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Responding to this paper

ESMA invites comments on all matters in this consultation paper and in_particular on the
specific questions summarised in Annex |. Comments are most helpful if they:

e respond to the question stated;
¢ indicate the specific question to which the comment relates;
e contain a clear rationale; and
e describe any alternatives ESMA should consider.
ESMA will consider all comments received by 01/09/2020.

All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your
input - Consultations’.

Instructions

In order to facilitate analysis of responses to the Consultation Paper, respondents are
requested to follow the below steps when preparing and submitting their response:

1. Insert your responses to the questions in the Consultation Paper in the present response
form.

2. Please do not remove tags of the type <ESMA_QUESTION_PFG_1>. Your response to
each guestion has to be framed by the two tags corresponding to the question.

3. If you do not wish to respond to a given question, please do not delete it but simply leave
the text “TYPE YOUR TEXT HERE” between the tags.

4. When you have drafted your response, hame your response form according to the following
convention: ESMA_PFG_nameofrespondent RESPONSEFORM. For example, for a
respondent named ABCD, the response form would be entitled
ESMA _PFG_ABCD_RESPONSEFORM.

5. Upload the form containing your responses, in Word format, to ESMA’s website
(www.esma.europa.eu under the heading “Your input — Open consultations” >
“Consultation on Position limits and position management in commodities derivatives”).


http://www.esma.europa.eu/
http://www.esma.europa.eu/
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Publication of responses

All contributions received will be published following the close of the consultation, unless you
request otherwise. Please clearly and prominently indicate in your submission any part you do
not wish to be publically disclosed. A standard confidentiality statement in an email message
will not be treated as a request for non-disclosure. A confidential response may be requested
from us in accordance with ESMA’s rules on access to documents. We may consult you if we
receive such a request. Any decision we make not to disclose the response is reviewable by
ESMA'’s Board of Appeal and the European Ombudsman.

Data protection

Information on data protection can be found at www.esma.europa.eu under the heading Legal
Notice.

Who should read this paper

This document will be of interest to asset managers managing alternative investment funds
and their trade associations.


http://www.esma.europa.eu/
http://www.esma.europa.eu/legal-notice
http://www.esma.europa.eu/legal-notice
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General information about respondent

Name of the company / organisation Invest Europe
Activity Investment Services
Are you representing an association?

Country/Region Europe

Introduction
Please make your introductory comments below, if any

<ESMA_COMMENT_PFG_1>

General explanatory comments on private equity and leverage

Private equity funds are closed-ended funds, which are often structured as limited partnerships.
Institutional and sophisticated investors make a contractual, binding commitment to the fund, which is
drawn down when needed, to be invested in businesses. Private equity funds are not typically leveraged
and do not use leverage, as that term is normally used, at the level of the fund'.

While private equity funds may sometimes be able to make use of a short-term borrowing facility, or
have the ability to use derivatives to hedge the risk of their foreign currency exposures, these activities
will systematically be backed by undrawn commitments.

We believe that the concept of leverage should be limited to those activities which increase the
exposure of a fund in a similar way to, for example, cash borrowings or speculative derivatives trading
at fund level. An agreement to put more money into a company subject to conditions which, once
completed, also increases NAV, should at very least not be deemed comparable, and not to give rise to
same financial stability risk, as traditional examples of leverage.

The four, non-exhaustive, examples below show that some activities carried out by private equity funds
may fall within some technical leverage definitions, and in particular the gross method currently used
in an AIFMD context. These may partly be the reason why ESMA considers that a typical private equity
fund is slightly leveraged.

We invite ESMA to take this into consideration when determining whether a fund has to be assessed
under Step 1 and to clarify what are the relevant transmission channels in Step 2.

Funds’ investment in portfolio companies

What is it? Long term borrowing for investment purposes will often be contractually prohibited at fund

! See paragraph on debt at portfolio company level to understand why debt at portfolio company level is currently, rightly, excluded from
leverage reporting in AIFMD.
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level. It however can be convenient for a fund to complete an investment into a portfolio company

before drawing down the corresponding capital commitment from its own investors. In such a case, a
prudent fund will use a “short-term borrowing facility”.

What is the purpose of such practice? It gives the fund manager more flexibility in executing its
investment strategy.

When is it used ? Fund managers can use the facility to ensure that capital is available to complete the
investment exactly when needed. After the investment is completed, they will send a draw down notice
to investors for the exact amount needed for the investment.

What are the benefits for the manager? This avoids unnecessary cash flows to and from the fund and
reduces the overall administrative burden for both investors and fund managers.

Does this poses a risk? Funds’ investments into the companies they support are structured as equity or
as shareholder debt. Most importantly, they are backed by contractual, binding, uncalled
commitments from investors to contribute capital to the fund on an on-demand basis. If the fund
borrows at fund level to make the investment, the lender will usually take security over the right of the
manager to call these uncalled commitments.

Does this increase the funds’ exposure? Not in the traditional sense. Indeed, the fund will never
borrow more that it has available from investors to repay the loan. The risk arises from the institutional
investors default on the commitments they have made to the fund, which is extremely rare even under
stressed conditions.

Could this be treated as leverage? Yes, for example under the gross method. Any test for leverage
that is predicated on the relationship between exposures and NAV (for example, the gross method used
in an AIFMD context) could misleadingly treat such practices as if they were leverage used to magnify
exposures. Uncalled commitments will typically not be reflected in the fund’s net asset value (“NAV”)
under applicable accounting frameworks, even though they are available on demand and there is no
material risk of default.

Is it considered leverage under the AIFMD? Not in most cases. Short term borrowing facilities are
rightly excluded from the calculation of leverage under the AIFMR (Article 6.4).

Debt at portfolio company level

What is it? Some private equity strategies, such as leveraged buyouts, involve leverage at the portfolio
company level.

Can this have an impact on the leverage of the fund? No, the borrowing at the level of the portfolio
company will have no bearing on the leverage of the fund. Indeed, for each acquisition by private equity
fund managers, the debt held by each of its individual portfolio companies will typically be structurally
and systematically siloed (i.e. ring-fenced), both from any debt of the fund itself and from the debt
of any other portfolio company controlled by the fund. This model protects against contagion risk and
systemic risk to the financial system as it ensures that even the possible failure of a portfolio company
does not impact either other companies owned by the manager or the fund itself.

Is it considered leverage under the AIFMD? No, the AIFMD framework recognises that exposures of the
portfolio companies do not constitute leverage for these purposes (see for example Recital 78 of the
Directive:_“for private equity and venture capital funds [...] leverage that exists at the level of a portfolio
company is not intended to be included when referring to such financial or legal structures”).

Are these companies more likely to fail? No. The level of leverage in the portfolio company does not
automatically lead to higher risk of failure for these companies. Due to private equity managers’ active
management style and careful consideration of the company’s ability to take on and service debt in the
first place, many studies demonstrate that the default rate for private equity-backed companies is
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actually lower than for similar publicly-owned companies with a comparable amount of debt?.

Use of foreign exchange derivatives

What is it? Some private equity funds may also transact in foreign exchange derivatives.

Does this increase the funds’ exposure? These derivatives will generally only be used for hedging
purposes with the objective of reducing foreign exchange risk when engaging in foreign markets.

Is it considered leverage under the AIFMD? While the use of derivatives at the fund level will be backed
by the fund’s undrawn commitments (see point 1), it may, as explained above, be considered as an
exposure of the fund for the purpose of some methods of measuring leverage. This would in particular
be the case of the gross method used under the AIFMD (see our response to Question 5).

“Staged investments”

What is it? Some venture capital funds may make contractually binding obligations to subscribe for new
securities later, subject to certain conditions, for the purpose of their strategic investments. This is
generally not be considered to cause "leverage” in the traditional sense (for example, they are
comparable to transactions in listed markets where there is usually a gap between trading and
settlement, but this gap does not mean that there is leverage during the period prior to settlement).

Does this increase the funds’ exposure? Again, these practices will give rise to exposures of the fund
for the purpose of certain methods of measuring leverage, while, in practice, these will be backed by
undrawn commitments. Staging is simply a function of how the transaction is structured, and should
not, by itself, constitute leverage.

<ESMA_COMMENT_PFG_1>

2 Study by the Bank for International Settlements (2008), looking at leveraged buyouts globally between 1997 and 2001, suggests that the
failure rate for private equity-backed companies is at least 5% lower than similar publicly owned companies. Several studies have also found
that private equity-backed companies generally have better corporate recovery and survival rates (Frontier Economics Report, Exploring the
impact of private equity on economic growth in Europe, May 2013). There is also significant evidence that the average default rate for
private equity portfolio companies is effectively lower than the average default rate for non-private equity-backed borrowers (3.97% versus
4.62% between 1998 and 2011 in the US - in Europe, the default rate is up to 25% lower than for non-private equity backed companies)
(Kaplan and Strémberg (2009), based on 3,200 businesses). Moreover, those private equity-backed companies which do default spend less
time in financial distress and are more likely to survive as an independent, reorganised company than non-private equity backed companies.
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Questions

Q1 : What are your views on the frequency at which the risk assessments should be
performed by NCAs?

<ESMA_ QUESTION_PFG_ 1>

Given ESMA’s intention is to broaden the scope of its analysis on funds that are covered in point (b)
and (c) of paragraph 3 of Article 110 of the Delegated Regulation, we would like to point out that
several types of AIFMs are currently not obliged to report on a quarterly basis.

The frequency at which the risk assessment is provided to the NCA should therefore be modulated to
the one that is currently required under Article 110, if only for the Guidelines to be in line with the
Delegated Regulation.

<ESMA_QUESTION_PFG_1>

Q2 : What are your views on the sample of funds to be included under Step 1? Do you
agree in including in the risk assessment not only substantially leveraged funds but
also funds not employing leverage on a substantial basis which may pose financial
stability risks?

<ESMA_ QUESTION_PFG_2>
We endorse ESMA’s two-steps approach: first, eliminating those funds unlikely to pose risks to the

financial system, and second, performing a risk-based analysis on those funds that remain. We note
that the main goal of such an approach is to ensure no time is wasted looking at funds that clearly
pose no concern from a financial stability perspective.

In that context, ESMA appears to want to also cover non-substantially leveraged funds in its Step 1
analysis. The rationale seems to be that some of these funds may, despite being moderately
leveraged, have strong interconnections with the rest of the financial system, which naturally
increases the impact of such leverage on the overall financial stability.

If that is indeed ESMA’s goal, then it would also make sense to more clearly exempt non-substantially
leveraged funds that are not deeply interconnected with other financial institutions. Such an
exemption could be granted provided it is clear these funds have very limited financial exposures to
other participants in the financial system and thus have limited counterparty exposure. This should
be irrespective of whether they would be deemed to have an “unusually high level of leverage”
compared to their peers, especially as this concept is not defined in the Directive.

To this end, we propose for closed-ended private equity funds to be excluded from Step 1 of the
assessment (see response to Q3 below).

<ESMA_QUESTION_PFG_2>

Q3 : Do you agree with the proposed threshold identified under Step 1? Would you set the
same threshold for all AlFs, or would you be in favour of setting different thresholds
based for different types of AlFs (e.g.: real estate, hedge funds, private equity etc) or
sub-types of AlFs (please specify) based on a statistical analysis (e.g. percentile)?
Should you prefer the latter option, please provide proposals and detailed arguments
and justification supporting them.
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<ESMA QUESTION_PFG_3>
We believe the same threshold should apply to all AlFs.

While we are generally in favour of approaches that are not “one size fits all”, we are not convinced
in this case there is a need to differentiate between types of funds to determine what is an “unusually
high level of leverage” (see our comments on this concept at the end of this answer).

As per ESMA statistics, outside hedge funds, most AlFs only use a very moderate amount of leverage
at fund level. As explained in the Annex to our response, this may for example be due, in a private
equity context, to their use of derivatives for hedging purposes or of making staged investments into
portfolio companies, as opposed to a deliberate leverage strategy.

The level of leverage is so low in some AIF structures that a fund having an “unusually high use of
leverage” compared to the norm will in many cases still pose no concern from a financial stability
perspective. In other words, the fact that one private equity fund has a higher short term leverage
level than another does not necessarily make it a systemic problem in the context of the leverage or
liquidity risks that could be created by certain types of (typically hedge) funds. For closed-ended
funds, it may also be difficult in practice to determine a median or average value of the AIF.

The purpose of a differentiated approach should be to define the risk posed by fund managers and
their funds based on their characteristics (such as their closed-ended nature or their lack of
interconnection with the rest of the market) and the ones of their portfolios. Allowing for a proper
ex-ante assessment of what should be considered to give rise to systemic risk in the fund activities is
more helpful from that perspective than setting different thresholds. The ultimate goal of a
differentiated approach should be to enable national competent authorities to narrow their focus and
accurately identify and report the real systemic risks posed by the use of leverage. If the peer group’s
characteristics are not inherently risky, benchmarking funds to their own peers and finding that some
inevitably use more leverage than others is not productive.

Under the proposed Guidelines, private equity closed-ended funds, which in practice, do not pose the
risks set out in Step 2 of the assessment will be captured under Step 1. As ESMA's intention is to
capture AlFs employing leverage which may pose a risk to financial stability, closed-ended AlFs by
virtue of their structure make the risks in Step 2 an unrealistic possibility. Private equity funds are
typically structured as ten year (or longer) closed-ended funds, where investors make a legally binding
commitment for the duration of the life of the fund with no right of redemption before the end of
the fund's life - the AIFM equally does not have a right to operate a "redemption policy” at its initiative
(as further detailed at Q4 below). There are also no risks of "fire sales" or direct spill-over to financial
institutions. Therefore, private equity closed-ended AlFs should be excluded from assessment at an
early stage unless they are substantially leveraged.

However, it should also be borne in mind that closed-ended private equity AlFs could be inaccurately
labelled as substantially leveraged, even though they do not pose any substantive risk of impacting
the market. The gross and commitment methods can yield very high leverage numbers for AlFs where
there are natural gaps between the points at which investor capital is drawn down and at which the
capital is invested. As noted by I0SCO, the use of derivatives for hedging (i.e. interest rate, currency
or other hedging) also distorts these calculations, as notional contract amounts rather than their
market values are inputted (as further commented at Q5 below).

Finally, ESMA should at the very least clarify what it means by “unusually high level of leverage” as
this may still represent insubstantial amounts compared to other types of funds and significantly
below what has been deemed to be a relevant size by the regulator (the concept of “substantial
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leverage”). Introducing yet another concept of a level of leverage may not be helpful from a clarity

perspective.
<ESMA_ QUESTION_PFG_3>

Q4 : Would you identify other relevant transmission channels?

<ESMA_ QUESTION_PFG 4>
No, we do not identify other channels for private equity funds.

Moreover, some of the transmission channels listed by ESMA are in fact not at all relevant in a private
equity context. The “risk of fire sales”, which is deemed one of “most concern” for private equity
funds in the Annex Il case studies, is in fact very different for a closed-ended, long-term fund context
than for an open-ended one. For that reason, we disagree with ESMA’s assessment that the illiquid
nature of private equity funds poses the same concern as funds faced with short-term redeemable
claims. This is why we propose to exclude closed-ended private equity funds from Step 1 of the
assessment (see response to Q3 above).

When institutional investors, such as banks, insurers or pension funds, commit capital to a fund, they
are aware of the risks of having committed their capital to the fund for a long-term period - usually
for ten years or longer. They have also signed a comprehensive “limited partnership” agreement with
the manager and redemption by investors during the life of the fund will typically be prohibited by
the contractual documentation. As a result, these funds are structured in a way that avoids the
potential for fire sales of the sort that in other asset classes could drive down investment values and
adversely affect other participants in the financial system. The liquidity risk associated with a private
equity fund's activity and the risk of a maturity mismatch in connection with its investments is
therefore minimal and there is no short-term pressure to liquidate significant volumes of assets
simultaneously.

These specificities should be taken into account by ESMA if it intends to examine private equity funds
as contributors towards the build-up of systemic risk in the financial system - as they play an important
role in the way the funds operate and structure their investments.

<ESMA_QUESTION_PFG_4>

Q5 : What are your views on using not only leverage indicators, but also other types of
indicator such as those indicated under Table 2 of the draft Guidelines? Do you agree
with the list of indicators provided?

<ESMA_QUESTION_PFG_5>

As explained in our response to Q4, we believe that, while most proposed indicators are relevant,
they will not always be in some specific contexts. For example, the share of illiquid assets should not
be regarded in the same way in an open-ended hedge fund and in a private equity fund, where the
fund is structured to ensure that assets will not be sold until the end of the fund life.

Regarding the set of indicators to determine whether a fund is leveraged in Step 1, we would like to
make a series of comments on the use of the gross and commitment method in the AIFMD which

may be of interest to ESMA:

a. The gross method

As it expresses a ratio between the total absolute value of all long and short positions held by the fund
and the fund’s NAV, the gross method can be a useful measure to give an idea of the “fund’s footprint”.
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However, it fails to capture the fact that, in a private equity context, investments made by a closed-
ended fund will be backed by uncalled commitments. As a result, the use of this method could lead to
the conclusion that a fund is modestly leveraged while, in practice, investments that are made may
pose very little (if any) risk from a financial stability perspective.

In addition, and as recognised by I0OSCO in its recent leverage report, the gross method does not allow
the effects of hedging or netting to be recognised as a means of reducing a fund's exposure, potentially
leading to the perverse result that two positions could perfectly offset each other and reduce a fund's
net economic exposure to zero and yet the value of both positions would need to be included when
determining the fund's exposure value. From a policy perspective, this may also have the (unintended)
consequence of discouraging funds from entering into hedging arrangements (because of the risk that
the fund may be considered leveraged as a result), even though such hedging is, in fact, more likely to
be an important risk management tool.

Under the AIFMD framework, any leveraged fund according to the gross method is automatically
required to maintain liquidity management systems and procedures, which does not take into account
the fact that AIFMD applies to not only open-ended but also closed-ended funds. As a consequence,
the use of the gross method forces some closed-ended funds to maintain liquidity management
systems and procedures despite the fact they are not posing any liquidity risk (as recognised by the
FSB in its conclusions on structural vulnerabilities?).

b. The commitment method

The commitment method, based on a ratio between the net exposure of the fund and the fund’s NAV,
is better tailored to the actual risk posed by private equity fund managers, although it does not address
the problems posed by uncalled commitments. This measure is in consequence more helpful to assess
the actual risk posed by the fund from an economic perspective, particularly as it takes into account
netting and hedging arrangements (although there are criticisms of the tests for hedging and netting,
as explained below).

The AIFMD commitment method however contains flaws because it does not specifically exclude cash
from the calculation of the exposure, to the contrary of the gross method. Given cash or cash-
equivalents do not pose market risk, our opinion is that these should not be included in the definition
of the exposure and that the current approach of AIFMD, where the treatment of cash is different in the
gross and commitment methods, may be a drafting oversight. Including cash in the definition of exposure
under the commitment method would give rise to a misleading result because cash which was available
to settle a liability would have the effect of both increasing the NAV and increasing the exposure. As a
result, the fund would have a leverage ratio above 1:1 despite it having more than enough cash to cover
a liability appearing on its balance sheet of an equivalent amount. In our view, this cannot be the
intended result.

In addition, although the commitment method recognises some forms of hedging and netting, it has
been criticised for the vagueness of the tests to determine eligible netting and hedging arrangements
which, in turn, introduces uncertainty as to whether a private equity fund can rely on the netting or
hedging provisions for these purposes.

<ESMA_QUESTION_PFG_5>

Q6 : What are your views on using not only AIFMD data but also other external data
sources to perform the assessment? Which types of external data sources would you

8 Financial Stability Board, Policy Recommendations to Address Structural Vulnerabilities from Asset Management Activities, January 2017
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consider more useful for the purpose of performing the assessment under Step 2, other
than those already identified in Annex of to the draft Guidelines?

<ESMA_ QUESTION_PFG_6>

While consistently reliable external data will exist for listed instruments and public markets, this will
generally not be the case for private capital portfolios. For that reason, the data submitted under AIFMD
should be the key source for national competent authorities.

<ESMA QUESTION_PFG 6>
Q7 : Which other restrictions would you consider as appropriate?

<ESMA_ QUESTION_PFG 7>
We do not believe any other restrictions to the proposed ones should be introduced.
<ESMA QUESTION_PFG 7>

Q8 : What are your views on the application of the leverage limits? Should those be applied
only on the single fund or, where appropriate, limits should also be applied on group of
funds? In this case, how would you identify the group of funds?

<ESMA_QUESTION_PFG_8>

Private equity funds - even where they are managed by the same fund manager - are not exposed to
each other as they neither pledge their assets as security nor guarantee each other’s obligations. Any
portfolio company group into which a fund has invested is managed independently and has its own
specific holding company, protecting both other portfolio companies and other funds from the
implications of those investments being unsuccessful. Even if a private equity fund is unsuccessful in its
investment strategy, it should not pose contagion risk or have systemic risk implications in the same
way as an entity which is strongly inter-connected might.

<ESMA_QUESTION_PFG_8>

Q9 : How would you assess the efficiency of leverage limits in mitigating excessive
leverage?

<ESMA_QUESTION_PFG_9>

N/A
<ESMA_QUESTION_PFG_9>
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