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What’s in a Fund Labelled “ESG”? 
The SEC Seeks Comment on the Application of 
the Names Rule to ESG Funds 

In recent years, asset managers have been rushing to meet investor demand for so-called 

“environmental, social and governance” (“ESG”) or “sustainable” funds.  Open-end and exchange-traded 

funds with a focus on sustainability attracted $20.6 billion of total new assets in 2019, which is almost four 

times as much as the $5.5 billion in 2018—the previous high bar.1  Funds labelled as “ESG” or 

“sustainable” or similar terms may apply a range of investing styles, which generally fall into two broad 

categories: negative screens (e.g., exclusion of fossil fuel companies) or positive screens (e.g., 

integration of ESG factors into investment processes or the pursuit of sustainable impact along with 

financial returns).  The wide range of ESG investing styles associated with these funds and their 

respective names has made it challenging for the Securities and Exchange Commission (the “SEC”) to 

determine whether such funds are complying with the Names Rule2 under the Investment Company Act 

of 1940 (the “Act”), which was designed to help ensure that investors are not misled or deceived by a 

fund’s name.  A fund’s name is the first piece of information an investor sees and it can substantially 

impact investment decisions.3  Given the importance of fund names to investors and the challenges 

regarding the application of the Names Rule, the SEC recently published a request for comment (the 

“Request for Comment”) in the Federal Register regarding the application of the Names Rule to “ESG” or 

“sustainable” funds.4 

The Names Rule 

The Act prohibits registered investment companies from using “materially deceptive or misleading 

names.”  To mitigate the possibility that investors could be misled by investment company names, the 

SEC in 2001 adopted the Names Rule, which requires a fund registered under the Act to invest at least 

                                                      

1  Jon Hale, Sustainable Fund Flows in 2019 Smash Previous Records, Morningstar (Jan. 10, 2020). 
2  17 CFR §270.35d-1.  
3  A study of 300 mutual funds found that “the year after a fund changes its name to reflect a current hot style, the 

fund experiences an average cumulative abnormal flow of 28% [i.e., a 28% rise in the amount invested], with no 
improvement in performance.”  Michael J. Cooper et. al., Changing Names with Style: Mutual Fund Name 
Changes and Their Effects on Fund Flows, J of Finance (Feb. 2005).  

4  Request for Comments on Fund Names, 85 Fed. Reg. 13,221 (Mar. 6, 2020).  The Request for Comment also 
seeks input on a number of other questions regarding the Names Rule – e.g., whether the 80% threshold 
continues to make sense, how to value derivatives, how to determine whether an investment is part of a 
particular industry and whether the words “global” or “international” should be covered by the Names Rule. 

https://www.friedfrank.com
https://www.federalregister.gov/documents/2020/03/06/2020-04573/request-for-comments-on-fund-names
https://www.morningstar.com/articles/961765/sustainable-fund-flows-in-2019-smash-previous-records
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=423989&mod=article_inline
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=423989&mod=article_inline
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80% of its assets in the type of investment suggested by its name.  The Names Rule, however, does not 

apply to fund names that describe a fund’s investment objective, strategy or policies (as opposed to type 

of investment).5  For example, the Names Rule does not apply to fund names that incorporate terms such 

as “growth” and “value” because these terms “connote types of investment strategies as opposed to types 

of investments.”6  By contrast, a “technology” stock fund would be required to hold at least 80% of its 

assets in tech stocks. 

As we noted in our 2016 article on this topic, to date the SEC has largely addressed the application of the 

Names Rule to funds labeled as “ESG” or “sustainable” or similar terms on an ad hoc basis via comments 

to fund registration statements.  This approach has sometimes resulted in inconsistent guidance.7  In 

response to recent SEC comments of this nature, some funds have characterized terms such as “ESG” 

and “sustainable” as an investment strategy, to which the Names Rule does not apply, while others 

appear to have characterized “ESG” and “sustainable” as a type of investment (to which the Names Rule 

does apply).8 

The SEC Request for Comments on the Names Rule 

In the March 6, 2020 Request for Comment, the SEC seeks comments as to whether the existing Names 

Rule is effective in prohibiting funds from using names that are materially deceptive or misleading.  The 

SEC notes that the market has changed significantly since the initial rule was issued in 2001.  In 

particular, the number of funds with ESG investment mandates that include criteria requiring some degree 

of qualitative assessment or judgment has grown and continues to grow.  The number of registered 

investment companies has increased by 300 percent since the Names Rule was adopted, and the 

number of “ESG” funds in particular has jumped from 65 to 291 since 2007.9  As part of its evaluation of 

the effectiveness of the current framework in prohibiting deceptive and misleading names, the Request 

for Comment asks a number of specific questions regarding ESG funds: 

 Should the Names Rule apply to terms such as “ESG” or “sustainable” that reflect certain 

qualitative characteristics of an investment?  Are investors relying on these terms as indications 

of the types of assets in which a fund invests or does not invest (e.g., investing only in companies 

                                                      

5  Investment Company Names, Investment Co. Act Release No. 24828 (Jan. 17, 2001); “Frequently Asked 
Questions about Rule 35d-1 (Investment Company Names)” (Dec. 4, 2001).  Fund names describing a fund’s 
objective, strategy or policies are still subject to the general prohibition on misleading names in the Names Rule, 
as well as other antifraud provisions of federal securities law. 

6  Id. 
7  M. Phipps and D. Mussio, Environmental, Social and Governance Investing: What’s in a Name?, ABA Envl. 

Disclosure Committee Newsletter (May 2016) (noting that the SEC staff suggested in one comment letter that 
“sustainable impact investments could include investments made on the basis of [ESG] factors,” while in other 
comment letters, the SEC staff suggested that it understood sustainability to relate more narrowly to renewable 
resources and not general ESG issues, and requested that companies rename their funds accordingly). 

8  Compare Letter from Caitlin Robinson, Counsel to Putnam Sustainable Leaders Fund, to Ms. Hahn, Sec. & 
Exch. Comm’n Div. of Inv. Mgmt. (Apr. 25, 2018) (noting that the term “sustainable” in its fund name suggests an 
investment strategy rather than a type of security) with Letter from Stroock & Stroock & Lavan LLP, Counsel to 
AB Sustainable International Thematic Fund, to the Sec. & Exch. Comm’n Div. of Inv. Mgmt. (Dec. 19, 2016) 
(agreeing that under the Names Rule, 80% of the Fund’s net assets will need to be invested in equity of U.S. 
companies that are “sustainable,” and adding language to its investment strategy description that it will invest in 
companies “that demonstrate attractive investment attributes and sustainable business practices and have no 
material unresolvable environmental, social or governance (ESG) issues”).  

9  85 Fed. Reg. at 13,223. 

https://www.sec.gov/rules/final/ic-24828.htm
https://www.sec.gov/divisions/investment/guidance/rule35d-1faq.htm
https://www.sec.gov/divisions/investment/guidance/rule35d-1faq.htm
https://www.americanbar.org/content/dam/aba/publications/nr_newsletters/ed/201604_ed.authcheckdam.pdf
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that are carbon neutral, or not investing in oil and gas companies or companies that provide 

substantial services to oil and gas companies)?  Or are investors relying on these terms as 

indications of a strategy (e.g., investing with the objective of bringing value-enhancing 

governance, asset allocation or other changes to the operations of the underlying companies)? 

 Are investors relying on these terms as indications that the funds’ objectives include non-

economic objectives?  Or are investor perceptions mixed among these alternatives or otherwise 

indeterminate?  If investor perceptions are mixed or indeterminate, should the Names Rule 

impose specific requirements on when a particular investment may be characterized as “ESG” or 

“sustainable” and, if so, what should those requirements be? 

 Should there be other limits on a fund’s ability to characterize its investments as “ESG” or 

“sustainable”?  For example, the ESG label encompasses three broad factors: must a fund select 

investments that satisfy all three factors to use the “ESG” term? 

 For funds that currently treat ESG as a type of investment subject to the Names Rule, how do 

such funds determine whether a particular investment satisfies one or more ESG factors?  Are 

these determinations reasonably consistent across funds that use similar names? 

 Instead of tying terms such as “ESG” in a fund’s name to any particular investments or 

investment strategies, should the SEC instead require funds using these terms to explain to 

investors what they mean by the use of these terms? 

Other Recent SEC Initiatives Relating to ESG Funds and ESG Investment Strategies 

The SEC has undertaken other recent initiatives regarding ESG funds, as well as fund managers and 

investment advisers that use ESG strategies in making investment choices for clients.  In 2019, the SEC’s 

Office of Compliance Inspections and Examination (“OCIE”) issued examination letters to certain firms 

that offer ESG funds, asking about the criteria used to determine whether an investment is 

environmentally or socially responsible (e.g., whether it uses its own or a third party’s ESG rating system), 

its best- and worst-performing ESG investments, whether it follows well-known policies for socially 

responsible investing, such as the UN Principles for Responsible Investment, and proxy voting 

information concerning ESG matters.10 In addition, OCIE’s 2020 Examination Priorities Memo states that 

it has a particular interest in the “accuracy and adequacy of disclosures provided by registered investment 

advisers offering clients new types or emerging investment strategies, such as strategies focused on 

sustainable and responsible investing, which incorporate [ESG] criteria.”11 

These initiatives appear to reflect broader concerns regarding “greenwashing” in the asset management 

industry.  Certain prominent asset managers have acknowledged the risk of greenwashing and the need 

for greater consistency and standards regarding ESG nomenclature.12  In its recent letter to clients, 

BlackRock emphasized the need for “clear and consistent naming conventions for ESG products across 

the industry, so that investors can make informed decisions when they invest in a sustainability labeled  

 

                                                      

10  Juliet Chung and Dave Michaels, ESG Funds Draw SEC Scrutiny, Wall St. J. (Dec. 16, 2019). 
11  U.S. Sec. & Exch. Comm’n, Office of Compliance Inspections and Examinations, 2020 National Examination 

Program Priorities. 
12     BlackRock, Towards a Common Language for Sustainable Investing (Jan. 2020) 

https://www.sec.gov/about/offices/ocie/national-examination-program-priorities-2020.pdf
https://www.sec.gov/about/offices/ocie/national-examination-program-priorities-2020.pdf
https://www.blackrock.com/corporate/literature/whitepaper/viewpoint-towards-a-common-language-for-sustainable-investing-january-2020.pdf
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fund.”13  The European Union is also attempting to address the issue by developing a taxonomy (a 

classification system) to provide a common language to help investors understand whether an economic 

activity is considered environmentally sustainable.14 

Conclusion 

In light of the questions posed in the Request for Comments, the SEC’s recent examination letters to 

ESG funds, and the 2020 Examination Priorities, it appears that the SEC is evaluating whether and how 

to limit or clarify the use of terms such as “ESG” and “sustainable” in the next version of the Names Rule.  

Interested parties should submit their comments by the deadline of May 5, 2020.15 

* * * 
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Donna Mussio 

This memorandum is not intended to provide legal advice, and no legal or business decision should be 

based on its contents. If you have any questions about the contents of this memorandum, please call your 

regular Fried Frank contact or an attorney listed below: 

ESG Group Contacts: 

New York 

Lee T. Barnum +1.212.859.8883 lee.barnum@friedfrank.com  

Steven G. Scheinfeld +1.212.859.8475 steven.scheinfeld@friedfrank.com  

Matthew V. Soran +1.212.859.8462 matthew.soran@friedfrank.com  

Donna Mussio +1.212.859.8147 donna.mussio@friedfrank.com  

Adam B. Cohen +1.212.859.8724 adam.cohen@friedfrank.com 

Mary Beth Houlihan +1.212.859.8399 mary.houlihan@friedfrank.com  
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Taylor Souter +44.20.7972.9234 taylor.souter@friedfrank.com  

 

                                                      

13  See Letter from BlackRock’s Global Exec. Comm. to Clients (2020). 
14  See E.U. Tech. Expert Grp. on Sustainable Fin., Taxonomy:  Final Report of the Technical Expert Group on 

Sustainable Finance (Mar. 2020). 
15  With respect to proposed rules with comment periods that expired in March, the SEC has indicated that it will not 

take final action before May 1 in order to allow additional time if needed.  While the SEC hasn’t extended the 
deadline for this request for comment, it does note that it has historically considered comments submitted after 
the comment period closes. See https://www.sec.gov/rules/proposed.shtml. 

https://www.friedfrank.com
https://www.friedfrank.com/index.cfm?pageID=42&itemid=1810
mailto:lee.barnum@friedfrank.com
https://www.friedfrank.com/index.cfm?pageID=42&itemid=559
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https://www.friedfrank.com/index.cfm?pageID=42&itemid=1287
mailto:matthew.soran@friedfrank.com
https://www.friedfrank.com/index.cfm?pageID=42&itemid=463
mailto:donna.mussio@friedfrank.com
https://www.friedfrank.com/index.cfm?pageID=42&itemid=1841
mailto:adam.cohen@friedfrank.com
https://www.friedfrank.com/index.cfm?pageID=42&itemid=1332
mailto:mary.houlihan@friedfrank.com
https://www.friedfrank.com/index.cfm?pageID=42&itemid=2143
mailto:taylor.souter@friedfrank.com
https://www.blackrock.com/corporate/investor-relations/blackrock-client-letter
https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/documents/200309-sustainable-finance-teg-final-report-taxonomy_en.pdf
https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/documents/200309-sustainable-finance-teg-final-report-taxonomy_en.pdf
https://www.sec.gov/rules/proposed.shtml
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