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SEC’S REGULATORY FOCUS ON PRIVATE FUNDS IN EARLY 2022

1. January 27, 2022 - Risk Alert on Exam Observations

2. March 30, 2022 – Annual Examination Priorities Announcement

3. April 26, 2022 – Risk Alert on MNPI
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THE SEC’S JANUARY 2022 RISK ALERT 

▪ On January 27, 2022, the SEC published a Risk Alert summarizing

observations from recent examinations including:

A. Fiduciary duties

B. Conduct inconsistent with disclosures

C. Disclosures regarding prior performance and marketing

D. Due diligence

E. Hedge clauses
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A. Fiduciary duties

▪ Duty of Care

▪ Duty of Loyalty

“An investment adviser’s fiduciary duty under the Investment Advisers Act 
of 1940 (“Advisers Act”) comprises a duty of care and a duty of loyalty. 
This means the adviser must, at all times, serve the best interest of its 
client and not subordinate its client’s interest to its own. In other words, the 
investment adviser cannot place its own interests ahead of the interests of 
its client. This combination of care and loyalty obligations requires the 
investment adviser to act in the “best interest” of its client at all times. 
Although investment advisers owe their clients a fiduciary duty under the 
Advisers Act, that fiduciary duty must be viewed in the context of the 
agreed-upon scope of the relationship between the adviser and the client.”
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B. Conduct inconsistent with disclosures

▪ Failure to obtain informed consent from Limited Partner Advisory Committees, 

Advisory Boards or Advisory Committees (collectively “LPACs”) required under fund 

disclosures. 

▪ Failure to follow practices described in fund disclosures regarding the calculation of 

Post-Commitment Period fund-level management fees.

▪ Failure to comply with LPA liquidation and fund extension terms.

▪ Failure to invest in accordance with fund disclosures regarding investment strategy. 

▪ Failures relating to recycling practices.

▪ Failure to follow fund disclosures regarding adviser personnel.
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C.  Disclosures regarding prior performance and marketing

▪ Misleading material information about a track record.

▪ Inaccurate performance calculations.

▪ Portability - failure to support adequately, or omissions of material 

information about, predecessor performance.

▪ Misleading statements regarding awards or other claims.
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D. Due diligence

“As a fiduciary, an investment adviser must have a reasonable belief 

that the advice it provides is in the best interest of the client based on 

the client’s objectives.”

▪ Lack of a reasonable investigation into underlying investments or 

funds.

▪ Inadequate policies and procedures regarding investment due 

diligence.
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E. Hedge clauses

“Whether a clause in an agreement, or a statement in disclosure 

documents provided to clients and investors, that purports to limit an 

adviser’s liability (a “hedge clause”) is misleading and would violate 

Sections 206(1) and 206(2) of the Advisers Act depends on all of the 

surrounding facts and circumstances.”



Reporting and Audit Requirements

▪ Presenter’s Name  |  Presenter’s Name  |  Presenter’s 

Name

▪ Date



2

Private Fund Quarterly Statements

Proposed Rule 211(h)(1)-2 would require registered advisers that manage

private funds to distribute a quarterly statement to the investors in those

funds that describes in detail:

i. all fees and expenses paid by the private fund during the reporting

period;

ii. fees and expenses paid by underlying portfolio investments to the

adviser and its related persons; and

iii. performance information based on standardized metrics that differ

based on whether the adviser classifies the private fund as a liquid

or illiquid fund.
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Private Fund Quarterly Statements (Cont’d) –

Fees and Expenses Paid by the Private Fund

The Proposed Rule would require registered private fund advisers to 

disclose the following information to investors in a table format: 

• Adviser Compensation: all compensation, fees, and other amounts 

paid to the adviser or any of its related persons by, or allocated to, 

the private fund with separate line items for each category of 

payment.

• Fund Expenses: all other fees and expenses paid by the private 

fund, with separate line items for each category of fee or expense. 

• Offsets or Rebates: any offsets or rebates carried forward to 

subsequent quarterly periods that would reduce future payments or 

allocations to the adviser or its related persons.
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Private Fund Quarterly Statements (Cont’d) –

Fees and Expenses Paid by Covered Portfolio Investments

For any “covered portfolio investment,” the Proposed Rule would require 

advisers to disclose in a single table: 

i. all compensation allocated to, or paid by, each covered portfolio 

investment to the adviser or its related persons; and 

ii. the private fund’s ownership percentage of each covered portfolio 

investment as of the end of the reporting period along with a brief 

description of the fund’s investment in the covered portfolio 

investment.

The Proposed Rule would require an adviser to consolidate the reporting for 

substantially similar pools of assets when doing so would provide more 

meaningful information to investors and would not be misleading (e.g., 

consolidated reporting for a master-feeder structure).
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Private Fund Quarterly Statements (Cont’d) –

Performance Information of the Private Fund

i. Illiquid private funds:

• gross and net IRR and MOIC for the fund;

• gross IRR and MOIC for each of the realized and unrealized portions of 

the fund’s portfolio; and

• a statement of contributions and distributions.

• The information should be from inception of the illiquid fund through the 

reporting quarter, and computed without the impact of any fund-level 

subscription facilities.

ii. Liquid private funds:

• annual net total returns for each calendar year since the fund’s 

inception; 

• the average annual net total returns over the one-, five-, and ten-

calendar year periods; and 

• the cumulative net total return for the current calendar year as of the 

end of the most recent calendar quarter. 
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Annual Audited Financial Statements

• Proposed Rule 206(4)-10 would require registered advisers that 

manage private funds to obtain annual financial statement audits from 

independent public accountants for the private funds they advise. A 

liquidation audit also would be required.

i. Note that many registered advisers to private funds already obtain 

annual audits to comply with Rule 206(4)-2 (the Custody Rule).

• The Proposed Rule would require those statements to be distributed to 

current investors “promptly” after the completion of the audit.

• The accountant performing a private fund audit would be required to 

meet specified independence standards and the audited financial 

statements would be prepared in accordance with U.S. GAAP (or with 

comparable information for non-U.S. private funds).
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Annual Compliance Review

The proposed amendments to Rule 206(4)-7 would require all registered 

investment advisers to document in writing the adequacy of their 

compliance policies and procedures and the effectiveness of their 

implementation at least annually.



Private Fund Adviser Prohibited Activities 
(Proposed Rule 211(h)(2)-1)

An investment adviser to a private fund may not, directly or indirectly, do the 
following with respect to the private fund, or any investor in that private fund:

(1) Charge a portfolio investment for monitoring, servicing, consulting or other
fees in respect of any services that the investment adviser does not, or does not
reasonably expect to, provide to the portfolio investment;

(2) charge the private fund for fees and expense associated with an examination
or investigation of the adviser or its related persons by any governmental
regulatory authority;

(3) charge the private fund for any regulatory or compliance fees or expenses of
the adviser or its related persons;



Proposed Prohibited Activities Rule (Cont’d)

• (4) reduce the amount of any adviser clawback by actual, potential, or
hypothetical taxes applicable to the adviser, its related persons or their
respective owners or interest holders;

• (5) seek reimbursement, indemnification, exculpation, or limitation of liability by
the private fund or its investors for a breach of fiduciary duty, willful
misfeasance, bad faith, negligence, or recklessness in providing services to the
private fund;

• (6) charge or allocate fees and expenses related to a portfolio investment or
potential portfolio investment) on a non-pro rata basis when multiple private
funds and other clients adviser by the adviser or its related persons have
investment (or propose to invest) in the same portfolio investment; and

• (7) borrow money, securities, or other private fund assets, or receive a loan or an
extension of credit, from a private fund client.
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Expenses Associated with an Examination or 
Investigation

• Not limited to SEC investigations of registered advisers
• Applies to any governmental or regulatory agency (IRS, EPA, etc).
• Investigations in connection with a private fund’s activities are not uncommon and

can involve the adviser
• Interplay with fund indemnification provisions and recall of advancement of

expenses
• Specific fund expenses for filings permitted (i.e., Form D)

• Expenses associated with an inquiry by a regulator about a fund filing
• Unintended consequences

o Incentive to settle
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Regulatory or Compliance Fees or Expenses

• “Regulatory or compliance fees and expenses” are not defined
o No bright line between an adviser and fund expense (e.g., direct lending

fund’s strategy triggering license requirement for adviser/GP; EU short
selling reports)

• Impact on existing market practices:
o Form PF expenses often treated as a fund expense
o “ . . . The proposed rule would not prohibit an adviser from charging a

private fund for all the costs associated with a regulatory filing of the
fund.” (Release, p. 142)

o Anchor investors seeding new managers often bear part of start-
up/registration

• Potential consequences of a flat prohibition
o Undermines role of sophisticated investors in negotiating expenses
o Increase in management fee rates
o Diminished investment in compliance infrastructure

• Absence of a grandfathering clause
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Reducing Clawback by Taxes

• Clawback mechanism-a byproduct of GP/LP negotiation
• Current market practices for clawbacks
• Potential impact of prohibition

o Individuals allocated carried interest may have to come out of pocket twice
o Inability to use losses associated with payment of GP clawback (i.e.,

individuals are not able to carry back current losses to prior tax years)
o Incentive to delay realizations?
o Incentive to reduce risk/return profile of investments?
o Increase in carry percentages?
o Eliminate preferred return to diminish tax hit?
o Stop offering clawbacks
o Replicate strategy in an open-ended construct

• Absence of a grandfathering clause
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Non-Pro Rata Allocation of Fees and Expenses

• “Related to a portfolio investment”
• The “same portfolio investment”-not defined

o Two funds investing in the same issuer
• Pro rata based on what and when?
• Is pro rata always most equitable?

o Funds investing at different times and/or at different prices
o A small follow-on may lead to a large increase in value
o One fund diligences a company and determines target is not consistent with

the fund’s strategy but is better suited to the strategy of another fund of the
adviser—how must those costs be shared?

o Non-pro rata trade allocations for odd lost and incomplete order fills
o Different uses of the same resource
o Potential co-investments

 Pro rata rule applies to broken deal expenses as well
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Proposed Rule 211(h)(2)-3 Preferential Treatment

(a) An investment adviser to a private fund may not, directly or indirectly, do the following
with respect to any private fund, or any investor in that private fund:

(1) Grant an investor in the private fund or in a substantially similar pool of assets the
ability to redeem its interest on terms that the adviser reasonably expect to have a
material, negative effect on other investors in that private fund or in a substantially
similar pool of assets;

(2) Provide information regarding the portfolio holdings or exposures of the private
fund, or of a substantially similar pool of assets, to any investor if the adviser
reasonably expects that providing the information would have a material, negative
effect on other investors in that private fund or in a substantially similar pool of
assets.

“Substantially similar pool of assets” means a pooled investment vehicle (other than an
investment company registered under the Investment Company Act of 1940 or a company
that elects to be regulated as such) with substantially similar investment policies, objective
or strategies to those of the private fund managed by the investment adviser or its related
persons.
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Proposed Rule 211(h)(2)-3 Preferential Treatment 
(Cont’d)

(b) An investment adviser to a private fund may not, directly or indirectly, provide any
other preferential treatment to any investor in the private fund unless the adviser
provides written notice as follows:

(1) Advance written notice for prospective investors in a private fund. The
investment adviser shall provide to each prospective investor in the private
fund, prior to the investor’s investment in the private fund, a written notice
that provides specific information regarding any preferential treatment the
adviser or its related persons provide to other investors in the same private
fund.

(2) Annual written notice for current investors in a private fund. The investment
adviser shall distribute to current investors, on at least an annual basis, a
written notice that provides specific information regarding any preferential
treatment provided by the adviser or its related persons to other investors in
the same private fund since the last written notice provided in accordance
with this section, if any.
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Preferential Treatment

• Extremely broad reach
o Is an ERISA investor that is permitted to exit a closed-end fund because of a plan

assets issue being given “preferential treatment”
o Same question for insurance companies which may need special redemption rights

to satisfy liquidity tests
o Does this jeopardize standard excuse/exclusion provisions in fund LPAs?
o Hedge funds with multiple classes/series
o Preferential can imply return assumptions

• Seed Investors
o Typically negotiate preferential rights
o Impact of a flat prohibition on access to seed capital

• Individualized investor reporting for tax, regulatory and similar reasons
• Impact on traditional MFN process

o Timing requirement and standard MFN process
o Expenses associated with MFN process
o [ILPA endorsement a sized-based MFN]

• Substantially similar pool of assets
o Fund-of-ones
o Closed-end and open-end funds targeting substantially similar assets
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Preferential Treatment (Cont’d)

Absence of a grandfathering clause

• Breach of a regulation
• Breach of contract
• Compulsory redemption of investors to comply
• Wind down of funds
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Proposed Rule 211(h)(2)-2 Adviser-Led Secondaries

(a) As a means reasonably designed to prevent fraudulent, deceptive, or manipulative
acts, practices, or courses of business with the meaning of section 206(4) of the
Advisers Act, it is unlawful for any investment adviser that is registered or required
to be registered under section 203 of the Advisers Act to complete an adviser-led
secondary transaction with respect to any private fund, unless the adviser:

(1) Obtains and distributes to investors in the private fund, a fairness opinion
from an independent opinion provider; and

(2) Prepares and distributes to investors in the private fund, a written summary
of any material business relationships the adviser or any of its related persons
has, or has had, within the past two years, with the independent opinion
provider, in each case, prior to the closing of the adviser-led secondary
transaction.

11



Proposed Rule 211(h)(2)-2 Adviser-Led Secondaries 
(Cont’d)

“Adviser-led secondary transaction” means any transaction initiated by the
investment adviser or any of its related persons that offers private fund investors the
choice to

(1) Sell all or a portion of their interests in the private fund; or
(2) Convert or exchange all or a portion of their interests in the private fund for

interests in another vehicle advised by the adviser or any of its related
persons.

“Fairness opinion” means a written opinion stating that the price being offered to the
private fund for any assets being sold as part of an adviser-led secondary transaction is
fair.

“Independent Opinion Provider” means any entity that:

(1) Provide fairness opinions in the ordinary course of its business; and
(2) Is not a related person of the adviser.
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Proposed Rule 211(h)(2)-2 Adviser-Led Secondaries 
(Cont’d)

o “Offers” private fund investors
o Assumes remaining in the fund is an option

o Other means of ensuring fairness (competitive sales process; ability to cash out;
asset in question has been subject of a liquidity event)

o Role of secondary market in determining price
o Fairness opinion and other asset classes (e.g., real estate)
o Costs of a fairness opinion
o Definition of “adviser-led secondary transactions”

o Cross trades
o Warehousing
o Season and sell activities

o Timing of distribution of opinion

13
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Timeline for Compliance

• Comments to the Proposed Rules were due on June 13, 2022.

• The Proposed Rules would have a one-year transition period for

advisers to come into compliance.



Thank You

Anne C. Choe

achoe@willkie.com

Ira P. Kustin
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