassirigapproach: all collective investment vehicles adelressed to the extent they are not
regulated under the UCITS directives. This is fageit prohibits any attempt of regulatory arbitrage
Closed-end and open-ended funds are addresseklotise” funds are not addressed in this document:
they should obviously be covered but, as they atecallective investment schemes, they should be
covered in other directives, such as those reggdtanks.

Funds should not be left out from the scope of thdirective. The directive is based on the UK
system, which provides for the registration of HEmagers located in the UkRegulating managers
addresses in part regulatory concerns. However:

- In general, regulating managers does not permieasy “indirect” regulation of funds. For
instance, in the UK, the FSA acknowledged that ttheyot review the exposure of funds as
“they are located offshate” This is clearly insufficient.

- More specifically, as has been acknowledged byGbmmission,the AIF may be located (...)
in an off-shore jurisdiction for reasons of taxi@éncy.® Bringing the funds on shore would
make it possible to address properly taxation ssue

80% of EU hedge funds are managed from the UK4% of all the equity investments made during
2007 were by PE funds managed from the UK.
2 IOSCO, Technical Committee, March 2009, p.63



- Direct regulation of the funds would also permitimtroduce effective capital and liquidity
requirements.

Both fund managers and funds must thus be cov&test countries require registration of both funds
and fund managers.

The proposed territorial scope of the directive wold leave open some loopholedhe directive
covers only managers “established” in the EU \Vilgere it has its registered office (and its hedit@f

as the directive provides that both need to béénseame MS). This is coming from the UK rulesslt i
wrong as it will push managers to operate fromidatshe EU, in which case no protection will be
available for EU investors buying funds from noguiated AIFMs. The general rule should thus be
that managers must register if they provide sesviodunds whose investors include EU investors.

The proposed de minimis exemptions would exempt mibsnanagers The proposed regulation
includes a broade minimisexemption. A threshold of €100 million implies tlmaughly 70% of hedge
fund managers more than 50% of managers of othefd@TS funds would not be covered by the
directive. This approach is wrong, as it leavesautajority of funds and will lead to a multiplicat

of small funds with dedicated managers who willegate management to third parties to the fullest
possible extent — this may jeopardize the qualtity accountability of management. There should be no
blanket de minimisexemption. An exemption should only considerecraiome time, when the
monitoring system is effectively applied, and fonaunts that would allow the capture of most
managers and funds.

B) REGISTRATION PROCESS: SINGLE ENTRY POINT SYSTEM

Content of proposed directive To operate in the EU, all AIFMs will be requiréd obtain
authorisation from the competent authority (CA)tedir home Member State. They will be required to
demonstrate that they are suitably qualified tovjgl® AIF management services and will be requiced t
provide detailed information on the planned agfiat the AIFM, the identity and characteristicstioé

AIF managed, the governance of the AIFM (includamgangements for the delegation of management
services), arrangements for the valuation and leadping of assets, audit arrangements, and the
systems of regulatory reporting, where requirece AFM will also be required to hold and retain a
minimum level of capital.

Our analysis

The single entry point system is fine as long as does not lead to regulatory arbitrage The
directive has adopted the single entry point systBach MS remains competent to register the
managers. This will lead to arbitrage in favournadre relaxed registration authorities, especiafly a
registration in a MS will give the right to markée fund with all EU professional investors in td.
However, the directive provides that the “headogffimust be in the same MS as the registered office
if this provision is read as imposing the “real ts¢a be in the same MS as the registered office,
arbitrage potential will be more limited. This pisien will need however to be strictly enforcedbi®
efficient.

The registration procedure is not complete The description of information provided to obtain
registration is not complete:

3 Impact Assessment, p.5. In the UK, the Investmidanager Exemption provides that managing an

offshore fund from the UK will not bring it onshofer tax purposes.



- It addresses registration of managers but natsun

- More information, such as information related ttee precise track record of would be
managers, should be asked.

- The registration procedure also needs to profadenotification to other MS and for ready
access to collected information, post registratim, all supervisory authorities, through a
database that could be run by CESR.

- It does not require fund managers to commit sarhéheir own money in the funds they
manage.

The minimum level of capital required from funds isnot consistent with the objectives set by the
directive. Managers are required to hold and retain a mimnhevel of capital of at least €125,000,
plus 0.02 percent of the amount by which the valuthe portfolios exceeds €250 million. According
to the directive, the ongoing capital requirements should cover tbeeptial exposure of AIFM to
professional liability in respect of all their aeiiies, including management services provided unde
delegation or on the basis of a mandat@vhereas n°11). Obviously, the proposed amoangsoo low

to cover professional liability of the managers.r®eubstantial amounts should be proposed.

C) TRANSPARENCY REQUIREMENTS

Content of proposed directive

Investors. The proposed directive requires AIFMs to providetheir investors a description of the
investment policy, including descriptions of thegayof assets and the use of leverage; redemption
policy in normal and exceptional circumstances;uatbn, custody, administration and risk
management procedures; and fees, charges and eg@asociated with the investment. Annual reports
will have to be made available to investors. AIFMB be required to treat their investors fairlydanf
investors are not treated equally, to disclosesaray preferential treatment to all investors.

Regulators To support the effective macro-prudential oversigf AIFM activities, AIFMs will be
required to report to the CA on a regular basighenprincipal markets and instruments in which it
trades, its principal exposures, performance dadacancentrations of risk.

Our analysis

Minimum requirements regarding the content of the anual report should be included in the
directive. While it makes sense to leave the details of tmont to level 2 legislation, minimum
standards and requirements should be includedandifective itself, which is not the case in the
proposed draft.

Disclosure to investors should be standardizedinformation disclosed to investors should be
standardized (to any reasonable extent) and fileel public register. Investors should receive pkcio
information on items such as:

(1) investment strategy, objectives and techniqireduding on assets in which the fund can invest
in, techniques it may use, planned leverage) astiggformance,

(2) identity of the depositary, valuator, auditord any other service providers and a related dgree
conditions, conditions of delegated managememtp(ificable),

(3) valuation procedure and pricing models, lignyidsk management,

(4) redemption rights, gates, side pockets, famtment of investors and beneficiaries of prefiaien
treatment,

(5) fees, charges and expenses due and paid;



(6) percentage, amount and description of asshishware hard-to-value, illiquid or placed in side
pockets,

(7) current risk profile, including valuation a$sets, use of leverage,

(8) detailed description of the investment byrtemnagers in the funds,

(9) source, maturity and amount of funds raiseduiling share of the fund contributed by the
management company and its staff.

The requirements regarding reporting to regulatorsare vague The core of the issue is referred to
Commission implementing measures. The periodicitydigclosure should be addressed. Among
information to be addressed to regulators, themulshbe a list of investors. Regulators should be
provided with aggregated information on items sagh

(1) trading, exposures, valuation of assets, cdaragéons of risks, percentage, amount and
description of assets which are hard-to-valuequilti or placed in side pockets, current risk
profile, performance data,

(2) use of short selling,

(3) structure of fees and amounts paid,

(4) list of investors,

(5) short and long positions,

(6) level of leverage, its rate of change; fundamgl its maturity.

Periodicity. Detailed periodicity of disclosure should be teftevel 2 legislation, with:

) Minimum requirements included in the levelifedtive:
- Compulsory comprehensive annual report for eact &nd fund manager.
- Disclosure every three months for specific subsétinformation (such as leverage or
valuation), as specified by regulators on the bafsitgsk assessment.
- Disclosure on valuation at the time of each redenpt

2) Right for supervisors to require enhanced dmole under certain conditions and to adapt
disclosure to evolving financial techniques.

D) OPERATING CONDITIONS

Content of proposed directive The AIFM will be required to satisfy the competsnpervisor of the
robustness of internal arrangements with respedskomanagement, in particular liquidity risks and
additional operational and counterparty risks assed with short selling; the management and
disclosure of conflicts of interest; the fair vaioa of assets; and the security of depositorytmliat
arrangements. When managed AlFs are domiciledhircacountry and the assets of those AlF are also
deposited in a third country, CA will be requiredgay particular attention to the robustness of¢he
depository arrangements. The proposed directivest®s that the precise requirements, in particular
with regard to disclosure requirements, will béot@d to the particular investment strategy empdoye

Our analysisis presented in sections D1 and D2 below.

D1) CREATING A SAFETY NET : VALUATION , DEPOSITARY, DELEGATION , CONDUCT OF BUSINESS

Proposed valuation rules are clearly not sufficientThe directive provides for yearly valuation (or
each time there is a redemption, if this is moegdient) made by a valuator legally or functionally
independent, which may be offshore. The valuatiamdards will be that which are included in the



funds’ rules or instruments of incorporation — tlee fund managers will decide on the valuatioesul
This is not satisfactory:

- Valuations should take place more often if riskes tar be correctly monitored at a macro level
(this is in particularly true for PE, where there @o interim redemptions and thus the yearly
valuation would be the rule).

- Valuation principles and guidelines should not bérely left to managers — there should be
some guidelines set by competent authorities.

- Valuators should be legallgnd functionally independent (Chinese walls are ndfigant),
have their head office (i.e. their real seat) wittiie EU (not just a letter box) and they should
not be authorized to delegate the valuation to ial tharty (otherwise, this obligation is
pointless).

- In addition, independent valuation is necessarytfferassessment of management fees and for
a correct evaluation of risks.

If this had been done before, we would now belyetier economic situation.

Rules regarding depositaries are not sufficient The directive provides for the liability of the
depositary unless it can prove thatcould not have avoided the loss which has oalir~ which is

an awkward formulation. Depositaries should follawstrict liability rule: they must be able at athés

to give the shares back to the investors, unlesg¢hn prove a case fafrce majeurgwhich would be

a stricter and better defined standard than thendreh is proposed in the directive). Investorsustio
also be entitled to have a direct claim againsinfaidepositaries in all cases. In addition, whertee
directive provides that depositaries must be oreshdelegation of their tasks is authorized. As
proposed in the De Larosiere report, the depos#thhoyld not be allowed to delegate its functions.

Rules regarding conduct of business are vaguéManagers mustdct honestly — no comment.
Preferential treatment of some investors remairisogized provided it is disclosed. The treatment of
conflicts of interest is odd: they are permittedaagy as they are disclosed; however, when thesfarfid
an investor are locked in, disclosure is not paldidy helpful. Conflict of interest should be pibited
unless specifically approved by the investors.

D2) RISK REDUCTION : CAPITAL REQUIREMENTS , LIQUIDITY MANAGEMENT _, REMUNERATION

Rules regarding liquidity management and risk managment are not sufficiently detailed The
wording of the proposed directive is light and madt this issue is delegated to Commission
implementing measures. Liquidity must be consisteith redemption rights and with the amount of
leverage. This needs to be monitored closely.

The directive does not provide for capital requirenents for funds. Among the ways to address risk
management for funds, there is the requiremenate Iminimum capital requirement. This mechanism
should be added to the directive.

The issue of managers’ remuneration is not addresdein the directive. As has been correctly
highlighted by the De Larosiere report, the wrongentives that induced excessive risk taking, in
particular in connection with remunerations, mustréctified. Remuneration policies should be based
on long-term profit and firm-wide profitability, bad on actual performance. If these measures &re no
complied with, financial institutions should be vegd to provide additional capital under pillao®

the Basel framework.



E) SPECIFIC PROVISIONS

Regulating specific conductsThe proposed directive does not make dimgct reference to “hedge
funds” or “private equity”, but addresses someheiit most typical conducts: leveraging for the ferm
acquisition of controlling interest for the lattd@ihis approach, based on objective criteria, i€ptable
to the extent it is complete (which is not yet tase) and if specific regulation addresses cetypies
of funds and of conduct.

E1) SPECIFIC PROVISIONS FOR HEDGE FUNDS: LEVERAGE , IMPROPER CONDUCT

1) Requlating leverage

Content of proposed directive An AIFM employing leverage on a systematic badieve a defined
threshold will be required to disclose to the coteptauthorities the aggregate leverage, the fdrm o
leverage (cash borrowing, securities borrowingetage embedded in derivatives), and the main
sources of leverage (lending institutions suchraagbrokers, banks etc) to the home authorityhef t
AIFM. Information on the level of leverage must thsclosed on a quarterly basis to investors. The
proposal includes the introduction of limits toéeaging by the Commission and recognises emergency
powers for authorities of the home MS to restiiie tse of leverage in respect of individual marmager
and funds, if the stability and integrity of finaalcmarkets so requires. The proposed directiveireg
that this information be shared between competetfitogities and transmitted on quarterly basis ® th
Economic and Financial Committee and without détathe event of threat of imminent instability or
counterparty failure.

Our analysis

The proposed exemptions leave some investors withoprotection. The specific disclosure
requirements regarding leveraging are subject to tenditions. First, it applies only to funds
“employing high levels of leverage on a systematsish defined as a leverage exceeding the value of
the equity capital on two out of the past four dgerm. Whether this test makes sense will depend on
how it will be applied. Second, the requirementliggponly if the assets under management of the
manager exceed 500 million euros, which leavessitove in smaller funds without protection.

Rules regarding the reporting to supervisors are vgue The wording is short and frequency of
disclosure is left to implementing measures. Thievent information should be disclosed to
supervisors on a periodicity which is sufficient poovide a close monitoring (for instance, basic
information providing early warnings may be diseldson a weekly basis and more extensive
information on a quarterly basis).

Information to be provided to investors is not suffcient. Information such as the aggregate leverage,
the form of leverage (cash borrowing, securitiegdwing, leverage embedded in derivatives), and the
main sources of leverage (lending institutions sashprime brokers, banks etc) should be regularly
disclosed to investors. The exact periodicity mayldft to contractual provisions above minimum
requirements.

The proposed rules do not include a Global Credit Bgister. The European Central Bank and now
the High-Level Group on Financial Supervision chdiby Jacques De Larosiere have proposed the
setting up of a global credit register. There hiagen additional proposals for the creation of dajlo
directory of all trading positions to help identi§ystemic risk arising from credit and counterparty



exposures and from herding and contagion in thenfiral markets. This register should be set up and
all information that is collected should be filedwit.

Powers of supervisors (not sufficient) The power of supervisors to restrict the leveldebt is
possible if the Stability and integrity of financial markets so téig”. The condition should beif‘the
stability orintegrity of financial markets so require

Ex ante limits on leverage should be more clearlypgcified and there should be rules regulating
the division of risks and providing for capital adequacy requirement Ex ante limits to leverage are
left to implementing measures and rules on divisdmisk should be added. Specific limits should
depend on the type of activity, the risk profiletbé fund and the maturity of their funding. Margin
capital requirements could also be required whesitipas become large in a particular market or grow
quickly. This means that meaningful capital adeguagjuirements must be introduced. These limits
should be set up ex ante and take into accounsttiality or integrity of financial markets or the
general situation of the economy.

2) Requlating improper conduct

The following items are not addressed in the propesl directive and should be covered by
appropriate reqgulation:

Regulating activist HFs.Activist hedge funds have specific features thatrard specific regulations —
even, if, in the end, such regulations should kereled to all market players. These features are th
following:

- Leverage can amplify the position taking ability @afhedge fund manifold. Compared to
pension funds and other institutional investors clvhinormally hold well-diversified equity
portfolios, hedge funds can and often do hold cotraéed positions which means that they
many have a significantly large equity stake inaatipular company. They are able to move
quickly in and out of positions and thus can hagprportionate influence on share prices and
through this mechanism on corporate governanceramiagement decisions.

- Hedge funds are often considered to be “leading@’emhyestors so others often follow suit and
sell when they sell and buy when they buy so tilfuence extends beyond their own share of
investments.

- They can sell short and pursue other strategidsothar institutional investors cannot — this
gives them more influence over the managementcohgpany than other more traditional fund
managers.

- They can, using derivatives and short selling,dup big positions in the shares of a company
at relatively little expense.

- It is common for hedge funds to buy the shares afrapany that is likely to be acquired and
shell short the shares of the company that is \likel acquire. This means that they have
different financial incentives from the shareho&lef either the firm being acquired or doing
the acquiring and a full disclosure of this intéiesessential for good corporate governance and
is in the interest of all other shareholders.

- Hedge funds often act aggressively and are thestead the use of techniques that are in grey
areas from a legal standpoint.

- It has been suggested by the FSA in the UK thahasy as a third of all M&A transactions
suffer from insider trading, sometimes linked tal¢e funds.

Stealth purchasesAn appropriate disclosure regime should includdnlslitect voting interest in terms
of an outright ownership of shares as well as @uliinterest acquired through derivative transastio
(including cash settled transactions, as has n@m decided in the UK) or financial instruments gg/i
rights to newly issued shares.



Empty voting. Voting in general meeting without the correspondéiegnomic exposure is a technique
that activists funds have developed over the yearsfluence companies’ management at little ciost,
view of making short term profits. This conductistrimental to companies and to the markets, which
are not aware of this type of manipulative pragi¢as there are no requirements to disclose them).
Such practices are well documented and should beeoia(as proposed by the Hedge Fund Working
Group itself).

Short selling The crisis has shown the destabilizing effecsloért selling when used in troubled

circumstances. Naked short selling should be baanddspeculative short selling should be restricted
These rules should be applicable to all investors.

E2) SPECIFIC PROVISIONS FOR PRIVATE EQUITY : TAKING SIGNIFICANT STAKES IN COMPANIES

1) Assessing the proposed directive

Content of proposed directive Particular requirements apply to AIFMs managirgsfwhich are in a
position to exercise controlling influence ovelistdd or non-listed company, in particular to nottie
existence of this position and to disclose infoiorato the company and all its other shareholders
about the intentions of the AIFM with regard to tlwture business development and other planned
changes of the controlled company. In order to engansparency regarding the controlled company,
enhanced reporting requirements should apply. Tbpgsal does not extend these requirements to
acquisitions of control in SMEs.

Our analysis

The proposed directive does not address properly ghlack of reliable information. Private equity
has so far disclosed very little information, mgsthverifiable and not provided on a consistenisas
As this type of ownership leads to significant dsin the management style of companies, it ibeof
utmost importance to have a complete and consigté@itire of companies under LBOs. This
information is important for investors, supervisoesnployees and the public. There should be no
exemption from information requirements, be it ba basis of the fund size or the managed company
size.

Investments in SMEs should be coverednvestments in SMEs are exempted from the discéosur
requirements. This is wrong as employees in SMEBsedisas the public in general are interested in PE
investments in all segments of the economy.

Triggering of disclosure requirements is ill-definel. Disclosure is required only when a 30%
threshold is reached, which is too high. Regardistgd companies, the directive assumes (wrongly)
that the 30% threshold triggers in all MS a mandatender offer and then refers to the takeover bid
directive for information to be provided! In oth&rords, no specific disclosure is required from
managers. In addition, the concept that all marsagecting in concert” should be aggregated is
missing. The following principles should be applied

- When patrticipations of 10%, 20%, 30% and 50% amuiaed by funds or fund managers
acting alone or in concert, in public or privatenganies, specific disclosures should be made.

- The level of disclosure should be adapted to thel lef participation — the information should
be most significant when a controlling influenceaken. Information should also be substantial
when several funds (even not related) take a clintgonfluence, as the management style will
also be substantially affected in this case.
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- This information must also be updated in annuabisp

Disclosure requirements are extremely limitedVery little information is required to be disclase
and less information is required when acquisitioetate to private companies. For instance,
information on the acquirer's intentions with rej&s the future business of the target company, the
safeguarding of the jobs of its employees and mamagt, including any material change in the
conditions of employment, and in particular theway’s strategic plans for the two companies dred t
likely repercussions on employment and the locatiohthe companies' places of business” is only
asked in connection with public companies (and thguirement already exists in connection with
tender offers).

Information should include, in relation to past gh@nned conduct (as appropriate):

(2) operational and financial developments: preg@m of revenue and earnings by business
segment, statement on the progress of companytiastand financial affairs, assessment of
expected progress on activities and financial effaiport on significant events in the financial
year, R&D effort,

(2) financial and other risks, including finanaiesks associated with capital structure,
3) impact on environment,

(4) employee matters: turnover, terminations,uierent,

(5) statement on realized or planned significavestment of assets,

(6) information on capitalisation,

7 financing of the acquisition, plan for refirdmg post acquisition,

(8) management package,

9) acquisition and resale price.

Information regarding delisted companies Companies undergoing public to private transastiwill
continue to provide the same level of informationtivo years. This seems reasonable.

2) Going further: leverage, asset stripping, valuextraction, employee rights,

The following items are not addressed in the propesl directive and should be covered by
appropriate regulation:

Keeping the focus right Private equity firms, just as hedge funds or tass&nagers, tend to see
privately held companies as @dss of assets- just as gold bullions, stamp collections or isians on

the Riviera. Under this theory, allocation of piavealth between the various “classes of assets”
should be as easy as possible. This is wr@uagnpanies are much more than a “class of assetsiis-

is a narrow finance standpoint on the worlZiompanies are made of people, working on projedgts,
appropriate equipment and finance, within a legal aocial organization which is rooted in a local
culture and immerged in history. All regulationatghg to companies should take this into accoumt. |
addition, the specificity of funds, and in part@ulPE funds, should be taken into accolftvate
equity funds hold companies with a view to re$aht Thus, just as strategic shareholders, they have a
strong control on management, but, similar to tikeason of dispersed shareholding, they have in
realty a low commitment to the company’s projeatl @nospects. This warrants a specific regulatory
approach, because it raises concerns regardingiveegaternalities, social issues (including alkbma

of resources) and regulatory concerns.
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Limit to leverage. Funds acquiring companies with intent to reseliddhde constrained in their ability
to leverage acquisitiofs.This may be achieved either through a limit onléverage multiple (which
may vary according to the industry where the tag@hpany operates) or, in a simpler and more
flexible way, through a limit on the deductibiligf interests paid by the target and the acquisition
vehicle when such interests exceed a certain pegen- for instance 30% - of the target company’s
EBITDA. Generally speakingex ante capital adequacy requirements and limits to leyera
requirements should be based on a top down appKgacteral situation of the economy) and bottom
up approach (financial condition and long term austbility and growth of target companies, in
particular assessed through business plan anccpegjeEBITDA).

Limit to asset stripping. When asset stripping is motivated by the need payea portion of the
acquisition debt, it should be appropriately colidh To this effect, in the event a company under
private equity control wishes to sell company assetany material respect, the management of both
the target company and the acquisition vehiclesulshesssue a statement as to why the sale is
implemented and certifying that the proposed sala the best interest of the target company. Skcon
in the event the proposed sale is connected tpayneent of the acquisition debt, the employeefef t
target company should be informed and consulteduth the workers’ council when there is one.
Third, in the event the company becomes insolvétetr ghe asset stripping, the private equity firm
should be held liableMore generally, management of companies under LB@uld be required to
issue a statement that capital outflows (includees paid) is in the long term interest of the camp
including its long term growth and R&D needs.

Limit to value extraction. Excessive value extraction within the first yeawhofving an acquisition
provides a wrong incentive to address risk in goprananner. Examples of such value extraction are
compelling: Warner music was bought for $1.25 b2@®3 by a private equity consortium including
Bain capital and, within months of being acquirgéanade payments including dividends and advisory
fees of $1.43 bn on behalf of its owners; just mianths after the buyout of Hertz, a trio of private
equity companies collected a $1 bn dividend whiels Winanced by a new loan taken out by Hertz and
earned back half their initial equity investmentilelkeeping the amount intact; the Blackstone grou
put $650 million for Celanese, a US chemicals camgpa 2004 and within nine months had paid itself
$500 million in dividends and an additional $45lioil in advisory fees. This type of conduct should
be addressed through proper restrictions.

Employee rights.As employees are the ultimate source of any pnoditle by private equity firms and
funds, they should be informed and consulted ondétiled structure of the acquisition of the
company they work in, including fee arrangementanagement packages, debt repayment plans, etc.
If private equity transactions are good for emptsethere should be no fear to communicate such
information. Such acquisitions should thus be subject to thelamp information and consultation
rights provided by directive 2001/23/EC relatingtihe safeguarding of employee’s rights in the event
of transfers of undertaking, businesses or partsdérstanding or businesses.

Employee participation. When a target company is resold, appropriate ingesnishould be set up to
provide that its employees receive a fair portidrth@ sale price — for instance, 20% could be an
appropriate figure.

"It is estimated that, at the global level, moteah USD 500 billion of leveraged loans and higheyie
bonds will have to be refinanced between 2008 @12 (ECB, Financial Stability Review, December
2008). Although these figures do not relate to privateiggonly, it is likely that tightened credit
conditions will lead to stresses in corporate dredid CDS markets. The resulting difficulties for
portfolio companies of private equity funds miglaickfire on the returns of the funds and might lead
detrimental effects in the real economy, at ledkiGal or regional level.
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F) PRIVATE PLACEMENT : THE PP PASSPORT

Content of proposed directive In order to facilitate the development of thegénmarket, an AIFM
authorised in its home Member State will be erdile market its funds to professional investors in
Member State. Member States will not be permittednipose additional requirements on AIFM
domiciled in another Member State insofar as margeto professional investors is concerned. The
cross-border marketing of AIF would be subject dolya notification procedure, under which relevant
information is provided to the host Member State siansmitted to the host.

The proposed directive does not provide rightselation to marketing AlIF to retail investors. Membe
States may allow for marketing to retail investarghin their territory and may apply additional
regulatory safeguards for this purpose. Such remeénts shall not discriminate according to the
domicile of the AIFM.

AIFM shall also be entitled to freely provide maaagent services in Member States other than their
Member State of domicile, subject to a notificatocedure.

Our analysis

Marketing to professional investors (subject to impovement of the proposed directive) The
directive proposed a “professional investor marigtpassport” (the PP Passport). Authorizing
managers to market funds when they comply with ditective may be fine, but not with such a
directive. In addition, the category of “profesaabmadvisors” is not relevant: a distinction shoblel
made between, on the one hand, high net worthichails and private companies, and on the other,
entities using funds collected from the public.

No leakage (vague)The directive provides that measures should bgtad to avoid leakage of funds
to retail investors. No details are given as to hlo is to be achieved.

G) SPECIFIC RULES REGARDING THIRD COUNTRIES

Content of proposed directive Specific rules regarding relationships with thaountries will apply
from 2014 onward (or three years after the direchecomes law in Europe). In particular, the divect
proposes that:

- AlFs domiciled in a "third country” may be marketedthe EU after this date, provided that
such third country has entered into an agreemesdcban the OECD Model Tax Convention
(Art. 26).

- AlIFMs established in a third country may market &lR the EU if the following conditions are
met: signature of an OECD Model Tax Convention,iegjance of rules regarding prudential
supervision and on-going supervision, reciprodgtgnature of a cooperation agreement.

- Delegation of tasks to third parties by an AIFMparmitted if the beneficiary of the delegation
is subject to prudential supervision and a coopmrdteaty has been signed.

- An AIFM shall be entitled to use a valuator esttid in a third country if valuation standards
in the relevant third countries are equivalentimse applicable in the EU.

- With respect to AlFs domiciled in a third counttipe depositor used by such AIF shall be
entitled to delegate its functions to a sub-depogiestablished in the same third country,
provided that there is an equivalent legislatiamchs sub-depositary is subject to prudential
regulation and supervision and co-operation isgefitly ensured.
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Our analysis

The rules regarding third parties weaken consideraly the effect of the directive Although some
precautions are taken to control third party actedhe EU market, it is clear that the proposddsru
would considerably weaken the whole directive amdparticular the ability to design and enforce
appropriate rules. Investor protection would bai§igantly affected as a result.

Il —ITEMS MISSING IN THE PROPOSED DIRECTIVE

The proposed directive does not address, in amyifisignt manner, many items, including indirect
regulation and taxation. These issues call foulsgpn, although the appropriate instrument may be
other, new or existing, directives.

All items addressed below in this section Ill are at addressed in the proposed directive and
should be covered by appropriate regulation

1) Indirect requlation: Public Interest Entities and Prime Brokers

Public Interest Entities. Protection of EU investors requires that all teegifunded by EU investors be
subject to a specific regime. Investments by PiEfRinds should therefore be regulated in lighthaf t
specific characteristics of each category andythe of funds. Generally speaking, strong due dilige
requirements should also be imposed when investifighds.

Prime brokers. Prime brokers are a key partners of funds. Howesansidering the risk they incur,
additional capital requirements should be imposedleu Basel 2 rules. These requirements should be
based on the type of fund and could be increasehdeiflevel of disclosure does not comply with
applicable rules.

2) Taxation

Tax issue The vast majority of hedge fund and private gquéhicles were incorporated in offshore
jurisdictions with the Cayman Islands being the tmmspular. The Cayman Islands has 63% of HF
assets, BVI 13%, Bermudas 11% with Luxembourg, hiieestein and Monaco being the three big
mainland centres. The reason behind this is tlesetloffshore centres offer a combination of zexo ta
regimes for non-citizens and privacy. For examplelJS or EU citizen putting money into these
offshore vehicles would not have to pay any taktlie profits were remitted home. There is no
withholding tax or any independent reporting by sloeirce. It has been shown by the US IRS that in
such cases voluntary compliance with the tax catle fo below 50%. Hence it is likely that billion$
dollars of taxes were avoided (evaded) on incomreeghthrough offshore hedge fund and private
equity investments. Addressing the tax issue is thnitical.

Tax subsidy.Acquisition by PE funds is subsidized through teduttibility of interests. This massive
cost is only justified if PE activity is good fdng economy. This should then be reviewed regubarty
tax deductibility of interests should be limited.

Taxing managers The tax affairs of hedge fund managers and mivajuity partners, who have
earned billions of dollars in the boom and throtiggir actions have contributed to the bust, hawnbe
problematic. For instance, in the UK, several mansigartners have been using the ‘non-domicile’
status to avoid paying tax. “Dual contracts” fofsbbre and onshore work has also been used. The
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treatment of private equity “carried interest” agpital gains, where private equity partners ended u
paying lower rates of taxes than cleaners despiteireg hundreds of millions, is not acceptables It
time to end the non-domicile regime and legislatetiie treatment of ‘carried interest’ as income fo
tax purposes.
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PROPOSALS FOR A COMPREHENSIVE LEGAL FRAMEWORK

| —GENERAL RULES

A) DIRECT REGULATION

Who should be regulated? (Scope of direct regulatin

General scope

Regulation must be general and addlieforms of collective investments vehicles that
are not otherwise regulated pursuant to UCITS dires, such as hedge funds, private
equity funds or real estate funds. This includesnepnded and closed-ended funds,
whether listed or not, irrespective of legal form

Within this broad category, specific regulation ntasget specific conducts or risks.

Fund managers an
funds

dFund managers and funds must be registered.

Territorial scope

Funds and fund managers must¢g@istered in a MS if:
- They are located within the EU.

- Final investors are located in the EU.

De minimis
exemptions

In principle, no de minimis exemptions should beplEable. After two years of
implementation of the directive, based on expesgetevel 2 legislation may provide for
exemptions applicable to small funds, provided tleaemptions are granted for
renewable one year periods and do not apply toadkaction.

Explanation Regulation needs to avoid the creation of anylmbe: it thus needs to be “all encompassing
and, as a principle,
particular as offshore funds are most often usedd® and regulatory arbitrage reasons. The rigtritorial
criterion to use when determining which fund mamagefund should be registered is not only the fiacaof
the entity (as it may easily be relocated offshdm&) the location of the final investors — EU regidn should
provide protection to EU investors irrespectiveataf location of the fund or the fund manager.

to have no de minimis exemgti®oth fund managers and funds need to be covired

Registration process for funds and managers: singlentry point system

w

Compc_atent Freedom for funds and managers to chose MS whgigtnagion is requested, subject to:
authority “real seat” doctrine: registered office and heé#tce must both be in the selected M

- the measure should be strictly enforced.
Procedure Review of registration application shdanldude a notification by the selected “home

MS competent authority to competent authoritiestber MS and a one month cooling-
off period to allow for opposition by such authimd.

CESR database

Information collected during theesgwof the application and on an on-going basis is
posted on a database run by CESR and availablesiopgrvisors.

Information
required

Detailed information on all relevant issues, sush(B information on the identity and
personal track record of the managers, managenwmnpany shareholders, whether
direct or indirect, known or targeted investorsd ahe amounts of their respective
holdings, (2) a programme of activity (including ngoliance, risk management,
valuation, etc.), (3) detailed information aboutledund (including fund rules and by-
laws), (4) information on delegation to third pastiof management services functiops,
(5) agreements with depositaries, administratocs @ime brokers, (vi) information op
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marketing and distribution and (6) any additiomd@brmation to be provided to investo
pursuant to the directive (see “Transparency requents” below).

rs

Manager
involvement

The managers should be required to hold and ratanmmimum level of capital, in ordg
to make sure that they are properly incentivised.

=

Explanation A single entry point system for registration isoposed, which is the counterpart of the
implementation of appropriate measures taken tidaegulatory arbitrage and inappropriate dissetionaof
unregulated products. Appropriate preliminary clieglshould be done in cooperation between homehast
MS. Information should freely circulate betweenuladors both before and after registration.

PP passport

is

Principle When registration in a MS is granted pard to the “single entry point” system, it
immediately valid in all other MS.
Scope The passport may be used in connection with:

- Professional investors only, in principle.

- However, limited exemptions for certain categonésetail investors may be granted
on a case by case basis, depending on existingnahtiaws (provided such laws do
not apply lower standards than the directive).

No leakage Prohibition to sell to investors noted by the passport, even if investors were

solicited.

not

ExplanationsA single entry point for funds, giving them aceés a passport, is a powerful mechanism that
only be set up if strong guarantees are givenngtemti-leakage provisions should be adopted.

can

Transparency requirements

Periodicity

Detailed periodicity of disclosure slabe left to level 2 legislation, with:
(1) Minimum requirements included in the level tedtive:

- Compulsory comprehensive annual report for eact &md fund manager.

- Disclosure every three months for specific subsdtsnformation (such as

leverage or valuation), as specified by regulatorshe basis of risk assessme
- Disclosure on valuation at the time of each red@mpt

(2) Right for supervisors to require enhanced dsate under certain conditions and
adapt disclosure to evolving financial techniques.

—

(6]

Disclosure to
investors

Periodic information on items such as (1) investietrategy, objectives and techniqyes

(including on assets in which the fund can investtechniques it may use, plann
leverage) and past performance, (2) identity ofdbpositary, valuator, auditor and a|

other service providers and a related agreed dondijt conditions of delegated

management (if applicable), (3) valuation procedamd pricing models, liquidity ris
management, (4) redemption rights, gates, side gisckair treatment of investors a
beneficiaries of preferential treatment, (5) fegsarges and expenses due and paid

percentage, amount and description of assets vdrethard-to-value, illiquid or placed

in side pockets, (7) current risk profile, inclugimaluation of assets, use of leverage,
detailed description of the investment by the memagn the funds, (9) source a

amount of funds raised including share of the fuwotributed by the management

company and its staff.

ed
ny

nd
(6)

(8)
nd

Disclosure to
regulators

Aggregated information on items such as (1) tradiexposures, valuation of assets,

concentrations of risks, percentage, amount andrig¢ien of assets which are hard-to-

value, illiquid or placed in side pockets, curreaek profile, performance data, (2) use
short selling, (3) structure of fees and amounid,@nd (4) list of investors.

of

Disclosure to the
public

Most important information to be made available ttee public through web sit
publication.

9]
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Standardization
and filing

Information disclosed to be standardized and fitedegistration at the EU level.

Explanations Lack of transparency was one of the causes ofitlaacial crisis and has led to a number
frauds. Full transparency should thus be requikéidimum standards should be set and regulatorsigHme
granted the possibility to require more informatamappropriate.

of

General operating conditions

Valuation

Regular valuation (every quarter anthattime of each redemption), based on princij
and guidelines set by competent authorities. THaati@n should in particular cove
management fees and the evaluation of risks.

Legally independent valuators having their headteffi.e. their real seat) within the E
(not just a letter box). They should not be auttextito delegate the valuation to a th

party.

nles
r

]
ird

Depositary

Legally independent depositary, subjést prudential regulation and on-goir
supervision, with a strict liability duty to retudeposited assets. No delegation shoulg
permitted. Depositaries must be located in the EU.

Investors should be entitled to have a direct clagrainst failing depositaries in all case

g
| be

Conduct of
business

Fund managers to apply duties of care and diligamckrules relating to the preventi
and management of conflicts of interest..

Risk management

Identification, assessment andtororg of risk at all times.

Explanations Investor protection and prudential rules requiegular and independent valuation 4
appropriate risk management, with the conduct glilea stress tests. Independent, onshore and [falhje
depositaries are necessary to guarantee at ab timeereturn of deposited assets.

B) INDIRECT REGULATION

Indirect regulation

Public Interest
Entities

Specific rules should be applied to Public Interéstities (i.e. entities soliciting o
holding public funds, such as EU banks, regulatedd$, pension funds, insuran
companies or listed companies) investing in fubdsed on:

nature of Public Interest Entities,
nature of activity of the fund and related riskfjjeo
quality of disclosure by the fund and the fund numara.

The rules should relate to additional capital regmients for banks, technical reserves
insurances, etc.

All Public Interest Entities must also comply witlue diligence requirements up
investing and on an on-going basis.

=

for

bn

Prime brokers

Additional capital requirements foime brokers investing in hedge funds and priv
equity.

Conflicts of interests must be addressed.

ate

ExplanationsIndirect regulation is needed on top of diregjulation, to address properly the issues create
funds. Public Interest Entities and prime brokémsud thus be regulated.

d by
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C) TAXATION

Taxation

Tax subsidy

A limit should be set on tax subsidyiflito deductibility on debt in LBOS)

Taxing managers

Carried interest should be taxédcase tax. Dual contracts issue to be addressed

Explanations Taxation is a normal way to regulate the econothyshould be used to provide the right
incentives to the various players.
I —SPECIFIC RULES RELATING TO HEDGE FUNDS
Operating conditions for hedge funds
Funding of fund Fund managers should be appropriately funded téeimgnt appropriate systems that are
managers necessary to remain in compliance with all relewasstems.
Liquidity Liquidity profile must be consistent with redemptioghts and with leverage. Stress tests
management to be conducted regularly.
Capital Minimum capital requirement should be imposed todfy in view of the leverage they
requirement use, maturity of funding and their risk profile. diional capital requirements should be
imposed if the remuneration structure is not appat® and induces excessive rigk-
taking.
Remuneration 1) Remuneration of fund managers and of their epgae must be based on long-term
policy profit, actually received (not just booked in acetsuon the basis of net present valug of
expected future returns assessed at fair markeexdlo guaranteed bonuses.
2) Failure to comply should be addressed both thiréthrough requirements imposed [to
registered funds and managers) and indirectly @haocreased capital requirements for
financial institutions lending money to non compti&unds).
Explanations Liquidity management and capital requirement$ netduce systemic risks. Basing remuneratjon
on long term returns actually received in cash algb reduce undue risk-taking.
Use of leverage by hedge funds
Scope Leverage (including leverage embedded iivatares) used by all funds should be
monitored (no de minimis exemption).
Disclosure to Disclosure of maximum amount of leverage (in exioeyal conditions and in all
investors conditions) and of actual use of leverage, on &iydgasis.
Disclosure to Detailed disclosure of leverage, including inforimaton 15 banks with the largest
supervisors exposure’
Global Credit A Global Credit Register should be set up and alevant information should be
Register aggregated at this level.
Limits: leverage, Ex ante limits on leverage and rules on divisiorrisk should be set up, based on the
risks, capital type of activity, the risk profile of the fund. amdaturity of funding. Margin capital
requirements could also be required when positimtome large in a particular market
or grow quickly. Significant capital adequacy regquients must be introduced. These

® UK system (see IOSCO, Technical Committee, Ma@bo2 p. 64)
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markets or the general situation of the economy.

limits should be set up ex ante and take into aucthe stability or integrity of financidl

Powers of Supervisors may restrict the use of leverage itiireg by the stability or integrity o
supervisors financial markets or the general situation of theremy.

—h

Explanations Overleveraging has been one the key elementhefctrrent crisis. Appropriate monitorir
should be set up for all funds (not just some efith In addition, ex ante limits should be deteediand work
as safety net. Supervisors should also have thesptwrestrict the use of leverage, when the econahe
financial markets or the underlying companies rexjso.

g

Regulating improper conduct

Scope Hedge funds have often had a leading rdleeiuse of improper conduct. Such cond
must be regulated for all market participants.

uct

Short selling Ban on naked short selling and retstins on speculative short selling.

Stealth acquisitions Full disclosure of all shatdimgs and “long” positions, including cash settl
derivatives and convertibles. (“Stealth acquisiibmefer to the growing practice ¢
acquisitions structured in a way that avoids disate to the market, the regulator and
target company).

ed

=

the

Empty voting Empty voting should be banned. (“Emptying” related to vote in listed companies w

with the decision taken).

th

borrowed or hedged shares, i.e. with shares thabtoarry the economic risk associated

Explanations Improper and damageable conduct such as “emptpgio stealth acquisition (through hidde
block-building), naked short selling or speculatstert selling must be prohibited, first at thedewof funds
(who are frequent users of such legal and finamtgalces) and then for everyone.

n

[l - SPECIFIC RULES RELATING TO PRIVATE EQUITY

Acquisition of significant stakes in private compares

Scope When participations of 10%, 20%, 30% and &@&acquired by funds or fund managers
acting alone or in concert, in public or privatenganies, specific disclosures should|be
made.

This information must also be updated in annuabrisp
Disclosure to the | Information should include, in relation to past giidnned conduct (as appropriate): (1)

company, the operational and financial developments: presemaifaevenue and earnings by busin
investors and the | segment, statement on the progress of companyisitiast and financial affairs

employees assessment of expected progress on activitiesiaadcfal affairs, report on significant

events in the financial year, R&D effort, (2) firgal and other risks, including financi
risks associated with capital structure, (3) impatenvironment, (4) employee matte|

eSS

al
Is:

turnover, terminations, recruitment, (5) statementrealized or planned significant
divestment of assets, (6) information regardingaimalding and investors, (7) financing
of the acquisition, plan for refinancing post a&ifion, (8) management package, (9)
acquisition and resale price.

Disclosure to Same as above, in a standardized format, in omlgretmit monitoring and on going

supervisors assessment of private equity impact on the economy.

Delisting For two years, provision of same inforimatas when the company was listed.

Explanations Private equity has so far disclosed very litiéormation, mostly unverifiable and not provid
on a consistent basis. As this type of ownershgmdeto significant changes in the management stll

ed

companies, it is of the utmost importance to hageraplete and consistent picture of companies ubBErs.
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Operating conditions: leverage, capital adequacy iirements, value extraction and asset stripping

Limits: leverage, Ex ante limits on leverage and capital adequacyirements based on:

capital top down approach: general situation of the economy

=

bottom up approach: financial condition and longntesustainability and growth g
target companies (in particular assessed througsinéss plan and projected

EBITDA)
Limit to value No significant extraction of value from the Companmighin a reasonable period of time
extraction after the acquisition.
Limit to asset Statement by management that capital outflows (dioly fees paid) is in the long term
stripping interest of the company, including its long terrowgth and R&D needs.

Employee representative information and consultatio

Liability of management company.

=)

Explanations It is critical to protect companies under LBOsrir predatory conduct. While flexibility g
management should be preserved, safety nets shewddt up. In addition, when the disclosure sysseset up,
the rules to be applied will be adjusted to the ficture of the situation.

Employee rights

Employee rights Employee representative informatiod consultation when 10%, 20%, 30% and 50%
are crossed (Directive 2001/23/EC to be used &arting point).

Employee Right to participate in the re-sale price (an am@ir?20% is proposed).
participation

Explanations Employees are the root of any process of weakhton. They are entitled to be informed and
consulted when private equity funds invest in tfe@mpany. They should also receive a fair portibrthe
resale price when the fund exits the company.
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