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ON THE ISSUE OF CLIMATE
CHANGE — WHITE HOUSE
AND REGULATORS ACT

ON ISSUE, CORPORATE
DISCLOSURE IN FOCUS

he United States of Amer-
ica is often described as a
nation based on the rule
of law. The usual process
for creating the laws that
are designed to protect investors and
directly regulate public company opera-
tions for the past 80 years has been as
follows:

1. A crisis occurs (e.g., the October

1929 stock market crash);

2. Congressional hearings and post-
mortems are conducted;

3. Relevant committees of Congress
adopt positions and draft bills;

4. The committees then pass the drafts
on to the entire body for voting;

5. The Senate and the House negotiate
their differences; and

6. Upon passage and with the presi-
dent’s consent, the law is created.

For securities laws, the Securities and
Exchange Commission (SEC) and other
regulatory and oversight agencies begin
the complex rule-making process with
public participation. Once the rules have
been adopted, the corporate sector must
adjust and comply with the mandated
disclosure and reporting policies.

This was the case with the more recent
adoption of the Sarbanes-Oxley Act' of
2002 and the Dodd-Frank Act?in 2010.
The former followed the financial col-
lapse of Enron, WorldCom, and other
large-cap companies; the latter followed
the 2008 financial crisis, which dramat-
ically affected credit markets, global
securities market participants, investors,
and public and corporate finances.

The landmark financial reporting and
investor protection statutes (1933, 1934,
1940,2002,2010, etc.) allow the SEC and

other financial regu-
lators to develop and
adopt rules, implement
enforcement actions,
issue interpretive re-
leases, and generally
actin accordance with
the statutes.

In the public de-
bate over these pro-
cesses, the point is
raised that the stat-
utes and rules cannot

keep up with the frequently changing :

nature of the financial markets or cor-
porate operations. Regulators also strug-
gle to keep up with these changes. It is
important to note thatin addressing the
Enron and other corporate failures, the
new laws that were passed in 2002 built
upon the foundation of the securities
protection laws of the 1930s.

Getting ahead of
the issues — Focus on risk
But what if regulators use the already

existing statutes and regulations to try -

to get ahead of change or at least antic-
ipate the consequences of present events
to take action before the issue becomes
critical? We are seeing some of that hap-
pening today in the politically and cul-
turally contentious area of climate change.
The Obama administration, the SEC,
and the Environmental Protection Agency
(EPA) are among the federal agencies on
point for the topic.

Let’s briefly explore the agencies’ foun-
dational moves in the debate on climate
change.

The Obama administration. Executive
Order (EO) 13514 was signed by Presi-
dent Barack Obama on October 5,2009,
during the first year of his tenure. This
was “Federal Leadership in Environ-
mental, Energy, and Economic Perfor-

HANK BOERNER is chairman of the Governance & Account-
ability Institute. He is a lifelong student of the business-soci-
ety dynamic and has been commenting on the subject for four
decades. He was recently named to the “100 Most Trustwor-
thy in Business” by the Trust Across America organization.
He has authored a number of CORPORATE FINANCE REVIEW
articles on corporate governance and the relationship to cor-
porate sustainability strategies. He can be contacted at
hboerner@ga-institute.com.
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mance,” which expanded the require-
ments for federal agencies from EO 13423.
EO 13514 requires each agency to reduce
their greenhouse gas (GhG) emissions and
to report on their performance annu-
ally. Because the federal government is
the largest purchaser of goods and ser-
vices in the nation, the effects will be
felt by companies of all sizes (e.g., auto-
motive equipment, construction and
leasing, chemicals, energy, etc.).*
skEc. The Securities and Exchange Com-
mission was created by Congress through
the Securities Exchange Act. It has five
members (including the chairman)
appointed by the president with nomi-
nations by both major parties (Repub-
licans and Democrats). Staff rec-
ommendations are considered by the
entire commission with the chairman
breaking a tie vote. The Commission has
adopted climate change rules, which we
will discuss here.
EPA. This cabinet-level office is usu-
ally headed by a member of the president’s
own party (the administrator). The
'EPA was created on December 2,
' 1970, by the executive order of Pres-
ident Richard Nixon and then rati-
' fied by the House and Senate.
President Nixon had previously
| signed the landmark National Envi-
ronmental Policy Act of 1969
| (NEPA), which was passed by the
House and Senate into law on Jan-
|uary 1, 1970, as Public Law 94-52.
' The major stimulus for the Act was
'the Santa Barbara oil spill in Cali-
fornia in 1969. The law created the
' Council of Environmental Quality
(CEQ) in the executive office of the
president. The EPA has been in the
forefront of actions taken to address
the issue of climate change and does
not shy away from “global warming” ter-
minology.

SEC adopts important

position on climate change

On January 27, 2010, in an open meet-
ing of the commission, chairman Mary
Schapiro discussed the SEC’s position
on climate change. Action was needed,
she said. The Commission was neither
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attempting to define “materiality” nor
weighing in on the politically charged topic
of global warming. After consultation
with the Division of Corporate Finance,
the Division of Risk, Strategy, and Finan-
cial Innovation, and the Office of Gen-
eral Counsel, she said the Commission
should be comfortable providing inter-
pretive guidance to corporate issuers as
part of the broader risk management
discussion.*

The proposal sought to provide cor-
porate issuers with guidance on existing
SEC disclosure policies as they apply to
business or legal developments related
to climate change and to provide clar-
ity and consistency of information for pub-
lic companies and their investors. This
was not about new disclosure requirements.
The SEC made clear in its announce-
ment that the relevant rules cover a com-
pany’s risk factors, business description,
legal proceedings, and management dis-
cussion and analysis (MD&A). “We are
not opining on whether the world’s cli-
mate is changing, at what pace it might
be changing, or due to what causes,” said
Mary Schapiro. “Nothing that the Com-
mission does today should be construed
as weighing in on those topics....Today’s
guidance will help to ensure that our
disclosure rules are consistently applied.”

The vote to approve was 2-2 with the
chairman casting the deciding vote in
favor. Also voting in favor, Commis-
sioner Luis Aguilar spoke of climate
change and his view that the earth is get-
ting warmer in general and that investors
are entitled to know what is going on
regarding the effect of climate change
on the companies they invest in.

Commissioner Troy Paredes, who voted
in opposition, responded that it was not
the right time for the decision and stated
his opinion that voluntary disclosure
was the path to follow as disclosure on
climate change could expose companies
to legal damages.

SEC — The climate change
interpretive guidance

This was not a decision for commis-
sioners or the staff of the SEC. During
the open comment period, there were

CORPORATE GOVERNANCE



four general challenges to such disclo-

sure by issuers acknowledged in the SEC

discussion:

1. the potential impact of legislation
and regulation on companies;

2. the technical challenge for compa-
nies in measuring and managing
their GhG emissions;

3. the difficulty in evaluating the future
impact of climate change on corpo-
rate operations and finance; and

4. the cost to companies in expanded
disclosure related to climate change
issues.

The interpretive guidance covers the
following four topic areas:

+ impact of legislation and regulation
(laws, including those that are
pending, and regulations material);

+ impact of international accords
(risks or effects of international
accords and treaties and their regu-
lations);

+ indirect consequences of regulations
or business trends (legal, technologi-
cal, political, and scientific develop-
ments regarding climate change —
new opportunities or risks?); and

* physical impacts of climate change
(actual or potential impact of envi-
ronmental matters).®
Commenting on the proposed draft

before the Commission, the members

declared their positions on the subject.

Commissioner Troy A. Paredes

The Release includes harm to a registrant’s
reputation among the “indirect risks” of cli-
mate change....A registrant may have to con-
sider whether the public’s perception of publicly
avajlable data related to GhG emissions could
expose it to potential adverse consequences
to its business operations or financial condi-
tion resulting from reputational damage.”

He voted against the measure.

Commissioner Kathleen A. Casey

Regrettably, because [this release] is unnecessary
and addresses concerns unrelated to investor
protection, Tam unable to support it....I ques-
tion the timing of the release [in light of sig-
nificant issues facing the Commission]....The
disclosure regime related to environmental
issues including climate change is highly devel-
oped and robust....There is undoubtedly a
constituency thatis interested in and haslong
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pressed the Commission to require more exten-
sive disclosure on the environmental issues to
drive particular environmental policy objec-
tives....The issuance of this release [at a time
when the state of science, law, and policy related
to climate change is in flux] makes little sense.®

She voted against passage.

Commissioner Elisse B. Walter

Itis not,and I cannot stress this enough, a new
rule or legal obligation....It does not change dis-
closure obligations....It is designed to improve
the quality of public company disclosures for
the benefit of investors....I am concerned that
many companies are providing disclosure about
significant climate change related matters
through mechanisms outside of the disclosure
documents they file with the Commission....The
requirements discussed in this interpretive
guidance go to the very core of a public com-
pany’s disclosure obligations.®

She voted for passage.

Commissioner Luis A. Aguilar

Over two years ago, the Intergovernmental
Panel on Climate Change concluded that it is
‘unequivocal’ that the Earth’s climate is warm-
ing....Against the backdrop of a changing cli-
mate and changing legislative and regulatory
landscapes, it is only natural that there are
questions about what companies should be
disclosing to investors....Today’s release is an
important step forward toward answering these
questions,...The Commission’s action today
is a first step in an area where [the SEC] will
begin to play a more proactive role, consistent
with our mandate under the National Envi-
ronmental Policy Act of 1969, to consider the
environment in our regulatory action."®

He voted yes.

Chairman Mary Schapiro

The Commission is not making any kind of
statement regarding the facts as they relate to
the topic of climate change or global warm-
ing....We are not considering whether the
world’s climate is changing....We are not con-
sidering amending well-defined rules con-
cerning public company reporting
obligations...nor redefining long-standing
interpretations of materiality....It is neither sur-
prising or especially remarkable for us to con-
clude that, of course, a company must consider
whether potential legislation...is likely to
occur...and the company must evaluate the
impact....Today’s guidance will help to ensure
that our disclosure rules are consistently
applied, regardless of the political sensitivity
of the issue at hand, so that investors get reli-
able information."

She voted for passage, breaking the
2-2 tie.
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DRAFT BEFORE
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THE MEMBERS
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WHILE THE
RULES
CONCENTRATED
ON EXECUTIVE
COMPENSATION
AND THE RISKS
ATTENDANT TO
THAT ISSUE,
THE RELATIVELY
SMALL ITEM OF
BOARD RISK
OVERSIGHT
RESPONSIBILITIES
PROVIDES

AN UMBRELLA
UNDER WHICH
TO EMPHASIZE
BOARD
RESPONSIBILITIES
FOR A RANGE OF
RISK FACTORS.

a0

Precedent: SEC position

on corporate risk management

On December 16,2008, the Commission
adopted a final rule “to enhance the infor-
mation provided to shareholders so they
are better able to evaluate the leader-
ship of public companies.” Beginningin
the spring 2009 annual corporate proxy
voting season, the new rules took effect
for corporate disclosure regarding risk,
compensation, and corporate governance
matters.

Among the provision of the “Proxy
Disclosure Enhancements” was the fol-
lowingitem: board leadership structure
and the board’s role in risk manage-
ment."”” The new rule requires compa-
nies to disclose the board’s role in risk
oversight, explaining if the board as a whole
or a committee oversees risk, how risk
is monitored, the nature of internal con-
trols, and their risk mitigation plans.

While the rules concentrated on exec-
utive compensation and the risks atten-
dant to that issue, the relatively small
item of board risk oversight responsibilities
provides an umbrella under which to
emphasize board responsibilities for a range
of risk factors.

The Obama administration
and climate change
The Obama administration’s Executive
Order 13514 was issued several months
before the SEC voted. The commission-
ers acknowledged the work of the staff
of the Division of Corporate Finance
and other divisions and offices as well
as the counsel of the SEC that worked on
the climate change disclosure issue and
drafted the release. That work occurred
as the White House was focusing more
intently on climate change issues.
Under the executive order, federal
agencies had to submit a 2020 GhG emis-
sions pollution reduction target within
90 days of the order in 2009 and begin
efforts to increase energy efficiency,
reduce fleet petroleum consumption,
conserve water, reduce waste, support
sustainable communities, and leverage fed-
eral purchasing power to promote envi-
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ronmentally responsible products and
technologies.

The federal government occupies
500,000 buildings, operates 600,000 vehi-
cle, employs 1.8 million civilians, and
buys more than $500 billion each year in
goods and services.

The executive order requires federal
agencies to measure, manage, and reduce
GhG emissions toward defined targets.
Agency goals are set and reported to the
president by the chairman of the CEQ,
which was created under the NEPA dur-
ing President Nixon’s tenure.

Every federal agency must release their
“scorecard” annually. (The results are
available at the Office of Management
and Budget’s website." The 2013 results
should be available in May.)

Given the size of the federal govern-
ment in terms of operations and pur-
chasing power, it is the author’s view that
the executive order has had and will con-
tinue to have wide effects on the private
and public sectors at various levels,
including local communities. Finance
managers will do well paying attention
to the continued implementation of the
executive order.

EPA addresses GhG emissions
The day after the SEC action on January
28,2010, the EPA issued a final rule man-
dating the reporting of GhG emissions.™
This required reporting GhG emissions
from large sources and suppliers in the
United States so that the EPA can collect
accurate and timely emissions data “to
inform future policy decisions.”
Suppliers of fossil fuels or industrial
GhG emitters, makers of vehicles and
engines, and facilities emitting certain
amounts of GhG emissions must submit
annual reports to the EPA. GhGs include
carbon dioxide (CO,), methane (CH,),
nitrous oxide (N,O), hydrofluorocar-
bons (HFC), perfluorocarbons (PFC),
sulfur hexafluoride (SF,), and other flu-
orinated gases, including nitrogen tri-
fluoride (NF,) and hydrofluorinated
ethers (HFE). The rule covered 31 of 42
emission sources proposed earlier. The
rule comes under the authority of the
Clean Air Act.

CORPORATE GOVERNANCE



The role of activist investors
Applauding the Commission’s decision
was a coalition of investors led by NGO
Ceres and the network it manages, the
Investor Network on Climate Risk
(INCR). The INCR’s 80 institutional
members such as the California Public
Employees’ Pension Fund (CalPERS)
have collective assets under management
of $8 trillion. The group had petitioned
the Commission in 2007, 2008, and 2009
to request that formal guidance on cli-
mate change risk be provided to public
companies.

Summary

The well-settled laws and regulations
concerning corporate disclosure of finan-
cial information have been in force since
the 1930s and have been amended by the
statutes over the years. The current envi-
ronmental protection laws have been in
effect for more than 50 years in some
cases and provide statutory and regula-
tory authority to the EPA and other agen-
cies to address air, soil, water, and other
pollution issues. The moves of the SEC,
the EPA, the Obama administration, and
other federal agencies that focused on cli-

mate change and global warming are
having a direct and indirect impact on
corporate finances, strategies, and var-
ious aspects of operations.

The author will explore ways in which
corporate boards and managements are
or are not responding to these “enhance-
ments” of corporate disclosure (as
depicted by the SEC) in coming issues
of CORPORATE FINANCE REVIEW. B

NOTES

1Sarbanes—Oxley Act 0of 2002, PL. 107-204, 7/30/2002,
Officially titled the Public Company Accounting
Reform and Investor Protection Act, sponsored by
Representative Michael Oxley and Senator Paul
Sarbanes. It amended sections of the SEC Act of
1834, There are 11 titles in the law. SOX created
the Public Company Accounting Oversight Board
(PCAOB).

2Dodd-Frank Act of 2010, PL. 111-203, 7/21/2010. Offi-
cially titled the Dodd-Frank Wall Street Reform and
Consumer Protection Act, including the "Volicker
Rule” for banks. it was sponsored by Representa-
tive Barney Frank and Senator Chris Dodd with sup-
port from Senator Richard Shelby. Some parts amend
the SEC Act of 1934, Investment Company Act of
1940, and other acts. There are 16 titles in the law
Numerous parts have not, at this writing, been
enacted into rules to follow

3 Federal Leadership in Environmental, Energy, and
Economic Performance,” Executive Order 13514 (Oct
5, 2009). Available at: https://www.fedcenter,gov/
programs/eo13514/.

“Author’s notes on open meeting, Securities and
Exchange Commission meeting (Jan 27, 2010). Also
see SEC agenda item: “The Commission will con-
sider a recommendation to publish an interpretive
release to provide guidance to public companies regard-
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