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On May 25, the Securities and Exchange Commission (“SEC”) issued proposed rules
under the Investment Advisers Act of 1940 (“Advisers Act”) for advisers to private funds
that consider environmental, social or governance factors (“ESG”) as part of one or more
significant investment strategies.  The proposed rules would require advisers employing
ESG strategies to report additional information about those strategies to the SEC and
provide additional, more detailed disclosure to clients.[1]

The proposed rules are part of an effort by the SEC to address the growth in ESG-focused
investing and concerns that claims made by advisers about their ESG practices do not
meet investor expectations.[2]  The SEC’s consideration of the rule proposals came only
days after the SEC settled its first ESG-related enforcement action against an adviser to
mutual funds, alleging that the adviser misled investors into believing that all of the
funds were being managed in accordance with certain ESG principles.[3]  The proposal
marks a continuation of the SEC’s focus on ESG practices among investment advisers,
beginning in 2019 with a series of ESG-focused examinations[4] followed by a 2021
Division of Examinations Risk Alert on this topic.[5] 

The SEC does not currently require detailed disclosures by an adviser about ESG or any
other investment strategy employed by it.  The proposing release explained that the SEC
believes that ESG-focused investors may need more specific disclosure because they
face special risks of being misled by advisers about their ESG policies.

The proposed rules would have the greatest impact on registered investment companies,
i.e., mutual funds, ETFs, closed-end funds and BDCs.  They would have a lesser but still
significant effect on advisers to private funds, particularly those registered with the SEC.



Comments are due 60 days after the proposing release is published in the Federal
Register.  We note that the comment period is twice as long as some recent comment
periods for SEC rule proposals, which the SEC extended and re-opened after numerous
industry complaints.

Scope of the Proposed Rules

The proposed rules would apply to all advisers registered with the SEC under the
Advisers Act and exempt reporting advisers that “consider” ESG factors as part of one or
more “significant” investment strategies provided to clients. Many, if not all, advisers
consider some aspects of ESG in selecting investments within an investment strategy
primarily focused on achieving positive returns for clients.  As a practical matter, an
adviser’s use of ESG factors in formulating investment advice would likely be considered
“significant” under the proposed rules where the adviser discloses or promotes its use of
ESG strategies to clients and prospective investors.  Advisers that do not disclose or
promote ESG strategies would likely be unaffected by the rule proposals. 

Environmental, Social or Governance Factors

The proposed rules are designed to address current market confusion about what exactly
are ESG investment strategies.  Whether they would accomplish that objective was the
subject of debate at the open Commission meeting, at which Commissioner Hester Peirce
expressed skepticism given that the proposed rules would not define “E,” “S” or “G.”[6]   

Environmental matters (the “E”) are generally understood to involve the extent to which
a company safeguards the environment, and its policies to address such matters as
climate change, waste, pollution and resource depletion. Social matters (the “S”) are
generally understood to refer to how a company deals with its employees, suppliers and
customers, and the communities in which it operates.  Governance (the “G”) is generally
understood to deal with a company’s leadership, executive pay, internal controls and
shareholder rights. 



Market participants take different positions based on subjective judgments as to whether
a particular industry, practice or policy is favorable from an ESG perspective, as well as
the relative importance of one or more of the ESG factors.  Moreover, ESG investing is
known by different terms, including “socially-responsible investing,” “sustainable
investing” and “green investing,” each of which may be understood somewhat differently
by market participants.  In addition, there are many organizations currently providing
competing guidelines, screens or methodologies to investors that are seeking to bring
ESG factors to bear in their investment activities, including a growing number of private
funds.    

The SEC acknowledges that there are many approaches to ESG investing and seeks to
organize the universe of ESG strategies not by their substance but by the nature of the
adviser’s commitment to incorporating ESG into its investment strategy.  The SEC would
thus require advisers to group the ESG strategies they employ into three buckets and, in
the case of registered advisers, describe the strategies to their clients.    

“ESG Integration” strategies consider one or more of the ESG factors, but ESG is
not dispositive to an investment decision. These strategies incorporate ESG
considerations into the investment process alongside traditional factors and
analysis that make up the investment strategy.

•

“ESG Focused” strategies, according to the SEC, use one or more factors “as a
significant or main consideration in either selecting investments or in engaging with
portfolio companies.” This might include an adviser that selected companies for
investments because of their favorable ESG characteristics, as well as a company
that did not have favorable ESG characteristics but the adviser planned to engage
with the company (through proxy voting or direct engagement) to enhance its ESG
characteristics.     

•

“ESG Impact” strategies are those that have “a stated goal that seeks to achieve a
specific ESG impact or impacts that generate specific ESG-related benefits.” The
SEC treats ESG Impact strategies as a subset of ESG-Focused strategies.

•

Reporting to the SEC—Part 1A of Form ADV



The SEC proposed to amend Part 1A of Form ADV to obtain a “census” of advisers that
use ESG factors, including their use of ESG consultants. The new reporting requirements
would identify SEC advisers employing ESG strategies, allowing SEC examiners to identify
candidates for future examinations to help safeguard against “greenwashing” (i.e.,
overstating or otherwise misrepresenting the ESG factors incorporated into portfolio
selection).  The SEC notes that, because Form ADV is public, the new information will also
permit the public to better identify advisers providing various levels of ESG strategies.    

Items 5 (separately managed accounts) and Item 7 (private funds) would be amended to
require an adviser to report (on corresponding sections of Schedule D) whether it
considers ESG factors as part of one or more strategies and, if so, whether that strategy
is “ESG Integration,” “ESG Focused” or “ESG Impact.”  An adviser that considers ESG
factors must report which factor(s) it considers (i.e., “E,” “S,” and/or “G”).  If the adviser
follows one or more third-party frameworks in connection with its ESG strategies, Item
5.M. would require it to identify the framework(s). 

Items 6 (description of business) and 7 (financial industry affiliations) would be expanded
to require that advisers report whether they themselves act as an ESG consultant or
service provider or have a related person that is an ESG consultant or service provider. 
This information is designed to help the SEC and clients identify potential conflicts when
an adviser uses a related person who is an ESG service provider. 

The proposed ESG reporting would apply to both registered and exempt reporting
advisers.[7] 

Client Brochure—Part 2A of Form ADV      

Item 8 of Part 2 of Form ADV currently requires registered advisers to disclose the
methods of analysis and strategies the adviser uses in formulating advice provided to
clients.  For each “significant method of analysis or investment strategy” used, the
adviser must disclose the material risks of that strategy.  Currently, the risks of a
strategy must be disclosed in detail only if the strategy involves “significant” or unusual
risks.  A strategy is “significant” for purpose of Item 8 if “more than a small portion of the
adviser’s clients’ assets are advised using the method or strategy.”[8]



The SEC proposes to amend Item 8 to add several new items.  Item 8.D. would require an
adviser to disclose ESG factors, if any, it considers for each significant investment
strategy and how the adviser incorporates the factors (and which factors (i.e., E, S and/or
G) it incorporates) when advising its clients.  Thus, an adviser that employed an ESG
strategy for selecting or excluding certain securities would need to disclose the criterion
or methodology it employs, including any internal or third-party framework, screen or
index.

The proposed form language would appear to require disclosure of ESG factors
considered in any significant investment strategy employed by the adviser, regardless of
whether the ESG factors are a significant element of a significant strategy.[9]  This would
seem to be a drafting error that we expect to be pointed out by commenters.

Item 10 (other industry activities and affiliations) would be amended to require advisers
to disclose material relationships they or their control persons have with ESG consultants
and service providers.  Finally, Item 17 (proxy voting) would be amended to require
advisers with specific voting policies that include ESG considerations to disclose them
and how they consider them, including whether the adviser may employ different
strategies to vote proxies for different clients.

Private Funds

Only a portion of the amendments proposed by the SEC would directly affect advisers to
private funds.  Exempt reporting advisers are not required to prepare or deliver a
brochure and, thus, would not be directly affected by the proposed Part 2 brochure
amendments, nor are they required to complete Item 5 of Part 1A.  

Form ADV does not directly speak to disclosures made to investors in private funds. It is
not unreasonable, however, to anticipate that whatever ESG disclosure requirements the
SEC ultimately adopts, private fund advisers will feel a need to include the disclosures in
fund offering documents, both to address regulatory concerns and investor expectations.



More directly, the SEC’s focus on ESG strategies by advisers would likely have a
significant spill-over effect that private fund advisers could not afford to ignore under
existing law.  The SEC’s release proposing the new ESG rules emphasized that existing
legal obligations, including the anti-fraud provisions of the Advisers Act, apply to all
advisers, including advisers to private funds.  To the extent that private fund advisers
make representations or provide other assurances to investors or prospective investors
about a fund’s ESG strategies, it is expected that they would be exposed to the same
liabilities as the mutual fund adviser that was the subject of the foregoing settled
enforcement action.  

And we note that the SEC is watching.  The Division of Examinations included both
private funds and ESG investing at the top of its list of significant focus areas for 2022.
[10]  Specifically, it cautioned that the Division would be examining advisers to
determine whether they (i) were accurately disclosing their ESG investing approaches
and had adopted policies and procedures designed to prevent violations of the Advisers
Act in light of the ESG-related disclosures; (ii) were voting client securities in accordance
with their proxy voting policies; or (iii) were overstating or otherwise misrepresenting the
ESG factors incorporated into portfolio selection (i.e., “greenwashing”).  For at least the
next year, advisers to private funds with ESG strategies can expect SEC examiners
conducting an examination to drill into how those strategies are being implemented and
the compliance policies around that implementation.

In light of these developments, private fund advisers should review their strategies,
marketing materials and client/investor disclosures to determine whether they are fully
consistent with the ESG strategies that they employ.  In addition, they should be
prepared to demonstrate (i.e., document) compliance around these issues to SEC
examiners.[11]  Although they are yet to be adopted, the proposed rules provide insights
into the SEC’s view of the application of existing legal obligations of fund managers who
employ ESG strategies.   

__________________
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