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ESG Disclosure Mandate Faces Hurdles Regardless Of Path
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The chorus demanding that companies disclose information regarding their
environmental, social and governance impact has gotten louder in recent years and
with the change in administration.

Underpinning those voices is the trend toward socially responsible investing — an
investing strategy that considers how a company affects social issues, such as
climate change or diversity, equally with whether the company will provide a
return on investment.

To effectuate this strategy, investors have called for the U.S. Securities and
Exchange Commission to explicitly require all companies to report on these social
issues in quarterly and annual reports, proxy statements, and other public filings.
These latest efforts have come directly from President Joe Biden, the SEC and, most
recently, the U.S. House of Representatives.

On June 16, the House narrowly passed H.R. 1187, the Corporate Governance
Improvement and Investor Protection Act, a collection of several bills that would
require companies to publicly disclose substantial ESG metrics in various issuer
materials.

Principally of note is the ESG Disclosure Simplification Act of 2021 and the Climate
Risk Disclosure Act, both of which would amend the Securities Exchange Act and
direct the SEC to engage in rulemaking to set out the requirements for
standardized ESG disclosures should H.R. 1187 become law.

H.R. 1187 faces an uphill battle in the U.S. Senate. But even if H.R. 1187 does not
become law, the SEC may decide to go it alone. Recent developments at the SEC,
including comments by SEC Chair Gary Gensler, suggest that the commission may
undertake rulemaking around ESG disclosures without a congressional mandate.
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On Feb. 18, Rep. Juan Vargas, D-Calif., introduced H.R. 1187. On June 16, the House narrowly passed
H.R. 1187, largely along party lines. Following its passage, the bill was received in the Senate and



referred to the Committee on Banking, Housing and Urban Affairs.

H.R. 1187 includes 11 titles that address various areas of corporate disclosures. Title 1, the ESG
Disclosure Simplification Act, requires the SEC to engage in rulemaking to define exact ESG disclosure
standards.

The act also requires public filers to provide "a description of any process the issuer uses to determine
the impact of ESG metrics on the long-term business strategy of the issuer." The act clarifies that the
ESG metrics, as will be defined by the SEC, will be de facto material for the purposes of disclosures.

Title 4, the Climate Risk Disclosure Act, in part, directs the SEC to promulgate climate-related risk
disclosure rules for certain enumerated industries, including finance, insurance and nonrenewable
energy, and requires the SEC to promulgate rules for "any other sector determined appropriate by the
Commission."

Title 4 also lays out specific disclosure requirements, including: the identification, evaluation and risk
management strategies relating to the risks posed by climate change; the actions the issuer is taking to
mitigate climate-related risks; and a description of how climate risk is incorporated into the issuer's
overall risk management strategy.

Will ESG Disclosures Become a Reality?

Despite the ambitious efforts of the House, it is unlikely the act will pass in the Senate. Republicans on
the Senate Banking Committee have already expressed their opposition to further ESG disclosures in a
public letter to the SEC.

Additionally, the act passed the House by the narrowest of margins, with four Democrats voting against
it. Moderate Senate Democrats may follow suit.

Even if Congress does not pass the act, there is mounting evidence that the SEC will unilaterally act to
require issuers to include ESG data in public disclosures.

Whether the SEC has the authority to do so without explicit congressional authorization is up for debate.

Those who support unilateral SEC rulemaking argue that there is no need for an official delegation of
congressional authority in order for the SEC to expand disclosure obligations.[1] Rather, the SEC can
dictate what information issuers are required to disclose under the Securities Act and the Securities
Exchange Act.[2]

Opponents argue that the SEC cannot require issuers to disclose such information without, at minimum,
a congressional statute authorizing them to do so because such disclosure obligations "would be
different from the kind of disclosure requirements Congress permitted the SEC to write."[3]

One point of contention between those who support SEC action on ESG issues and those who do not is
the debate over whether such information is material.

In a frequently cited 1976 U.S. Supreme Court opinion, TSC Industries Inc. v. Northway Inc., Justice
Thurgood Marshall defined "material information" as that which a reasonable investor would consider
important to know in making an investment or voting decision.



Many who argue that the SEC should not, and cannot, adopt ESG disclosure requirements do so on the
basis that such information is not material.[4]

Supporters of unilateral SEC action counter that the SEC is not limited by the concept of materiality in
dictating disclosure requirements,[5] but even if it was, information about a company's environmental
impact, diversity and political contributions is information that investors do find financially material.[6]

The SEC certainly believes that it has the authority to unilaterally broaden reporting requirements to
include ESG disclosures, and recent events indicate that it intends to do so.[7]

Gensler has made repeated public statements supporting new rulemaking requiring disclosure on
climate risks, as well as advocating for increased transparency surrounding sustainability and diversity
claims by asset managers.

The SEC also requested public comments on whether current disclosure obligations "adequately inform
investors about known material risks, uncertainties, impacts, and opportunities and whether greater
consistency could be achieved."[8]

Finally, in February of this year, the SEC announced the appointment of Satyam Khanna as the first
senior policy adviser for climate and ESG, tasked with "advis[ing] the agency on environmental, social,
and governance matters and advanc[ing] related new initiatives across its offices and divisions."[9]

Even if the SEC Acts, Will Rulemaking Be Successful?

Even if the SEC successfully finishes the rulemaking process, it will likely be many years before issuers
will have to disclose ESG information in their annual and quarterly reports. Any successful rulemaking
will likely be met with a flurry of lawsuits, and may even fall victim to congressional action.

Previous efforts by the SEC to effectuate politically sensitive rulemaking offer insights into what may
await any new ESG disclosure requirements.

In 2010, as part of the Dodd-Frank Act, Congress passed Section 1504 directing the SEC to issue rules
requiring resource-extraction issuers to disclose payments made to the U.S. or foreign governments for
the commercial development of oil, natural gas or minerals.[10]

The SEC attempted to issue final rules three times. Its first attempt in 2012 was opposed by industry
groups, who successfully challenged the rules before the U.S. District Court for the District of Columbia
in American Petroleum Institute v. SEC in 2013.[11]

The SEC issued the rules a second time in 2016, but was again met with resistance, this time from
Congress. On Feb. 14, 2017, for only the second time under the Congressional Review Act, Congress
disapproved the rules by a joint resolution.[12]

On Dec. 16, 2020, the SEC voted for a third time to adopt final rules.
The SEC's tortuous path to comply with Section 1504 shows some of the pitfalls that may befall future

efforts to issue rules governing ESG disclosures. Like Section 1504, H.R. 1187 faces strong partisan and
industry opposition.



Any rulemaking will be subject to lawsuits, and a change in congressional leadership could result in the
rules being subject to scrutiny under the CRA. Further, the political scrutiny that the rules will face may
result in disclosure obligations that fall short of the goals set by the act and Gensler.

Indeed, critics argue that the SEC's third attempt to pass rules for resource-extraction issuers falls far
short of meeting the transparency and anti-corruption goals that Section 1504 was enacted to achieve.

Experience suggests that the road to final rules requiring ESG disclosures will be a long and difficult one,
whether the impetus for such rulemaking comes from Congress or the commission itself. Even without
such rules, the evidence suggests that investors are increasingly moving away from issuers who do not
publish this information or make ESG-related issues part of their governing mandate.

As a result, it is increasingly likely that issuers will begin to disclose such information, either because
they need to do so to raise new capital or because they have determined that the information is now
material to investors.

Without standardized definitions or disclosure obligations clearly outlining what information investors
can expect to receive, however, it is unclear how effective such disclosures will be.

Abigail N. Bortnick is counsel, Jennifer C. Guest is a senior associate and Matthew T. Wissa is an
associate at King & Spalding LLP.
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