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Summary

On March 1, 2022, the U.K. Government

published its response to a consultation started

in July 2021 to reform the UK’s prospectus

regime. The consultation built on the recom-

mendations of the UK Listing Review, which

was led by Lord Hill, formerly the UK’s Euro-

pean Commissioner.1 The Government’s stated

aims are to simplify the regulation in this area,

to facilitate wider participation in the owner-

ship of public companies, to improve the qual-

ity of information investors receive and to

ensure that the regulation of prospectuses will

be better able to respond to innovation and

change.

The proposed changes set out in the response

are broadly aligned with the proposals made in

the consultation and are very significant. In sev-

eral respects they will, once introduced, over-

haul the legislative framework carried over

from the European Union (which has been

constructed over recent decades) after Brexit.

In particular, it is intended that the UK Finan-

cial Conduct Authority (“FCA”) will assume

greater rule-making and supervisory responsi-

bility under the new regime than at present. The

proposed changes are part of the Government’s

post-Brexit strategy for wider reform of the

UK’s capital markets.

The Proposed Changes

The key proposed changes and themes pro-

posed in the consultation response are set out

below.

A. When Will a Prospectus Be

Required?

Under the current regime, there are two trig-

gers for when a prospectus may be required: ei-

ther when securities are to be admitted to trad-

ing on a UK regulated market or when

securities are to be offered to the public in the

UK.

The new regime will retain the admission to

trading trigger, such that a prospectus may still
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be required when securities are to be admitted to trad-

ing on a UK regulated market. The FCA will, though,

be granted enhanced rule-making responsibilities on

when a prospectus is required, the contents of a pro-

spectus, the timing and manner of publication of a pro-

spectus and whether a prospectus must be reviewed and

approved by the FCA before it is published. It will no

longer be a criminal offence to request admission to

trading on a UK regulated market without having first

published an approved prospectus.

The public offerings trigger, however, will be re-

moved, such that a prospectus will not be required

when securities are offered to the public in the UK (un-

less there is a concurrent admission to trading on a UK

regulated market that requires a prospectus). Instead,

offerings of securities to the public in the UK will be

prohibited unless an exemption applies. The existing

exemptions from the requirement to produce a prospec-

tus when offering securities to the public (including the

qualified investor, 150 persons, takeover exchange of-

fer and merger and division exemptions) will be car-

ried over as exemptions to the new prohibition and

there will also be significant new exemptions that

cover:

E Offerings of securities which are, or will be,

admitted to a UK regulated market or certain

multilateral trading facilities (“MTFs”) to be

specified;

E Offerings of companies’ own securities to exist-

ing shareholders pro rata (subject to other, as yet

unspecified, conditions);

E Offerings of unlisted companies’ securities that

are made through a platform operated by a firm

specifically authorized for that purpose (see Sec-

tion C below); and

E Certain offerings made by overseas issuers (see

Section D below).

B. Liability for the Contents of a Prospectus

Under the UK’s current prospectus regime, persons

responsible for preparing a prospectus (including the

issuer and, for equity prospectuses, the issuer’s direc-

tors) have statutory liability for untrue or misleading

statements contained in the prospectus or the omission

of any matters required to be included in it (the “neces-

sary information” test).

This liability regime will be reformed as follows.

The existing single “necessary information” test will

be retained as a basic standard of preparation for

prospectuses and the basis for statutory prospectus

Wall Street LawyerApril 2022 | Volume 26 | Issue 4

Wall Street Lawyer
West LegalEdcenter
610 Opperman Drive
Eagan, MN 55123

K2022 Thomson Reuters

For authorization to photocopy, please contact the Copyright Clearance Center at 222 Rosewood
Drive, Danvers, MA 01923, USA (978) 750-8400, http://www.copyright.com or West’s Copyright
Services at 610 Opperman Drive, Eagan, MN 55123, copyright.west@thomsonreuters.com. Please
outline the specific material involved, the number of copies you wish to distribute and the purpose or
format of the use.

This publication was created to provide you with accurate and authoritative information concerning
the subject matter covered; however, this publication was not necessarily prepared by persons
licensed to practice law in a particular jurisdiction. The publisher is not engaged in rendering legal or
other professional advice and this publication is not a substitute for the advice of an attorney. If you
require legal or other expert advice, you should seek the services of a competent attorney or other
professional.

Copyright is not claimed as to any part of the original work prepared by a United States Government
officer or employee as part of the person’s official duties.

One Year Subscription E 12 Issues E $ 1,296.00
(ISSN#: 1095-2985)

2 K 2022 Thomson Reuters



liability. However, it is proposed to reform the current

test:

E to clarify that “necessary information” may vary

according to whether an offer of securities relates

to a first-time admission to a market or a second-

ary issuance;

E to remove the reference to the denomination of

the security (in excess of €100,000) as a factor

which permits differing levels of disclosure in

retail and wholesale bond prospectuses; and

E to focus the “necessary information” test for debt

securities on the issuer’s or guarantor’s credit-

worthiness rather than its prospects.

In respect of certain categories of information identi-

fied in the prospectus as forward-looking information,

the threshold test for liability will be raised from a

“negligence standard” to a “recklessness standard.”

This new standard aligns with the standard that applies

in respect of information contained in other published

information, such as announcements and annual

reports. It is intended that the FCA will specify the cat-

egories of forward-looking information to which this

standard will apply in due course.

Admission documents published in accordance with

the rules of certain (as yet unspecified) MTFs will be

brought within the statutory liability regime (including

the change to the standard attaching to forward-looking

information).

C. Public Offerings by Unlisted Companies

Currently, public offerings of less than €8 million

are completely exempt from the prospectus regime (as-

suming securities will not be admitted to trading). In its

consultation the Government recognized that crowd-

funding provides one viable route to raise funds from

the general public in reliance on this exemption, but

also highlighted that the market for offerings by un-

listed companies above the €8 million threshold was

“largely non-functioning.” It therefore now proposes to

remove any requirement for a prospectus for offerings

by unlisted companies. Instead, unlisted companies will

be able to offer securities to the public through a

platform operated by a firm specifically authorized for

the purpose. The operation of such a platform will (as

with current crowdfunding platforms) be a regulated

activity (and therefore subject to regulation by the

FCA). This is a new development for those active in

the crowdfunding space and may encourage larger

unlisted companies to access capital via these

platforms.

In practice, offerings via these platforms will only

be available to unlisted companies that are registered

as public limited companies. Under the UK Companies

Act 2006, private limited companies are prohibited

from offering their securities to the public and the UK

Government has not proposed to reform this.

D. Public Offerings by Overseas Issuers

The UK Government plans to introduce a new

regime that will permit offerings of securities listed on

certain (as yet unspecified) overseas stock exchanges

to be extended into the UK on the basis of offering

documents prepared according to the rules of the rele-

vant overseas jurisdiction and market. The FCA will,

however, be empowered to step in to protect UK inves-

tors in exceptional circumstances.

Next Steps

The UK Government has not yet provided a timeta-

ble for when the proposed changes will be

implemented. It has said it will introduce the required

primary legislation when “parliamentary time allows.”

In addition, the response states that the changes will

not take full effect until the FCA has consulted on the

new rules for which it will be responsible under its new

powers.

The information contained in this article should not

be construed as legal advice.
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ENDNOTES:

1See https://www.sullcrom.com/files/upload/SC-Pu
blication-UK-Listing-Review-Recommends-Material-
Reforms-To-UK-Listing-Regime.pdf.

TREASURY SUGGESTS

LIMITING DEFINITION OF
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counsel in Morrison & Foerster’s Washington, D.C.

office. Rebecca Balinskas is of counsel, and Katherine

Erbeznik is an associate, in Morrison & Forester’s

New York office. Contact: acarbone@mofo.com or

efroelich@mofo.com or rbalinskas@mofo.com or
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Recent correspondence between a group of U.S.

Senators and the Department of the Treasury appears to

have eased the significant concerns expressed by the

digital asset sector regarding the scope of the new bro-

ker reporting legislation included in the recently passed

Infrastructure Investment and Jobs Act (“IIJA”). The

IIJA amended sections 6045 and 6045A of the Internal

Revenue Code, which impose information reporting

requirements on brokers and certain other persons that

facilitate transactions involving “covered securities.”

These amendments expand the definition of covered

securities to include “digital assets” and the definition

of broker to include “[a]ny person who (for consider-

ation) is responsible for regularly providing any ser-

vice effectuating transfers of digital assets on behalf of

another person.”1 For these purposes, “digital assets”

are defined as “[a]ny digital representation of value

which is recorded on a cryptographically secured

distributed ledger or any similar technology as speci-

fied by the Secretary,”2 which would include digital as-

set securities (as that term has been used by the SEC

staff) as well as any cryptocurrency, utility tokens, and

non-fungible tokens (“NFTs”), among other digital

assets.

As amended by the IIJA, the Internal Revenue Code

now generally requires any person who regularly

facilitates transfers of digital assets to report basic in-

formation about each transaction, including the name

and address of the parties and details regarding the

transaction’s gross proceeds. This requirement cur-

rently applies whether or not the digital asset is actu-

ally transferred to, or within the control of, the person

or persons acting as brokers within the new definition.

Unsurprisingly, the breadth of the new reporting

requirement alarmed the relatively nascent digital asset

sector. That alarm was not without reason. To see the

potential scope of the new legislation, consider the fol-

lowing example:

Person X, using the cryptocurrency ETH (the native

token of the Ethereum blockchain), purchases on

OpenSea.io a NFT created by Person Y. Person X

transfers ETH to OpenSea.io from her digital wallet,

powered by MetaMask software. Person X and Person Y

directly interface only with OpenSea; however, the

transaction involves multiple other intermediaries: the

community that runs and maintains the Ethereum proto-

col, the miner who validates the transaction and causes it

to be stored on the Ethereum blockchain, and the creator

of the digital wallet software, MetaMask, which stores

the private keys controlling Person X’s ETH. Moreover,

several of these parties receive a transaction fee for

facilitating the transaction.

New section 6045 on its face could bring the com-

munity maintaining the Ethereum protocol, the miner,

and the software provider of the digital wallet into the

definition of “broker,” potentially subjecting each of

these parties to information reporting requirements.

The problem is that the nature of the functions provided

by several of these parties do not generally allow them

to obtain the information required to be reported by

section 6045. Although some of these parties interact

directly with Person X or Person Y, others—e.g., the

miner and the community maintaining the protocol—do

not interact with either Person.

Recognizing these concerns, Sens. Patrick J. Toomey

(R-Pa.), Ron Wyden (D-Ore.), and Cynthia M. Lummis

(R-Wyo.) proposed an amendment to the IIJA prior to
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its passage that would have excluded miners, sellers of

hot and cold wallets, and blockchain protocol develop-

ers from the definition of “broker.” However, this

amendment was ultimately rejected.

Correspondence Between the Senate and

Treasury

On December 14, 2021, a group of U.S. Senators is-

sued a joint letter to Treasury Secretary Janet Yellen

urging Treasury to provide informal assurance (and,

eventually, formal regulatory guidance) that the IIJA’s

amendments to sections 6045 and 6045A would be

interpreted to prevent the undesirable result described

above. Recently, on February 11, 2022, Treasury

responded with its own letter, stating that “ancillary

parties who cannot get access to information that is use-

ful to the IRS are not intended to be captured by the

reporting requirements for brokers.” As an example of

an ancillary party not captured by the IIJA’s amend-

ments, Treasury offered “persons who are just validat-

ing transactions” (i.e., miners) and “persons who

merely write software code” (e.g., MetaMask). This

informal guidance may dispel some of the uncertainty

generated in the digital asset sector by the IIJA.

Further, Treasury’s letter confirmed that it will

“consider the extent to which other parties in the digital

asset market, such as centralized exchanges and those

often described as decentralized exchanges and peer-

to-peer exchanges” (e.g., OpenSea) should “be treated

as brokers” for purposes of 6045 and 6045A. Treasury

pointed to existing section 6045 regulations which

impose broker reporting obligations on “market partici-

pants” whose activities grant “access to information

about sales of securities by taxpayers” as opposed to

participants such as miners or software providers who

do not have such access.

Interestingly, in support of the position outlined in

its letter, Treasury referred to a “colloquy” between

Sens. Rob Portman (R-Ohio) and Mark Warner (D-Va.)

conducted on the Senate floor in August 2021, when

the IIJA was still being considered. A colloquy is a

scripted conversation between members of Congress

that is entered into the congressional record, becoming

part of a bill’s legislative history. Colloquies can serve

to give context when the black letter of a bill is open to

broad interpretation.3 A colloquy may provide a persua-

sive indication of a bill’s legislative intent, which

regulators may draw upon when promulgating

guidance.4

Notwithstanding this informal guidance and insight

into the intent of the lawmakers, the digital asset sector

continues to push for a formal amendment to or regula-

tions clarifying the narrower definition of digital asset

broker in section 6045 to dispel any confusion and to

better prepare for future regulatory guidance on the

rapidly developing digital asset industry.

ENDNOTES:

126 U.S.C.A. § 6045(c)(1)(D).

226 U.S.C.A. § (g)(3)(D).

3The IIJA was passed under the Senate’s budget
reconciliation rules, which generally may only be used
to pass laws related to spending or raising revenue. To
avoid adding language into a bill that might disqualify
it from passing through budget reconciliation, the Sen-
ate may express its intent for a bill in a colloquy rather
than in the bill’s actual language.

4For example, Sens. Keating and Ervin participated
in a colloquy in April 1964 to build the legislative his-
tory regarding the Civil Rights Act of 1964. 88 Cong.
Rec. S6717 (1964).

SHOULD COMPANIES TAKE A

STAND?

By John Wilcox

John Wilcox is chairman emeritus of Morrow Sodali,

and a member of the Wall Street Lawyer editorial

board.

One of the most controversial questions confronting

business leaders today is whether they should speak

out publicly on environmental, social and governance

(“ESG”) issues.
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In the past the answer to this question was largely

discretionary, the issue being whether it was appropri-

ate for corporate CEOs to act as “business statesmen”

and take a stand on contentious issues in the public

domain. The prevailing assumption was that the CEO’s

job is to make a profit, not to opine on issues beyond

the scope of the business.

Today, however, corporate involvement in public af-

fairs gives rise to questions that go beyond business

statesmanship: To what degree do environmental,

social, governance and political issues impact a

company’s business risks and value drivers? And the

obverse: Do the activities of a company have an

impact on the environment, the economy and society?

These are questions that business leaders ignore at

their peril. The public role of companies is in the

headlines every day, reflecting a business environment

transformed by climate change, stakeholder capitalism,

corporate purpose and, most immediately, the global

pandemic.

The emergence of ESG issues has generated a whole-

sale reevaluation of corporations’ so-called “social

compact.” It has upended the concept of “shareholder

primacy” and raised questions about traditional meth-

ods of auditing and evaluating companies. Corporate

“externalities,” “intangibles,” “purpose,” “culture,”

“values” and other qualitative factors—formerly char-

acterized as “non-financial”—are now recognized as

integral to a company’s risk profile, financial health

and long-term value. Accordingly, corporate executives

and boards of directors are expected to attend to an

expanding list of ESG topics. These include climate

change, human capital management, pay equity, gender

and ethnic diversity, Black Lives Matter, #MeToo, the

wealth gap, human rights, immigration, gun control,

domestic terrorism, voting rights, political contribu-

tions, and more.

Simultaneously with their impact on corporations,

ESG issues are having a transformative effect on

institutional investors and shareholders. Giant financial

institutions such as BlackRock, State Street, Vanguard

and Fidelity, joined by many other asset owners and

managers around the globe, are including ESG factors

in their investment decision-making and stewardship

of portfolio companies. A new generation of millennial

and Gen X shareholders is bringing their personal

concerns about the environment, society and politics

into their selection of asset managers, their choice of

asset classes and directly into their engagement with

the companies they own. ESG issues have become a

dominant focus for shareholder activists and have

contributed to their growing record of success. Social

media are further accelerating the process by which

corporations are linked to ESG issues in the news.

ESG issues are predicted to play a prominent role in

the 2022 annual meeting season. The Conference Board

recently published its C-Suite Outlook-2022, which

contains the following observation:

CEOs worldwide are far more concerned about stake-

holder pressure than shareholder activism. Evolving

stakeholder expectations of the role of business in soci-

ety ranks far above shareholder activism as a factor that

CEOs expect to have an impact on their company this

year. This is most pronounced in the US, where CEOs

rank the impact of stakeholder expectations as 11th, far

ahead of shareholder activism at #26.1

The takeaway: in 2022 CEOs need to be prepared to

take a stand on ESG issues of concern to their

stakeholders. Public attention to ESG issues means that

a company’s “ESG/stakeholder profile” is as important

today as its ownership profile was during the era of

shareholder primacy. In response, corporate com-

munications, investor relations and board engagement

programs must address ESG topics and stakeholder

concerns in the context of business strategy and finan-

cial results.

E and S Versus G

The transition to “ESG engagement” presents com-

pany managers with substantial new challenges. In par-

ticular, the monitoring of environmental and social

policies cannot rely on the compliance methodology
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used for corporate governance. While governance can

be evaluated across different companies using a stan-

dardized checklist of best practices (albeit often with a

comply-or-explain option), a prescriptive, one-size-

fits-all approach does not work for environmental and

social issues. E and S factors vary widely at individual

companies, depending on their industry, size, location,

competitive standing and a variety of other

considerations. This problem of variability is apparent

in the proliferation of competing global standards that

have been developed to measure climate risk and as-

sess responses to climate change across different

industries and in different markets. SASB’s 77 industry

standards are a case in point.

However, global E and S standardization remains an

important goal. Companies, investors, NGOs and

regulators deem standardization essential to achieve

comparability and ensure fair valuation of both listed

and private companies. An important move toward

standardization is the recent creation of the Interna-

tional Sustainability Standards Board (“ISSB”), a

consolidation of the International Financial Reporting

Standards Foundation, the Climate Disclosure Stan-

dards Board and the Value Reporting Foundation

(which in turn combines the Sustainability Accounting

Standards Board and the International Integrated

Reporting Council).

Despite the push for standardization and even if

ISSB does achieve its objective of providing “a com-

prehensive global baseline of sustainability disclo-

sures,” bespoke analysis of individual companies on E

and S issues will continue to be necessary.

Thinking Differently About Materiality, Or

Not?

Experts and regulators pondering the growing need

for customized treatment of E and S factors have sug-

gested that the traditional concept of “financial materi-

ality” should be supplemented with alternative

definitions. Among the new definitions are “double

materiality,” “dynamic materiality” and “pre-financial

materiality.”

It is important to consider carefully whether the

financial materiality standard is sufficiently compre-

hensive to embrace ESG issues. If so, alternative defini-

tions may confuse materiality analysis rather than

clarifying it.

In an April 27, 2021, comment letter to the Securi-

ties and Exchange Commission on the subject of

“Climate Change Disclosures,” Uber Technologies,

Inc. recommended an expanded approach to material-

ity that would not require a redefinition. While endors-

ing an ISSB-type “harmonized climate change disclo-

sure framework” that “ . . . would not only provide

the standardization, comparability and reliability

sought by investors and other stakeholders, but would

allow . . . companies to streamline reporting and com-

munications on climate change,” Uber made the fol-

lowing statement:

“ . . . we encourage the Commission to consider requir-

ing that companies perform a company-specific materi-

ality assessment to identify the ESG issues most rele-

vant to their businesses. We believe that the most useful

ESG disclosures will be grounded in the specific issues

that are relevant to the particular company, as opposed

to generic ESG disclosures that may or may not apply in

a company’s individual circumstances.” [Boldface

added]

Uber’s “company-specific materiality assessment”

contemplates a two-step analytical process that, in ad-

dition to determining what an average investor would

want to know, asks additional questions: What issues

do we, the people running the business, think are

strategically important? What do our stakeholders

want? To what degree are third-party standards ap-

plicable to our business? What are peer companies

doing? What do our statement of corporate purpose,

our company values, our culture, our reputation, our

branding and our public image require?

These are important business questions whose an-

swers are contextual and specific to individual

companies. They in no way depart from the traditional

standard of financial materiality. In fact, they rely on it.

A company’s determination as to whether an ESG
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issue is material ultimately turns on whether the is-

sue has an actual or potential financial impact on

the business. Once the financial materiality determina-

tion has been made, the ESG issue is no longer

theoretical. It is redefined as a business issue grounded

in the company’s specific activities and circumstances.

While Uber’s company-specific materiality assess-

ment rests on traditional financial criteria, the approach

will over the long term require companies to undertake

substantial organizational and behavioral adjustments.

ISSB standards will provide helpful guidance for

companies willing to adopt reforms such as integrated

reporting, holistic management, stakeholder engage-

ment and greater board transparency as a means to

achieve ESG integration.

The concept of company-specific materiality assess-

ments also impacts institutional investors. It will

require them to dig more deeply into the inner work-

ings of individual portfolio companies and to engage

with their managements systematically. It will further

reduce their reliance on standardized metrics, regula-

tory guidelines and the wholesale recommendations

from outside advisors and service providers.

Conclusion

The answer to whether a company should take a

stand on specific ESG issues should be resolved inter-

nally well before the question arises in the public

domain. Because materiality carries with it an obliga-

tion to disclose, a company’s corporate reporting and

communications should provide a narrative that enables

stakeholders and the public to understand how the

company has dealt with its material ESG issues. That

narrative in turn provides a script if the company

chooses to speak out publicly. Non-material ESG is-

sues that fall outside a company’s business should

require no public stance and should be left for debate

among advocacy groups, academics, politicians and

the media.

Supplement: Where to Begin With ESG?

So, what lies ahead for companies? How should they

prepare for a future in which ESG plays a central role

in their strategic planning, corporate reporting and

engagement? How will ESG affect their communica-

tion with institutional investors, beneficial owners, em-

ployees and other stakeholders? What internal pro-

cesses will companies need to develop to determine

whether an ESG issue is material and how to respond

when it surfaces in a public forum?

Here is an approach taken by Kate Rebernak,

founder and CEO of FrameworkESG: To know where

you’re going, understand where you are.

In the past several years, companies have come

under increasing pressure from key stakeholders to in-

tegrate ESG considerations into their operations and

disclose ESG-related performance with greater rigor

and particularity. Where to begin?

1. Know where you are

Take an inventory of all your activities that related

to ESG issues to see what you can already get credit as

well as gaps in performance and disclosure.

Conduct a materiality analysis to better understand

the concerns of key stakeholders about your sector and

your business. Consider whether your enterprise risk

management (“ERM”) framework and process account

for external perspectives. If you don’t have an ERM

framework, a materiality assessment is one place to

start.

Conduct a benchmark analysis. Look at direct

competitors, indirect competitors, customers, and

peers, and throw in a couple of leaders for good

measure. What issues do they say are important? Do

they have stated goals? What metrics do they use? How

do they communicate? How do you stack up?

2. Chart where you want to be

Do you want to be a leader? A fast follower? Run

with the pack? No one wants to be a laggard. Decide

where you want to be. Prioritize the issues you want to

address. Set internal goals, even if they are, at first, to
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understand what your baseline performance is so that

you can set realistic, measurable, and achievable

targets.

3. Look for early and easy—or easier—wins

Consider using renewables to reduce cost and envi-

ronmental impact. Look for ways to increase employee

engagement: such efforts are often low budget and high

impact. One is to connect your company’s purpose to

the United Nations Sustainable Development Goals, or

SDGs. Which of the SDGs are most closely aligned

with your business and its contribution to society?

4. Use ESG as a lens through which to
assess and drive performance

Align ESG issues with your core strategy, products

and services, and operations. Here again, you might be

surprised that some things you’re already doing fall

into one of the three buckets: E, S. or G. Manage and

measure your ESG performance using accepted frame-

works and standards such as the Global Reporting Ini-

tiative, SASB, or the TCFD.

5. Don’t go it alone

Look for partners—nonprofit organizations, univer-

sities, other complementary companies, or even cli-

ents—to support and advance the efforts you’ve under-

taken to address the highest-priority issues for your

company. Investing in partnerships with reputable

organizations can amplify both your impact and your

message and help you build trust with key stakeholder

groups.

6. Embrace transparency

Communication is a two-way street. Use every

engagement as an opportunity to understand and re-

spond to stakeholders’ expectations. Though you won’t

always satisfy them, there’s enormous trust-building

potential in listening, even if you ultimately decide to

go in another direction. The key is to communicate your

understanding of your stakeholders’ expectations and

how the direction you take will help the company cre-

ate value for them in the long term.

Stakeholders don’t expect perfection. They do expect

transparency. So articulate your goals and measure,

track, and communicate progress, even if it’s not great.

Companies that communicate transparently about their

ESG efforts—both successes and challenges—have

invested in something of an insurance policy. If an is-

sue bubbles up, the fact that you’ve been seeking to

understand it, manage it, and communicate about it will

help you avoid a schism in trust with key stakeholders.

ENDNOTES:

1The Conference Board, ESG Alert: What CEOs
Think of ESG & Other Big Issues in 2022 and Ways to
Reduce Growing ESG Disclosure Risk, January 14,
2022.
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Stock awards are a common and valuable compensa-

tion tool for companies to recruit and incentivize key

service providers, such as employees, non-employee

board members, and independent contractors. Many

companies adopt stock incentive programs for these

purposes, featuring several types of awards, including

stock options, restricted stock, and restricted stock units

(“RSUs”).

There are many factors to consider when designing

and administering a stock incentive program, including

the number of shares to reserve, the types of stock

awards, exercise or purchase prices, vesting schedules,

restrictions on the sale or transfer of shares, repurchase

rights, and forfeiture provisions.

In this article, we focus on a critical factor for a suc-
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cessful stock incentive program that is often over-

looked—the payment of federal and state income tax

and payroll tax (collectively referred to as “tax” or

“taxes”) attributed to the stock awards. This critical

factor impacts all companies with shares that are not

freely tradeable. The tax obligations require either or

both the company and the service provider to come up

with the funds to pay the taxes due. All too often, the

obligation to pay taxes comes as an unwelcomed

surprise to both the company and the service provider

that can result in the stock incentive program becoming

a financial headache rather than a valuable incentive.

Even though information about the tax obligations is

communicated by the company to the service provider,

the tax obligations typically are not fully explained or

understood by the service provider.

All stock awards are subject to taxes at some point

in time. While a summary of stock award taxation is

beyond the scope of this article, it is important to

understand when the company and service provider

become responsible to pay the taxes due. Generally,

taxes are due for stock awards when the fully vested

shares underlying the stock awards are issued to the

service provider. For non-statutory stock options, the

taxable event is at the time of exercise. For restricted

stock, the taxable event is either at the time of grant

(with a Section 83(b) election) or at the time of vesting.

For RSUs, the taxable event is when the shares are is-

sued after the vesting date. The taxable value of the

shares is the difference between the fair market value

of the shares at the time of the taxable event and the

price paid by the service provider to acquire the shares,

if any.

The payment of the taxes attributed to the stock

awards can be a significant problem for the company

and the service provider. Even though the service

provider receives the shares, he or she typically may

not sell any of the shares to raise the funds needed to

pay the taxes due. Notwithstanding that the service

provider is unable to sell the shares, the company must

collect and remit the taxes due if the service provider is

a current or former employee. The company typically

is not responsible for collecting and remitting the taxes

due for non-employee service providers. While the

taxes attributed to the stock awards are ultimately the

service provider’s responsibility, the company may face

penalties and fines imposed by the IRS if it fails to

properly collect and remit the taxes due.

The Alternatives

There are multiple alternatives for collecting taxes

that the company and service provider should consider.

The most common alternatives are the company with-

holding the taxes from the service provider’s regular

payroll or the service provider making an out-of-pocket

payment to the company or tax agency. Other alterna-

tives to raise the funds for the tax payments include the

company paying a bonus to the service provider, a loan

by the company to the service provider, a net-share

delivery, or a third-party purchase of shares. Each of

the alternatives, as discussed below, have pros and cons.

Withholding from service provider’s regular

payroll. Because the service provider is not receiving

extra cash in his or her payroll at the time of the taxable

event, the taxes attributed to the stock award will be

withheld from his or her regular salary. Depending on

the amount of taxes due, the service provider’s regular

salary may not be sufficient to cover the tax obligation.

The outcome may be that after the taxes are withheld,

the service provider has little or no money left for liv-

ing expenses. The impact on the service provider of

having all, or a large portion, of his or her payroll with-

held for the taxes can be financially devastating.

Out-of-pocket payment by the service provider.

With this alternative, the service provider pays the taxes

due either to the company for remittance to the tax

agencies or directly to the tax agencies. The service

provider must have sufficient cash reserves on hand to

pay the taxes out-of-pocket. In order to receive the tax

payments from the service provider, the company must

have a process in place to inform the service provider

of the taxes due, timely receive the payments from the
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service provider, and account for the receipt of the ser-

vice provider’s tax payment. If the service provider has

not planned ahead for the out-of-pocket payment of the

taxes, this alternative may not be practical.

Company bonus to the service provider. The com-

pany may schedule a cash bonus payment to the ser-

vice provider at the time of the taxable event for the

purpose of paying the taxes due. The cash bonus is tax-

able income to the service provider and the bonus

amount paid by the company must be sufficient to pay

the taxes due on both the stock award and the bonus.

While this alternative removes the issue of the service

provider paying the taxes from salary or out-of-pocket,

it places the payment burden on the company. Without

advance planning for the payment of the taxes, this

alternative may not be practical for the company as the

payment of a cash bonus to the service provider in-

creases the costs of the stock incentive program and

depletes the company’s cash reserves. In addition, the

company may have several service providers with the

same stock award tax issues that would greatly increase

the company’s cash outlay.

Company loan to the service provider. In some situ-

ations, a loan in the amount of the taxes due from the

company to the service provider may be considered.

The terms of a company loan must be carefully consid-

ered to avoid additional taxes imposed on the service

provider. This alternative allows the service provider to

delay his or her payment of the taxes due but requires

the company to pay the loan amount out of its cash

reserves. If all or a portion of the loan amount is

forgiven by the company, the amount forgiven is tax-

able income to the service provider. The company also

bears the risk that the service provider is unable or

unwilling to repay the loan amount when the payments

are due. Collection actions on defaulted loans against

current or former service providers can be costly for

the company.

Net-share delivery. Through a net-share delivery,

the company calculates the amount of taxes due and

withholds the number of shares with a value necessary

to cover the tax obligation. The company will issue to

the service provider the number of shares vested or

exercised less the number of shares withheld for the

payment of taxes. The company will remit the cash

value of the withheld shares to the tax agencies. The

withheld shares are returned to the incentive stock

program for future awards. An upside to this alterna-

tive is that the service provider has no out-of-pocket

cost for the taxes due and the withholding of shares re-

duces the dilutive effect of the stock incentive program

because the withheld shares are available for future

awards. The downside to this alternative is that the

company must pay the amount of taxes due to the tax

agencies on behalf of the service provider from its cash

reserves.

Company-sponsored third-party sale. An alterna-

tive that is becoming more common with private

companies is a company-sponsored sale of shares to a

third party, which is usually a strategic investor. Here,

the company partners with a third party to purchase the

service provider’s shares. The company and third party

will set the terms as to when the share purchase will

occur, how many shares may be sold, and the purchase

price. With this alternative, the company is able to

provide liquidity to the service provider, avoid spend-

ing its cash reserve, and maintain control over the share

ownership percentage of the third-party purchaser.

From the service provider’s perspective, however, he

or she has no control over if and when a third-party

sale will be offered, and if it is, whether the terms will

be acceptable. This alternative also has regulatory

concerns for the company and the third party. Because

the service provider and third party will be entering

into a stock transaction, the company and third party

must carefully consider and comply with the securities

disclosure and corporate law requirements for a sale of

shares.

Conclusion

Each of the tax collection alternatives mentioned in

this article have pros and cons for the company and the

service provider. While none of the alternatives are a
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perfect solution to the problem of collecting taxes due

on stock awards when the underlying shares are not

freely tradeable, the service provider and the company

have an opportunity to work together to plan for

alternatives to collect the taxes. The company should

consider the tax collection alternatives well in advance

of when service providers acquire shares under the

stock incentive program so that it may communicate

the alternatives to the service providers before the tax-

able event occurs. The common practice of including

general tax information in the stock incentive plan com-

munications has not proven effective for the service

provider to fully appreciate the tax obligations that he

or she may experience with the stock awards. Early at-

tention to the collection of taxes for the stock awards

can help to avoid the potential financial hardship and

result in a successful stock incentive program for both

the company and service provider.

SEND LAWYERS, GUNS AND

MONEY: (OVER-) ZEALOUS

REPRESENTATION BY

CORPORATE LAWYERS

By Allison Herren Lee

Allison Herren Lee is a commissioner in the Securities

and Exchange Commission. The following is edited

from remarks that she gave at PLI’s Corporate

Governance: A Master Class on March 4, 2022. On

March 15, Lee announced she intended to leave the

SEC.

I take great pride in being a member of the bar and

this is the lens that I bring to the topic I want to address

today. I want to talk about supporting securities law-

yers, both in-house and outside counsel, in upholding

the best traditions of the profession. Specifically, by

fulfilling a mandate in the Sarbanes-Oxley Act designed

to do just that. As we near the 20th anniversary of its

passage, we still have not fulfilled Congress’ mandate

under Section 307 of Sarbanes-Oxley to adopt mini-

mum standards of professional conduct for attorneys

appearing and practicing before the Commission in the

representation of issuers.1

A key element of Sarbanes-Oxley, passed in the

wake of the massive financial failures of the Enron era,

was to create structures of accountability for profes-

sionals—executives, accountants and auditors, and,

under Section 307 of the Act, accountability for

lawyers. In considering Section 307, Congress recog-

nized that executives and accountants did not “work

alone,” and that lawyers were “virtually always there

looking over their shoulders.”2 Congress was con-

cerned, however, that counsel often acted in the inter-

ests of the executives who hired them rather than the

company and its shareholders to whom their duty and

responsibility is owed.

Unfortunately, in response to this mandate, the SEC

adopted only one standard: the so-called “up-the-

ladder” rule, requiring lawyers to report certain poten-

tial violations up the chain of management inside a

corporate client.3 We did not adopt a broader set of rules

as Congress directed, and quite significantly, even this

single standard has not been enforced in the nearly 20

years since it was adopted.4

The policies behind this unfulfilled mandate—which

are designed to support lawyers in their gatekeeping

role—are as relevant and compelling today as they

were 20 years ago, if not more so. Indeed the role of

corporate lawyers as gatekeepers in the capital mar-

kets—distinct from the litigator’s role—has long been

acknowledged by a broad and bipartisan group from

William O. Douglas, to A.A. Sommer and Stanley

Sporkin.5 It also includes Independent, Republican, and

Democratic Chairs of the SEC.6

And it wasn’t just during the Enron era that we saw

lapses in the gatekeeping role.7 We saw such lapses

with stock option backdating and mutual fund market

timing cases,8 and to some extent in the 2008 financial

crisis.9 More recently, we have seen an entirely new,

multi-trillion dollar industry develop around cryptocur-

rency and digital assets that largely defies existing laws

and regulations.10 The role of lawyers in enabling this

approach remains to be fully fleshed out, but the failure
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to comply with well-known principles of the securities

laws has already been costly for many firms. The bot-

tom line is this: when corporate lawyers give bad

advice, the consequences befall not just their clients,

but the investing public and capital markets more

broadly—especially when it comes to disclosure

advice.11

But we do not currently have sufficient standards in

place upon which to assess this kind of advice. Stan-

dards for professional conduct could help both lawyers

and regulators navigate this difficult terrain where bad

legal advice can, in the words of a prior Commission,

“inflict substantial damage on the Commission’s pro-

cesses, and thus the investing public, and [] the level of

trust and confidence in our capital markets.”12 It’s time

to revisit this unfulfilled mandate and consider whether

the SEC should adopt (and enforce) a minimum set of

standards for lawyers who practice before the Commis-

sion to better protect investors and markets.

“Can-do” Corporate Lawyering

The “bad advice” I refer to arises from a type of

“can-do” approach to lawyering that is ill-suited to

lawyers in a gatekeeping role. It is born from a desire

to give management the answer that it wants. Or, as a

Delaware court recently stated, it stems from a “con-

trived effort to generate the client’s desired result when

real-world facts would not support it.”13

If you haven’t read this particular Delaware decision

(Bandera Master Fund v. Boardwalk Pipeline) from

late last year, I commend it to you as a study in the

perils of modern corporate law practice. It involves so-

phisticated counsel who, as the court put it, engaged in

“goal-directed reasoning” to provide an opinion de-

signed to allow the client to exercise a lucrative call

right. However, the court concluded the opinion was

based on artifice and sleight of hand. It thus ruled that

the opinion was given in bad faith and awarded dam-

ages against the client of roughly $700 million.14

Unfortunately, this case does not appear to represent

an isolated instance of poor judgment by a single

lawyer or firm. Indeed, this same court wrote an expan-

sive opinion in 2020 in which it found another preemi-

nent firm had “committed fraud” by holding back

important information during a competitive bidding

process.15 In yet another recent case, the court laid out

chapter and verse how a large law firm took part in a

covert plan to “undermine a merger” while concealing

their work so as not to “advertis[e] that [the client] was

breaching its obligations” to use best efforts to close

the deal.16

Though these particular cases were not about disclo-

sure under the securities laws, they are nevertheless

emblematic of a dynamic—a kind of race to the bot-

tom—that can occur when specialized professionals

like securities lawyers compete for clients in high

stakes matters and are pressured to provide the answers

their clients seek. As one observer put it: “Can-do

lawyering has run amok. Still you don’t want to be the

lawyer that just says ‘no.’ You’ll never make it.”17

Of course, this type of conduct is far from the norm

for securities law practitioners, but it is not as rare as

we would like to think. In my 25 years as a securities

lawyer, I have observed this kind of conduct on multiple

occasions. It is not easy to strike the right balance be-

tween zealous representation in corporate law matters

and thoughtful consideration of the potential impact to

shareholders, investor protection, and the public

interest. Most lawyers generally err on the side of

caution. But examples like those I’ve noted erode pub-

lic trust in the highly-skilled, principled attorneys in

the financial regulatory space and in our markets more

broadly.

The Impacts of Bad Advice Related to

Corporate Disclosures

Market Harm

When lawyers fail as gatekeepers, when they provide

“goal-directed” reasoning to public companies on criti-

cal issues like materiality, there is a broader interest at
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stake. Investors and financial markets can be harmed

through false or misleading disclosure.

And lawyers are frequently involved in disclosure

decisions. While management is generally responsible

for public company disclosures, they often rightly rely

on counsel to review and draft the relevant filings and

resolve many questions that arise in the process of

crafting disclosures, including critical materiality

determinations.18

In fact, the role of counsel in the disclosure process

has, if anything, only increased in recent years as the

Commission has shifted even further toward principles-

based rules.19 Specific disclosure items have been

replaced with a more “principles-based” approach that

focuses on management’s view of the materiality of the

information.20 Critically important, top-of-mind issues

for investors such as climate risk and cybersecurity

disclosures currently depend mostly upon materiality

determinations.21 Principles-based rules make disclo-

sure decisions more management-centric, requiring of-

ficers to exercise greater judgment to determine

whether disclosure is necessary. Materiality determina-

tions, which are mixed questions of law and fact, are

thus particularly suited for review by counsel.22

However, when, as a New York City Bar Task Force

found, lawyers “ben[d] to management pressures”23 or

engage in a “contrived effort to generate the client’s

desired result,”24 their advice can distort important

market-moving information, interfere with price dis-

covery, and lead to misallocations of capital. Indeed,

misleading or false disclosure can have a profoundly

negative impact on an investor’s decision-making

process. It can directly impact their savings, invest-

ment goals, and overall financial well-being. Mislead-

ing or false disclosures also erode integrity and confi-

dence in our financial markets and regulatory system.

Some rightly point out that reputational harm can

offer a powerful incentive for lawyers not to succumb

to such pressure.25 However, increased competitive-

ness in the profession contributes to the problem, and

imprecise legal principles, like materiality, “invite in-

terpretation in a self-serving fashion.”26 Lawyers view

themselves as problem-solvers for their clients, and

failing to give management what it wants can actually

be what causes reputational harm.27

Reduced Deterrence

Perversely, in addition to inflicting harm on inves-

tors and potentially exposing the company to costly lit-

igation, contrived legal advice can actually insulate

from liability those individuals within a company who

are responsible for false or incomplete disclosure. This

turns the role of gatekeeper on its head. Also a lack of

individual accountability greatly undermines the deter-

rent effect of a potential enforcement action or private

litigation.28 Individual accountability for corporate

rule-breaking is a singularly effective deterrent, and

also a matter of fundamental fairness that promotes

public trust in financial markets.

The fact is, however, we are too often hamstrung in

our ability to charge individuals, particularly with re-

spect to disclosure violations by public companies.29 I

know, from over a decade of experience as an enforce-

ment lawyer and from reviewing and voting on hun-

dreds of cases as a Commissioner, this is not from a

lack of diligence by the Commission’s Enforcement

staff. In fact, I can say with confidence that in cases al-

leging disclosure violations by a public company, staff

carefully investigates and considers whether individu-

als are responsible and should be charged.

So, what gets in the way of charging individuals? In

some cases, the disclosure failure or misrepresentation

truly is not attributable to a specific person or persons

within a company, but rather more broadly to a failure

by the company to employ sufficient processes and

safeguards around disclosures. This is sometimes

referred to as “corporate negligence.”30 In other cases,

considerations of equity may militate against charging

a relatively low-level employee or one who was in

some sense a victim of a corrupt corporate culture.

In still another category of cases, however, we know
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who within the company was responsible, but face sig-

nificant risks in charging them due to the involvement

of lawyers in the disclosure decision that forms the

basis of the enforcement action. Of course, as I men-

tioned, it is prudent and beneficial for companies to

seek the advice of counsel in making important disclo-

sure decisions. However, if counsel merely contrives to

support a pre-determined goal of management, such

activity is merely rent-seeking masquerading as legal

advice, while providing a shield against liability.

I have seen this scenario on a number of occasions—

examples of lawyers providing advice that was, in my

view, reckless, but that provided cover for other execu-

tives who weren’t charged. Because we generally lack

standards by which to hold such lawyers accountable,

the result is no individual accountability of any kind.31

Current Professional Standards Are
Inadequate

The existing framework for professional conduct is

not adequate to the task—neither through states nor the

SEC. State bars don’t have the resources32 and may lack

the necessary expertise33 needed to resolve issues

around the legal advice provided to public companies.34

State disciplinary actions can also lack financial disin-

centives in the form of monetary sanctions.

The SEC can and does bring actions against lawyers

who directly commit violations of the federal securities

laws or aid and abet in these violations.35 Lawyers have

been sanctioned where they allegedly misrepresented

or concealed information in documents that they

drafted, signed, and filed;36 authored “sham” agree-

ments37; or knowingly facilitated a fraud.38 But these

cases are generally premised on claims that the lawyer

violated a substantive provision of the securities laws.

Setting aside substantive violations of the securities

laws, the Commission’s own Rules of Practice are a

potential source for lawyer discipline. Under Rule

102(e), the Commission can suspend or bar attorneys

when their behavior falls below “generally recognized

norms of professional conduct.”39 Nonetheless, we

have generally chosen instead to use Rule 102(e) only

to impose follow-on bars after attorneys have been

found to violate substantive provisions of the securities

laws, as though such violations are the only way in

which an attorney can violate generally recognized

norms of conduct.40

More importantly, even if the Commission deter-

mined to switch course and consider these types of ac-

tions, there is a more fundamental hurdle: what are the

“generally recognized norms of professional conduct”

by which we would assess lawyers? We could look to

state law standards but they are mostly drafted in a one-

size-fits-all fashion, arguably more oriented toward

litigators, and do not explicitly address norms for those

representing public companies.41 As you are all keenly

aware, a lawyer at the largest firm representing the larg-

est public issuers is engaged in a very different type of

practice from a solo practitioner handling personal

injury or estate law matters.42 State law standards also

focus mostly on the behavior of individual lawyers, as-

signing few responsibilities to the firm for quality

assurance.43 And while the standards include some use-

ful concepts, they are often aspirational and difficult to

enforce.44

As I mentioned, however, the Commission has the

authority to address these concerns and was directed by

Congress to do so. Section 307 mandated that the SEC

“issue rules”—plural—adopting “minimum standards

of professional conduct for attorneys appearing and

practicing before the Commission in any way in the

representation of issuers.”45

While these rules were to include a requirement that

lawyers report evidence of certain legal violations up

through their client’s chain of management, the man-

date was broader than that.46 To date, however, the

Commission has adopted only the single “up-the-

ladder” standard. And unfortunately, while an entirely

new regime for oversight of the accounting profession

has grown and evolved, and thousands of executives

have certified SEC filings under Section 302, some hav-

ing their salaries clawed back under Section 304, we
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have never brought a single case finding a violation of

the up-the-ladder rule under Section 307, a glaring fact

of which market observers are well aware.47 Like a tree

that falls in the forest with no one to hear, a rule that is

not enforced may fairly be said to be no rule at all.

Indeed this calls into question whether we have fulfilled

even the narrowest expectations of Congress in adopt-

ing Section 307.

Rules to Live By

The time is ripe to return to this unfinished business.

Doing so will require careful thought, as well as assis-

tance from the securities bar, experts on professional

responsibility, and other interested parties and market

participants. I will offer today some thoughts on where

we might start, and I’d appreciate hearing from you all

on these or other approaches.

We might offer greater detail regarding a lawyer’s

obligation to a corporate client, including more specifi-

cally how their advice must reflect the interests of the

corporation and its shareholders rather than the execu-

tives who hire them.48 This distinction is not always an

easy one to make in practice, but at a minimum, might

require consideration of the impact of the advice on the

corporation and its shareholders, including the impact

should the disclosure decision ultimately prove

incorrect.49

Advice on materiality may be deserving of its own

treatment in the standards, treatment designed to ensure

a sufficiently independent and rigorous analysis. In

weighing the importance of information to a reason-

able investor, courts have recognized that a materiality

analysis is “inherently fact-specific”50 and

“delicate,”51and have declined to find information im-

material as a matter of law unless it is “so obviously

unimportant . . . that reasonable minds could not dif-

fer,”52 with doubts construed in favor of requiring

disclosure.53 Disclosure counsel should already be ap-

plying these concepts, but a standard could make them

explicit.

Minimum standards might also address require-

ments of competence and expertise. As noted in Ban-

dera Master Fund, a good faith opinion necessarily

requires that the opinion-giver have competence in the

relevant area of law.54 Those rendering advice on

disclosure issues may not always have adequate

training. Disclosure lawyers, for example, may opine

on materiality without sufficient focus or understand-

ing of the views of “reasonable” investors.55 They may

focus instead on defending non-disclosure. The Com-

mission could provide continuing education require-

ments that apply to securities lawyers advising public

companies, much like the PCAOB has done for

auditors.56

In addition to the adoption of standards applicable to

lawyers practicing before the Commission, we could

consider some degree of oversight at the firm level.57

Audit firms for public companies are obligated to have

a system of quality control at the firm level;58something

similar might make sense for securities lawyers.

Other topics that could be addressed in a set of min-

imum standards could include the need for indepen-

dence in rendering advice,59 the obligation to investi-

gate red flags and ensure an accurate factual predicate

for legal opinions,60 and the retention of sufficient

contemporaneous records to support the reasonable-

ness of any legal advice, including whether appropriate

expertise was brought to bear.61

Conclusion

These are just a few ideas62 regarding what standards

might look like that I hope can serve as a starting point

for conversation and collaboration. Having read

through comments submitted in response to our pro-

posed up-the-ladder rules in 2002, I appreciate the

complexity of this task, as well as concerns of the

American Bar Association and others regarding protec-

tion of the attorney-client privilege.63 We must give

that careful consideration, just as we must also weigh

the costs of there being few, if any, consequences for

contrived or tortured advice.

The attorney-client privilege is not an end in itself.
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It is a means to an end which is fidelity to law and

society. I can hardly say it better than our former

Enforcement Director, Linda Chatman Thomsen:

Underlying all evidentiary privileges—which [] are

disfavored at law, for the simple reason that they inter-

fere with fact-finding—is the idea that there is an offset-

ting benefit that justifies the cost to the truth-seeking

process. That somehow—by protecting these relation-

ships with [] lawyers—we, as a society, end up encour-

aging better conduct, not worse.64

That is the goal of standards in this space—to sup-

port securities lawyers in giving clients their best

advice while living up to the promise of public service

that our profession embraces.
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craft rules designed to elevate—not disrupt—attorney
conduct as it relates to the representation of issuers.
And Congress has tasked us to do just that.

64See Thomsen, supra note 11.
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SEC Proposes Cybersecurity Rules

On March 9, 2022, the SEC proposed rule amend-

ments intended to enhance and standardize rules regard-

ing disclosure of cybersecurity risk management and

related topics.1 SEC Chair Gary Gensler described the

purpose of the rules by stating that “cybersecurity is an

emerging risk with which public issuers increasingly

must contend. Investors want to know more about how

issuers are managing those growing risks. A lot of issu-

ers already provide cybersecurity disclosure to

investors. I think companies and investors alike would

benefit if this information were required in a consis-

tent, comparable, and decision-useful manner.”2

Key elements of the proposed rules are requirements

for companies to provide:

E Current reporting about material cybersecurity

incidents: The rules would add a new item in

Form 8-K pursuant to which a company would

have to disclose any material cybersecurity inci-

dents within four days of determining that such

an incident occurred. Required disclosures would

include when the incident was discovered, the

scope of the incident, whether any data was

stolen, altered, accessed, or used for any unau-

thorized purpose, the effect of the incident on the

company’s operations and whether the registrant

has remediated the incident.

E Periodic disclosure about cybersecurity policies:

Form 10-K would be amended to require (i)

disclosure of a company’s policies and proce-

dures for identifying and managing cybersecurity

risks, (ii) its “cybersecurity governance,” includ-

ing the board of directors’ oversight role regard-

ing cybersecurity risks and how those risks and

related issues are communicated to the board, and

(iii) management’s role, and relevant expertise,

in assessing and managing cybersecurity-related

risks and implementing related policies, proce-

dures and strategies. Relatedly, Regulation S-K

would be amended to require disclosure of infor-

mation regarding the cybersecurity expertise, if

any, of members of the board of directors. The

description of policies and procedures would

include whether the company engages third par-

ties in connection with its cybersecurity efforts,

its policies regarding oversight of vendors and

other counterparties, and whether and how previ-

ous incidents have informed its policies.

E Updates regarding previously-reported cyberse-

curity incidents: The rules would amend Forms

10-K and 10-Q to require updated disclosure

regarding previously reported cybersecurity

incidents, and when a series of undisclosed im-

material incidents have become collectively

material. The updated disclosure would include,

but not be limited to, the company’s remediation
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efforts, any existing or potential material effects

of the incident, and any related changes to the

company’s policies and procedures.

The SEC has previously issued interpretive guid-

ance regarding how its existing rules may require

cybersecurity-related disclosures—which appear most

frequently in the “risk factors” section of SEC filings—

but the proposed rules would be the first to address

cybersecurity issues specifically.

SEC Proposes Short Sale Disclosure Rule

On February 25, 2022, the SEC proposed a new rule

under the Securities Exchange Act of 1934, as

amended, to require institutional investment managers

exercising investment discretion over short positions

meeting specified thresholds to report on a proposed

Form SHO information relating to short positions and

certain daily activity affecting such positions.3 SEC

Chair Gary Gensler stated that “[p]roposed Rule 13f-2

would make aggregate data about large short positions

available to the public for individual equity securities.

This would provide the public and market participants

with more visibility into the behavior of large short

sellers.”4 The proposed rule comes on the heels of

highly-publicized short selling events involving so-

called “meme stocks” such as GameStop that resulted

in an unusual level of public interest in short selling

strategies and scrutiny of the SEC’s oversight by

prominent politicians across the political spectrum.5

The SEC’s proposing release states that short sales—

sales of securities that the seller does not own—can

provide important benefits to the market by providing

hedging options and improving pricing efficiency, but

can also be used for manipulative purposes. Existing

SEC Regulation SHO imposes certain requirements in

connection with short sales, and in particular addresses

the risk that the short seller will be unable to obtain the

security subject to the sale by the time of settlement.

But proposed Rule 13f-2 would go beyond existing

requirements to provide greater public transparency re-

lating to short selling activity. Among other benefits,

the SEC believes that greater transparency may facili-

tate regulatory oversight of potentially manipulative

activity such as “short squeeze” and “short and distort”

schemes. At the same time, according to the SEC, pub-

lic disclosure of individual short positions could un-

duly chill short selling and have other unintended

consequences. Accordingly, the proposed rule attempts

to strike a balance between these competing consider-

ations by facilitating the public disclosure of short sell-

ing data on an aggregated rather than an individual

basis.

Under the rule, investment managers meeting a

specified reporting threshold would be required to file a

Form SHO with the SEC within 14 calendar days after

the end of a month. The identity of the managers report-

ing on Form SHO would not be made public and would

be treated as confidential. The reporting threshold

would be set at (i) for reporting issuers, a gross short

position of $10 million or more or a position covering

2.5% or more of the class of security outstanding or (ii)

for non-reporting issuers, a gross short position of

$500,000 or more. The calculations would not take into

account derivative or long positions in the same

security. The SEC would then, on a delayed basis, pub-

lish aggregated information derived from the reported

data, including the number of shares and dollar value

of the aggregated gross short positions and a summary

of reported hedging information.

Relatedly, the SEC is proposing a new rule under

Regulation SHO pursuant to which a broker-dealer

would be obligated to mark a purchase order as “buy to

cover” if the purchaser has a gross short position in the

security in the account for which the purchase is being

made. The SEC believes that this requirement would

allow it to better understand what it calls the “lifecycle”

of short sales by identifying trades that close out short

positions. The increased transparency is expected to

enhance the SEC’s ability to understand and police

potentially manipulative trading strategies.

Wall Street LawyerApril 2022 | Volume 26 | Issue 4

24 K 2022 Thomson Reuters



SEC Proposes Cybersecurity Risk

Management Rules and Amendments for

Registered Investment Advisers and Funds

On February 9, 2022, the SEC voted to propose rules

related to cybersecurity risk management for registered

investment advisers, and registered investment compa-

nies and business development companies (collec-

tively, “funds”), as well as amendments to certain rules

that govern investment adviser and fund disclosures.6

According to the SEC’s associated press release, the

proposed rules and amendments “are designed to

enhance cybersecurity preparedness and could improve

investor confidence in the resiliency of advisers and

funds against cybersecurity threats and attacks.”7 The

proposal includes new Rule 206(4)-9 under the Invest-

ment Advisers Act of 1940 (the “Advisers Act”), and

new Rule 38a-2 under the Investment Company Act of

1940 (the “Investment Company Act”) (proposed Rules

206(4)-9 and 38a-2 collectively, the “proposed cyberse-

curity risk management rules”).8

Under the proposed cybersecurity risk management

rules:

E advisers and funds would be required to adopt

and implement written cybersecurity policies and

procedures designed to address cybersecurity

risks that could harm advisory clients and fund

investors;

E Form ADV Part 2A would be amended to require

disclosure of cybersecurity risks and incidents to

an adviser’s clients and prospective clients;

E Form N-1A, Form N-2, Form N-3, N-4, Form

N-6, Form N-8B-2, and Form S-6 would be

amended to require funds to include a description

of any significant fund cybersecurity incidents

that have occurred in the last two fiscal years in

the fund’s registration statements;

E Rule 204-2 of the Advisers Act would be

amended to require advisers to maintain certain

records related to the proposed cybersecurity risk

management rules and the occurrence of cyberse-

curity incidents;

E funds would be required to maintain copies of its

cybersecurity policies and procedures and other

related records specified under proposed Rule

38a-2 of the Investment Company Act; and

E advisers would be required to report significant

cybersecurity incidents affecting the adviser or

its fund or private fund clients on a new confiden-

tial Form ADV-C.

The public comment period will remain open until

April 11, 2022.

SEC Charges Infinity Q Founder with
Orchestrating Massive Valuation Fraud

On February 17, 2022, the SEC charged James Velis-

saris, the former Chief Investment Officer (the “CIO”)

and founder of Infinity Q Capital Management (“Infin-

ity”) with allegedly overvaluing assets by more than $1

billion.9

The SEC’s complaint (the “Complaint”)10 alleges

that between 2017 to February 2021, the CIO “engaged

in a fraudulent scheme to overvalue assets held by the

Infinity Q Diversified Alpha mutual fund and the Infin-

ity Q Volatility Alpha private fund”11 by “altering

inputs and manipulating the code of a third-party pric-

ing service used to value the funds’ assets.”12 The SEC

also alleges that the CIO collected more than $26 mil-

lion in profit distributions through the fraudulent

conduct and without disclosing his activities to

investors.13

According to the SEC’s accompanying press release

(the “Press Release”), in February 2021, the CIO was

removed from his role with Infinity Q after SEC Staff

confronted the firm with information suggesting that

the CIO had been adjusting the third-party pricing

model.14

The Complaint was filed in the U.S. District Court
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for the Southern District of New York and charges the

CIO with violating antifraud and other provisions of

federal securities laws. The Complaint seeks perma-

nent injunctive relief, return of allegedly ill-gotten

gains, and civil penalties. The SEC also seeks to bar

the CIO from serving as a public company officer and

director. In parallel actions, the U.S. Attorney’s Office

for the Southern District of New York announced on

February 17, 2022, criminal charges against the CIO,

and the Commodity Futures Trading Commission

(“CFTC”) announced civil charges against him.

ENDNOTES:

1See https://www.sec.gov/rules/proposed/2022/33-
11038.pdf.

2See https://www.sec.gov/news/press-release/
2022-39.

3See https://www.sec.gov/rules/proposed/2022/34-
94313.pdf.

4See https://www.sec.gov/news/press-release/
2022-32.

5See, e.g., Trading Curbs Reverse GameStop Rally,
Angering Upstart Traders, N.Y. Times, Jan. 30, 2021,
available at: https://www.nytimes.com/2021/01/28/bus
iness/gamestop-robinhood.html.

6See https://www.sec.gov/news/press-release/
2022-20.

7SEC Press Release 2022-20.

8See https://www.sec.gov/files/33-11028-fact-shee
t.pdf.

9See https://www.sec.gov/news/press-release/
2022-29.

10See https://www.sec.gov/litigation/complaints/
2022/comp-pr2022-29.pdf.

11Supra Note 9.

12Supra Note 9.

13Supra Note 9.

14Supra Note 9.
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FROM THE EDITOR

When the World Wakes Up From History

Russia’s invasion of Ukraine, which began on Feb-

ruary 24 and which continues as of the press time of

this issue, has resulted in a near-unprecedented show of

speed and resolve on part of the West, from the U.S. to

even countries who typically keep neutral during

geopolitical events (e.g., Switzerland, Finland).

Among the most visible and dramatic responses

have been ongoing waves of actions intended to punish

and restrict Russia in the global financial markets. As

many observers have noted, it took less than a month to

essentially push Russia back to where it was in 1990—

economically isolated from the West, with its internal

economy in tatters.

Actions taken so far include the severing of connec-

tions to the U.S. financial system (and those of the UK

and European Union) for Russia’s largest financial

institution, Sberbank, including 25 subsidiaries, by

imposing correspondent and payable-through account

sanctions. Full blocking sanctions were also imposed

on Russia’s VTB Bank and on other major Russian

financial institutions, including Bank Otkritie, Sovcom-

bank OJSC, and Novikombank.

The U.S., the EU, and G7 countries have also im-

posed massive debt and equity restrictions on critical

major Russian enterprises and entities, including

AlfaBank, Credit Bank of Moscow, Gazprombank,

Russian Agricultural Bank, Gazprom, Transneft, Ros-

telecom, RusHydro, Alrosa, Sovcomflot, and Russian

Railways.

The Department of the Treasury, through new guid-

ance, now requires all U.S. persons to comply with

sanctions regulations regardless of whether a transac-

tion is denominated in traditional fiat currency or

virtual currency. Treasury in mid-March said it would

be “closely monitoring any efforts to circumvent or

violate Russia-related sanctions, including through the

use of virtual currency.”

What’s interesting is how little, relatively, the ef-

fects of this coordinated global economic blockade of a

major country has been so far on Wall Street. The situ-

ation reflects that many banks in the past decade have

already substantially limited their exposure to Russian

assets. Further, the muted effects so far on trading and

investment indicates that Russia has failed to become a

player with great leverage in international finance, bar-

ring the energy sector.

Whatever the end result of the Ukraine war—and

with hope, it ends far sooner than later—one of its

many repercussions will be to show how devastating

21st Century economic warfare can be when the

world’s major financial powers unite. The world is a

greatly different place than it was at the start of 2022.

Chris O’Leary

Managing Editor
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