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Abstract 
 
On June 8, 2011 the Alternative Investment Fund Managers Di-
rective (AIFMD) was adopted. As a result, the regulatory approach 
to the private equity regulation was significantly changed – from no 
regulation to its overregulation. I analyze to which extent private 
equity fund investor protection should be provided at the legisla-
tive level. I consider private equity fund investors not as a homog-
enous group but as several different ones where each of them has 
own interests. I also examine what is the most cost-effective regula-
tory approach to private equity regulation, taking into account in-
terests of private equity fund investors and capital market efficien-
cy. I argue that the AIFMD provides an overprotection of private 
equity fund investors to the harm of capital market efficiency. I 
consider co-regulation as the best regulatory approach to private 
equity regulation.  
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Introduction 
 
For several years that proceeded the financial crisis of 2008 a lot of 
institutional investors suffered much from hedge fund fraud scan-
dals. In the wake of the financial crisis institutional investors again 
suffered significant losses, including from alternative investments. 
As a result, there arose the question, whether alternative invest-
ments, are safe enough for them.  

Motivating by the necessity of investor protection and addition-
ally systemic risk prevention1, in the aftermath of the financial cri-
sis the EU policymaker changed the regulatory approach to private 
equity (further – PE) regulation – from absence of regulation to 
strict regulation of private equity fund managers’ (further – PEFM) 
activity. Now PE regulation is formulated in the EU’s Alternative 
Investment Fund Managers Directive (further – AIFMD) of 2011 
[1], and is partly covered by Basel III and Solvency II Directive, 
which have an impact on banks and insurance companies invest-
ment allocations to private equity.  

Providing a strong protection to private equity fund (further – 
PEF) investors, the AIFMD imposes significant compliance costs 
on PE industry and in some extent restricts flexibility of PEF struc-
tures. That is why these recent legislative reforms have been a sub-
ject of a heated discussion among academics, PE industry and poli-
cymakers. The core issues are whether the price of new PE 
regulation is reasonable for a safe and competitive investment envi-
ronment; also whether interests of different actors are proportion-
ally reflected in the AIFMD.  

This article is in part determined by the fact that prior works 
have shown the present debt crisis has more to do with housing 
finance than with private equity and PE regulation shouldn’t be 
directed towards prevention of systemic risk (Thomsen (2009))2. In 
this relation the necessity of PE regulation from the point of view 
of PEF investor protection is of great importance. Professors 
Franks, Mayer and da Silva pointed out that investor overprotec-
tion can have negative consequences for both market and inves-

1 See, (2) and (4) of the Directive 2011/61/EU of the European Parliament and of the 
Council of 8 June 2011 on Alternative Investment Fund Managers and amending 
Directives 2003/41/EC and 2009/65/EC and Regulations (EC) No 1060/2009 and 
(EU) No 1095/2010  // OJ L 174, 01.07.2011, p. 1–73. 
2 Steen Thomsen, Should Private Equity Be Regulated? 10, EBOR, 97, 106 (2009). 
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tors3. There is a range of regulatory alternatives to PE regulation 
(contractual regulation, self-regulation, and coregulation) (McCa-
hery, Vermeulen (2012)4.  

Previous studies have already covered the issues of PEF inves-
tor protection on the U.S. market5. But I assume that the structure 
of PEF investors on the U.S. stock market is different from the 
EU one. That is why PEF investor protection in a European set-
ting should be a subject of a separate research. There are also some 
studies, which deal with the issues of hedge fund investor protec-
tion6. Indeed, the AIFMD provides the same regulation for all al-
ternative investment funds and, at first look, it may seem that regu-
latory proposals for hedge fund investor protection will be the 
same for private equity funds. However, in the academic literature 
incorrectness of such approach has been proved7. Private equity 
and hedge funds have different investment strategies; they pose 
different risks to their investors8. That is why their regulation, and 
corresponding protection of their investors, should be different. 

This article extends the existing research regarding PEF inves-
tor protection in two ways. Firstly, I investigate to which extent 
PEF investor protection should be provided at the legislative level. 
Herewith, I consider PEF investors not as one homogenous group 
but as several different ones, where each of them has its own inter-
ests. Secondly, I examine what is the most cost-effective regulatory 
approach to PE regulation, taking into account interests of PEF 
investors and capital market efficiency.  

The structure of the article is as follows: Part I provides an 
overview of the main groups of PEF investors under the EU legis-
lation: professional, direct and indirect retail ones. Part II gives a 

3 Franks Julian, Mayer Colin & da Silva Luis Correia, Asset Management in Europe 
pp. 374-388 // Handbook of European Financial Markets and Institutions edit. by 
Xavier Freixas, Philipp Hartmann and Colin Mayer. Oxford University Press. 2012. 
– 812 p. 
4 McCahery Joseph, Vermeulen Erik P.M., Private Equity Regulation: a Compara-
tive Analysis, 16 J. Manag. Govern., at pp. 197-233 (2012). 
5 Cary Martin, Private Investment Companies in the Wake of the Financial Crisis: 
Rethinking the Efeectiveness of the Sophisticated Investor Exemption, 37 Del. J. 
Corp. L. 49, 66 (2012).  
6  Edwards Franklin R, Hedge Funds and Investor Protection Regulation, 91(4) 
Econ. Rev, 35, 35-48 (2006). 
7 Eilis Ferran, After the Crisis: The Regulation of Hedge Funds and Private Equity 
in the EU, 12 (3) EBOR, 379, 398 (2011).  
8 Ferran, supra note 7, at 381, McCahery & Vermeulen, supra note 4, at 208. 
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brief overview of the legislation that seeks to protect investors of 
PEFs. It shows the main approach and tools of PE investor pro-
tection. In the third section I provide an in-depth study of other 
common justifications for increasing PEF investor protection. I 
have questioned whether there is proof that PEF investors couldn’t 
protect themselves; even if there is, whether it is justified the 
strengthening of PE regulation and whether the proposed remedies 
would resolve the problem. In the last section I analyze how pro-
tection of PEF investors is aligned with other purposes of securi-
ties regulation, in particular, capital market efficiency. It also pre-
sents an analysis of the different approaches to PE regulation.  The 
section ends with defining the optimal approach to PE regulation.  

Part I. Private equity fund investors in the 
EU 

 
Sophisticated investors historically had access to private equity in-
vestments. In the U.S., where PEFs originally emerged, issuers 
could avoid expensive public disclosure registration regime of the 
Securities Act of 1933 if they raised capital from sophisticated in-
vestors9. The legislator supported the existence of such exclusion 
as it was considered that ‘sophisticated investors could fend them-
selves’ (SEC v. Ralston Purina Co.)10. In particular, the Court rea-
soned that if offerees have access to the same type of information 
that would be available in a registration statement, they do not need 
the protection guaranteed under the federal securities laws11. 

In 1982 the sophisticated investor doctrine had been proscribed 
at the legislative level in the Regulation D, which defined accredited 
investors as institutional investors with assets in excess of $5 mil-
lion, banks, savings and loan associations, brokers/dealers, insur-
ance companies and other investment companies; wealthy individ-

9 Securities Act of 1933 Section 4(2). 
10 U.S. 119 (1953). See, origins of sophisticated investor doctrine in Taub, The So-
phisticated Investor and Global Crisis, p. 193-195 in Corporate Governance Fail-
ures: The Role of Institutional Investors in the Global Financial Crisis, edit. by Haw-
ley, James P; Kamath, Shyam J; Williams, Andrew T (2011); Felicia Smith, Madoff 
Ponzi Scheme Exposes “The Myth of the Sophisticated Investor”, 40 (2) U. Balt. L. 
Rev., 215, 243-253 (2010). 
11 Martin, supra note 5, at 66. 
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uals who have had incomes of at least $200,000 in each of the two 
most recent years or a joint income with a spouse in excess of 
$300,000, or who have a net worth exceeding $1 million (Rule 506 
exemption)12. 

Later a similar regulation was envisaged at the EU level. If PE 
firms marketed their funds only to sophisticated - professional in-
vestors, they had been out of the scope of MiFID II regulation. 
According to the Annex II to Directive 2004/39/EC professional 
investors include financial institutions; large undertakings (meeting 
two of the following size requirements: balance sheet total: net 
turnover: own funds: EUR 20 mln, EUR 40 mln, EUR 20 mln); 
governments and its agencies, international organizations; and 
high-net-worth individuals (if an average frequency of carried 
transactions 10 per quarter over the previous four quarters; the size 
of its financial instrument portfolio exceeds EUR 500 000; or the 
client has had a professional experience in the financial sector for 
at least one year). As we can see, the threshold for sophisticated 
investors in the EU is much higher than in the USA. 

With the adoption of the AIFMD, it was clearly proscribed that 
units or shares of PEFs must be marketed to professional investors 
(art. 31 (6); art. 32 (9); art. 35 (17); art. 39 (11); art. 40 (17); art. 42 
(1)).  

In comparison with institutional investors, retail ones can’t pro-
tect themselves effectively because of lack of the experience and 
knowledge to negotiate adequately favorable terms for themselves 
as limited partners, or difficulties to engage in due diligence and 
include provisions aimed a contractual liability of an issuer for the 
ignorance of the mandatory disclosure provisions of the securities 
laws13. That is why AIFs may be marketed to retail investors as an 
exception but not a general rule if a member-state of the EU per-
mits this (article 43 of the AIFMD). Retail investors can directly 
invest in PEFs, e.g. in France, Ireland, Italy, and Luxembourg, but 
in Germany and Netherlands their investments significantly re-
stricted, while in the UK and Sweden - prohibited14. In the U.S. 

12  Rule 506 of Regulation D; Rule 501 under Regulation D contains the definition 
of  “an accredited investor. 
13 Isadora Lee, Is the Private Equity Industry Ready for the Small Investor? Bus. L. 
Brief, 46, 47 (Fall, 2005).  
14 Alternative investment Funds in Europe: Law and Practice, edit. by Lodewijk van 
Setten, Danny Busch. (Oxford University Press, 2014). – 560 p. 
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PEFs can be marketed to retail investors but in this case PEFs are 
subject to strict disclosure requirements of the Securities Act of 
1933. 

The special attention deserves participation of retail investors in 
PE, listed on stock exchanges, otherwise called listed private equity. 
For the last decade it could be noticed their significant growth. On 
June 30, 2013 there were 18 well-known listed private equity funds 
with a combined global investment portfolio of £6.2 billion15. 
There are several options on how a retail investor can participate in 
listed private equity: purchase a share (unit) in a listed PEF (which 
makes direct private equity investments or it is a fund of fund 
which invests in other PEFs) and to gain exposure to a portfolio of 
private equity investments; purchase of shares in the PE manage-
ment company which provides shareholders an opportunity to gain 
exposure to the management fees and carried interest earned by the 
investment professionals and managers of the PE management 
company16. 

Another way of retail access to a PEF is purchase of derivatives 
as a result of securitization of PEF interests. However, this scheme 
is not widespread in the EU17. 

As the main investors of PEFs in both the US and EU are pen-
sion funds, investors of which are retail investors, academics and 
policymakers suggest considering them as indirect retail investors 
of PEFs18. Currently, the share of pension funds in the EU PEFs is 
37.2%, in the US - 43%19.  

The group of pension fund investors is quite vulnerable (re-
tirement savers as a rule don’t have a sufficient level of sophistica-

15 LPEQ is an association of listed private equity investment companies, 
http://www.lpeq.com/Ourmembers.aspx; LPEQ Deloitte Listed Private Equity Cash 
Flow Compass Review to September 2013, 
www.lpeq.com/Portals/0/.../060113LPEQCashFlowCompassQ32013.pdf 
16 Matthias Huss, Heinz Zimmermann, Listed Private Equity: a Genuine Alternative 
for an Alternative Class. - p. 593-595 in The Oxford Handbook of Private Equity, 
edit. by Douglas Cumming. (Business & Economics 2012), - 768 p. 
17 Paul U. Ali, Securitization and Venture Capital Fundraising, p. 365-370 in Gre-
goriou, Greg N. Maher Kooli, Roman Kraeussl, Venture Capital in Europe (2007). 
18 See, Chapter 3.2 of this article. 
19 Christopher Matthews, Why Pension Funds Are Hooked on Private Equity, Bus. 
Time (2013), http://business.time.com/2013/04/15/why-pension-funds-are-hooked-
on-private-equity; 2013 European Private Equity Activity. Statistics on Fundraising, 
Investments & Divestments, at p.15 // www.evca.eu/.../ 2013-European-Private-
Equity-A... 
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tion). They heavily rely on the income from retirement savings 
(they will live on this money during their retirement) and can’t af-
ford to lose it20.  

The necessity of analysis of pension fund investors as indirect 
PEF retail investors is also caused by the recent legislative proposal 
of pension fund reform21, which, in turn, has an impact on private 
equity market. A draft of the reform of the Institutions for Occu-
pational Retirement Provision Directive of 2011, intends to replace 
the current non-risk based approach with Solvency II style capital 
requirements, motivating it by the wish to protect pension fund 
investors from investments in risk capital markets, including pri-
vate equity ones22. 

Part II. An Overview of the private equity 
fund investor protection under the 
AIFMD 

 
After the financial crisis the whole financial system had been re-
structured, including a shadow banking system. One of the ways of 
its reforming was the adoption of the AIFMD. The main aims of 
securities regulation were to restore trust in the EU financial mar-
kets23 by means of providing strong investor protection and pre-
venting a new possible financial turmoil through a systemic risk 
control. Strengthening of investor protection is considered likely to 

20 Bliley Jonathan H., Shutting the Door on Pension Fund Investment in Hedge 
Funds - Protecting Investors that Need Protection, 3 J. Bus. & Tech. L. 455, 464 
(2008). 
21 The European Commission White Paper – An Agenda for Adequate, Safe and 
Sustainable Pensions (Brussels 16.02.2012 COM(2012) 55 final), http://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri= COM:2012:0055:FIN:EN:PDF 
22 Call for Advice from the European Insurance and Occupational Pensions Authori-
ty (EIOPA) for the Review of Directive 2003/41/EC (IORP II), 
https://eiopa.europa.eu/fileadmin/tx_dam/files/requestsfor advice/20110409-CfA-
IORPII-final.pdf 
23 Restoring Investor Confidence in European Capital Markets Final Report of the 
European Investors’. Working Group Organized by European Capital Markets Insti-
tute (ECMI) in partnership with CFA Institute Centre for Financial Market Integrity 
March 2010 (Second edition), 
http://www.feelingeurope.eu/Pages/european_investors_working_group_report.pdf 
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boost consumer confidence and increase allocations in alternative 
investments thus stimulating economic growth. 

The AIFMD is designed to improve the reliability of markets by 
direct regulation of AIFMs and by applying protection tools of 
professional investors. 

First of all, under the AIFMD all PEFMs need authorization 
(art. 6-8). However, this Directive provides a lighter regulation re-
gime for AIFMs with limited assets under management (art. 3). 

The AIFMD is aimed at investor protection from suffering of 
undue investment losses, which are mainly caused by fraud and 
market failure. Alternative investments are considered to involve 
complex and illiquid investments. Besides, the lack of transparency 
of these investment vehicles increases the potential of fraud24.  

The AIFMD considers disclosure of information to be the main 
legal tool of PEF investor protection. It is considered that having 
all necessary information about the activity of PEFs, investors can 
make reasonable investment decisions and protect themselves 
against corporate abuses and mismanagement. Besides, there is no 
need for the government to engage in more substantive securities 
regulation-merit review25.  

The AIFMD includes extensive disclosure requirements as to 
persons conducting the business of the AIFs; the identities of the 
AIFM’s shareholders or members; the organizational structure of 
the AIFM (art. 7); remuneration policy (art. 13); conflict of interest 
(art. 14); valuation of AIFs’ assets (art. 19); delegation of AIFM’s 
functions (art. 20); investment strategies including the types of un-
derlying funds if an AIF is a fund of funds, and the AIFM’s policy 
regarding the use of leverage, the risk profiles and other character-
istics of AIFs; whether the master AIF is established or if the AIF 
is a “feeder AIF”; the rules of incorporation of each AIF the AIFM 
intends to manage; a description of the AIF’s liquidity risk man-
agement (art. 23); appointment of the depositary for each AIF the 
AIFM intends to manage (art. 21) and some others. As we can see, 

24 Bruce Karpati, Enforcement Priorities in the Alternative Space. Speech Before the 
Regulatory Compliance Association, New York, N.Y. (Dec. 18, 2012), 
https://www.sec.gov/News/Speech/Detail/ Speech/1365171492012#.Urs7Q_axP-Z  
25 Troy A. Parades, Blinded by the Light: Information Overload and its Consequenc-
es for Securities Regulation, 81 Wash. U. L. Q. 417, 418 (2003). 
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the AIFMD is motivated, mainly, by the assumption that more dis-
closed information is better than less26. 

A number of AIFMD’s rules are also designed to ensure ade-
quate capital reserves (art. 9) and to induce investors to take risks, 
e.g. restrictions on taking leverage (art. 22-25). At the same time, as 
the IOSCO Technical Committee stresses, many measures that 
reduce systemic risk also provide investor protection27. 

The U.S. Dodd-Frank Act provides a range of similar require-
ments to PEFMs activity28. However, the EU AIFMD goes signifi-
cantly further in harshness of its regulation than the US Dodd-
Frank Act. Unlike the latter, the AIFMD contains rules of capital 
requirements, independent valuation providers and depositaries 
and the possibility for regulators to impose specific limits on pri-
vate equity fund leverage29. 

Assessing the AIFM regulation, it is necessary to note that the 
EU policymaker, like the US one, revised the conception of sophis-
ticated investors, who until recently had been considered as such, 
who have enough financial savvy to protect themselves and don’t 
need legislative protection.  

The AIFMD provided strong protection for professional inves-
tors, which is evidenced though a variety of protection mecha-
nisms. In their nature, the abovementioned protection tools of pro-
fessional investors are very close to those, provided by the UCITS 
Directive30 to the retail investors. It shows that the distinction be-
tween the regulation of professional investors in the AIFMD and 
retail ones in the UCITS Directive is blurred and regulation of pro-
fessional investors is getting retail-oriented. 

26 Troy Paredas, supra note 25, at 418. 
27 IOSCO Technical Committee, Objectives and Principles of Securities Regulation 
(May 2003), at p. 5. 
28 Impact of the Dodd-Frank Act on Private Equity Funds, Hedge Funds and Their 
Investment Advisers, Private Equity Newsletter (September 16, 2010), 
http://www.davispolk.com 
29 See also, Nathan Greene, John Adams, US Regulation of Investment Advisers and 
Private Investment Funds – a Concise Overview, pp. 355-378 in Research Hand-
book on Hedge Funds, Private Equity and Alternative Investments, edit. by Phoebus 
Athanassiou (2012). 
30 Directive 2009/65/EC of the European Parliament and of the Council of 13 July 
2009 on the coordination of laws, regulations and administrative provisions relating 
to undertakings for collective investment in transferable securities (UCITS), OJ L 
302, 17.11.2009, p. 32–96. 
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Such strengthening of the AIF regulation is a natural and con-
secutive result of the conditions, in which the AIFMD was adopt-
ed, namely a reaction to the financial crisis of 2008. Politicians al-
ways considered more regulation is better than less but in the 
conditions of the financial crisis of such a big scale as was the crisis 
of 2008, the regulation became particularly harsh.   

It was passed mostly in a hurry and without a thorough analysis 
of the impact of these reforms on financial market industry31. The 
AIFMD was planned to be a hedge fund directive32, however, its 
final version regulated along with them all other AIFs.  

As a result, there is a great need in conducting a thorough anal-
ysis of how justified strong PE regulation is from the point of view 
of both the market and investors. Why doesn’t a contract remain 
an effective investor protection tool anymore? To what degree is 
regulation aligned with the interests of other participants? 

 

Part III. The rationale for private equity 
fund investor protection 

 
Assessing the rationale for PEF investor protection, it is important 
to find out how it applies to every group of investors (sophisticated 
investors, direct retail investors and indirect retail ones (general 
market participants). I question whether PEF investors need strong 
legislative protection, provided by the AIFMD. 

3.1. Protection of private equity fund sophisticated in-
vestors 

 
Traditionally PEF investor protection is exercised by means of a 
PE contract33. It is considered to be the most cost-effective tool 
for solution of agency problems between investors and a PEF 
manager34. 

31 House of Lords. European Union Committee. Directive on Alternative Investment 
Fund Managers. 3rd Report of Session 2009–10, Volume I: Report, at p. 51. 
32 Ferran, supra note 7, at 396. 
33 McCahery & Vermeulen, supra note 4, at 198. 
34 Robert P. Bartlett, III, Venture Capital, Agency Costs, and the False Dichotomy of 
the Corporation, 54 UCLA L.R. 37, 49-50 (2006). 
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However, the growth of alternative investment fund industry in 
2000s (when it began to be considered too big to fail)35, multi-
billion frauds in hedge funds (among which are the most remarka-
ble LTCM and Madoff scandals)36 and significant losses of institu-
tional investors from allocations to alternative investment funds in 
the wake of the financial crisis of 200837, caused a sharp discussion 
on whether professional investors are sophisticated enough to be 
exempted from regulation38. As a result, the concept of sophisticat-
ed investor has been reexamined and PEFMs were subject to regu-
lation both in the EU and US.  

At the same time, compliance costs of the AIFMD are high for 
PEFs39. That is why it is very important to analyze why contractual 
protection doesn’t remain an effective tool anymore and how justi-
fied strong legislative protection of PEF investors is.  

Policymakers and scholars stress that professional investors 
quite often failed to perform proper due diligence of alternative 
investments40 and couldn’t protect themselves against fraud during 
the financial crisis. In particular, Foundation for European Pro-
gressive Studies argued, “just relying on the ability of institutional 
investors to understand what is going on has proven not to be 
enough in the recent crisis”41.  Thus, the ability of institutional in-
vestors to protect themselves by means of contract has been ques-
tioned.  

35 The private equity industry has seen tremendous growth over the last decade, 
going from less than $10 billion raised worldwide in 1991 to over $180 billion in 
2000 in McCahery & Vermeulen, supra note 4, at 201. 
36 Franklin R. Edwards, Hedge Funds and the Collapse of Long-Term Capital Man-
agement  , The Journal of Economic Perspectives, Vol. 13, No. 2 (Spring, 1999), 
pp. 189-210; Chidem Kurdas, Does Regulation Prevent Fraud? The Case of Man-
hattan Hedge Fund, 13 Independent Rev. 325 (2009). 
37 Keeley Brian, Love Patrick, OECD Insights: From Crisis to Recovery. The Caus-
es, Consequences and the Great Recession (2010), at p. 71, 
http://www.oecd.org/insights/46156144.pdf  
38 Martin, supra note 5, at 54. 
39 Deloitte. Responding to the new reality. Alternative Investment Fund Managers 
Directive Survey (July 2012). – 32 p., http://www.deloitte.com/assets/Dcom-
UnitedKingdom/Local%20Assets/Documents/ Industries/Financial%20Services/uk-
fs-aifmd-survey-responding-new-reality.pdf. 
40 Ingrid Vancas, Due Diligence and Risk Assessment of an Alternative Invest-
ment Fund, (Diplomica Verlag, 2010), at p. 76. 
41 House of Lords Report, supra note 31, at § 101. 
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In order to understand how justified these concerns are, it is 
important to find out what caused failures of due diligence and 
widespread frauds with alternative investments.  

First of all, due diligence of PE investments is quite challenging 
because of difficulties with their valuation. PEFs are not traded on 
a public market; the duration of such investments is long (7 years 
or more). That is why prior to the sale of underlying investments it 
is difficult to provide their accurate valuation42.  

Secondly, limited amount of information, disclosed by PEFMs, 
is considered as one of the possible reasons of failures in due dili-
gence. Limited partnership agreements usually don’t provide their 
investors with extensive rights to access to information43. Accord-
ing to the IOSCO Technical Committee, PEFMs usually disclose 
all information, provided by such an agreement44. However, the 
American court practice has cases when PEFMs didn’t disclose 
information to their fund investors45. 

Professor Harris points out that PEFMs tend to undermine 
even the most thoughtful incentive-based compensation arrange-
ments46. Indeed, there is an agency problem between PEFM and 
limited partners and PE contract tries to resolve it. So when a PE 
firm doesn’t disclose information about PEF activity to its inves-
tors, it means confirmation of the agency problem existence.  

The key issue is whether PEF investors can protect themselves 
in case of breach of contractual terms by PEFM and enforce ful-

42 U.S. Government Accountability Office (GAO). Testimony Before the Subcom-
mittee on Health, Employment, Labor, and Pensions, Committee on Education and 
Labor, House of Representatives. Defined Benefit Pension Plans Face Valuation 
and Other Challenges When Investing in Hedge Funds and Private Equity: State-
ment of Barbara Bovbjerg, Managing Director, Education, Workforce, and Income 
Security (2011). - GAO-11-901SP, at p. 7. 
43 Hudec Albert J., Negotiating Private Equity Fund Terms, 19, Business Law Today 
(May-June 2010), available at http://www.farris.com/images/uploads/ALH_-
_Negotiating_Private_Equity_Article_%28 Business_Law _Today_version%29.pdf 
44  IOSCO Technical Committee, Private Equity Final Report (May, 2008), at p. 
11.atory  
45 Luis A. Aguilar, Speech by SEC Commissioner: Market Upheaval and Investor 
Harm Should Not be the New Normal. Compliance Week 2010 Washington, D.C. 
(May 24, 2010), http://www.sec.gov/news/ speech/2010/spch052410laa-1.htm; SEC 
Charges Private Equity Firm and Money Manager for Defrauding Detroit-Area Pub-
lic Pension Funds. Release 2010-64, http://www.sec.gov/news/press/2010/2010-
64.htm 
46 Harris Lee, A Critical Theory of Private Equity, 35 Del. J. Corp. L., 259, 264 
(2010).  
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filling a contract through a court procedure. As the U.S. court prac-
tice shows, in a range of cases the SEC sued against PEFMs for 
frauds, and in such a way indirectly protected the interests of PEF 
investors47. In my opinion, they had an opportunity to protect 
themselves in court but didn’t do this, trying to avoid possible 
court expenses. Huge court costs in the US are well known. More-
over, the increase in the number of cases, where the SEC sued 
against PEFM, took place after the financial crisis and it can be 
considered as a direct reaction to it.  

The next issue, which deserves attention is why having infor-
mation, institutional investors can’t take the right investment deci-
sion or conduct adequate monitoring of PE investments. 

As in the last decade we could notice a huge growth of the PE 
industry, complication of PEFs structure and diversity of used in-
vestment strategies, it is not difficult to guess that information dis-
closed by PEFM became more complicated, massive and ambigu-
ous for assessment even for professional investors.  

A recent study of AltAsset showed that the key problem lay not 
in the limited amount of disclosed information, but in the lack of 
standardized and comparable data48 to make proper due diligence 
and monitoring of PE investments.  

Another reason for legislative protection of PEF investors is the wish to 
protect them against fraud. At the same time most authors who re-
ferred to frauds as factors that cause the necessity to reconsider the 
notion of sophisticated investors. For example, Jill Fisch, refers to 
recent revelations of fraud, such as the Madoff investment scandal, 
and losses arising from investments in collateralized debt obliga-
tions, and argues that “even sophisticated institutional investors 
require greater regulatory protection”49. Professor Markham has a 
similar point of view stating that institutions do not always have the 
ability to protect themselves from speculative investment losses. 
Even institutional investors also asserted it in the context of deriva-

47 I didn’t find the similar court cases in the EU, when the government agency sued 
against PEF in the interests of investors. As a rule, such cases are considered in the 
arbitrage courts and are closed for public.  
48 Kathrine Campbell, Private Equity’s Data Drawback, Financial Times, (13 May 
2002). 
49 Jill E. Fisch, Top Cop or Regulatory Flop? The SEC, 95, Va. L. Rev. 785 (Jun., 
2009) in Anita K. Krug, Institutionalization, Investment Adviser Regulation, and the 
Hedge Fund Problem, 63 Hastings L.J. 1, 9 (2011).  
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tive regulation50. Taub says “even when buyers know all the rele-
vant information” it is nearly impossible to price even the simplest 
collateralized debt obligations and that it would take many days 
even for powerful computers to establish a price. As a result, even 
expert analysts got lost in the complexity and fell prey to decision-
making biases51. 

However, the majority of studies mainly refer to scandals in the 
hedge fund industry and problems with derivatives. PEFs have a 
lot of similarities with hedge funds but unlike the last ones they are 
less likely to engage in speculative trading activities and market ma-
nipulations because they usually do not actively trade in public cap-
ital markets and they practically don’t use derivatives52.  

Private equity frauds concern mainly valuations of PE invest-
ments, the potential overvaluation of assets when funds are mar-
keted. Some managers exaggerate the performance or quality of 
holdings by boosting their reported values during the fundraising 
period, then writing them down after that period closes53. The 
main reason why PEF investors can’t identify these frauds is ab-
sence of unified standards of valuation of PE investments.  

A range of PE self-regulatory organizations, both pan-
European and national ones, directed their efforts at working out a 
solution of this problem. They elaborated standards of disclosure 
of information, valuation and reporting by PEFs in order to make 
such information less complicated and simpler for understanding54. 

50 Jerry W. Markham, Protecting the Institutional Investors - Jungle Predator or 
Shorn Lamb? 12 Yale J. on Reg. 345, 358-359 (1995). 
51 Taub, supra note 10, at 189. 
52 Martin, supra note 5, at 74. 
53 Daisy Maxey, Investing in Funds & ETFs: A Monthly Analysis - Hedge Funds: If 
a Security Isn't Trading, What Is It Really Worth? Regulators Say some Unscrupu-
lous Managers Inflate the Value of Holdings to Benefit themselves, W.S.J., (Feb 4, 
2014), R.2.  
54 International Private Equity and Venture Capital Valuation Guidelines, EVCA 
Code of Conduct; International Private Equity and Venture Capital Investor Report-
ing Guidelines (Oct. 2012); International Private Equity and Venture Capital Valua-
tion Guidelines (Dec. 2012) in EVCA Handbook Professional Standards for the 
Private Equity and Venture Capital Industry (Jan 2013),  
http://www.evca.eu/uploadedFiles/Home/Toolbox/Industry_Standards/EVCA_Hand
book_January_2013.pdf#page=6; Environmental, Social, and Corporate Governance 
(ESG) Disclosure Framework for Private Equity 25 March 2013, 
http://www.evca.eu/uploadedFiles/Home/Toolbox/Industry_Standards 
/ESG_disclosure_ framework.pdf; Recommendations, Openness and transparency in 
the private equity industry (June 17, 2008). 
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However, as IOSCO remarks, another problem is that while pri-
vate equity standards are widely used, they still have not been 
adopted consistently across the industry55. So there arises the prob-
lem of providing of compliance of these standards by PEFMs. 

Moreover, analyzing the problem of failure of sophisticated in-
vestor doctrine, academics mainly refer to the problems of the re-
tailization of the U.S. private equity industry. The U.S. definition of 
accredited investors permits an average individual to invest in 
PEFs. Indeed, 200, 000 USD is not a high amount of money in the 
U.S. and it is possible to agree with the SEC, which questioned the 
ability of this expanded class of accredited investors to understand 
the complexity and risks of privately offered pooled investment 
vehicles, including the lack of publicly available information about 
the investment, undisclosed conflicting interests, complex fee ar-
rangements, and higher risk structure56. However, the problem of 
retailization of the private equity industry is not relevant for the 
EU, which has a much higher investment threshold to be consid-
ered as a professional investor and less so high-paying jobs as in 
the U.S. 

The argument, which can be used in favor of contractual pro-
tection of PEF investors, is unequal extent of protection of differ-
ent categories of institutional investors. Studies of Lerner, Schoar 
and Wongsunwai (2007), Da Rin and Phalippou (2011) showed 
that institutional investors are characterized by heterogeneity57. It 
can be argued that small institutional investors don’t have enough 
sophistication to invest in alternatives.  

On the one part, the volume of the given information will differ 
depending on the size of investment and the type of investor, and 
their ability to demand favorable terms of contract. Unlike PEF 
large investors, smaller ones usually can’t afford to hire a large team 
of specialists-professionals, receive more favorable contractual 
terms and engage in a great number of monitoring activities58. But 

55 IOSCO Technical Committee, Private Equity Final Report (May 2008), at p. 11. 
56 Smith, supra note 10, at 271. 
57 Lerner, Josh, Antoinette Schoar and Wan Wongsunwai, Smart Institutions, Fool-
ish Choices: The Limited Partner Performance Puzzle, 62 Journal of Finance, 731, 
731–764 (2007); Marco Da Rin, Ludovic Phalippou, The Benefits of Size for Private 
Equity Investors (November 2011), 
http://www2.warwick.ac.uk/fac/soc/wbs/subjects/finance/seminars/benefits_of_size-
ludovic_phalippou.pdf 
58 Da Rin & Phalippou, supra note 57, at 1. 
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despite the fact that investors with larger investment allocations 
have more power to impose, e.g., restrictive covenants on PEFs, 
some covenants, imposed by large investors can be beneficial for 
smaller ones (e.g. restrictions placed on a fund operation, liability 
of PEFM etc.).  

From the other hand, without minimal disclosure requirements, 
limited partnership agreement will not be concluded. At the same 
time, the law doesn’t provide an exhaustive volume of the infor-
mation that should be disclosed to the investors. Thus, a PE con-
tract is an effective tool for monitoring of PE investments irrespec-
tive of the type of investor. However, for smaller investors it can 
be too costly to provide the enforcement of a PE contract terms. 
That is why the law should provide mandatory disclosure of basic 
information as to PEFs. Herewith, PEFMs usually don’t mind dis-
closing basic information about PEFs. The main worries concern 
depositary and leverage costs of the AIFMD59. 

Herewith, increasing of the volume of disclosed information 
does not always facilitate taking the informed investment decisions 
by investors. As the study of Paredas shows, overloading investors 
with information can have the opposite result. In case when the 
more information becomes available, people do not always focus 
on the most relevant information but might become distracted by 
less relevant information. Moreover, investors might use less in-
formation, as the information search and processing costs in-
crease60. As a result, investors can take worse investment decisions 
in case when PEF discloses more information. 

Increasing of disclosure of information can also impose addi-
tional costs on PEFMs, as a result, they will reduce promised re-
turns to their investors. The core issue, whether PEF investors are 
ready to pay such price for increased protection of their interests. I 
think, the answer is no; that is why the law should provide disclo-
sure of just basic information by PEFMs to their investors. 

It is worth to note that replacing contractual protection by the 
legislative one will not take place. Legislative protection just sup-
plements contractual one. As the majority of private equity invest-

59 Deloitte. Responding to the New Reality. Alternative Investment Fund Managers 
Directive Survey (July 2012). – 32 p., http://www.deloitte.com/assets/Dcom-
UnitedKingdom/Local%20Assets/Documents/ Industries/Financial%20Services/uk-
fs-aifmd-survey-responding-new-reality.pdf. 
60 Troy Paredas, supra note 26, at 441-442. 
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ments are multi-million transactions, legislative protection is not 
sufficient to provide an adequate level of investor protection. Only 
private equity contract can minimize agency costs in the most effi-
cient way. 

The important issue is whether protection of hedge fund so-
phisticated investors should differ from PEF ones. As it has been 
mentioned above, unlike private equity, hedge funds are more in-
volved in speculative activity and a great number of frauds, com-
mitted by them, have been documented. That is why, in my view, 
unlike PEFs, the legislator should provide stronger protection of 
hedge fraud investors, which should be expressed both in the high-
er volume of disclosed information to hedge fund investors and 
increased oversight of hedge fund activity by the authorized agen-
cies.  

Thus, the financial crisis revealed the problems of PEF institu-
tional investor protection. Failure in due diligence and frauds are 
explained not by non-disclosure of information but by its form, 
which became too complicated and burdensome. PE contract is 
still an effective tool of investor protection. The law will not re-
place a contract. However, for the enforcement of PE investments 
by small institutional investors the law should require the disclosure 
of basic information about PEFM activity. 

3.2. Protection of private equity fund indirect retail in-
vestors 

 
In the academic literature it is stressed that institutional investor 
allocations in PEFs also may affect participants in the financial 
markets who are not direct fund investors. Herewith, it is pointed 
that sophisticated institutional investors, whether it is a bank, pen-
sion fund, mutual fund, or other entity, often represent invest-
ments from many individual retail investors61. Such institutions just 
hold legal title to these investments but all the risks are on the “ul-
timate investors”, who are ordinary people – workers, which on 
their own behalf would not be considered sophisticated. Therefore, 
when a sophisticated investor makes poor choices, this harms the 

61 Speech by SEC Commissioner: Financial Regulatory Reform: The SEC Moving 
Forward. Commissioner Luis A. Aguilar (September 21, 2010), 
http://www.sec.gov/news/speech/2010/spch092110laa.htm 
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ultimate investors, the people whom the securities laws were de-
signed to protect62. 

Moreover, pension funds investments to private equity are quite 
significant. According to the EVCA, pension funds have invested 
more than €50bn of private equity and venture capital for the past 
four years and their investments in private equity continue to grow 
(in 2012 investments in alternatives made up 19% of all pension 
fund assets globally, compared with 5% 15 years ago)63. 

The remarkable growth of pension fund investments in private 
equity, however, was accompanied by a number of challenges. In 
the wake of the financial crisis of 2008 EU pension funds, as well 
as the US ones became significantly underfunded. 

Despite that fact that direct failures of pension funds are rarely 
observed, and they don’t pose systemic risks (there were not chain 
failures), pension funds have suffered sharp losses from PE in-
vestments64. Particular concern is the possibility of government 
bailouts at the expense of taxpayers’ money, as it was with banks in 
the wake of financial crisis. Taxpayers’ money should not be ex-
posed to risks of the bailouts again. However, in case of pension 
funds’ failures or significant underfunding, the government has a 
moral, if not a statutory, duty to help where pensions are mandato-
ry and annuitisation at retirement is obligatory65. This caused poli-
cymaker’s concerns about the necessity of the both private equity, 
pension fund and banking regulation revision to provide a strong 
protection of retirement savers.  

Assessing the necessity of justification of PE regulation, moti-
vating by pension fund investor protection, it is also necessary to 
look what caused pension fund underfunding and what was the 
nature of pension fund losses in the wake of the financial crisis.  

62 Taub, supra note 10, at 190. 
63 Emma Boyde, Pension Funds Press forward on Alternative Route, Financial 
Times (July 8, 2013), at p.15. 
64 Pension Fund Reserves Hard Hit by Economic Crisis, available at 
http://www.eurofound.europa.eu/eiro /2009/05/articles/nl0905019i.htm; See also, 
David Natali, Pensions after the Financial and Economic Crisis: a Comparative 
Analysis of Recent Reforms in Europe, European Trade Union Institute Working 
Paper (July, 2011). 
65 Brian & Love, supra note 37, at 81. 
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It is also important to note that such losses were not higher 
than losses from other investments (e.g. in real estate funds)66. 
Moreover, they were mainly caused by the losses in the value of 
private equity investments. Before the financial crisis private equity 
funds have been highly leveraged. As such leverage is not a true 
risk itself, but it exacerbates liquidity problems in market down-
turns. In particular, dependence on leverage creates the risk that 
the fund will be unable to meet its obligations67. So pension fund 
investment losses in private equity have been caused not by the 
problems of private equity industry but banking system. The legis-
lative response to the problem of pension fund losses followed on 
two levels: through enhancing of bank capital requirements in Ba-
sel III and PE regulation in the AIFMD. From this point of view, 
strong private equity regulation is excessive. 

However, managers of underfunded pensions may have incen-
tives to engage in more myopic investment strategies by taking 
more risky projects, which may generate higher short-term returns 
(and also higher possibilities of losses)68. This is a classic principal-
agent problem, when retirement savers delegate decision-making 
authority to pension fund managers69 and the last ones breach their 
fiduciary duties. Development of guidance of sound due diligence 
and monitoring of private equity investments, especially for public 
pension funds’ ones, and enhancing supervision of such invest-
ments by pension fund regulator could be an adequate response. 

Assessing the necessity of extent of PE regulation, private equi-
ty and pension funds are interconnected70 and overregulation of 

66 Douglas Elliot, The Financial Crisis Effects on the Alternatives for Public Pen-
sions. The Brookings Institution (2010), at p. 2, 
http://www.brookings.edu/~/media/research/files/papers/2010/4/20%20public% 
20pensions%20elliott/0420_public_pensions_elliott.pdf 
67 U.S. GAO Report12-324. Defined Benefit Pension Plans. Recent Developments 
Highlight Challenges of Hedge Fund and Private Equity Investing, (February 2012) 
at p. 12. 
68 Haikun Zhu, Hao Liang, NL David K. Ding, Mortality Risk, Pension Agency 
Problem, and A Modern Malthusian Theory of Capital Structure, at p. 11, 
http://ifd.international.workshop.dauphine.fr/fileadmin/ medi-
atheque/Workshop/workshopifdinternational/Article_Hao_LIANG.pdf 
69 Edwards, supra note 6, at 47.  
70 Private Equity Growth Capital Council. Long-term commitments: The Interde-
pendence of Pension Security and Private Equity (April, 2013), available at 
http://www.pegcc.org/wordpress/wp-content/ uploads/Long-Term-Commitments-
The-Interdependence-of-Pension-Security-and-Private-Equity.pdf 
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private equity funds will have negative impact on pension fund 
industry. Only private equity investments can provide the necessary 
level returns to pension funds in order to fulfill their obligations 
before the growing number of pensioners. Especially state pension 
funds have a pressure to cover payouts to baby boomers born after 
the World War II who turned 65 years old and became eligible for 
pensions. The potential for alternative investments such as PEFs 
also helps to decrease funding volatility and diversify plan assets - 
while seeking to close the funding gap.  

Thereby, it is necessary to note that there should be provided a 
reliable protection to pension fund investors, otherwise they will 
not invest in private pension funds but too extensive protection 
will limit returns of PEFs and respectively payouts to retirement 
savers and they will not invest in pension funds. In my view, the 
law should provide transparency of the private equity industry and 
require the minimum level of disclosure of information in the in-
terests of retirement savers. In such way it will enhance trust of 
retirement savers and at the same time facilitates the development 
of pension fund and private equity industries.  

3.3. Protection of private equity fund direct retail inves-
tors 
 
As already mentioned, if AIFs marketed to retail investors, a mem-
ber-state may impose stricter or additional requirements on the 
AIFM or the AIF than the requirements applicable to the AIFs 
marketed to professional investors, except when the EU AIFs es-
tablished in another Member State and marketed on a cross-border 
basis than on AIFs marketed domestically (art. 43 of AIFMD).  

As a general rule, for marketing PEFs to retail investors, they 
should get permission. Herewith, those jurisdictions that permit 
distribution PEFs to retail investors impose entry requirements for 
the retail investors – the minimum size of investment (it is much 
higher than in the UCITS) or the nominal value of the PEF securi-
ties. In Netherlands additional disclosure of information should be 
provided to supervisory authorities  (Financial Market Supervision 
Act art. 4:37p; para 10.3.1.1 Financial Market Supervision Act Mar-
ket Conduct Decree. In Luxembourg a comparable level of inves-
tor protection as to UCITS should be provided (art. 46 Law of 
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Luxembourg of July 12, 2013 on Alternative Investment Fund 
Managers). 

In the listed PEs investor protection is exercised by means of 
reporting to their investors, however, a full disclosure of infor-
mation is often limited because of the commercial sensitivity of 
PEs71. 

Retail investors, which bought derivatives as a result of securiti-
zation of PEF interests, are protected by means of derivative regu-
lation72. 

Considering an issue about the necessity of direct PEF retail in-
vestor protection by general legislation (the AIFMD), it is neces-
sary to take into account if such regulation will reflect the interests 
of all investors proportionally according to their share in PEFs) 
and transaction costs of such regulation.  

According to data of European Commission from 2007 direct 
retail investor participation in PE and venture capital funds was 
approximately 2% of the net sales73.  

Now a debate concerning an increasing of retail investor access 
to them is under way. From the one hand, this policy will provide a 
greater consumer choice for retail investors and gives additional 
capital for PEFs, what can be beneficial for them74.  

This is particularly acute in the view when PEFs have lack of 
capital as a result of the financial crisis and recent legislative re-
forms, which strengthened capital requirements in banks and in-
surance companies and thereby disincentivized their investment 
allocations to PE. If the policymaker will apply Solvency II stand-
ard to pension funds, who are the major investors to PE now, it is 
more likely that the share of retail investors in PE will grow even 
faster and, as Professor Lerner said that over the next five to ten 

71 Andrea Lowe, Listed Private Equity? (March 2013), at p. 17, www.lpec.com 
72 Regulation (EU) No 648/2012 of the European Parliament and Council of 4 July 
2012 on OTC derivatives, central counterparties and trade repositories, OJ L 201, 
27.7.2012, p. 1–59. 
73 PriceWaterhouseCoopers, The Retailisation of Non-harmonised Investment Funds 
in the European Union (ETD/2007/IM/G4/95). Prepared for European Commission 
DG Internal Market and Services, (October 2008), at p. 13. 
74 Lee, supra note 13. 
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years they would be a very important source of capital for alterna-
tive asset managers75. 

From the other hand, encouraging of greater retail participation 
in PEFs can be costly. It is questionable whether retail investors 
have the level of sophistication to understand financial matters so 
well to make investments in a private equity. Increasing of retail 
investors in PEFs will inevitably entail a shift towards strengthen-
ing of the PE regulation (even more than now), providing retail 
investors with additional remedies. The costs of retail investor pro-
tection are too high. It is for this reason retail investors of PEFs 
have been excluded from the participation in PEFs what allowed 
the last ones to be unregulated for a long time.  

Thus, until the number of retail investors in PEFs will reach a 
critical mass, their protection should be envisaged in special regula-
tion but not in general one. Otherwise, it would be breached the 
principles of proportionality and economic efficiency of PE regula-
tion. 

Part IV. Protection of PEF investors and 
capital market efficiency. An optimal 
approach to private equity regulation 

 
The analysis of justifications of investor protection showed that 
they don’t need such a strong investor protection as provided by 
the AIFMD. In fact, we can even notice overregulation of the Eu-
ropean PE industry, which is motivated by an investor protection 
objective; wherein the main principles of efficient and effective 
market functioning are breached and undue costs are put on PE 
industry.  

As the reports of all committees appointed by the European 
Commission emphasized, along with protection of investors, no 
less important goal is to ensure efficiency of the capital markets76. 
The U.S. legislative acts (the Securities Act of 1933 (§ 2(b)), the 
Investment Company Act of 1940 (§ 2(c)) clearly define the goals 

75 Cash Strapped Private Equity Industry Sees Opportunity In 401(k) Plans (April 5, 
2013) // http://www.privateequitysalaries.com/cash-strapped-private-equity-
industry-sees-opportunity-in-401k-plans/ 
76 Rüdiger Veil, European Capital Markets Law, (Oxford and Portland, Oregon, 
2013), at p. 18. 

24 
 

 



Protection of private equity fund investors in the EU 

 

of securities regulation: to protect investors, maintain fair, orderly, 
and efficient markets, and facilitate capital formation. Moreover, in 
1980s in the U.S. the focus of securities regulation was shifted from 
investor protection to market efficiency and capital formation. A 
number of studies proved that effective and transparent market is 
the best investor remedy77. 

Among the main cost of overregulation Professor Mayer names 
higher costs for firms and investors, altering the costs of entry and 
competition; loss of competitiveness of financial centers, leading to 
the migration of firms from over-regulated to better (or less) regu-
lated markets78.  

The increasing costs of regulation cause a major concern for 
private equity industry and its investors. The success of a high tech 
sector and private equity (venture capital) industry hinges crucially 
on the ability of the financial sector to provide the degree of flexi-
bility and innovation required by the corporate sector79. The so-
phisticated investor doctrine and low cost of banking capital gave 
some kind of flexibility to PEFs and, as in the case with hedge 
funds, let them grow80. Loss of those advantages by the private 
equity funds is likely to limit their profitability of the funds and 
lower returns for investors. At present, investments in PEFs have 
been significantly reduced81. It can be explained by the conse-
quences of the economic downturn as a result of the financial crisis 
of 2008, the increasing costs of compliance with the AIFMD; the 
impact of enhancing capital requirement of banks and insurance 
companies, posed by Basel III and Solvency II respectively, that 
make their investments in private equity less attractive. 

77 Howard M. Friedman, Being Rich, Accredited and Undiversified: The Lacunae in 
Contemporary Securities Regulation, 47 Okla. L. Rev. 291, 291-292 (1994). 
78 Franks, Mayer & da Silva, supra note 3, at 376. 
79 Franks, Mayer & da Silva, supra note 3, at 376. 
80 Regulating Hedge Funds and Other Private Investment Pools: Hearing Before the 
S. Comm. on Banking, Housing, & Urban Affairs, 111th Cong. 34 (2009) (prepared 
statement of Andrew J. Donohue, Dir., Div. of Inv. Mgmt., SEC), available at 
http://www.gpo.gov/fdsys/pkg/CHRG-111shrg54883/pdf/CHRG-111shrg54883.pdf 
81 According to the EVCA European Private Equity Activity 2013: Statistics on 
Fundraising, Investments and Divestments (May, 2014), 
http://www.evca.eu/media/142790/2013-European-Private-Equity-Activity.pdf in 
2007 all private equity raised €79.6 bn, but in 2013 just €53.6 bn. 
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Imposing of undue investment costs will reduce competition 
inside PE industry; it will be too costly for small PEFs to follow 
such a regulation82.  

Loss of competitiveness of financial centers, leading to a migra-
tion of firms from over-regulated markets to less regulated ones, 
causes particular concern. Coordination with the US regulatory 
regime in particular is essential in avoiding a situation in which the 
EU alternative investment fund industry loses competitiveness at a 
global level as a result of regulatory arbitrage83. As it was men-
tioned above, the US private equity regulation is more liberal than 
the EU one.  

This problem is known due to the Sarbanes-Oxley Act of 2002 
(SOX) adoption, which jeopardized the competitiveness of the US 
equity market. SOX compliance costs were so high that a lot of 
companies deregistered and moved to stock exchanges in other 
countries84.  

That is why a legislator should be very careful when designing 
an effective system of PE regulation. PEFs are important elements 
of a financial system, where all of them are interconnected, and 
overregulation of PEFs can have a negative impact on the whole 
economy. Thus, it is necessary to design a balanced regulation 
which will take into account both: PEF investors’ and PE industry 
interests.  

Thus, there arises the question: What is the optimal approach to 
PE regulation in the post-crisis environment? Academic literature 
presents several ones: contractual regulation, legislative regulation, 
self-regulation, co-regulation85. 

PE contract allows to PEF investors to enter a variety of cove-
nants, which provide the maximum protection of their rights and 
reduce agency costs.  

82 Deloitte. Responding to the new reality. Alternative Investment Fund Managers 
Directive Survey (July 2012). – 32 p., http://www.deloitte.com/assets/Dcom-
UnitedKingdom/Local%20Assets/Documents/ Industries/Financial%20Services/uk-
fs-aifmd-survey-responding-new-reality.pdf. 68% of respondents believe that larger 
managers are looking to take advantage of the reduced level of competition to grow 
their business. 
83 House of Lords Report, supra note 27, at 5. 
84 Craig Doidge, G. Andrew Karolyi, and Rene M. Stulz, Why Do Foreign Firms 
Leave U.S. Equity Markets? 65 Journal of Finance,  1507, 1508 (2010). 
85 McCahery & Vermeulen, supra note 4, at 198-200. 
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However, as it have been abovementioned the information, dis-
closed by PEFs, became more difficult for assessment even by in-
stitutional investors. As a result, the role of PE contract as the 
most efficient investor remedy decreases. In this relation, self-
regulation can be considered to be an optimal strategy. This regula-
tory approach permits to protect investors and at the same time to 
preserve flexibility of PE structures, as it is generated by the indus-
try professionals. Ranges of standards for PE industry have already 
been developed. But the major concern is how to provide compli-
ance with these standards.  

Considering the legislative PE regulation, it is important to note 
that mandatory legal rules are inflexible in their nature and may 
prevent firms from making well-considered decisions and timely 
changes in response to underway innovations in the economy86. 
Moreover, transaction costs of such a regulation are too high, what 
is confirmed by a range of researches of both private equity indus-
try and independent academic ones87.  

Currently, membership in private equity and venture capital 
self-regulatory organizations is voluntary. In fact, the law can pro-
vide the enforcement of compliance with standards, developed by 
self-regulatory organizations. Moreover, legislation performs an 
important function of small institutional and indirect PEF investor 
protection by providing minimum requirements to disclosure of 
information at the legislative level. Such approach, which combines 
different ways of regulation, is called co-regulation in the legal liter-
ature. Taking into account the above-mentioned, I agree with a 
view of legal scholars McCahery and Vermeulen, who consider co-
regulation as the most optimal way of PE regulation88. 

Conclusion 
 
The conducted analysis of the legislative protection of different 
categories of PEF investors showed that nowadays we could ob-
serve their overprotection. In my view, the EU legislator should 

86 McCahery & Vermeulen, supra note 4, at 199. 
87 EVCA, The AIFMD Essentials, Brussels, (December, 2010), at p. 2, 
http://www.evca.eu/uploadedFiles 
/Home/Public_And_Regulatory_Affairs/AIFM_Directive/EVCA_AIFMD_Essential
s.pdf 
88 McCahery & Vermeulen, supra note 4, at 223-225. 
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reconsider its approach to PE regulation towards its liberalization. 
The most efficient regulatory approach to PE regulation is co-
regulation, which includes contractual protection, self-regulation 
and includes some elements of legislative enforcement of stand-
ards, developed by self-regulatory organizations, and minimum 
disclosure requirements in the interests of small institutional and 
indirect PEF investors. Co-regulation allows supporting flexibility 
of PEF structures and provides efficient protection of investors. 
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