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Introduction

OVER THE PAST SEVERAL YEARS, regulators and market par-
ticipants increasingly have called for the expansion of invest-
ment opportunities for retail investors and retirees. These 
calls for expanded opportunities have cited market structure 
changes, the looming retirement crisis and basic fairness to 
retail investors and retirees who do not meet existing regula-
tory proxies for investor “sophistication.” SEC Chairman Jay 
Clayton, for example, observed that, in 2018, more capital 
was raised in the private markets than in the public markets, 
and that retail investors should (but currently do not) have 
access to those opportunities.1  

From 1996 to 2018, according to the World Bank, the 
number of exchange-listed U.S. companies decreased by 
approximately half, from 8,090 to 4,397.2 Consistent with 
the declining number of U.S. publicly traded companies, 
many large investors that had previously invested exclusively 
in public markets are now investing in private markets as 
well, seeing them as necessary for diversified exposure to 
global growth.3 Because retail investors are generally limited 
to investments in public companies, these market trends 
suggest that the investment opportunities available to retail 
investors have correspondingly decreased.4 

Calls for expansion of retail investment opportunities have 
also noted that lack of access to investments in private 
funds5 is contributing negatively to the retirement savings of 
many U.S. workers. In 2018, for example, the largest inves-
tors in private funds were government and private “defined 
benefit” retirement plans.6 However, most private-sector 
American workers save for retirement through “defined 
contribution” plans, such as 401(k) plans.7 For reasons 
discussed in Section II below, participants in defined con-
tribution plans, both public and private, historically have 
had very limited access to private funds. Studies suggest 
that, over the last 25 to 30 years, access to private market 
investments is contributing to the relative outperformance of 
defined benefit plans over defined contribution plans.8

Expanding retail access to private equity investments, in par-
ticular, has drawn support from academics and other non-

government commenters in recent months. For example, 
a November 2018 report published by the Committee on 
Capital Markets Regulation cited studies demonstrating that 
private equity buyout funds consistently outperform public 
market alternatives, and argued that this performance, 
which appears uncorrelated with the performance of the 
public securities markets, justifies expanding retail investor 
access to private equity fund opportunities.9 

Commenters have also noted the direct link between retail 
investors’ access to investment opportunities, on one hand, 
and private companies’ and small businesses’ access to in-
vestment capital, on the other hand. The SEC, for example, 
notes that its mission is to “protect investors, maintain fair, 
orderly, and efficient markets, and facilitate capital forma-
tion.” 10 In this vein, commenters have noted the importance 
of the “private offering ecosystem” to the capital-raising 
efforts of small- and medium-sized businesses, and have 
suggested that the SEC expand the pool of investors eligible 
to invest in such offerings.11

On June 18, 2019, the SEC published its Concept Release 
on Harmonization of Securities Offering Exemptions (the 
“Concept Release”) to solicit public comment on exemp-
tions from registration under the Securities Act of 1933 

SEC Chairman Jay Clayton  
observed that, in 2018, more 
capital was raised in the private 
markets than in the public 
markets, and that retail investors 
should (but currently do not) have 
access to those opportunities.
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(the “Securities Act”).12 Most of the Concept Release de-
scribes the requirements and limitations of Securities Act 
registration exemptions that make up the existing exempt 
offering framework and solicits responses to a wide range 
of questions.13 Commenters’ responses are intended to help 
the SEC assess whether changes to applicable statutes and 
regulations are necessary or desirable to improve specific 
exemptions and, more generally, the existing exempt offer-
ing framework.

The Concept Release also includes a 20-page section 
devoted to “pooled investment funds.” The inclusion of this 
discussion suggests the SEC is willing to consider expand-
ing investment opportunities in private funds to “retail in-
vestors.”14 Among other things, this “funds” portion of the 
Concept Release solicits comments on a number of issues 
that currently limit retail investment (including through 
defined contribution plans) in private funds, which typically 
rely on the exemptions from the definition of “investment 
company” in Sections 3(c)(1) and 3(c)(7) of the Investment 
Company Act of 1940 (the “1940 Act”).15 

The Concept Releases does not telegraph how far the SEC 
might be willing to expand the scope of these opportunities. 
That said, it suggests (i) potential avenues for the develop-
ment of registered “funds of funds” and feeder structures 
offered to non-accredited investors and (ii) greater flexibility 
for investor-eligibility requirements to be satisfied through 
the involvement of an investment adviser (which may 
include a robo-adviser) or other financial intermediary acting 
on behalf of non-accredited investors. Any resulting regula-
tory changes could, for example, allow retail fund complexes 
to utilize their distribution networks to offer retail products 
that invest significantly in private funds and/or private 
companies. This could both expand retail access to private 
companies and allow private fund sponsors to access new 
sources of investor capital.

This article surveys the regulatory obstacles under the federal 
securities laws and the Employee Retirement Income Secu-
rity Act of 1974 (“ERISA”) that currently limit retail access 
to private funds, discusses the rationale for expanding retail 
access to private funds, and describes several potential 
models for doing so. 

State of the Market

AT A HIGH LEVEL, the federal securities laws and ERISA es-
sentially foreclose significant retail investment in private 
funds. As described below, direct investment in private 
funds is generally available only to investors who meet 
both the “qualified purchaser” and “accredited investor” 
standards under the 1940 Act and the Securities Act, re-
spectively. While a handful of “registered funds of private 
funds” currently exist in the marketplace, an SEC staff po-
sition requires that these products be sold only to accred-
ited investors, which drastically limits their availability in 
the marketplace. In addition, practical considerations and 
legal risks largely deter sponsors of defined contribution 
plans (including 401(k) sponsors) from offering exposure 
to private funds to plan participants. This section explores 
these current obstacles to retail investment in private funds.

FEDERAL SECURITIES LAWS

Private funds generally rely on an exclusion from the defini-
tion of “investment company” under Section 3(c)(7) of the 
1940 Act to avoid registration as an investment company.16  
To rely on the Section 3(c)(7) exclusion, a private fund’s 
securities must be owned exclusively by persons who, at the 
time of acquisition of the securities, are “qualified purchas-
ers.”17 Relying on Section 3(c)(7) also permits a private 
fund to avoid the general prohibition, under the Investment 
Advisers Act of 1940 (the “Advisers Act”), against invest-
ment advisory contracts that provide for compensation to 
an investment adviser in the form of a performance fee.18 
In our experience, most private funds of any significant size 
are Section 3(c)(7) funds that accept investments only from 
qualified purchasers. Approximately 98% of U.S. house-
holds are not qualified purchasers.19

In addition, private funds usually rely on an exemption from 
registration under the Securities Act— typically, Rule 506 
of Regulation D— to offer their securities in private place-
ments. Rule 506(b) permits an issuer to offer and sell its 
securities in a private offering to an unlimited number of 
accredited investors, plus no more than 35 purchasers who 
are not accredited investors. Rule 506(c) permits an issuer 
to offer and sell securities in an offering to an unlimited 



RETAIL INVESTMENTS IN PRIVATE FUNDS 5 SEPTEMBER 2019

number of accredited investors, including by means of a 
public offering, provided that all purchasers of securities 
are accredited investors.20 In the Concept Release, the SEC 
estimates that only 13% percent of all U.S. households cur-
rently qualify as accredited investors.21

The investor protection policies underlying the definitions of 
“qualified purchaser” and “accredited investor” have been 
a key feature of the federal securities laws. In the Concept 
Release, the SEC states that the accredited investor concept 
is “intended to encompass those persons whose financial so-
phistication and ability to sustain the risk of loss of invest-
ment or ability to fend for themselves render the protections 
of the Securities Act’s registration process unnecessary.”22 
More generally, Regulation D is one of many examples under 
the federal securities laws in which the applicability of a 
statutory provision or regulation turns on whether a particular 
class of persons is deemed to require the protections of the 
law or, instead, does not require those protections because 
the class or persons is deemed to be “sophisticated.”23 

The “accredited investor” standard, however, is only a rough 
approximation for investor sophistication. The SEC Staff 
has acknowledged that the definition “as applied to natural 
persons uses only financial measures to serve as a proxy 
for financial sophistication and ability to sustain investment 
losses or fend for one’s self,”24 and that “very well informed 
investors who are not wealthy may be in a position to take on 
risks that they understand well, while very wealthy investors 
may be in a position to take on risks even if they lack finan-

cial sophistication.”25 In the Concept Release, the SEC re-
quests comment on whether there are “developments in the 
market or industry that may assist in potentially identifying 
new categories of individuals that may qualify as accredited 
investors.”26

Likewise, the “sophisticated investor” concept forms the 
policy basis for the “qualified purchaser” definition in the 
1940 Act. A Congressional report underlying the National 
Securities Markets Improvement Act of 1996 27– which 
added “qualified purchaser” and Section 3(c)(7) to the 
1940 Act and Section 205(b)(4)’s performance fee exemp-
tion to the Advisers Act —stated: 

The qualified purchaser pool reflects the Committee’s 
recognition that financially sophisticated investors are 
in a position to appreciate the risks associated with 
investment pools that do not have the Investment 
Company Act’s protections. Generally, these investors 
can evaluate on their own behalf matters such as the 
level of a fund’s management fees, governance provi-
sions, transactions with affiliates, investment risk, le-
verage, and redemption rights.28

Investors who are neither accredited investors nor qualified 
purchasers — i.e., retail investors — are effectively blocked 
from investing directly in private funds. In addition, the SEC 
Staff has informally taken a position that securities issued 
by a closed-end fund that is registered under the 1940 Act 
and the Securities Act and that invests more than 15% of its 
assets in private funds (i.e., a registered closed-end fund of 
private funds) can be sold only to accredited investors. This 
SEC Staff position effectively blocks retail investors from 
investing indirectly in private funds through a registered 
vehicle as well. The SEC Staff’s informal position is not pub-
lished or memorialized in any regulation or SEC guidance 
but, instead, has been communicated to closed-end fund 
registrants during the registration comment process.29  

The Concept Release does not specifically mention the 15% 
limitation. Instead, while noting that closed-end funds “are 
better suited” to holding less-liquid securities obtained in 
exempt offerings,30 the Concept Release states that “the 
possibility of offering closed-end funds that make significant 
investments in private funds to retail investors has histori-

The SEC staff has informally taken 
a position that securities issued 
by a closed-end fund that invests 
more than 15% of its assets in 
private funds can be sold only to 
accredited investors.
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cally raised staff concerns under the Investment Company 
Act, insofar as these investors could not invest directly in 
private funds.”31 Nonetheless, the Concept Release requests 
responses to the following questions:

What restrictions should there be, if any, on the ability 
of closed-end funds…to invest in private funds, includ-
ing private equity funds and hedge funds, and to offer 
their shares to retail investors? For example, should 
there be a maximum percentage of assets that closed-
end funds…can invest in private funds? Should such 
closed-end funds be required to diversify their invest-
ments across a minimum number of private funds,  
if they are not restricting their offerings to accredited 
investors? 32 

ERISA

As noted in the Introduction, defined benefit plans are sig-
nificant investors in private funds, and there is evidence 
that exposure to private fund investments is contributing 
to the outperformance of defined benefit plans compared 
to defined contribution plans.33 Over the past few decades, 
however, employer-sponsored retirement accounts have mi-
grated sharply away from defined benefit plans and toward 
defined contribution plans as the sole retirement plans for 
employees. This shift has resulted in increasing numbers of 
plan participants and their beneficiaries being deprived of 
the benefits of exposure to alternative asset classes in their 
retirement plans, despite sponsors and fiduciaries of defined 
contribution plans having shown interest in hedge funds and 
private equity investments.34

Defined contribution plans, including 401(k) plans, are not 
technically prohibited from investing in private funds under 
ERISA; however, the most common plan designs gener-
ally preclude or limit private investments. In addition, the 
rules governing default investments for defined contribution 
plans and qualified default investment alternatives (each 
a “QDIA”), such as target date funds, do not preclude the 
use of alternative investments as part of a QDIA.35 401(k) 
plans will be qualified purchasers (and accredited investors) 
if they have at least $25 million in investments and the in-
vestment decisions are directed by the plan sponsor, not the 
participants.36 As a practical matter, relatively few defined 

contribution plans have their investments directed by plan 
sponsors.37 In addition, the SEC has clarified in no-action 
relief that participant-directed 401(k) plans can invest in 
private funds without “looking through” to participants under 
certain conditions (i.e., the relevant investment option was 
not formed for the purpose of investing in a specific private 
fund, the participants cannot choose a specific private fund, 
and at least 50% of the investment option’s assets consist 
of securities other than those of a specific private fund).38

Although ERISA does not prohibit defined contribution 
plans, including 401(k) plans, from investing in private 
funds or offering private funds as options for participants to 
select, the fiduciary standard under ERISA requires defined 
contribution plan fiduciaries to act solely in the best interest 
of plan participants and their beneficiaries, and to comply 
with a heightened prudence standard in connection with 
these types of investments. In addition, ERISA fiduciaries 
must provide plan participants with the opportunity to di-
versify among different investment options. The head of the 
Division of Fiduciary Interpretations of the U.S. Department 
of Labor (“DOL”) has explained that a plan fiduciary can 
discharge its duty of prudence in selecting plan investments 
if the plan fiduciary gives appropriate consideration to the 
plan’s diversification, risk, liquidity and other return charac-
teristics, and reviews the methodology for determining fair 
value of the investments.39 This explanation also clarified 
that hedge funds and private equity funds are subject to the 
same rules as all other plan investments, and the fiduciary 
should follow the same type of analysis in making any in-
vestment decision, regardless of asset class.40

There is evidence that exposure 
to private fund investments is 
contributing to the outperformance 
of defined benefit plans compared 
to defined contribution plans.
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There is a safe harbor under Section 404(c) of ERISA that 
insulates fiduciaries from liability for investment losses in-
curred by plan participants in participant-directed plans, 
but that safe harbor has two key limitations. First, it does 
not insulate the fiduciary from liability related to the ongoing 
monitoring and selection of investment options included 
on the investment menu. Second, under DOL regulations 
(which are generally narrower than the statutory language 
of ERISA), the safe harbor applies only to plans that offer 
at least three options that permit participants to change 
their investment elections at least once a quarter and “with 
respect to each investment alternative made available by the 
plan…permits participants and beneficiaries to give invest-
ment instructions with a frequency which is appropriate in 
light of the market volatility to which the investment alterna-
tive may reasonably be expected to be subject.” 41 

The DOL has never provided specific guidance on what it con-
siders to be an appropriate liquidity threshold for purposes of 
satisfying the Section 404(c) safe harbor. Most plan sponsors 
that rely on this safe harbor currently choose to offer only the 
most liquid investment options possible, which, in practice, 
has come to mean daily liquidity provided by mutual funds 
and collective investment trusts.42 In addition, over the last 
several years, class action lawsuits alleging defects in the pru-
dence of menu design and monitoring (including allegations 
that the investment options were too expensive) have become 

commonplace, and these cases often settle for large sums.43 
Perhaps, as a result of these cases, many plans offer low-cost 
passive index and mutual funds as the predominant (or only) 
investment choices for participants.

This trend toward conservatism in 401(k) plan menu design 
has had serious and detrimental consequences for defined 
contribution plan participants because it has deprived 
401(k) plan participants and their beneficiaries of oppor-
tunities to obtain greater investment diversification and 
potentially higher-performing investment options.44 When 
plan fiduciaries to defined benefit plans are making invest-
ment decisions, they generally select a much wider range 
of investment types than mutual funds and CITs providing 
daily liquidity. As part of discharging their duties of pru-
dence and diversification, defined benefit plan fiduciaries 
often include private equity funds, real estate funds, and 
other alternative asset classes in their plans. While the 
same overarching standards of fiduciary conduct apply 
with respect to defined contribution plans, the cost and 
distraction of defending against class action lawsuits has 
discouraged sponsors of these plans from offering exposure 
to alternative asset classes. Putting aside the personal con-
siderations of plan fiduciaries, there is no clear reason why 
these types of options should be absent from 401(k) plans, 
since the considerations that a prudent expert should take 
into account in constructing investment options for long-
term retirement planning goals are the same regardless of 
plan type. 

POTENTIAL BENEFITS OF PRIVATE FUNDS

The policy argument for expanding opportunities for retail in-
vestors to obtain exposure to private funds is that most such 
investors are missing out on an increasingly important set of 
investment opportunities. Some commenters claim that the 
federal securities laws, by foreclosing most investors from 
access to private offerings, facilitate wealth inequality in the 
U.S.45 Separately, the significant number of households that 
are not prepared for retirement also supports expanding retail 
access to private funds.46 To the extent that the economic 
evidence supports the argument that long-term retail inves-
tors are likely to accrue significant economic benefits through 
obtaining exposure to private funds, these economic benefits 
militate in favor of eliminating or significantly reducing the 

This trend toward conservatism 
in 401(k) plan menu design has 
deprived 401(k) plan participants 
and their beneficiaries of 
opportunities to obtain greater 
investment diversification and 
potentially higher-performing 
investment options.
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legal obstacles encountered by retail investors seeking to 
obtain direct or indirect exposure to private funds.

In the Concept Release, the SEC acknowledges that long-
term retail investors “who seek a broadly diversified in-
vestment portfolio could benefit from the exposure to 
issuers making exempt offerings.”47  The SEC’s requests for 
comment in the Concept Release suggest a willingness to 
explore ways to expand the scope of investment opportuni-
ties available to retail investors. Therefore, the next section 
presents alternative approaches that the SEC could take 
to expand retail investors’ opportunities to obtain exposure 
to private funds (including registered closed-end funds of 
private funds). For each alternative, the discussion includes 
a summary of the regulatory relief that would be required to 
make the alternative viable. 

POSSIBLE ALTERNATIVES

THIS SECTION FOCUSES on three basic approaches to expand-
ing retail access to private funds: (i) direct access, (ii) invest-
ment through a registered vehicle organized as a “registered 
fund of private funds,” and (iii) investment through a feeder 
fund advised by a registered investment adviser (“RIA”).

DIRECT ACCESS

In a “direct access” model, retail investors would be per-
mitted to purchase interests directly in private funds. As 
noted above, most private equity funds and hedge funds 
with substantial assets rely on the exemption from registra-
tion under Section 3(c)(7) of the 1940 Act, which currently 
limits holders to qualified purchasers. Therefore, a direct 
access model would require a number of legislative and/or 
administrative changes to the existing regulatory framework 
for private funds, including relief from the following statu-
tory provisions:

1. THE 1940 ACT. Relief from Section 3(c)(7) would be 
required to permit sales of private funds to investors who 
are not qualified purchasers. Private funds relying on 
Section 3(c)(7) would also need relief from the “no public 
offering” requirement to make a public offering of their se-

curities.48 Because many private funds charge an “incen-
tive fee” or “carried interest,” any relief would need to be 
structured to preserve the exemptions from the Advisers 
Act’s prohibitions on certain forms of incentive compensa-
tion currently relied upon by such private funds.

2. SECURITIES ACT. Expansion of existing registration 
exemptions would be required as a practical matter to 
permit sales of securities issued by private funds to non-
accredited investors. Although Rule 506(b) permits up 
to 35 non-accredited investors to purchase securities in 
an offering exempt under that rule, there are informa-
tion delivery requirements that would discourage reliance 
on that provision, and the numerical limitation may be  
unworkable. Another exemption within Regulation D—
Rule 504—has a dollar limitation of $5 million. The final 
exemption within Regulation D—Rule 506(c)—is avail-
able only when all sales are made to accredited investors.  
Accordingly, sales of securities issued by private funds to 
non-accredited investors would require registration under 
the Securities Act or expansion of existing exemptions (or 
the creation of a new exemption) from registration.

3. EXCHANGE ACT. Relief from Section 12(g) of the Se-
curities Exchange Act of 1934 (the “Exchange Act”) for 
issuers with more than $10 million in assets and a class 
of securities held of record by at least 2,000 persons or 
500 persons who are not accredited investors would be 
required to avoid Exchange Act registration.49

To meet investor protection concerns, the SEC could 
impose restrictions on direct retail access to private funds 
designed to ensure that the extent of a retail investor’s 
private fund exposure is appropriate for the investor’s fi-
nancial situation. In recognition of the unique risks and 
issues presented by private fund investments, such restric-
tions might be based on (i) a limitation of the total dollar 
amount and/or percentage of an investor’s annual income, 
net worth or investment assets that are invested in private 
funds, (ii) a requirement that retail investors purchase in-
terests through an investment adviser or other financial 
intermediary with a duty to act in the investor’s best inter-
est or (iii) a requirement that only private funds that meet 
certain minimum standards be offered to retail investors.50
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■   DOLLAR AND/OR PERCENTAGE LIMITATIONS. Such limitations 
could be based on the total dollar amount and/or per-
centage of a retail investor’s annual income, net worth 
or investment assets invested in private funds. This ap-
proach has been followed in Regulation Crowdfunding 51 

and Tier 2 of Regulation A.52 These restrictions would 
be premised on the theory that private fund investments 
may be appropriate for retail investors as part of a diver-
sified investment portfolio.

■   ACCESS THROUGH AN INVESTMENT ADVISER OR OTHER FIDUCIARY. 
Investor protection concerns could be mitigated by 
requiring that retail investors purchase interests in 
private funds only through an investment adviser or 
other financial intermediary with a duty to act in the 
investor’s best interest, such as a registered investment 
adviser or a registered broker-dealer subject to Regula-
tion BI. For example, an investment adviser or other 
intermediary might be permitted to include allocations 
to private funds as part of a diversified portfolio recom-
mended to a retail investor. The Concept Release notes 
that “[b]eing advised by a financial professional has not 
historically been a complete substitute for the protec-
tions of the Securities Act registration requirements 
and, if applicable, the [1940] Act.” If the SEC is con-
cerned that not all financial professionals are qualified 
to give retail investors advice on private fund investing, 
it could require the financial professional to meet some 
basic criteria for size and/or experience (e.g., only ad-
visers registered with the SEC under the Advisers Act).

■   “SEASONED” PRIVATE FUNDS. Alternatively, investor protec-
tion concerns could be mitigated by requiring private 
funds to meet certain threshold requirements to be eli-
gible to sell their securities to retail investors. The re-
quirements could be based on size (e.g., AUM above a 
certain threshold), manager experience (e.g., managed 
by an experienced RIA) and/or capital commitment by 
institutional investors (e.g., held primarily by institu-
tional investors).

Despite the potential benefits of retail access to private 
funds generally, there are potential drawbacks to a direct 
access model. The necessary relief could require significant 

changes to existing regulations, which may be difficult to ac-
complish. A direct access model also would not necessarily 
address concerns relating to the liquidity of a retail inves-
tor’s interest in a private fund. In addition, smaller retail 
investors may have difficulty building a diversified portfolio 
of private fund investments or managing cash flows, and 
may not have the ability to choose among potential private 
fund investments. Direct access may also be unattractive for 
401(k) plan fiduciaries, due to the liquidity considerations 
described above.

Even if retail investment in private funds becomes legally 
feasible, direct access may not be attractive to private fund 
sponsors. Many private fund sponsors do not have distribu-
tion networks capable of marketing to retail investors and 
may not have the operational or administrative capacity to 
service large numbers of retail investors. For example, many 
private fund sponsors may be unable or unwilling to process 
capital calls from and distributions to large numbers of retail 
investors.53 For these and other reasons, retail exposure to 
private funds through a registered investment vehicle may 
have a number of advantages. 

REGISTERED FUND OF PRIVATE FUNDS

In a “registered fund of private funds” model, a fund sponsor 
would organize a registered investment company that would 
invest its assets in a number of underlying private funds. 
The registered fund of private funds would be a closed-end 
company registered under the 1940 Act, and its shares 
would be offered to the public in a registered offering under 
the Securities Act.54 Like all registered funds, a registered 
fund of private funds would have a board of directors, a 
majority of whom would not be “interested persons” of the 
fund, as defined in Section 2(a)(19) of the 1940 Act (“inde-
pendent directors”), and would be subject to the disclosure 
and periodic reporting requirements under the 1940 Act, 
as well as the same 1940 Act restrictions applicable to all 
registered closed-end funds.

A registered fund of private funds model would require relief 
from the following regulatory requirements:

1. ACCREDITED INVESTORS. The SEC Staff would have to 
discard its current position requiring that sales of regis-
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tered closed-end funds that invest more than 15% of their 
assets in private funds be limited to accredited investors.55   

2. LISTING STANDARDS. Exchange listing could be an im-
portant source of liquidity for retail investors. However, 
for a registered fund of private funds to list its shares 
on a national securities exchange, the SEC would have 
to allow listing under current listing standards or permit 
U.S. securities exchanges to adopt listing standards for 
registered funds of private funds.56 Listing standards 
for registered funds of hedge funds were proposed in 
2008 but were not adopted.57 Absent the development 
of listing standards for registered funds of private funds, 
a registered fund of private funds could still be organized 
and operated as a non-traded closed-end investment 
company that provides limited liquidity to its investors 
through periodic repurchase offers pursuant to Rule 
23c-3 under the 1940 Act (an “interval fund”) or tender 
offers pursuant to Rule 13e-4 under the Exchange Act (a 
“tender offer fund”).58 

3. AFFILIATED TRANSACTIONS. Relief from Section 17(a) 
of the 1940 Act would be required to permit a registered 
closed-end fund to invest in private funds sponsored by 
the registered closed-end fund’s adviser.59 Retail inves-
tors may prefer a registered fund of funds structure in 
which the fund of funds and the underlying private funds 
are managed by the same manager, although a registered 
fund of unaffiliated funds could be offered without the 
need for relief from Section 17(a). 

One concern arising from expanding retail access to private 
funds is the potential for fraud or abuse of retail investors 
(e.g., a fund sponsor or distributor that takes advantage of 
retail investors by offering only underlying funds that are 
less well known, underperforming and/or in less demand). 
For several reasons, retail investment through a registered 
vehicle would mitigate these concerns. Unlike the direct 
access model described above, investment through a reg-
istered vehicle would afford retail investors with the protec-
tions provided by the 1940 Act and the Securities Act. A 
registered investment vehicle would be managed by an RIA 
with a fiduciary duty and a business motivation to act in 
the fund’s best interest, and would be overseen by a board 

(a majority of whose members would be independent direc-
tors). In addition, as with every publicly offered registered 
closed-end fund, the civil liability provisions of Sections 11 
and 12(a)(2) of the Securities Act would apply to the regis-
tration statement and prospectus by which the closed-end 
fund offers its shares to the public, thereby affording retail 
investors additional assurance that the fund accurately dis-
closes the specific risks of investing in private funds.

Retail investment in a registered closed-end fund that 
invests in private funds would involve determinations by 
two separate fiduciaries—the registered fund’s adviser and 
the private fund’s adviser—each with a fiduciary duty to its 
respective fund. Retail investors in a registered closed-end 
fund would have the benefit of an RIA with fiduciary duties 
to the closed-end fund, and the investment adviser manag-
ing an underlying private fund would provide a second layer 
of protection to investors. The RIA of a registered closed-end 
fund evaluating a potential private fund investment would be 
in the best position to decide whether an underlying private 
fund presents an attractive risk/reward and performance-to-
cost opportunity. Likewise, the RIA of a registered closed-
end fund would be best positioned to evaluate whether an 
underlying private fund’s size, management experience and 
capital commitment by institutional investors presents an 

Three possible approaches  
to expanding retail access to 
private funds: (i) direct access,  
(ii) investment through a registered 
vehicle organized as a “registered 
fund of private funds,” and  
(iii) investment through a feeder 
fund advised by a registered 
investment adviser.
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attractive investment opportunity. That is, to the extent that 
a registered closed-end fund of private funds raises investor-
protection concerns, these concerns are mitigated by the 
fact that one or two fiduciaries stand between a retail inves-
tor and the securities owned by a private fund. 

Moreover, the existing disclosure and valuation requirements 
applicable to registered closed-end funds under the 1940 
Act are adequate to address the risks and issues presented 
by investments in private funds. For example, a registered 
closed-end fund of private funds must have a prospectus 
(Form N-2) that requires the fund to disclose material in-
formation regarding the specific risks of investing in private 
funds.60 Form N-2 also requires disclosure of the aggregate 
fees paid by a registered closed-end fund to underlying 
private funds.61 Similarly, the 1940 Act mandates a frame-
work for valuation of a registered fund’s investments that is 
sufficiently broad to address investments in private funds.62 
For many years, this framework has been utilized by busi-
ness development companies (“BDCs”), which are closed-
end companies registered under the 1940 Act that do not 
have accredited investor restrictions and invest primarily or 
exclusively in difficult-to-value securities.63 Because these 
types of funds exist, many of these issues have already been 
considered and addressed thoroughly. In light of these ex-
isting protections, a registered fund of funds would require 
fewer, if any, regulatory changes to ensure that the extent 
of a retail investor’s private fund exposure is appropriate for 
the investor.

The Concept Release also requests comment on several 
issues relating to the operation of interval funds and tender 
offer funds, which are two types of generally unlisted closed-
end fund structures that provide limited liquidity through 
periodic repurchases. As registered investment vehicles, 
interval funds and tender offer funds may be open to non-
accredited investors (subject to the Staff’s current informal 
position limiting investments in private funds to 15%). The 
Concept Release notes that the SEC does “not believe these 
funds currently are used extensively as a means to provide 
capital to smaller issuers in exempt offerings,” which may 
suggest that the SEC believes these fund structures are cur-
rently underutilized as vehicles to provide non-accredited 
investors with access to private issuers. For many non-ac-

credited investors seeking access to private funds through 
a registered vehicle, the ability to have the registered fund 
of private funds listed for trading on a national securities 
exchange could be a significant advantage over unlisted in-
terval or tender offer structures.

In our view, the registered fund of private funds model has 
certain advantages over the direct access model. First, in-
vestment through a registered closed-end fund structure 
would give investors the protections of the 1940 Act, which 
may be appealing to regulators as well as investors and other 
fund advisers. A registered fund of private funds also has the 
potential to provide better liquidity, depending on whether 
the registered fund could be listed (and even without listing, 
an interval fund or tender offer fund structure could provide 
at least as much liquidity as other products that are cur-
rently available). This greater liquidity could also allevi-
ate the ERISA Section 404(c) concerns described above, 
which could make this model more attractive for ERISA 
plans under current law than the direct access model. In-
vestment through a registered vehicle managed by a profes-
sional manager would make it easier for smaller investors to 
build a diversified portfolio of private fund investments by 
relying on professional managers to perform the requisite 
due diligence and portfolio construction with respect to the 
underlying private fund investments, which are some of the 
traditional benefits that registered investment companies 
have offered to retail investors for nearly 80 years.

Investment through a registered 
vehicle managed by a professional 
manager would make it easier 
for smaller investors to build a 
diversified portfolio of private 
fund investments by relying on 
professional managers.
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FEEDER STRUCTURE

A “feeder” fund model would involve a registered feeder fund 
sponsored by a wealth manager or other third party (e.g., a 
broker-dealer with an existing customer base) (each, an “in-
termediary”) that invests substantially all of its assets in a 
single unaffiliated private fund. The feeder fund would be 
a closed-end vehicle registered as an investment company 
under the 1940 Act and would be marketed to an intermedi-
ary’s existing customers. 

A feeder fund model would require relief from the following 
regulatory requirements:

1. 1940 ACT. Relief from Rule 2a51-3 under the 1940 
Act would be required to permit a fund “formed for the 
specific purpose” of acquiring securities offered by a 
Section 3(c)(7) fund to count as a single qualified pur-
chaser (i.e., no “look through” to the beneficial owners). 
This relief could be conditioned, for example, on the 
feeder being advised by an RIA and/or having a minimum 
amount (e.g., $25 million) in capital commitments.

2. ACCREDITED INVESTORS. The SEC Staff would have to 
discard its current position requiring that sales of regis-
tered closed-end funds that invest more than 15% of their 
assets in private funds be limited to accredited investors. 

3. RULE 140 Sales of securities issued by a registered 
closed-end feeder fund would require relief from the defini-
tion of “distributor” in Rule 140 under the Securities Act.64 

4. LISTING STANDARDS. As with a registered fund of 
private funds, as discussed earlier, for a registered feeder 
fund to list its shares on a national securities exchange, 
the SEC would have to allow listing under current listing 
standards or permit U.S. securities exchanges to adopt 
listing standards for registered funds of private funds.

A feeder fund model is likely the most quickly scalable of 
the three options described in this article. Intermediaries 
have organized feeder funds into hundreds of private funds. 
These feeder funds are currently offered only to customers 
who are qualified purchasers. With additional regulatory 
relief, these feeder funds could be offered to investors who 
are not qualified purchasers or accredited investors. A reg-

istered feeder fund would have many of the same advan-
tages as a registered fund of private funds, including giving 
investors the protections of the 1940 Act, the involvement 
of a registered investment adviser at the feeder fund level, 
having the potential to provide better liquidity (depending 
on whether the registered feeder fund could be listed), and 
requiring fewer regulatory changes as compared to the direct 
access model; however, the feeder fund may be less attrac-
tive than the registered fund of private funds for ERISA 
plans due to the lack of diversification.65  

RETIREMENT INVESTORS AND DEFINED CONTRIBUTION PLANS

As noted above, employer-sponsored 401(k) plans largely 
avoid investing in private funds, despite the prevalence of 
these funds in defined benefit plans operated by fiduciaries 
who are held to the same standard of care, because their 
limited liquidity and relatively expensive fees (as compared 
to index funds, for example) create fiduciary litigation risk. 
Although some courts have pushed back against fiduciary 

breach claims,66 the inconsistency among courts, the prev-
alence of class action lawsuits and the lack of guidance 
from the DOL threaten to undermine any increased SEC 
flexibility.67 The DOL could address these issues by pro-
viding formal guidance that (i) reaffirms the long-standing 
principle that a 401(k) fiduciary must consider the total-
ity of factors related to investment options as opposed to 
just focusing on liquidity and fees and (ii) expands the 
safe harbor for plan fiduciaries who are making good faith 

DOL can take big steps toward 
expanding 401(k) plan access to 
alternative investments, which 
should help level the playing field 
for plan participants in defined 
benefit plans and 401(k) plans.
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efforts, well informed by expertise on long-term retirement 
investing, to provide participants with access to alternative 
asset classes that offer the potential for attractive gains and 
greater diversification to hedge risk. We believe such guid-
ance should be provided in a regulation (i.e., as part of the 
Section 404(c) regulations, and not in a speech, website 
publication or other informal guidance), to give plan fidu-
ciaries confidence that the guidance will not change again 
in a few years. Conforming updates should also be made 
to the Section 404(c)(5) regulations to make clear how 
investment options that include private funds can satisfy 
QDIA criteria in the absence of participant direction.

With some clarifications to the existing regulatory frame-
work, the DOL can take big steps toward expanding 401(k) 
plan access to alternative investments, which should, in 
turn, help level the playing field for plan participants in 
defined benefit plans and 401(k) plans and facilitate greater 
retirement savings. Making changes of this type would also 
be in keeping with the DOL and SEC’s stated goals of har-
monizing rulemaking.68 While expanded access to private 
funds will not solve the retirement crisis facing America 
on its own, we believe that it could be a key step towards 
solving the problems facing current retirement savers.

Conclusion

IT IS FAR TOO EARLY TO PREDICT whether the Concept 
Release will lead to changes in the regulatory landscape. 
However, at the very least, the Concept Release indicates 
that the SEC is willing to consider expanding retail access 
to private funds. This could afford non-accredited investors 
the opportunity to more broadly diversify their investment 
portfolios and otherwise benefit from investments that may 
have returns with less correlation to the public markets. 

From the perspective of a private fund sponsor, an expan-
sion of investment opportunities in private funds to non- 
accredited investors could result in substantial new sources 
of investor capital. Similarly, traditional retail fund complex-
es might be able to utilize their existing distribution networks 
and operational capabilities to offer alternative strategies 

to a much wider section of the investing public, either on 
their own or in partnership with private fund sponsors. And, 
most importantly, allowing retail investors to diversify their 
investments to include private funds will provide them with 
wealth-building opportunities that currently are available 
only to wealthier investors.

Both private fund sponsors and traditional fund complexes 
should consider how they might create and offer products 
that could take advantage of any new regulatory flexibility. 
For example, private fund sponsors without an established 
retail distribution network may want to look for potential 
distribution partners, just as retail fund sponsors without 
established alternatives capabilities may wish to either 
build that capability or partner with a private fund sponsor 
that already has this capability.
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which excludes from the definition of “held of record” securities issued 
pursuant to the offering exemption under Section 4(a)(6) of the Securities 
Act (i.e., securities issued in a “crowdfunding” offering). For example, such 
an exemption might exclude from the definition of “held of record” securi-
ties issued pursuant to any access restrictions made applicable to retail 
investors purchasing securities issued by private funds.

50  These standards could be based on, for example, size, sponsor experience 
or institutional investor participation.

51  See Rule 100(a)(2) of Regulation Crowdfunding, 17 C.F.R. § 230.100(a)(2).

52  See Rule 251(d)(2)(i)(C) of Regulation A. 17 C.F.R. § 230.251(d)(2)(i)(C) 
(limiting the amount of securities that a non-accredited investor can pur-
chase in a Tier 2 offering to no more than 10% of the greater of annual 
income or net worth).

53  A potential solution to these operational and administrative challenges 
might involve an unregistered “feeder” fund sponsored by a wealth manager 
or other third party (e.g., a broker-dealer with an existing customer base) 
that invests substantially all of its assets in a single unaffiliated private 
fund. An unregistered feeder fund structure would require legal and regula-
tory changes similar to those discussed above. Section III.C discusses a 
registered feeder fund model, which would require fewer legal and regula-
tory changes.

54  Unlike a registered open-end investment company, a registered closed-end 
fund does not need to satisfy redemption requests and is not subject to the 
15% limitation on “illiquid investments” imposed by Rule 22e-4 under the 
1940 Act. Accordingly, a registered closed-end structure is better suited to 
an investment strategy that involves significant exposure to illiquid private 
funds.

55  To our knowledge, the Staff has not formally articulated a legal basis for its 
informal limit on registered closed-end fund investments in Section 3(c)(7) 
funds. It is possible that the Staff would defend its informal position under 
Section 48(a) of the 1940 Act as a means of preventing a circumvention 
of Section 3(c)(7) through the interposition of a registered fund between a 
private fund and non-accredited investors. However, if that is the justifica-
tion, it is applied selectively. For example, many high yield funds invest 
significant portions of their assets in Rule 144A securities, notwithstanding 
the fact that retail investors in the funds are not “qualified institutional 
buyers” eligible to purchase Rule 144A securities. 

56  The Staff has informally taken the position that a national securities ex-
change cannot list shares of a registered closed-end fund that exceeds the 
15% limit on investments in Section 3(c)(7) funds, and U.S. securities will 
not adopt listing standards without permission from the SEC. Although we 
do not believe that any special listing requirements would need to apply 
to a registered closed-end fund that invests in private funds, to the extent 
the exchanges view such listing standards as necessary, the SEC should 
approve any changes to generic listing standards required by exchanges to 
list these closed-end funds for trading.

57  See Notice of Filing of Proposed Rule Change Relating to Closed-End Fund 
of Hedge Fund Listing Requirements, Rel. No. 34-58067 (June 30, 2008). 
The proposed listing standards would have required the registered closed-
end fund of hedge funds to calculate its net asset value at least weekly and 
to contractually agree to publicly disseminate any material information that 
the underlying hedge fund made available to its investors.

58  Some increased flexibility for interval funds could be helpful, such as a 
longer initial investment term before periodic repurchase offers must com-
mence. In the Concept Release, the SEC requests comments regarding 
increased flexibility for interval funds to invest in exempt offerings. See 
Concept Release at 188. Even with such increased flexibility, however, this 
type of product would be unlikely to be offered within a 401(k) plan other 
than through a brokerage window. 

59  In general, Section 17(a) prohibits an affiliated person (or an affiliated 
person of such a person) of a registered fund, acting as principal (e.g., 
a private fund advised by the registered fund’s adviser) from engaging in 
transactions (including purchases/sales of securities or other property) with 
the registered fund.

60  Form N-2 is the disclosure form that the SEC has prescribed for closed-
end investment companies to use when registering under the 1940 Act 
and when registering their securities under the Securities Act. Form N-2 
requires disclosure of material information about a registered closed-end 
fund, including the principal risk factors associated with an investment 
in the fund, as well as certain undertakings by the fund (i.e., agreements 
as a condition to effectiveness of the fund’s registration statement). For 
example, Form N-2 requires a description of the types of securities in which 
a registered closed-end fund will principally invest (e.g., private funds), as 
well as the principal risk factors associated with an investment in the fund 
specifically and the risks generally associated with an investment in a fund 
with similar investment objectives, capital structure or trading markets.

61  Item 3 of Form N-2 requires a registered closed-end fund to disclose the 
fees that investors will indirectly bear as a result of investments in any 
underlying private funds. Although investors would be paying fees at both 
levels of a registered fund of private funds, products with two levels of 
fees already exist in the market. Concerns about fee levels are addressed 
through disclosure and the annual contract renewal process under Section 
15 of the 1940 Act.

62  For many years, registered funds (including registered funds of private 
funds) have made investments in difficult-to-value assets. The 1940 Act 
mandates the framework to determine the fair value of those assets, rather 
than prohibiting registered funds from holding difficult-to-value assets.  
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63  Like other registered closed-end funds, BDCs may be listed for trading on 
a national securities exchange, or may provide limited liquidity to investors 
through periodic tender offers for a percentage of their shares.

64  Rule 140 under the Securities Act provides that “[a] person, the chief part 
of whose business consists of the purchase of the securities of one issuer 
…and the sale of its own securities…to furnish the proceeds with which to 
acquire the securities of such issuer…is to be regarded as engaged in the 
distribution of the securities of such issuer…within the meaning of Section 
2(11) of the Act.” It is likely that many underlying private fund sponsors 
will be disinclined to have a feeder fund be treated as a distributor. For 
example, such treatment could require the underlying private fund to sign 
the feeder fund’s registration statement.

65  A registered feeder fund could be structured for tax purposes as either a 
partnership or a regulated investment company (“RIC”) under Subchapter 
M of the Internal Revenue Code of 1986, as amended. Although registered 
funds of private funds are often structured as RICs, investing in a single 
underlying fund could raise additional difficulties in complying with Sub-
chapter M’s requirements. The degree of difficulty and the measures that 
might be necessary to structure around any issues would depend upon, 
among other things, the investment strategy of the underlying fund.

66  In 2009, the Seventh Circuit found that “nothing in ERISA requires every 
fiduciary to scour the market to find and offer the cheapest possible fund 
(which might, of course, be plagued by other problems).” Hecker v. Deere 
& Co., 556 F.3d 575, 586 (7th Cir. 2009). See also Renfro v. UNISYS 
Corp., 2010 WL 1688540 *6 (E.D. Penn. Apr. 26, 2010) (“ERISA does 
not require fiduciaries to get the best deal imaginable for the Plan; it re-
quires them to act carefully, skillfully, prudently, diligently, and solely in 
the interest of participants and beneficiaries and while this is not a light 
duty, it does not support a lawsuit that simply claims the fiduciaries could 
have done better had they worked harder to leverage their market power.”).  

67  Based on Ropes & Gray’s analysis of class action law suits brought against 
401(k) plan sponsors based on investment menu design decisions, fees 
charged to participants and other related claims, there have been ap-
proximately 219 such complaints alleged between 2007 and September 
2019. The average settlement amount in these cases is approximately 
$17 million.

68  See SEC Seeks Public Comment on Ways to Harmonize Private Securi-
ties Offering Exemptions, June 18, 2019 available at https://www.sec.gov/
news/press-release/2019-97 (quoting SEC Chairman Jay Clayton: “We are 
taking a critical look at our exemptions from registration to ensure that 
our multifaceted private offering framework works for investors and entre-
preneurs alike, no matter where they are located in the United States”); 
Chairman Clayton’s remarks at the SEC’s June 5, 2019 open meeting ap-
proving Regulation Best Interest (available at https://www.sec.gov/news/
public-statement/statement-clayton-060519-iabd):

The recommendations today reflect a careful study of the DOL Fiduciary 
Rule, incorporating certain aspects of the rule that will enhance the bro-
ker-dealer standard of conduct in line with reasonable investor expecta-
tions, while avoiding other aspects of the rule that appear to have been 
primary drivers of the rule’s unintended consequences…Our senior staff 

and DERA economists have met with staff at the Department of Labor 
on many occasions, both during and after the development of the DOL 
Fiduciary Rule and during the development of our standards of conduct 
rulemaking, to discuss the approaches taken by our respective staffs.

See also Melanie Waddell, DOL to Issue New Rules on Fiduciary Duties: 
Acosta, THINKADVISOR (May 1, 2019) (“Acosta replied: ‘The Department 
of Labor is working with the SEC; the SEC was asked by Congress to come 
up with appropriate responses to protect these individuals; we are communi-
cating with them [the SEC] and based on our collaborative work, we will be 
issuing new rules in this area.’”). 

http://www.sec.gov/news/press-release/2019-97
http://www.sec.gov/news/press-release/2019-97
http://www.sec.gov/news/public-statement/statement-clayton-060519-iabd
http://www.sec.gov/news/public-statement/statement-clayton-060519-iabd
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