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he Forum for Sustainable and Responsible 

Investment (US SIF) estimates that 

$12trn of assets are now managed 

taking account of ESG factors. “ESG investing 

started with socially responsible investing (SRI) 

and negative screening, excluding companies 

involved with weapons, conflict minerals, 

corruption, child labour, or those threatening 

jobs in particular regions,” says Stephanie 

Breslow, a Schulte Roth & Zabel partner 

who serves as co-head of the investment 

management group and as a member of the 

firm’s executive committee. “But there has been 

a recent trend towards affirmative ESG that may 

foster positive change through engagement, 

proxy voting or impact investing.” 

SRZ’s investment management and activist 

practices advise on ESG issues, working with 

clients including dedicated ESG funds and 

activists who consider ESG factors. Breslow 

explains how ESG has evolved, saying that, “It 

started in Scandinavia and other parts of Europe 

including the Netherlands, and has now been 

adopted by US state and local governments and 

endowments. It has animated millennials and is 

more sought after by women than men.”  

Defining ESG
The lack of a common ESG definition makes it 

easy to fret that some managers are “green-

washing”, or simply applying ESG cosmetically. 

The UN PRI suggests that the US Department of 

Labor needs to clarify multiple issues. Breslow’s 

view is that, “The UN PRI is chiefly looking for 

reporting around ESG now. It would be helpful 

to have a greater understanding of what it 

constitutes. It might not be a one-size-fits-all 

definition, as many groups define ESG according 

to their principles. We need a common and 

more granular understanding of what ESG 

means in order to produce a general set of 

guidelines. Exclusion lists can be clear, but other 

criteria such as board diversity, or countering 

global warming, need to be defined.” 

It’s illustrative of the problem that while 

the European Union is about to introduce a 

taxonomy of sustainable funds, based on the 

work of the Technical Expert Group (TEG) on 

sustainable finance, the labelling system has 

already been criticised for being rather narrowly 

focused on a subset of environmental criteria.  

Some of the more contentious issues around 

defining ESG include shorting and ESG 

improvement. Shorting assets with poor ESG 

qualities can either be perceived as a source of 

alpha, or such assets can be excluded from the 

investment universe altogether on the basis that 

it would be morally wrong to profit from a “bad” 

company. “The question of whether investors 

believe shorting furthers an ESG mandate is 

not clear,” says Breslow. A pertinent question 

is whether an ESG strategy needs to start by 

investing in companies with high ESG scores, or 

whether it could invest in “bad” companies with 

the aim of improving them. A classic example of 

this could be utilities transitioning from fossil 

fuels to renewables for electricity generation. 

Some academic studies have suggested that the 

greatest investment outperformance has come 

from identifying these improvers; companies 

that already have high ESG scores may enjoy 

relatively high valuations. Arguably, one of the 

oldest ESG strategies is a type of activism, which 

identifies out-of-favour companies that may be 

cheap due to suboptimal governance, and then 

tries to improve their governance in order to 

increase their valuation.

Fiduciary duty
The degree of freedom to pursue ESG varies 

according to the type of mandate. “If high net 

worth individuals, or indeed anyone with a 

self-funded pension plan such as a 401k, are 

making their own investment decisions, then of 

course they are free to choose a strategy that 

might sacrifice returns, so long as this risk is 

made clear. But if managers are responsible for 

managing other people’s money – and have a 

fiduciary duty to those people – then ESG has 

to be in the furtherance not sacrifice of returns, 

unless the ultimate investors have instructed 

otherwise,” says Breslow. US employers have 

been criticised for offering very few, and 

sometimes non-existent, ESG investment 

options in their 401k plans, and some firms 

have only just started offering a single ESG 

option over the past year or so.

Whether ESG is consistent with fiduciary duty 

(including associated concepts of exclusive 

benefit, prudence, loyalty and care) – and the 

intermittently updated Department of Labour 

guidance – has been debated for decades in 

the US. Breslow’s opinion is that, “It is actually 

quite hard to argue that ESG has zero impact 

on returns. The easiest case to argue is that 

ESG is a prudent way of avoiding losses or 

underperformance that could be caused by 

ESG issues such as pollution, coal, poor labour 

practices, poor governance or consumers 

revolting against products such as plastic 

straws,” she says. 

“But if managers are seeking to exclude entire 

categories of profitable investments to make 

the world a better place, that would have 

to be an objective that investors had signed 

up to. The US laws do not currently allow for 

sacrificing investor returns for the sake of other 

stakeholders, such as employees, consumers, 

or the broader environment. Investors would 

need to explicitly consent to a mandate 

including longer term social and environmental 

factors,” says Breslow. “It is not clear what 

level of consent members of defined benefit 

pension schemes would need to provide,” she 

adds.

Internal or external ESG analytics
ESG analysis can be based on internal or 

external analysis or both. There are multiple 

ESG ratings agencies, some of which have 

been taken over by credit ratings agencies. 
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“In general, where asset managers rely on 

third party ratings to implement an ESG policy, 

this should be made clear in the offering 

memorandum in the context of a general 

description of the ESG strategy which need 

not be completely prescriptive but should 

have some specifics,” points out Breslow. But 

the appropriate modus operandi does vary by 

strategy. “Private equity managers should do 

their own, detailed, thoughtful, bottom up 

analysis as should a liquid bottom up manager,” 

she continues. “Conversely, an actively traded 

systematic manager might find it more difficult 

to implement ESG.”

Conflicts
In principle, any different but partly 

overlapping strategies can give rise to 

potential conflicts, and ESG is one case of 

this general issue that requires transparent 

disclosure of conflicts and policies designed 

to mitigate them. Breslow thinks that, “it 

is unlikely that one vehicle would be long 

an asset that is a short position in another 

structure. But two vehicles might be invested 

in different assets in the same sector, such as 

an ESG one in alternative energy and a non-ESG 

one in conventional energy.” There could also 

be complications if different strategies vote 

proxies differently. “We would not recommend 

a manager vote against itself.” 

Vehicles 
ESG could be pursued through one or more of: 

managed accounts; funds of one; share classes 

or excusal rights. “It is generally cheaper and 

simpler to set up an excusal right – whereby 

investors avoid exposure to a particular industry 

or asset – than to set up a separate vehicle. If 

the exclusion is only likely to be occasionally 

invested in, and would make up a small 

proportion of assets, then it is easy to grant 

an excusal right. But if green energy is being 

sought in an oil and gas fund, then the excusal 

right would become very disproportionate,” 

she points out. Headline and reputational 

risks are another consideration. “If an 

investor wants to be completely dissociated 

with investments in certain companies and 

industries, then they would prefer a separate 

vehicle over excusal rights.”

“It is very unlikely that side pockets would be 

used to facilitate ESG, or carve out prohibited 

assets, since they tend to be used for assets 

that are less liquid than the main fund. But 

an ESG fund could have ESG co-investment 

opportunities, and co-investors may also be 

able to opt in and out of investments based on 

ESG factors,” she concludes. THFJ
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aggregate client orders while accommodating 

differing arrangements regarding the payment 

for research that will be required under MiFID 

II. After MiFID II goes into effect, some clients 

within a given aggregated order may pay 

total transaction costs that include the cost 

of execution as well as research services, 

while other clients may pay different amounts 

in connection with the same order (i.e., for 

execution only) because of varying research 

arrangements or because the investment adviser 

elected to pay part or all of the research expenses 

for such clients with its own funds. 

This no-action letter allows investment advisers 

to continue to aggregate client orders while 

accommodating differing research payment 

arrangements, provided that:

•  The investment adviser implements procedures 

designed to prevent any account from 

being systematically disadvantaged by the 

aggregation of orders; and 

•  Each client in an aggregated order will continue 

to pay/receive the same average price for the 

purchase or sale of the underlying security and 

will pay the same amount for execution.

Division of Trading and Markets No-
Action Relief
The third no-action letter4 allows an investment 

adviser that pays for research through an RPA to 

continue to rely on the safe harbor provided by 

Exchange Act Section 28(e) when the investment 

adviser makes payments for research to an 

executing broker out of client assets — alongside 

payments to the executing broker for execution 

— with the research payments credited to an RPA 

administered either by the executing broker or 

a third-party administrator. This no-action relief, 

however, will only apply if the following four 

conditions are satisfied:

•  The asset manager makes payments to the 

executing broker-dealer out of client assets for 

research alongside payments through an RPA to 

that executing broker-dealer for execution;

Implications
While the steps taken by the SEC no doubt 

temporarily reduce the burden on US broker-

dealers and asset managers of complying 

with MiFID II, preserve investor access 

to research, and accommodate the EU’s 

changes without materially altering the US 

regulatory approach, it remains to be seen 

whether this interim approach to addressing 

conflicting US and EU requirements will be 

viable in the long run. 

In addition, investment advisers subject 

to SEC regulations that will be directly or 

indirectly covered by MiFID II will have to 

finalize any needed amendments to their 

expense review and allocation policies to 

confirm that they satisfy MiFID II as well as 

the new conditions and expectations set 

forth by the SEC and European Commission 

guidance. THFJ
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•  The research payments are for research 

services that are eligible for the safe harbor 

under Exchange Act Section 28(e);

•  The executing broker-dealer effects the 

securities transaction for purposes of 

Exchange Act Section 28(e); and

•  The executing broker-dealer is legally 

obligated by a contract with the asset 

manager to pay for research through use of 

an RPA.

European Commission Views
In a coordinated action, the European 

Commission published FAQ guidance addressing 

two concerns surrounding the application of 

MiFID II to EU asset managers and non-EU 

managers contractually required to comply 

with MiFID II unbundling rules (“Third-Country 

Delegates”) when they obtain research from 

third-country (i.e., US and other non-EU) broker-

dealers. 

The European Commission issued the following 

welcome clarifications:

•  EU managers and Third-Country Delegates 

may continue making combined payments for 

research and execution as a single commission 

to third-country broker-dealers, as long as 

the payment attributable to research can 

be identified separately. To this end, EU 

managers and Third-Country Delegates that 

operate an RPA for research payments must 

maintain a clear audit trail of payments 

to research providers and must be able to 

identify the amount spent on research with a 

particular third-country broker-dealer; and 

•  In the absence of a separate research invoice 

from a third-country broker-dealer, the EU 

manager or Third-Country Delegate should 

consult with the broker-dealer or other third 

parties with a view to determining the charge 

attributable to the research. In this case, the 

manager must also ensure that the supply 

of and charges for those benefits or services 

should not be influenced or conditioned by the 

levels of payment for execution services. 

FOOTNOTES

1.  Securities Industry and Financial Markets 
Association (Oct. 26, 2017) [SEC No-Action 
Letter].

2.  Section 202(a)(11)(C) of the Advisers Act 
generally excludes from the investment 
adviser definition any broker or dealer who 
performs investment advisory services (i.e., 
who, for compensation, engages in the 
business of advising others, either directly or 
through publications or writings, as to the 
value of securities or as to the advisability of 
investing in, purchasing, or selling securities, 
or who, for compensation and as part of 
a regular business, issues or promulgates 
analyses or reports concerning securities) and 
whose performance of such services is solely 
incidental to the conduct of his business as a 
broker or dealer and who receives no special 
compensation therefor.

3.  Investment Company Institute (Oct. 26, 
2017) [SEC No-Action Letter].

4.  Asset Management Group of the Securities 
Industry and Financial Markets Association 
(Oct. 26, 2017) [SEC No-Action Letter].

FOOTNOTES

[1]  Available here, https://www.sec.gov/litigation/complaints/2018/

comp-pr2018-190.pdf.

[2]  On July 27, 2018, Ligand was sued for $3.8 billion by investors in 

eight funds. This followed multiple class-action lawsuits, alleging 

securities fraud, filed against Ligand beginning in 2016.

[3] 15 U.S.C. § 78j(b).

[4]  17 C.F.R. § 240.10b-5(a)-(c). Rule 10b-5(a), (b) and (c) prohibits any 

act or omission resulting in fraud or deceit in connection with the 

purchase or sale of any security.

[5] 15 U.S.C. § 80b-6(4).

[6]  17 C.F.R. § 275.206(4)-8. Section 206(4) of the Advisers Act prohibits 

an investment adviser from, directly or indirectly, engaging in any 

act, practice, or course of business that is fraudulent, deceptive, or 

manipulative. Rule 206(4)-8(a)(1) prohibits an adviser to a pooled 

investment vehicle from making any untrue statement of a material 

fact or omitting to state a material fact necessary to make the 

statements made, in the light of the circumstances under which they 

were made, not misleading, to any investor or prospective investor in 

the pooled vehicle.

[7]  Investor alert available here, https://www.investor.gov/additional-

resources/news-alerts/alerts-bulletins/updated-investor-alert-

social-media-investing-0. See also SEC v. Craig, where the defendant 

manipulated the share price of two publicly traded companies by 

tweeting false and misleading information. Available here, https://

www.sec.gov/news/pressrelease/2015-254.html. See also SEC 

v. McKeown and Ryan, where the defendants used their website, 

Facebook and Twitter to pump up the stock of microcap companies 

and later profited by selling the shares of those companies. Available 

here, https://www.sec.gov/litigation/litreleases/2010/lr21580.htm.

[8]  Available here, https://www.fbo.gov/index.php?s=opportunity&

mode=form&id=cb35eb83b39b56d47aa531bd800dfcac&tab=co

re&_cview=0.


