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During his tenure as head of the U.S. Securities & Exchange Commission (“SEC”), Chair 
Gary Gensler has pursed an aggressive agenda for regulating the asset management industry that 
has attracted considerable attention from a wide spectrum of commentators.  Much of the attention 
has been directed at rulemakings that represent an unprecedented regulatory intervention on the 
private fund industry with profound implications for the functioning of the private fund markets 
and funds’ ability to continue to serve the needs of clients.  But the proposed private fund adviser 
rules and amendments to Form PF, the confidential disclosure form that private fund advisers file 
with the SEC about their businesses, are part of a larger story.  The (often quite prescriptive) rules 
in the pipeline, together with those already on the books, have the potential to reshape the 
population of advisers registered with the SEC.  This is because as regulatory burdens accumulate, 
it can effectively operate as a barrier to entry for small and emerging advisers that do not have the 
staff or resources to cope with ever-expanding compliance costs without it adversely impacting 
their ability to provide services to clients. 

Broad Overview of SEC Rule Proposals Impacting Private Fund Adviser Regulation 

In February 2022, the SEC proposed significant new rules under the Investment Advisers 
Act of 1940 (“Advisers Act”) to increase the regulation of advisers to private funds.1  If adopted 
in proposed form, the rules would entail significant compliance challenges and considerably shift 
the regulatory landscape for private fund advisers.  Notably, the proposed rules represent a marked 
departure from the SEC’s historical emphasis on disclosure of adviser practices and would result 
in the rare imposition of substantive requirements and prohibitions on existing and future private 
fund contracts, including Limited Partnership Agreements (LPAs).2  The proposed rules include 
outright bans on certain activities and commercial terms that are negotiated between highly 
sophisticated parties and are widely accepted in today’s marketplace.   

Certain aspects of the proposed rules could apply retroactively, amplifying the significant 
costs and disruptions that would result from the new restrictions.  Advisers may be required to 
revisit the economic relationship among the contracting parties (including agreed-upon allocations 
of risk) on deals that are eight or 10 years old. Arguments for “grandfathering,” and concerns 
regarding the cost/benefit analysis were raised in many of the comment letters that the SEC 
received on its proposal.3  Other common themes from the comment letters include that the 

 
1  Private Fund Advisers; Documentation of Registered Investment Adviser Compliance Reviews, Release No. IA-

5955 (February 9, 2022). Private funds are funds that would be investment companies (as defined in section 3 of 
the Investment Company Act of 1940 (“Investment Company Act”)) but for section 3(c)(1) or 3(c)(7) of that Act.  
Advisers Act Sec. 202(a)(29). 

2  This shift in regulatory philosophy raises fundamental questions about Congress’ and the SEC’s historical 
approach that highly sophisticated investors such as investors in private funds have the resources to assess risks 
and protect their own interests without the need for an intrusive regulatory framework such as applies to retail 
investment products such as mutual funds.  It arguably results in a blurring of the distinction between private and 
public markets. 

3  As of this writing, after re-opening the comment period twice, the SEC has received over 360 individual comment 
letters and SEC Commissioners and staff have held upwards of 100 meetings with interested members of the 
public. The comment file is robust and represents an extensive range of viewpoints and opinions, including from 
individuals, institutional investors, private fund sponsors, trade groups, academicians, investor advocate 
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proposed rules could narrow the range of options and choices currently available both to private 
fund investors and the companies in which they invest and would particularly and 
disproportionately effect small and emerging advisers and strategies.  Rather than enhancing 
competition and fostering capital formation as the SEC hopes, the proposed rules could do the 
opposite by setting up barriers to entry to advisers serving the very segment of the market that is 
most critical to meeting the capital needs of small, entrepreneurial businesses that drive economic 
growth. 

This complex package of rules is designed to address what the SEC views as two types of 
shortcomings in the private funds market.  First, the rules address what the SEC perceives as a lack 
of transparency for clients and investors – about fund investments, fund fees and expenses (charged 
both to the fund and portfolio companies), calculations of fund performance, and certain 
preferential terms granted to some but not all investors.  Second, as noted above, the rules as 
proposed contain several outright bans on certain widely accepted terms, but that raise SEC 
concerns about investor protection and conflicts of interest.  These prohibitions would apply to all 
advisers whether SEC-registered or not.  

Selected Rule Provisions that Raise Particular Concerns for Small and Emerging Advisers 

The Proposed Prohibited Activities Rule 

The Proposed Prohibited Activities Rule (Proposed Rule 211(h)(2)-1 under the Advisers 
Act) would address certain conflicts of interest that arise with respect to common private fund 
contractual arrangements.  As noted, these are outright bans on certain activities engaged in by an 
investment adviser with respect to a private fund client and its investors that, despite decades of 
commercial use and acceptance, would no longer be capable of being addressed by full and fair 
disclosures of the associated conflicts of interest.  And without grandfathering, certain aspects 
could apply retroactively to current contractual provisions and arrangements, some of which are 
investor-driven, which would be very costly and disruptive for all advisers, but particularly 
difficult for smaller advisers. 

The Proposed Prohibited Activities Rule would make several types of activities illegal for 
all advisers to private funds, both registered and unregistered, including (1) the charging of certain 
types of fees and expenses (such as regulatory, investigation, or compliance fees and expenses of 
the adviser), (2) reducing the amount of any performance clawback agreed to by the 
adviser/general partner by the amount of certain taxes, (3) seeking reimbursement, 
indemnification, exculpation, or limits of its liability by the private fund or its investors for certain 
acts ranging from willful misfeasance to simple negligence, and (4) borrowing from a private fund 
client. 

As dozens of commenters on the Proposed Prohibited Activities Rule pointed out, the 
proposed limitations on adviser indemnification (basically shifting practices from a gross to a 

 
organizations, members of Congress from both sides of the aisle, former SEC Chairmen and Commissioners, and 
others. 
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simple negligence standard of liability) would have an enormous impact on private fund advisers, 
and particularly on advisers to some private equity and venture capital funds or advisers offering 
emerging strategies that sometimes involve higher risks in return for potentially higher rewards.  
Unlike with a hedge fund or a mutual fund, adviser personnel are heavily engaged in the operations 
of portfolio companies, which exposes advisers and their employees to additional potential claims 
and liabilities, particularly those actions alleging state law claims that are not within the traditional 
purview of the SEC. The indemnification provisions in a fund’s operating  documents facilitate 
this hands-on approach required of certain private fund strategies  by providing clarity on the risks 
being assumed by the adviser versus the fund in connection with a portfolio company and how 
such risks are to be allocated.   

Without adequate indemnification for unintentional mistakes or judgment calls, personnel 
may be unwilling to serve in certain capacities (such as on a portfolio company’s board of 
directors), which could affect investor returns and produce lowered outcomes for portfolio 
companies.4   If the SEC proceeds as proposed, advisers will effectively be required to acquire 
additional insurance to cover the gap (or cause the portfolio companies to do so), which may not 
be available and could be prohibitively expensive, particularly for small and emerging advisers.   

The Proposed Preferential Treatment Rule 

  The Proposed Preferential Treatment Rule (Proposed Rule 211(h)(2)-3 under the Advisers 
Act) would address SEC concerns about investor transparency into, and conflicts created by, so-
called “side letters” that are negotiated at the request of a limited partner to address that investor’s 
particular needs.  These are often done to obtain tailored information rights or redemption rights 
associated with an investment that could be seen as a grant of preferential treatment over other 
investors in the fund who either are unaware of, or unable to negotiate for, the same deal.  Under 
the Proposed Preferential Treatment Rule, all advisers (whether registered or unregistered), would 
be prohibited from entering into side letters or other arrangements that would either (1) provide a 
private fund investor with preferential redemption rights with respect to its fund interest(s), or (2) 
provide information regarding the portfolio holdings or exposures of the private fund where the 
adviser reasonably expects the information rights to have a material, negative effect on other 
investors in the fund. 

Other side letter terms, while not prohibited outright, would require an adviser to send 
written disclosures to current and prospective investors that would describe, for example, lower 
fee terms granted to other investors with specificity.  Alternatively, the adviser could provide 
redacted copies of all side letters it has granted.  Both industry and limited partner commenters 
raised significant concerns with this aspect of the proposed private fund adviser rules. 

Industry commenters argued that whether an information right would have a “material, 
negative effect” on other investors is a difficult and vague standard that would have a chilling 
effect on an adviser’s ability to use side letters.  Limited partner commenters, including large 

 
4  Many commenters requested that the SEC revise the proposed indemnification provision to a gross negligence 

standard to reflect these realities and align it with a provision in the Investment Company Act (section 17(i)) that 
applies to advisers to registered funds, a position with which the Institutional Limited Partners Association, a 
trade group representing limited partners, appeared to agree. 



  5 
IAA - Private Funds Rulemaking - Alpa Patel Kirkland & Ellis Feb 22 2023.docx 

institutional investors such as pension funds and endowments, pointed out that they use side letters 
as necessary means of complying with investment restrictions imposed on them by law or other 
means (e.g., ERISA prohibited transaction restrictions, state law, mission mandates, etc.) and if 
the rule is adopted may no longer be permitted.  These commenters, some of whom are fiduciaries, 
cautioned the SEC against adopting the Proposed Preferential Treatment Rule as written as it could 
make unavailable certain transparency and liquidity options that benefit their beneficiaries and are 
necessary for them to use private funds to diversify their investments.  Other commenters, 
including small or new advisers, also argued that side letters are necessary for emerging sponsors 
to attract seed investors, and that the proposed restrictions could adversely affect capital formation 
by reducing investor access to the private funds market. 

The Proposed Quarterly Reporting Rule  

The Proposed Quarterly Reporting Rule (Proposed Rule 211(h)(1)-2 under the Advisers 
Act), would require each SEC-registered adviser to prepare and deliver to its private fund investors 
a quarterly statement (within 45 days of quarter-end) containing, among other things, information 
at the fund-level regarding: (1) a detailed accounting of all fees and expenses paid by the fund, 
with a separate line item for each form of compensation or type of expense; (2) all compensation 
or other amounts paid by the fund’s portfolio companies to the adviser (or its related persons); and 
(3) standardized information regarding the private fund’s performance.   

Specific performance metrics would vary under the rule depending on whether the fund is 
a “liquid” fund (e.g., most hedge funds) or “illiquid” fund (e.g., most venture capital and private 
equity funds).  Illiquid funds would report, among other things, gross and net fund-level returns 
(e.g., standardized calculations of internal rates of return (IRR) and multiples on invested capital 
(MOIC) for the full fund portfolio, as well as gross returns for the realized and unrealized portions 
of the portfolio, shown separately.  While most private fund advisers provide periodic reports now, 
the Proposed Quarterly Reporting Rule would institute a “one-size fits all” set of highly detailed 
and prescriptive requirements that are neither tailored nor well-suited to private funds that do not 
resemble typical private equity or hedge funds. 

Increasing transparency by requiring that all advisers comply with certain minimum and 
standardized reporting requirements is a well-intentioned and appropriate goal.  But rather than 
serving as a substitute for the reporting advisers currently produce, this rule may have limited 
usefulness and serve only to increase costs without providing commensurate benefits.  Limited 
partners bargain to receive individualized or “bespoke” shareholder-level reporting, and they will 
continue to do so.  Indeed, limited partner commenters requested that the SEC make clear that the 
required disclosure would only be in addition to these individualized, contracted-for reports.  
Commenters also argued that the rule would have disproportionate impacts on small advisers and 
new entrants with smaller staffs and fewer resources and would put pressure on fund administrators 
to produce these more extensive and detailed reports for multiple private fund adviser clients 
within the relatively tight timeframes proposed. 

Potential Consequences of the SEC’s Private Funds Rulemaking Agenda 

Small advisers and advisers pursuing strategies that invest in small or start-up businesses, 
such as small-cap strategies or venture capital strategies, occupy a unique space within the larger 
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world of private funds.  The SEC’s proposed private fund adviser rules, however, apply equally to 
all types of advisers, regardless of size or business model (or, some cases, registration status).  The 
SEC arguably failed adequately to consider the diversity of the adviser population in designing the 
prescriptive provisions in the proposed  rules, or the associated costs and impacts on smaller 
sponsors and the markets they serve.5  And the SEC’s descriptions of the proposed rules in the 
proposing release,  seem to focus on the characteristics of the largest players in the industry  by 
highlighting the lack of bargaining leverage that an investor might have when negotiating terms 
on an investment into a private fund, which is more likely to occur in larger, more established 
firms. 

The comment file is replete with letters from small and emerging advisers and associated 
groups urging the Commission not to paint the industry with a broad brush by employing one-size 
fits all, prescriptive requirements. These commenters also argue that the rules could discourage 
new entrants to the market and create substantial barriers to entry because small advisers will bear 
a disproportionate cost of complying with the rules due to smaller staffs and fewer resources than 
larger shops.  And this problem is compounded by the fact that the SEC is pursuing an aggressive 
rulemaking agenda with potentially multiple and overlapping compliance periods for these and 
other new rules that will raise all advisers’ overall compliance costs substantially.  In addition, the 
SEC has not developed an effective framework for considering how the new rules it proposes 
contribute to the total costs and burdens associated with an adviser’s compliance with the Advisers 
Act and other federal securities laws.  As a result, barriers to entry and changes in the adviser 
population may only become clear in hindsight. 

The SEC’s Small Business Capital Formation Advisory Committee6 on February 7, 2023, 
held a public meeting where it considered and discussed the potential impacts of the proposed 
private fund adviser rules on smaller advisers (and particularly emerging or venture capital 
advisers) that make the relatively small dollar investments in the more entrepreneurial businesses 
that are the focus of the Committee.  This is a welcome development, because new and emerging 
advisers with fewer resources are the ones that will be less able to launch new funds due to higher 
costs, meaning less dollars to deploy for investment in small businesses. The Committee is 
expected to submit a recommendation to the Commission expressing the Committee’s concerns 
about aspects of the proposed rules and requesting that the Commission further examine the 
potential effects of the rules on capital formation holistically. 
 

 
5  The proposed rules can be contrasted with the Advisers Act Compliance Rule (Rule 206(4)-7), a principles-based 

rule that enables advisers to tailor their compliance programs to their individual circumstances and business 
models. 

6  The SEC’s Small Business Capital Formation Advisory Committee was established by the SEC Small Business 
Advocate Act of 2016 and is designed to provide a formal mechanism for the Commission to receive advice and 
recommendations on Commission rules, regulations and policy matters relating to small businesses, including 
smaller public companies. 


