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of Private Funds”

On Tuesday, November 19, 2019 at 10:00 a.m., the Committee on Financial Services will hold a
hearing in Room 2128, Rayburn House Office Building entitled, “America for Sale? An Examination of
the Practices of Private Funds.” Witnesses for the hearing are:

e Eileen Appelbaum, Co-Director, Center for Economic and Policy Research

e Wayne Moore, Trustee, Los Angeles County Employee Retirement Association
e Giovanna De La Rosa, United for Respect, former Toys “R” Us Employee

e Drew Maloney, President and CEO, American Investment Council

e Brett Palmer, President, Small Business Investor Alliance

Background
Investment advisers are generally required to register with the Securities and Exchange Commission

(SEC).! Although previously exempted from registration requirements,? the Dodd-Frank Wall Street
Reform and Consumer Protection Act created a limited regulatory framework for investment advisers to
private funds with $150 million assets or more under management that requires them, among other things,
to register with the SEC, maintain records that are subject to audit by the SEC, and file annual disclosures.®

A PE adviser, also referred to as a PE firm, pools investments from high worth individuals, institutions,
and pension funds into a PE fund, which invests in other companies.* In addition to charging investors a
management fee, PE firms often charge the companies they invest in quarterly consulting fees, plus a
percentage of any corporate transactions the company participates in during the PE fund’s ownership,
including mergers, acquisitions, and asset sales. PE funds typically sell their ownership of the acquired
company within 5 years, limiting the time to create value for investors.® These strategies range from cost
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cutting and layoffs to reorganization,® and may or may not improve the acquired company’s long-term
value.

PE funds are playing an increasing role in the U.S. economy. At the end of 2018, PE firms managed
between $6 and $7 trillion worth of assets,” up from $1 trillion during the 2008 financial crisis.® In 2014,
the SEC found “violations of law or material weaknesses in controls over 50% of the time” in its
examinations of PE firms.® PE funds invest in everything from fire departments and retail stores to
hospitals and voting machines, so their practices affect both businesses and consumers. A New York
Times investigation found that PE ownership can lead to slower reaction times for emergency services,
excessive interest rates, aggressive mortgage collection practices, and the sort of foreclosure abuses that
preceded the financial crisis.*°

In the retail industry, 10 of the last 14 companies that filed for bankruptcy were PE-owned,*! and all of
the seven major grocery chains that have filed for bankruptcy since 2015 were owned by PE.1? While 9%
of PE firms are women- or minority-owned,*® PE job losses disproportionately affect women and people
of color.}* While bankruptcy may not be the intention of PE, the PE fund may not bear the cost of
bankruptcy and, can make a substantial profit off the acquired company even if the company enters
bankruptcy, creating incentives for PE firms to encumber acquisitions with high amount of debt. If the
company goes bankrupt, the costs are borne by the employees, shareholders, and by smaller unsecured
creditors including vendors, suppliers, and workers owed back wages and benefits.’® Even though the
economy has added jobs for 109 consecutive months, a recent study shows that employment in the months
following a PE acquisition falls 4.4% on average across all sectors.

Investment Practices

PE funds may invest in emerging growth companies or in established, profitable companies looking to
expand. Other PE firms may invest in struggling companies using the practice known as leveraged buyout
(LBO).Y" In an LBO, a PE fund takes over a company by purchasing the company’s existing or newly
issued equity shares, worth only a portion of the company (usually less than 40%) and then buying the
rest of company with debt backed by the acquired company’s assets.'® The acquired company is
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responsible for paying back the debt that often lasts longer than the PE fund’s ownership, while the PE
fund’s liability in the acquired company is limited to its equity investment. Research has shown that
companies acquired through LBOs are more likely to depress worker wages and investments and across
all industries, “PE-owned companies are twice as likely to go bankrupt as public companies.”*®

When Toys “R” Us was acquired in 2005 by PE funds Bain and KKR, and real estate investment trust,
Vornado, through an LBO, its existing $1.86 billion of debt grew to over $5 billion. 2° By 2007, Toys “R”
Us was using as much as 97% of its operating profits to service its debt,?! from $425 to $517 million
annually.?? In 2018, when Toys “R” Us declared bankruptcy, terminated all 30,000 employees, and closed
all its remaining US stores, PE owners had collected $470 million since 2005.2% Toys “R” Us estimated it
was only $250 million short to keep its US Toys “R” Us and Babies “R” Us stores open.?*

PE funds can also use an acquisition to pay investors dividends when the fund is not performing as
promised. For example, Southeastern Grocers was acquired by PE firm Lone Star Funds in 2005 and
declared bankruptcy in 2009. After Southern Grocers emerged from bankruptcy, Lone Star was unable to
sell its acquisition. So, the PE fund executed a “dividend recapitalization,” forcing Southeastern Grocers
to take on additional loans so it could pay dividends to investors. Between 2011 and 2013, PE firms paid
themselves and investors $839 million in dividends, with some loans charging the bankrupt company as
much as 40% in interest.?> By the time Southeastern filed for bankruptcy again, Lone Star partners had
paid themselves and their investors a total of $980 million in dividends, while unsecured creditors like
suppliers and vendors received nothing, 2,000 workers lost their jobs, and 94 more stores closed.?®

PE fund may also generate monetary returns quickly at the expense of distressed companies by selling off
valuable assets and leasing them back from the buyer. After PE firm Sun Capital Partners took over
Shopko Stores Inc, they monetized Shopko’s assets by selling off most of its real estate for $815 million,
generating liquid revenue but leaving many stores with costly 15- and 20-year leases, though Sun Capital
anticipated holding Shopko for 3-5 years.?’ The idea was to “give[] the company the cash to explore
expansion and remodels,” but much of the cash was used to pay investors and owners dividends, including
quarterly consulting fees, and a percentage of each of Shopko’s transactions.?® Eventually, with less than
$1 billion in assets and up to $10 billion in liabilities, Shopko filed for bankruptcy.?® During its ownership,
Sun Capital collected over $170 million in dividends and fees and caused Shopko to incur $179.5 million
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in debt to pay dividends to investors.®® As a result of the bankruptcy, over 360 stores closed and 14,000
employees lost their jobs, many without their promised severance.®! When it declared bankruptcy, Shopko
owed creditors nearly $120 million®? and over $13.5 million in unpaid taxes and penalties to Wisconsin.*?

PE has entered the single-family housing market, issuing the first-ever bonds backed by cashflows from
single-family rental homes.3* After the 2008 housing crisis, PE took advantage of low housing prices to
purchase hundreds of thousands of foreclosed single-family homes in working-class neighborhoods with
high percentages of minority residents and converted them into rental properties.®® While PE investment
into single-family housing can help stabilize neighborhoods, there are concerns that PE firms are
unresponsive landlords that have incentives to raise rents to maximize investor returns, resulting in the
displacement of lower income residents.®® In addition, PE firms’ presence in the housing market may
result in inflated home values and crowd out potential owner-occupants. Many state and local laws limit
rent controls to multifamily housing, creating loopholes for single-family rentals from limits on annual
rental increases..” In 2019, the United Nations sent a letter to Blackstone, the largest PE firm in the US,
condemning the PE practices in affordable housing markets, expressing “serious concerns that [their]
actions are inconsistent with international human rights law,” and calling for regulators to intervene.3®
Similarly, PE investment in manufactured home communities in recent years has raised concerns about
rising rents for manufactured homeowners who can be particularly vulnerable to rent increases due to the
difficulties associated with moving a home as opposed to merely one’s personal belongings.*®

Concerns for Investors in Private Equity

PE funds are structured as partnerships, with investors as Limited Partners (LPs) and the managers as
General Partners (GPs). Traditionally, investors pay according to a “2-and-20” fee structure: PE firms
collect a flat 2 percent management fee on all funds committed and 20 percent of all investment profits
over a certain amount.*® Investors and managers sign a partnership agreement that outlines their
contractual relationship. Individual investors may also have supplementary agreements established by a
“side letter.” Large, sophisticated investors can negotiate for alternative fee arrangements, input into
investment decisions, additional disclosures, or fiduciary obligations.** But smaller LPs, including private
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pensions and small endowments, have less leverage to demand favorable terms, resulting in contracts with
little or no disclosure of expenses, assurance that reported returns are audited, or access to information
about fellow investors.*? This imbalance is also true for transparency: over 25% of funds are inconsistent
in the way they report to LPs.*® This can hamper investors’ ability to manage their portfolios—62% of
public pensions say “lack of reporting consistency hinders ability to monitor PE plan costs.”**

PE investors are increasingly demanding transparency from advisers.*® The Institutional Limited
Partnership Association, representing over 500 PE investors has criticized the SEC for “permit[ing] PE
advisers to limit their fiduciary obligations under the Advisers act by permitting vague, all-encompassing
disclosure of conflicts of interest to meet the informed consent requirement.”*® Investors asked the SEC
to develop meaningful fiduciary protections, strengthen disclosures, and modernize marketing regulations,
and have expressed a willingness to shoulder costs associated with regulation.*’

Increasing concerns regarding PE transparency have led the state legislatures of California, Washington,
and Virginia to pass laws requiring public disclosure of information about private fund fees and
expenses.“® In July 2019, this Committee passed bipartisan legislation that would require corporations to
disclose the gender, racial and ethnic composition of their boards.

Leqgislative Proposals

H.R. 3848: The Stop Wall Street Looting Act of 2019 (Pocan/Jayapal): Imposes several new
requirements on PE funds, including provisions to: require PE funds and their investors to maintain
liability for debts incurred by acquired companies; prohibit capital distributions for two years following
as LBO, strengthen fraudulent transfer laws; require the SEC to promulgate public, annual marketing
disclosure regulations for PE funds; and limit PE’s ability to waive their fiduciary duty and give
preferential treatment to certain investors.

H.R. : Private Fund Board Disclosure Act of 2019: Requires investment advisers to private funds
to report to the SEC the race, ethnicity, and gender composition of the board of directors of private funds
and for SEC to publicly disclose this information.

H.R.___ : Investment Adviser Alignment Act: Defines private equity adviser and requires private
investors be provided with SEC filings, quarterly reports of fees and expenses, and all information related
to an SEC examination, inquiry, or enforcement action. This bill also imposes a fiduciary duty on PE
funds and requires investors be allowed to communicate with one another.
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