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SEC ESG Taskforce Update: Commissioner

Lee Doubles Down, and Examination

Division Issues ESG Risk Alert

As demand for investment options incorporating

climate and other environmental, social, and gover-

nance (“ESG”) factors has increased in recent years,

financial market regulators’ efforts to mitigate future

climate-related financial vulnerabilities have picked

up steam. Regulators increasingly believe that the

economic uncertainty and financial risks of climate
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change, and the imperfect and non-uniform informa-

tion around climate risks and ESG initiatives, result

in the mispricing of assets.1 The Securities and

Exchange Commission (“SEC”) has taken the brunt

of the responsibility to ensure that disclosure require-

ments appropriately encompass ESG concerns. On

March 4, 2021, then-acting Chair Allison Herren Lee

announced the creation of an ESG Task Force (“Task

Force”) in the Division of Enforcement.2 The SEC

tasked the 22-member Task Force with:

E identifying material gaps or misstatements in

issuers’ disclosure of climate risks and ESG

strategies under existing rules;

E developing initiatives to proactively identify

ESG-related misconduct;

E coordinating use of the Enforcement Divi-

sion’s sophisticated data mining and assess-

ment tools; and

E evaluating and pursuing tips, referrals, and

whistleblower complaints on ESG-related

issues.3

Commissioner Lee recently underscored the

importance of the Task Force’s work in a keynote

address at the 2021 ESG Disclosure Priorities Event

on May 24, 2021.4 Lee’s comments followed recent

legislator and lobbyist questions about the efficacy

of ESG reporting requirements. She took direct aim

at what she called the “myth” that there is “a duty to

disclose climate and ESG matters [and that] we can

rest assured that such disclosures are being made.”5

Commissioner Lee challenged the notion that

under the current regulatory framework, companies

are already making adequate disclosures about ESG

matters. She argued that a principles-based disclo-

sure standard that encompasses a “broad-based

concept of materiality” will not elicit material infor-

mation relevant to the “reasonable investor” as

defined in Basic Inc. v. Levinson, 485 U.S. 224, 108

S. Ct. 978, 99 L. Ed. 2d 194, Fed. Sec. L. Rep.

(CCH) P 93645, 24 Fed. R. Evid. Serv. 961, 10 Fed.

R. Serv. 3d 308 (1988). But Lee argued that company

management often views materiality differently than

investors do, and that “lawyers, accountants, and

auditors” often get materiality determinations wrong,

making a more prescriptive framework practicable.

Commissioner Lee also pushed back on the belief

that the SEC’s disclosure rulemaking authority is

limited to requiring the disclosure of material

information. Instead, she said, Section 7 of the Secu-

rities Act of 1933 grants the SEC authority to man-

date broader disclosures “appropriate in the public

interest or for the protection of investors.” She stated

that investors—“the arbiters of materiality”—have

demonstrated that climate risk is material to their

investment and voting decisions.

The SEC has been busy assessing the state of ESG

disclosures. On April 9, 2021, the Division of Exami-

nations (“EXAMS”) (previously, the Office of Com-

pliance Inspections and Examinations) of the SEC

released its ESG Risk Alert.6 The alert provided a

non-exhaustive list of examination priorities for

investment advisers and funds claiming to engage in

ESG investing that includes:

E Portfolio management. Examinations will

include a review of the firm’s policies, proce-

dures, and practices related to ESG and its use

of ESG-related terminology; due diligence and

other processes for selecting, investing in, and

monitoring investments in view of the firm’s

disclosed ESG investing approaches; and

whether proxy voting decision-making pro-

cesses are consistent with ESG disclosures and

marketing materials.

E Performance advertising and marketing. Ex-

aminations will include a review of the firm’s

regulatory filings; websites; reports to spon-
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sors of global ESG frameworks, to the extent

the firm has communicated to clients and

potential clients a commitment to follow such

frameworks; client presentations; and respon-

ses to due diligence questionnaires, requests

for proposals, and client/investor-facing docu-

ments, including marketing materials.

E Compliance programs. Examinations will

include a review of the firm’s written policies

and procedures and their implementation,

compliance oversight, and review of ESG

investing practices and disclosures.7

EXAM’s investigations of advisers and private

funds engaged in ESG investing revealed “some in-

stances of potentially misleading statements regard-

ing ESG investing processes and representations

regarding the adherence to global ESG frameworks.”

The staff provided insight into some areas of con-

cern, stating:

E Portfolio management practices were incon-

sistent with disclosures about ESG

approaches. The staff observed portfolio man-

agement practices that differed from client

disclosures in required disclosure documents

(e.g., Form ADV Part 2A) and other client/

investor-facing documents (e.g., advisory

agreements, offering materials, responses to

requests for proposals, and due diligence

questionnaires). For example, the staff noted

lack of adherence to global ESG frameworks

where firms claimed such adherence, and also

observed fund holdings predominated by issu-

ers with low ESG scores—as measured, for

example, by a sub-adviser’s proprietary inter-

nal scoring system—where such predominance

appeared inconsistent with those firms’ stated

approaches.

E Controls were inadequate to maintain, moni-

tor, and update clients’ ESG-related investing

guidelines, mandates, and restrictions. The

staff noted weaknesses in policies and proce-

dures governing implementation and monitor-

ing of the advisers’ clients’ or funds’ ESG-

related directives. For example, the staff

observed that advisers did not have adequate

controls around implementation and monitor-

ing of clients’ negative screens (e.g., prohibi-

tions on investments in certain industries, such

as alcohol, tobacco, or firearms), especially if

the directives were ill-defined, vague, or

inconsistent. Nor did advisers have adequate

systems to consistently and reasonably track

and update clients’ negative screens leading to

the risk that prohibited securities could be

included in client portfolios. The staff also

noted that client preferences to favor certain

industries or issuers had not yet been effectu-

ated because of challenges with implementa-

tion and monitoring, despite contrary market-

ing claims touting processes for implementing

clients’ positive screens.

E Proxy voting may have contravened advisers’

stated approaches. The staff observed incon-

sistencies between public ESG-related proxy

voting claims and internal proxy voting poli-

cies and practices. For example, the staff

observed public statements that ESG-related

proxy proposals would be independently

evaluated internally on a case-by-case basis to

maximize value, while internal guidelines gen-

erally did not provide for such case-by-case

analysis. The staff also noted public claims

regarding clients’ ability to vote separately on

ESG-related proxy proposals, but clients were

never provided such opportunities, and no poli-

cies concerning these practices existed.

E Unsubstantiated or otherwise potentially

misleading claims regarding ESG approaches.

The staff observed unsubstantiated or other-
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wise potentially misleading claims regarding

ESG investing in a variety of contexts. For

instance, the staff noted marketing materials

for some ESG-oriented funds that touted favor-

able risk, return, and correlation metrics re-

lated to ESG investing without disclosing ma-

terial facts regarding the significant expense

reimbursement they received from the fund-

sponsor, which inflated returns for those ESG-

oriented funds. The staff also observed unsub-

stantiated claims by advisers regarding their

substantial contributions to the development

of specific ESG products, when, in fact, their

roles were very limited or inconsequential.

E Inadequate controls to ensure that ESG-

related disclosures and marketing are consis-

tent with the firm’s practices. The staff ob-

served inconsistencies between actual firm

practices and ESG-related disclosures and

marketing materials because of a weakness in

controls over public disclosures and client/

investor-facing statements. For example, the

staff observed a lack of adherence to global

ESG frameworks despite claims to the con-

trary, unsubstantiated claims regarding invest-

ment practices (e.g., only investing in compa-

nies with “high employee satisfaction”), and a

lack of documentation of ESG investing deci-

sions and issuer engagement efforts. In addi-

tion, the staff observed failures to update

marketing materials timely (e.g., an adviser

continuing to advertise an ESG investment

product or service it no longer offered).

E Compliance programs did not adequately

address relevant ESG issues. The staff ob-

served that some firms substantially engaged

in ESG investing lacked policies and proce-

dures addressing their ESG investing analyses,

decision-making processes, or compliance

review and oversight. For instance, the staff

identified compliance programs that did not

address adherence to global ESG frameworks

to which the firms claimed to be adhering. The

staff also noted a lack of policies and proce-

dures to ensure firms obtained reasonable sup-

port for ESG-related marketing claims, and

observed inadequate policies and procedures

regarding oversight of ESG-focused sub-

advisers. Firms also had difficulties in substan-

tiating adherence to stated investment pro-

cesses, such as supporting claims made to

clients that each fund investment had received

a high score for each separate component of

ESG (i.e., environmental, social, and gover-

nance), when relying instead on composite

ESG scores provided by a sub-adviser.

E The staff also observed that compliance pro-

grams were less effective when compliance

personnel had limited knowledge of relevant

ESG-investment analyses or oversight over

ESG-related disclosures and marketing

decisions. For example, compliance controls

and oversight for reporting to sponsors of

global ESG frameworks and responses to

requests for proposals and due diligence ques-

tionnaires appeared to be ineffective. In addi-

tion, the staff noted weaknesses in compliance

controls regarding performance metrics in-

cluded in marketing materials (such as risk,

returns, and correlation metrics), and a lack of

compliance review of the data underlying

those measures.8

The Risk Alert closed by noting some examples

of good disclosure practices and by encouraging

market participants “promoting ESG investing to

clients, prospective clients, investors, and prospec-

tive investors to evaluate whether their disclosures,

marketing claims, and other public statements re-

lated to ESG investing are accurate and consistent

with internal firm practices. Additionally, firms
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should ensure that their approaches to ESG invest-

ing are implemented consistently throughout the

firm where relevant and are adequately addressed in

the firm’s policies and procedures and subject to ap-

propriate oversight by compliance personnel. Lastly,

firms should also consider taking steps to document

and maintain records relating to important stages of

the ESG investing process.”9

Eastman Kodak Preparing to Defend

Insider-Trading Lawsuit

In July 2020, the U.S. International Development

Finance Corporation (“DFC”) announced the sign-

ing of a non-binding letter of interest to provide East-

man Kodak (“Kodak”) with a $765 million loan

(“DFC Loan”) to support the launch of Kodak

Pharmaceuticals.10 The DFC Loan would assist

Kodak’s plans to establish a new division, Kodak

Pharmaceuticals, that would manufacture pharma-

ceutical ingredients for essential generic drugs (the

“DFC Pharmaceutical Project”).11 Kodak’s shares

closed around $2.62 on July 27, the day before the

DFC Loan was announced. By July 29, the day after

the announcement, Kodak’s stock price soared over

1,000% and, at one point, reached $60 before clos-

ing at $33.20.12 The shares later fell after the DFC

halted the loan application process amid scrutiny of

trading surrounding the announcement.13 Kodak has

since indicated that it no longer expects to receive

the DFC Loan. Still, the stock’s rollercoaster trig-

gered investigations from congressional committees

and securities regulators.

According to recent Kodak disclosures, the DFC

announcement of the potential DFC Loan and DFC

Pharmaceutical Project birthed allegations of federal

and state securities and fiduciary law violations by

investors, and congressional and regulatory

investigations.14 Of particular note is the insider-

trading litigation threatened by the New York at-

torney general’s office (“NY AG”). The NY AG is

investigating the purchase by Kodak’s Chief Execu-

tive Officer, Jim Continenza, of 46,737 Kodak shares

weeks before the DFC Loan announcement as poten-

tially constituting unlawful insider trading.15

Kodak hired outside counsel to conduct an inde-

pendent investigation into the stock purchase. Ac-

cording to Kodak, the investigation revealed that

Continenza purchased the stock during an “open

window” period and in compliance with Kodak’s

insider trading policy, and received pre-approval

from its general counsel. His purchases were made

at a weighted average price of $2.22 per share, and

Continenza never profited from the stock purchase

by selling the 46,737 shares.16 The outside firm

found Continenza viewed Kodak’s chances of re-

ceiving the loan as uncertain when he bought the

shares.17 That view was shared by Kodak’s general

counsel, who believed predicting the market’s reac-

tion to the company taking on the $765 million DFC

Loan was too difficult, leading him to conclude that

Continenza did not possess material nonpublic in-

formation at the time of the purchase.

The NY AG’s case, according to Kodak, is

grounded in New York’s Martin Act, the state law

authorizing the NY AG to investigate and bring

financial fraud cases without proving intent or

knowledge of wrongdoing. This legal leeway has

been emphasized by the NY AG during its investiga-

tion, notwithstanding the more onerous requirements

to prove unlawful insider trading under federal law.

Kodak, in its statement, called the attorney general’s

approach a “novel application of insider trading law

that seeks to impose liability in the absence of evi-

dence of intent.”18

The company said the contemplated lawsuit

would create a policy that discourages executives

from investing in good faith alongside other share-

holders due to fear that trades approved by internal

lawyers could be second-guessed as unlawful.19
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House of Representatives Passes Insider

Trading Prohibition Act

One of the peculiarities of the law of insider trad-

ing in the United States is that it is largely based on

the general antifraud provisions of Rule 10b-5 under

the Securities Exchange Act of 1934 rather than a

statute or regulation that addresses insider trading

specifically. That will change if the “Insider Trading

Prohibition Act” (the “ITPA”), which was recently

approved by the U.S. House of Representatives by a

350-75 vote, becomes law.20 The ITPA would clarify,

and in some respects modestly expand, the scope of

current insider trading law under Rule 10b-5. How-

ever, the majority of its provisions would merely

codify existing law.

The ITPA would add a new Section 16A to the

Exchange Act with Subsections (a) through (e).

Subsection (a) would prohibit trading while in pos-

session of material nonpublic information if the

trader knows or recklessly disregards the fact that

such information has been obtained “wrongfully” or

if the transaction would constitute a wrongful use of

the information. Subsection (b) would prohibit a

person whose own trading would violate Subsection

(a) from wrongfully tipping another person who then

trades on the information (or tips a third person who

then trades).

A key question under the ITPA—which is also the

source of much confusion and complexity under cur-

rent law21—is when trading while in possession of

material nonpublic information is considered

“wrongful.” Subsection (c) addresses this issue by

specifying four categories of wrongful conduct:

E theft, bribery, misrepresentation or espionage;

E a violation of Federal law protecting computer

data or the privacy of computer users;

E conversion, misappropriation or other unau-

thorized and deceptive taking of such informa-

tion; or

E a breach of fiduciary duty, a contract, a code of

conduct or ethics policy, or any personal or

other relationship of trust or confidence for a

direct or indirect personal benefit.

Subsection (c) broadly parallels existing law,

which prohibits trading on material nonpublic infor-

mation in violation of a duty (such as the fiduciary

duty owed by a corporation’s officers and directors

to its shareholders) or when the information was

misappropriated (e.g., in violation of a confidential-

ity or similar agreement). However, it would expand

existing law modestly in some respects, in particular

by clarifying that insider trading via computer hack-

ing would always be considered “wrongful,” and

therefore unlawful, regardless of whether the hack

involved deceptive conduct.22 Further, Subsection

(c) would also make clear in cases of remote tipping

that trading may be considered wrongful even if the

trader did not know the specific means by which the

inside information was obtained, or whether any

personal benefit was provided, so long as he or she

was aware, consciously avoided being aware, or

recklessly disregarded the fact that the information

was wrongfully obtained, improperly used or wrong-

fully communicated.

In some respects, these provisions may create,

rather than reduce, ambiguity. For example, under

current law, trading in breach of a code of ethics

policy would not itself be unlawful unless it also

constituted a breach of a duty or misappropriation as

defined under applicable case law. The ITPA, how-

ever, would effectively make all personal trading in

violation of an ethics policy unlawful—giving

companies’ ethics policies the force of law as a

practical matter, even though they are often drafted

in a broad and somewhat ambiguous manner.

It is not certain when, or if, the Senate will take
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action on the ITPA, but bipartisan support for the

bill in the House presumably makes passage more

likely. In the absence of a clear policy goal that is in-

consistent with current case law, however, the legis-

lation appears likely to affect only incremental

substantive changes in the law even if enacted.
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FROM THE EDITOR

Future Battlegrounds: Transparency and
Cryptocurrency

“I think transparency is at the heart of efficient

markets,” said SEC Chairman Gary Gensler in his

first testimony to Congress in early May. Gensler

was speaking to the House Committee on Financial

Services on the topic of the GameStop stock price

mania earlier this year, and how the SEC intends to

respond to future versions of that scenario.

Expect the SEC to release a report this summer

that will address GameStop-related issues, Gensler

said, adding that it’s possible new rules will be

needed for brokerage apps—if so, essentially the

SEC will be trying to referee the “gamification” of

stocks. “Through gamification you are using psycho-

logical props to get people to trade more,” Gensler

said in his testimony. He added that the SEC plans to

be more vigilant on traders, brokers, and other mar-

ket players using social media posts, such as on Twit-

ter or Reddit, to try to manipulate stock prices.

Another topic addressed in Gensler’s talk to

Congress was one of 2021’s hottest—the continued

growth of cryptocurrency and whether the SEC and

Congress can devise a workable strategy to better

regulate it.

Crypto industry players are hiring scads of lobby-

ists to prepare for future Capitol Hill battles. “There

is a tectonic shift underway,” Perianne Boring, the

president of the Chamber of Digital Commerce, a

cryptocurrency lobbying group, said in April, as per

the New York Times. “If we don’t start planning and

taking action soon, we have everything to risk.”

In terms of future crypto regulations, battles will

center on two primary areas—regulation of crypto-

currencies themselves, such as Bitcoin, and of

trading/exchange platforms like Ripple and

Coinbase.

Many eyes are on the SEC’s ongoing lawsuit with

Ripple. The SEC’s contention is that each sale of

Ripple’s XRP digital asset should be considered the

equivalent of a stock or bond trade. Ripple in turn

argues that XRP is a currency, which can be bought

and sold without SEC intervention. As Daniel Payne,

a securities and cryptocurrency attorney at Murphy

& McGonigle said, what’s interesting is that the case

isn’t just focused on the initial offering of XRP, but

“current ongoing secondary market sales of XRP

eight years after the initial offering, when, according

to some of the filings in the case, there are people

buying XRP who haven’t ever heard of Ripple.”

Because of this, “it’s a completely different play-

ing field from what we’ve seen before. . .It raises a

lot of issues that were not present in the other cases.

I view this case as significant because of the number

of new legal issues that could be decided that haven’t

been presented to any court.”

Chris O’Leary, Managing Editor
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