
Introduction 

Advisers to private funds must deal with a 
myriad of issues regarding fees and expenses. 
The SEC has renewed its focus on reviewing 
the expense practices of registered advisers 
during examinations, including advisers to 
private equity and hedge funds.1 The SEC’s 
focus stems from its concern that advisers 
fulfill their fiduciary duties to fund investors, 
emphasizing that expenses and fees charged 
to fund investors should be appropriate for 
those fund investors and should be consistent 
with any representations or disclosures that 
have been provided in the fund’s offering 
documents.  

This FS Regulatory brief provides important 
information for private fund advisers to assist 
them in understanding the general risks 
around expense practices and creating and 
maintaining a sound control framework to 
address those risks. 

SEC rules and guidance 

The Investment Advisers Act of 1940 (the 
“Advisers Act”) does not specifically address 
expense allocations nor has the SEC issued 
any formal guidance around this issue. 
Rather, investment advisers have a broad 
                                                             
1 James Capezzuto, former SEC Associate Regional 
Director for Investment Management 
Examinations in the New York region, told 
attendees at a National Society of Compliance 
Professionals Conference in June, 2011 that recent 
examinations of private equity fund advisers have 
yielded the identification of several conflicts of 
interest, including issues related to expense 
allocations. 

fiduciary duty to clients and fund investors, 
which requires the adviser to act in the 
investors’ best interests and to make full 
disclosure of any conflicts of interest. Advisers 
that have overcharged fund investors for fees 
or expenses, or caused a fund to incur a fee or 
expense that should not have been charged to 
the fund in light of its disclosures to investors, 
can be held accountable for the 
“misappropriation” of client assets under the 
SEC’s anti-fraud rules. This is a serious breach 
that would likely trigger substantial 
compliance and reputational risk. 

Also important to note is that the SEC does 
not have a “de minimus” materiality threshold 
when examining how fees and expenses are 
charged to the funds. Indeed, while fund 
advisers may consider some expenses to be 
immaterial given the overall operations of the 
adviser, the SEC may not share the same view. 
Therefore, it is important to pay particular 
attention to this area. 

In addition, as required under the 
“Compliance Program Rule” (Advisers Act 
Rule 206(4)-7), all registered advisers -- 
including advisers to private funds -- must 
maintain effective compliance programs that 
are designed to prevent, detect and correct 
violations. Among other things, investment 
advisers must adopt and implement formal 
written compliance and supervisory policies 
and procedures in key areas of compliance 
risk. For private fund advisers, the assessment 
and allocation of fees and expenses is a key 
compliance risk area.
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Key impacts to private fund 
advisers 

Advisers to private funds, like other types of 
SEC-registered advisers, will be expected to 
have institutional-type controls around fee 
calculations, cash wiring, and expense 
allocations. Advisers are expected to give 
significant thought and care to the governance 
around their expense practices, as well as to 
the representations made to investors around 
such practices.  

Certain expense issues and challenges are 
shared by both private equity and hedge fund 
advisers, such as: 
 

• Making full, clear and accurate 
disclosures in fund offering documents 
and partnership agreements regarding 
expense practices; 

• Ensuring actual practice is consistent 
with disclosures; 

• Ensuring that the use of a “suspense” 
account is properly managed, with 
accurate and timely expense charge-back 
to a fund; 

• Identifying conflicts of interest in expense 
allocations, e.g., allocations of an expense 
incurred on behalf of two or more funds 
and allocations of an expense shared 
between the fund and the adviser; and 

• Interpreting legal documents that may 
not specifically delineate expense 
calculations or the items that are fund 
versus manager expenses.  

Key points for hedge fund 
advisers to consider 

Hedge funds typically bear what are 
considered in fund offering documents 
“operating expenses,” which may include, but 
are not limited to: fees to the investment 
manager, the administrator, and the 
custodian; investment expenses (commissions 
and interest); fund directors’ fees and 
expenses; initial organizational and offering 
expenses; and professional expenses (legal, 
audit, registration and licensing).  

Advisers should be careful to incur and 
allocate these expenses in a manner 
consistent with the fund’s offering documents.  

One practice to consider (as it’s becoming 
increasingly common in the industry) is the 
use of an expense pass-through entity. 
Expense pass-through funds provide that 
expenses which are typically borne by the 
adviser be passed to the funds. While this 
approach may be applicable to both private 
equity funds and hedge funds, hedge funds 
appear to be utilizing this structure on a more 
frequent basis.  

Depending on how the adviser chooses to 
structure it, an expense pass-through entity 
can incur anything from compensation for 
front office employees to office overhead. 
Regardless, the adviser should have a solid 
grasp of what expenses are being charged to 
the funds and must be able to match those 
practices with the disclosures on expenses in 
the fund offering documents, including the 
Form ADV. The SEC now expects disclosures 
in offering documents to provide greater 
granularity around the type of expenses being 
charged to the funds. Thus ensuring that there 
are adequate disclosures for an expense pass-
through entity is important, however, this can 
often be particularly difficult to achieve. 

Key points for private equity 
advisers to consider 

Private equity funds bear “operating 
expenses” as well, though private equity 
advisers are also challenged with evaluating 
several types of expenses that are unique to 
the private equity business, including, but not 
limited to: fees for consultants and external 
advisers who conduct due diligence when 
prospecting a portfolio company, portfolio 
company director fees, and the allocation of 
break-up fees and “dead deal” costs.  

Private equity advisers should give careful 
consideration to the following: 

• Due diligence costs: Private equity 
advisers may incur significant due 
diligence costs when evaluating potential 
portfolio company investments. The fund 
offering documents should clearly 
contemplate what these costs include and 
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how they are charged back to the fund, if 
at all. The adviser should have strong 
controls in place so that expenses that are 
classified as due diligence costs are 
actually, in fact, due diligence costs, 
especially in the event that these costs are 
borne by the fund. The adviser should 
also be cognizant of how these costs are 
allocated among funds, co-investor 
vehicles, and/or a principal or employee 
who participates in the investment.  

With respect to “Dead Deal” costs, or due 
diligence costs that are incurred on behalf 
of a potential investment that a fund 
ultimately decides to pass on, there are a 
few scenarios that could potentially pose 
a challenge to the adviser. For example, 
in the event a subsequent fund or co-
investor decides to make such an 
investment, the adviser should be aware 
of such transaction and evaluate whether 
any action should be taken so that the 
costs are charged in accordance with its 
corresponding legal agreements. If such a 
scenario is not contemplated in the legal 
agreements, the costs should be allocated 
in a fair and equitable way, which 
potentially may mean that the subsequent 
fund or co-investor reimburses the first 
fund for the due diligence costs. 

• Parallel funds and co-investment 
vehicles: It is not uncommon for private 
fund advisers to set up a family and 
friends fund, employee funds, or co-
investment vehicles. In the event that the 
main investor fund invests side-by-side 
with these parallel funds and/or co-
investment vehicles, the adviser should 
ensure that expenses incurred on behalf 
of the investment, whether they be due 
diligence, monitoring, and/or transaction 
fees, be allocated in accordance with the 
corresponding legal agreements, or if 
without specified legal allocations, in a 
fair and equitable manner. Furthermore, 
disclosures to investors around the 
adviser’s policies should be clear and 
accurate. 

• Special fee arrangements: Private 
equity advisers may have special fee and 
expense arrangements, such as netting 
management fees with director fees 
collected from portfolio companies, 

capping transactional fees, or incurring 
expenses for monitoring portfolio 
companies. If the adviser’s offering 
documents contemplate specifically how 
to address these types of fee 
arrangements, the adviser should ensure 
that such disclosures are being followed. 
If the offering documents only vaguely 
address a certain type of fee and the 
decision around how to charge the 
expense is based on facts and 
circumstances, the adviser should ensure 
that it has policies and procedures 
describing the methodologies used, that it 
acts as fiduciary to its investors while 
maintaining a sound rationale for its 
decision, and that it discloses its practices 
to investors.  

• Management fees: The calculation of 
the management fee should be done in 
accordance with the terms as outlined in 
the fund offering documents; however, 
these terms can sometimes be vague 
and/or require some subjective 
judgment. Advisers should be cognizant 
of any judgment being made and ensure 
that its disclosures around this practice 
are transparent and accurate in its 
disclosures to investors, including the 
Form ADV. 

Leading practice controls 

There is no one-size-fits-all solution when 
setting up a structured expense control 
framework. The size and complexity of the 
adviser as well as any other controls the 
adviser may already have in place, such as the 
use of a technology platform, should help 
determine the type and extent of the controls 
program the adviser decides to implement 
and manage.  

At a minimum, the adviser should adopt a 
written expense allocation policy and 
procedure that outlines all expense 
arrangements the adviser and its funds have 
as well as protocols for expense charging and 
allocations. These protocols should address 
and be incorporated into the monthly and/or 
quarterly NAV process so that expenses are 
charged to client accounts in an accurate 
manner and on a timely basis. These protocols 
should also contemplate the documentation 
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that should be maintained as support for the 
decisions made on how expenses are charged 
and/or allocated.  

With respect to disclosures to investors 
around the adviser’s expense practices, the 
compliance department, or its designee, 
should coordinate with the other various 
departments within the adviser to ensure that 
what is being represented is consistent with 
actual practice. Such disclosures should be 
transparent so that an investor can clearly 
understand the adviser’s practice and should 
clearly describe all relevant conflicts of 
interest. Disclosures should also be reviewed 
periodically to help ensure that they remain 
accurate, complete, and up-to-date.  

Other controls that should be considered as 
an adviser implements or builds out its 
expense policy and procedures are: 

• Adopt a cash disbursement, receipt, and 
wiring procedure for all cash transactions 
regardless of value that designates sign-
off authority across different levels and 
departments, taking into consideration 
the appropriate segregation of duties;  

• Assign the oversight responsibility of 
expense arrangements and allocations to 
a specific individual within the adviser 
who has a strong grasp of the adviser’s 
fiduciary duties and disclosures regarding 
expenses and has sufficient authority to 
escalate potential issues to the key 
principals within the adviser;  

• Develop a matrix defining roles and 
responsibilities of various employees 
within the firm regarding expense 
charging, allocations, and approvals; 

• Establish mechanisms of review to ensure 
proper calculation of fees; 

• Establish a protocol that flags, e.g., new 
types of expenses that haven’t been 
previously approved, old types of 
expenses that have not been recently 
charged, expenses that are paid to related 
parties, and travel expenses that were 
incurred with multiple purposes; 

• Establish escalation and remediation 
protocols in the event that a conflict of 
interest exists around an expense 
allocation. If applicable, leverage the LP 
Advisory Committee or Conflicts 
Committee to evaluate how to address 
such conflict. Review disclosures to 
investors to ensure that they are in 
accordance with the decision made by the 
committee(s). If necessary, update 
disclosures so that they are accurate and 
comprehensive; 

• Ensure that compliance, in particular the 
CCO, is aware of and is comfortable with 
expense allocations with relation to 
disclosure documents; 

• Periodically test expenses charged to the 
funds and review disclosures in the fund 
offering documents, due diligence 
questionnaires, and Form ADV, as part of 
the Rule 206(4)-7 annual compliance 
review as required by the Advisers Act, to 
ensure that expenses charged and 
disclosures are consistent, accurate, 
transparent, and comprehensive; and 

• If applicable, strive to apply the same 
control framework maintained at the 
principal office to satellite offices in other 
regions or countries. If not possible, 
ensure that the appropriate controls and 
oversight are in place to safeguard client 
assets. 

Conclusion 

For private fund advisers, the assessment and 
allocation of fees and expenses is a key 
compliance risk area and deserves careful 
attention. This FS Regulatory brief provides 
important information to assist hedge fund 
and private equity fund advisers in 
understanding the general risks around 
expense practices, and creating and 
maintaining a sound control framework to 
address those risks. 
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