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THE APPLICATION OF ENVIRONMENTAL, SO-
CIAL, AND GOVERNANCE PRINCIPLES IN IN-
VESTING AND THE ROLE OF ASSET MAN-
AGERS, PROXY ADVISORS, AND OTHER
INTERMEDIARIES

TUESDAY, APRIL 2, 2019

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10 a.m., in room SD-538, Dirksen Senate
Office Building, Hon. Mike Crapo, Chairman of the Committee,
presiding.

OPENING STATEMENT OF CHAIRMAN MIKE CRAPO

Chairman CRAPO. The Committee will come to order.

Today’s hearing will focus on the role of asset managers, proxy
advisors, and retail investors in engaging with companies on envi-
ronmental, social, and governance issues.

Last year, Chairman Clayton expressed concerns that the “voices
of long-term retail investors may be underrepresented or selectively
represented in corporate governance.”

Regardless of the tools that retail investors choose for investing
their hard-earned money, it is critical that they have a voice in in-
vestment decisions that are being made.

Whether it is a company’s use of a proxy advisory firm or an
asset manager’s investment decision-making policy, the retail in-
vestor should have a clear understanding of the decisions that are
being made which ultimately represent their shares.

Last year, John Bogle, the creator of the index fund, wrote an op-
ed in the Wall Street Journal about how successful the index fund
has been for investors, noting that if historical trends continue, a
handful of institutional investors will 1 day hold voting control of
virtually every large U.S. corporation.

Even at existing levels, as consumers continue to use index
funds, there has been an evolution in the concentration of control
now held by a small group of asset managers voting a huge number
of shares.

Today index funds hold 17.2 percent of all U.S. shares and are
the largest shareholder in 40 percent of all U.S. companies.

With the exception of socially responsible funds, most funds are
not targeted at specific environmental or social impact objectives,
and many investors in these funds do not expect asset managers
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{:)o heri%age companies on social and environmental issues on their
ehalf.

However, since the 2014 proxy season, institutional shareholders
support for inclusion of environmental and social proposals has in-
creased from 19 to 29 percent while retail shareholder support has
increased marginally to only 16 percent.

In the 2018 proxy season, ESG proposals were the largest cat-
egory of shareholder proposals on proxy ballots with 15 percent of
proposals climate-related and 14 percent related to political con-
tributions.

It is important to understand how institutional investors are vot-
ing the shares of the money they manage to make sure that retail
investors’ interests are being reflected in these voting decisions.

Today I look forward to hearing from our witnesses on the fol-
lowing questions: How are the retail investors being engaged with-
in the proxy voting process and in setting the policies used by the
asset managers of the passive funds with which they invest? Are
these shares being voted to drive productivity in our economy and
increase investors’ return on their hard-earned investments, or are
intermediaries using other people’s money unbeknownst to them in
order to advance environmental, social, and other political policies?
What financial and other criteria are used in identifying social
issues for engagement and measuring engagement success for end
investors?

I look forward to hearing the views of all of our witnesses on
these issues, and, again, I thank them for coming here and their
willingness to appear today.

Senator Brown.

OPENING STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. Thank you, Chairman Crapo. Welcome to our
witnesses.

I hope today’s hearing will allow the Committee to better under-
stand the growth of environmental, social, and governance—ESG—
investing principles.

Corporations have become beholden to quarterly earnings re-
ports. One survey of financial executives from public companies
found that 78 percent would sacrifice economic value of their own
company just to meet financial reporting targets, telling us some-
flhing, of course, about—well, about their own compensation per-

aps.

That is no way to grow our economy.

Families do not think in terms of 3-month earning quarters.
They think in terms of school years, 30-year mortgages, and years
left to save for retirement. The more corporations think about the
long-term sustainability of their businesses, the better off that
workers and shareholders and managers and customers will be.

Corporations spent more than $800 billion on stock buybacks last
year. That money does not end up in the pockets of the company’s
workers. It goes right in the pockets of the CEOs and other cor-
porate managers making that decision.

Last year, for the first time in a decade, corporations spent more
on their own stock than on investing in long-term capital expendi-
tures and worker investments.
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I will say that again. Corporations spent more on their own stock
than on investing in long-term capital expenditures and worker in-
vestments.

We know when companies ignore long-term risks, workers,
small-time investors, and consumers all pay the price.

Look at Wells Fargo, in the news a lot lately. The company ex-
ploited its workers with unsustainable expectations to boost its
stock value, while the board lavished CEOs with pay raise after
pay raise. And consumers still pay the price.

It is not just consumers. It is bad for the company. Wells Fargo
has faced scandal after scandal, fines and enforcement actions, and
the worst stock performance among the biggest banks. Just last
week, for the second time in 2% years, the CEO stepped down
under the cloud of the scandals.

Study after study tells us that investors who pay attention to
how companies affect workers and communities and the environ-
ment do better over time.

But it is not always easy to figure out which companies are
thinking long term and which companies are only thinking about
the next round of stock buybacks. We need to make that critical in-
formation available to the public.

Most of the SEC’s disclosure requirements were adopted 40 years
ago, when more than 80 percent of S&P 500 companies’ assets were
fixed, like buildings and factories. Today the numbers are flipped.
More than 80 percent of S&P 500 assets are intangible—brand
names, patents, and investments to enhance worker skills and ef-
fectiveness.

To address that evolution, the SEC Investor Advisory Committee
last Thursday recommended to the Commission that companies in-
fc‘llude new human capital management disclosures in their public
ilings.

Adding human capital disclosure is just a start. Investors know
there are many environmental, social, or political risks that could
reduce long-term value, but companies are not providing that infor-
mation.

So the SEC should act. Enhancing and standardizing these dis-
closure requirements will bring the SEC up to date with other
rules around the world.

But disclosure is just one step. It is time that companies realize
that holding executives and directors accountable, about respecting
workers and the dignity of work, about planning for long-term risks
instead of short-term payouts for CEOs is actually good for busi-
ness.

Instead, corporations spend their time lobbying against impor-
tant tools that allow shareholders to hold corporate boards and
management accountable.

Corporate special interests want to limit investors’ freedom to
manage and run their funds. They want to silence the voices of
Main Street investors by making it harder for shareholders to peti-
tion companies to allow all shareholders to vote on issues signifi-
cant to the company.

Never mind that corporations never want Government to step in
to protect servicemembers from banks that repossess their cars or
protect families from getting trapped in a downward spiral of debt
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with a payday lender—subjects that should be topics of hearings
rather than this.

But now all of a sudden, these rich CEOs want Government to
step in to protect them from ordinary investors and ordinary Amer-
icans who are trying to make their voices heard on climate change,
on protecting Americans from gun violence, on treating workers
with respect. So much for limited Government.

Just a sidelight, Mr. Chairman. The legislature in Columbus is
about to pass legislation that would allow anyone over 19 to carry
a concealed weapon without a permit and with no training. It also
eliminates the requirement that, if stopped, a suspect has to notify
the police officer that that suspect is carrying a gun. Take away all
those protections, and sometimes stockholders speak up, and we
havle to protect the pampered CEO from those stockholders, appar-
ently.

It should not take a crisis to focus executives and directors on
the essentials of long-term planning. But too often short-term
thinking takes over; workers, shareholders, and customers suffer.
Just ask Wells Fargo.

I look forward to hearing from the witnesses.

Chairman CRAPO. Thank you, Senator Brown.

Today’s witnesses are the Honorable Phil Gramm, a former
United States Senator from Texas and former Chairman of this
Committee. Welcome, Senator Gramm.

Also, Mr. James Copland, senior fellow and director of legal pol-
icy at the Manhattan Institute.

And Mr. John Streur, president and chief executive officer at
Calvert Research and Management and Eaton Vance Company.

Again, thank you all for being here today. Your written testi-
mony has been entered into the record, and we encourage you each
to try to stick with your 5 minutes. Watch the clock there, please.
And, Senator Gramm, you may proceed.

STATEMENT OF PHIL GRAMM, FORMER U.S. SENATOR

Mr. GRAMM. Well, Mr. Chairman, first—let me see. Maybe I bet-
ter turn on my mic. First, thank you for inviting me. And, Senator
Brown, I am very proud to be here. I spent 18 years on this Com-
mittee, the best part of it when I served as Chairman, and so I am
glad to be back here.

I came back today, I accepted your invitation because I believe
this is a very important subject. I believe that how corporate gov-
ernance is structured and who money works for will have a pro-
found impact on our future prosperity and freedom. I respect the
opinion and the good intentions of those who would collectivize cor-
porate America’s structure, but I believe such policies would hurt
the very people they seek to help. And let me explain why.

The Enlightenment, which was centered in the 1700s, liberated
the mind, the soul, and property by empowering people to think
their own thoughts, worship their own gods, and benefit from the
fruits of their own labor and thrift. As labor and capital came to
serve their owner, not the crown, the guild, the church, or the vil-
lage, medieval economies awakened from a thousand years of stag-
nation. The Parliament in England stripped away the leaching in-
fluence of royal charters and initiated reforms that ultimately al-
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lowed businesses to incorporate by simply meeting preset capital
requirements. Parliament further established in law the principle
that business would be governed by the laws it passed, in a process
of open deliberation, not by the corrosive influences and rampant
cronyism that were pervasive in the medieval marketplace.

The Enlightenment recognized that the crown, guild, church, and
village had become rent seekers, leaching away the rewards for
work, thrift, and innovation and in the process reducing productive
effort and progress. The Enlightenment principle that labor and
capital were privately owned property, not communal assets subject
to involuntary sharing, unleashed an explosion of knowledge and
production, creating a never before equaled human flourishing that
continues to this day.

Extraordinarily, today in America, the crown jewel and greatest
beneficiary of the Enlightenment, political movements are afoot
that seek to overturn the individual rights created in the Enlight-
enment and return to a medieval world of subjects and subjugation.
Today we hear proposals to force businesses to swear medieval fe-
alty to stakeholders—the modern equivalent of crown, guild,
church, and village—the general public, the workforce, the commu-
nity, the environment, societal factors. These stakeholders would
not have to stake any of their toil or treasure, but as they did in
the Dark Ages, they would claim communal rights to share the
fruits that flow from the sweat of the worker’s brow, the saver’s
thrift, and the investor’s venture.

Whereas the Enlightenment was based on the principle that peo-
ple owned the fruits of their labor and thrift, America now faces
a host of proposals to force the sharing of economic rewards that
take us back to the medieval concept of communal property where
the powerful few could extort part of the fruits of your labor and
capital using the logic that if you own a business, you did not build
it.

Thankfully, many of these proposals to overturn the
Enlightenment’s concepts and benefits of economic freedom would
at least employ its democratic process by seeking to change the
law. This is the latest struggle in the battle regarding the survival
and success of economic freedom and prosperity, and it will be
played out in elections over the next decade. But an even greater
threat to the Enlightenment’s economic foundation today comes
from the battle now being waged in stockholder meetings and cor-
porate board rooms across America. Today political activists are
pressuring corporations to adopt political, social, and environ-
mental policies that would subvert labor and capital in ways that
have been rejected by State legislatures, by Congress, and by the
courts.

Past reforms by Congress, the SEC, and the courts, designed to
enhance shareholder rights, have unintentionally empowered spe-
cial interest groups to subvert corporate governance, forcing cor-
porations to deal with political and social problems they were never
designed or empowered to deal with. The explosion of index funds,
whose managers vote shares they do not own, has dramatically in-
creased the danger posed by political activists not just to American
corporate governance but to our prosperity and freedom as well.
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As the Chairman pointed out, today index funds control 17.2 per-
cent of all U.S. shares and are the largest shareholder in 40 per-
cent of all U.S. companies. Their future growth seems guaranteed
by the tremendous price advantage gained by simply buying a slice
of various equity indexes rather than incurring the cost of ana-
lyzing each individual investment. But that efficiency in buying a
slice of the index is not free. An index fund’s profitability is not sig-
nificantly affected by the performance of any given company in the
index since their primary competitors sell the same indices. There-
fore, index funds and their proxy advisors have neither the knowl-
edge nor the aligned interest to make informed judgments on busi-
ness-specific questions that arise in stockholder meetings of compa-
nies in which they control an ever-increasing share of stockholder
votes.

When index funds vote their investor’s shares on broad social
and political issues, the problem is not just lack of aligned interest
and knowledge; the problem is that index funds have a glaring con-
flict of interest. On those high-profile issues, the profitability of the
scale-driven index fund business will be affected largely by how the
public perceives the vote the fund cast and how that vote affects
the marketing of the index fund. The index funds’ financial inter-
est, therefore, can and often will be in direct conflict with the in-
vestor’s interest.

As the Chairman pointed out, before his death Jack Bogle, found-
er of Vanguard, urged legislation to explicitly impose a fiduciary
duty on funds “to vote solely in the interest of the fund’s stock-
holder.” Anybody voting anybody else’s shares or advising on how
to vote those shares should be bound by strict fiduciary responsi-
bility. But even enhanced fiduciary responsibility will not solve the
inherent conflict of interest that index funds face in voting investor
shares on high-profile social and political issues that have a poten-
tial impact on the marketability of the very funds that are making
the vote or casting the vote. On those issues maybe it is time for
the SEC to require that index funds poll their investors and vote
their shares only as specifically directed. We cannot allow the eco-
nomic interest of index funds to effectively convert “private pur-
pose,” for-profit C corporations into “public benefit,” not-for-profit B
corporations which the investors in the general index funds did not
invest in.

History teaches us that if we want to be prosperous and free,
within the rule of law, we must let private interest create wealth
and reap the rewards of its creation. Only after wealth has been
created should we debate the cost and benefits of taxing and redis-
tributing it.

Chairman CraPO. Thank you, Senator Gramm.

Senator BROWN. Mr. Chairman, I ask that the other two wit-
nesses, if they need to take an extra 6 minutes, double their time,
that they are able to.

Chairman CraPo. We will do that, but we like to ask everybody
to try to stay to your schedule if you can.

Mr. Copland.
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STATEMENT OF JAMES R. COPLAND, SENIOR FELLOW AND DI-
RECTOR, LEGAL POLICY, MANHATTAN INSTITUTE FOR POL-
ICY RESEARCH

Mr. CopPLAND. Chairman Crapo, Ranking Member Brown, Mem-
bers of the Committee, thank you for the invitation to testify today.
This has been a longstanding and significant focus of my research,
and what we are talking about today is a bit different from what
the Ranking Member was talking about. He was talking about the
voices of Main Street investors, but when we look at the market
today, 70 percent of all the outstanding shares of publicly traded
corporations in the United States are held by intermediaries, insti-
tutional investors, and that remaining 30 percent that still holds
stocks directly, only 29 percent of them vote their shares in these
proxy ballots.

The rise of institutional investing is not surprising. Institutional
investors allow the ordinary person, the Main Street investor, to
outsource decisions to knowledgeable professionals and to diversify
holdings even if they have limited assets. And, similarly, it is not
surprising that common stock ownership remains the principal
form of ownership of large, complex, profit-making business organi-
zations today. By raising capital with equity rather than debt, en-
trepreneurs can finance their ventures without placing any obliga-
tion to pay funders an immediate or regular cash-flow. So I fully
concur with Senator Gramm that our unparalleled economic suc-
cess is closely linked to precisely these ownership structures.

But the central question before the Committee today involves the
intersection of institutional investing and shareholder corporations.
Individuals who entrust their assets to corporate managers and in-
dividuals who entrust their assets to institutional investors both
have some difficulty overseeing the entities that they give their
funds. In each case, we see what economists call “agency costs.”

The Federal Government has long played a role in overseeing
both investment companies and stock exchanges. But institutional
investors that dominate voting today have significant agency costs
themselves. Institutional investors are monitoring corporate boards
and managers, but who is monitoring the monitors?

The rules and regulations of the Securities and Exchange Com-
mission had been enabling special interests to pursue social and
policy goals. Under current SEC rules, any shareholder in a pub-
licly traded corporation that has held at least $2,000 in stock for
at least a year may place a proposal on the company’s proxy ballot.
In 2016 and 2017, a majority of shareholder proposals sponsored at
Fortune 250 companies involved social or policy issues largely un-
related to share value, executive compensation, or traditional board
governance concerns.

In February of this year, jeans maker Levi Strauss filed the pa-
perwork to become a publicly traded corporation. Less than 1
month later, the People for the Ethical Treatment of Animals an-
nounced it was acquiring the minimum requisite $2,000 in stock in
Levi’s in order to propose shareholder resolutions involving the
manufacturer’s use of leather.

Proxy advisory firms, another intermediary, can serve to amplify
this special interest advocacy. As I summarized in a 2018 report
that I coauthored with Stanford’s David Larcker and Brian Tayan,
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a substantial body of empirical evidence shows that proxy advisory
firms’ recommendations influence institutional investors and cor-
porate managers alike. And at least some proxy advisory advice
may not be in the average shareholder’s interests.

With trillions of dollars of assets under management, large mu-
tual fund families are less susceptible to capture than proxy advi-
sors. But at least some large diversified mutual funds like
BlackRock have also been moving to support some social and envi-
ronmental causes in discussions with corporate managers. That is
partly due to public pressure campaigns, and it is partly due to the
fact that portfolio managers tend not to involve themselves heavily
in shareholder voting, and instead large institutional investors
staff in-house corporate governance teams.

As Senator Gramm alluded to, this is particularly strange in the
context of index funds, the premise of which is to leverage capital
market efficiency and minimize active management costs, in es-
sence to follow the stock market. But in shareholder voting deci-
sions, such fund families are actively supporting efforts to modify
corporate behavior. There is no clear investment-based rationale for
this obvious tension and strategy.

In 2015, the Manhattan Institute commissioned an econometric
study of shareholder activism and firm value. Tracie Woidtke, a
professor at the University of Tennessee, found that “social-issue
shareholder-proposal activism appears to be negatively related to
firm value.”

In conclusion, abetted by SEC rules and procedures, institutional
investors have gained power in the boardroom. By coopting proxy
advisory firms, and, to some degree, institutional investors, activ-
ists have pursued their agendas at other shareholders’ expense. At
lealst some of this social activism appears to be depressing share
value.

Thank you for your time and consideration.

Chairman CRAPO. Thank you very much.

Mr. Streur.

STATEMENT OF JOHN STREUR, PRESIDENT AND CEO,
CALVERT RESEARCH AND MANAGEMENT

Mr. STREUR. Chairman Crapo, Ranking Member Brown, and
Members of the Committee, I really appreciate your invitation to
testify before you today. Thank you. My name is John Streur. I am
president and CEO of Calvert Research and Management. We are
a global investment firm. We invest in all developed and emerging
markets, equity, and debt. As noted, we are part of Eaton Vance.

Our primary focus at Calvert is to generate competitive invest-
ment returns for our clients, and we incorporate information about
how company managements are dealing with environmental, social,
and governance risks into our investment decisions. We do this be-
cause, increasingly, these issues matter to corporate profits.

Today companies and investors throughout the world are work-
ing to better understand exactly how to further the tremendous
progress that corporations, competition, and capitalism create, as
noted by former Senator Gramm, by conducting deeper analysis of
environmental and social impacts and of corporate governance sys-
tems worldwide. All of us are interested in driving long-term
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shareowner value, improving the performance of American compa-
nies through a better understanding of these issues.

In recent years, interest in corporate exposure to issues such as
energy efficiency, water conservation, workplace diversity, and
human rights has intensified. A heightened awareness of these
issues among consumers and investors alike has pushed ESG in-
vesting well into the mainstream. In 2018, in the United States
alone, more than $12 trillion was invested in strategies that con-
sider ESG criteria. Most of these were not index strategies, by the
way. This is a 38-percent increase since 2016. The $12 trillion
using some form of ESG research represents 26 percent of profes-
sionally managed assets in the United States. It was revealed this
morning that, globally, $30 trillion are invested using some form of
ESG research and analysis.

Investors are not the only ones changing their behavior. Corpora-
tions are really leading this and taking action. Many companies in
the United States have increased their focus on actively managing
and reporting on ESG risks in order to remain competitive in the
global market for products and services and capital.

Eight years ago, only 20 percent of the S&P 500 companies pro-
vided any type of reporting on relevant ESG risks. Today 90 per-
cent of companies in the S&P 500 actively and voluntarily report
on ESG risks factors. So CEOs of companies in the U.S. and
throughout the world are on the move dealing with these issues.
So the business case for incorporating ESG considerations into the
investment process is strong and it is well grounded in empirical
evidence.

I want to emphasize the concept of financial materiality. We are
not interested in all ESG issues. We are interested in the ones that
ni)aicter both to the environment and society and to corporate profit-
ability.

Corporate disclosure standards have also evolved over time to re-
flect changing industry trends as well as regulatory and judicial de-
velopments. Undoubtedly, there has been substantial debate and
discussion on these issues, probably amongst Members of this Com-
mittee. I would like to briefly speak to the issue’s relevance as it
pertains to the benefits of standardization and the competitiveness
of U.S. capital markets.

As you know, in the U.S. we are fortunate to have the deepest,
most liquid, most well-developed capital markets in the world.
They are also well known for transparency and excellent disclosure.
Yet when it comes to the issue of standardizing disclosures related
to ESG risk factors, unfortunately the U.S. is beginning to lag be-
hind our foreign competitors. This is an issue that will manifest
itself in more difficulty for American companies to access foreign
capital going forward.

Much of the information provided through voluntary disclosures
is difficult to compare and inconsistent across the issuers of securi-
ties, resulting in considerable costs and resource expenditure for in-
vestors. While it is impossible to discern the amount of expense in-
curred by investors attempting to deal with ESG data, one estimate
suggests that by 2020, $745 million will be spent annually trying
to discern ESG data alone. So we suggest an effort to create stand-
ards for U.S. issuers of securities to use. Our concern is that if we
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do not do it, foreign regulators will, and they will be in a position
to guide what we have to do here in the U.S.

The title of this hearing has to do also with proxy advisory firms,
so I would just like to make a few comments in terms of how Cal-
vert uses those firms and introduce a couple of additional concepts
in addition to this point about financial materiality.

A core part of Calvert’s investment approach is structured en-
gagement, our use of the well-designed feedback mechanism for in-
vestors of all types to communicate directly with the management
of companies. The proxy voting process is part of our capitalist sys-
tem. It is an opportunity for shareowners to show their knowledge,
give feedback to companies, and attempt to guide those corpora-
tions. The vast majority, perhaps all investors, do this in an effort
to enhance profitability and drive shareowner returns. All of us
have the same financial incentives here.

At Calvert, we do use proxy advisors. There are two large ones
in the U.S.: ISS and Glass Lewis. I think it is important for every-
body to understand the role they play.

On the one hand, they are an essential part of the infrastructure.
The process of voting proxies is transaction intensive and it is labo-
rious. Calvert voted 47,000 issues last year alone across 4,760 an-
nual general meetings. The actual process of that in the U.S. is
cumbersome, so these proxy advisory firms serve an essential pur-
pose of helping with the voting, the casting of votes, and the rec-
ordkeeping.

Additionally, the number of issues that we have to deal with is
vast. These companies provide expert analysis of our proxy voting
guidelines and make recommendations to us, but just recommenda-
tions. At the end of the day, mutual funds and institutional inves-
tors are fiduciaries, and it is our responsibility to make sure these
votes are cast in a way that is consistent with our objectives. Our
objectives are to drive long-term shareowner value, make no doubt
about that.

So the proxy advisory firms fulfill an essential purpose. If there
is something to be done here, one might consider a requirement for
mutual fund companies and institutional investors to fully disclose
their proxy voting guidelines. Many of us do on our websites so all
investors can understand our point of view and where we stand on
these critical issues.

I would also point out that proxy voting histories are a matter
of public record. Investors who care can access that information,
and they can understand how their mutual fund or asset manager
has voted.

I would like to again thank the Committee for allowing me the
opportunity to share my perspectives on these important topics. My
sincere hope is that this forum provides an opportunity for con-
structive dialogue on how to balance the ongoing competitiveness
of U.S. capital markets, investment management firms, and cor-
porations with the need to ensure that our capitalist system
achieves the most sustainable future possible.

Thank you.

Chairman CRAPO. Thank you, Mr. Streur, and I will start with
you in my questions.
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I understand your point that, if I understood you right, your
focus on ESG risk factors is all ultimately to determine the most
profitable position that a corporation can take. Is that correct?

Mr. STREUR. Yes.

Chairman CRAPO. And in terms of your discussion of the use of
proxy advisors, I take it that you are comfortable that the proxy
advisors you use are helpful to you in that context. Many of us are
concerned that, with the concentration of power, of voting power,
with those who have proxies, political considerations rather than
p}ll"of'gcability considerations will start or even have started to rule
the day.

Do you have that concern or do you think that is not an issue
that we should be worried about?

Mr. STREUR. Thank you, sir. I understand your question. We in
the capital markets worry about everything, so I would not discard
your concerns outright. But we are all in this investment business
extremely competitive, so the market is—we participate in the free
market system. It has a way of governing itself. I do not think you
need to worry that any of us are going to put political consider-
ations in front of profitability or in front of our track records. I do
not think that concern is well founded at all. I am sorry.

Chairman CrAPO. All right. And can I ask Senator Gramm and
Mr. Copland to respond to that same issue?

Mr. GRaMmM. Well, let me say that my dealings with proxy advi-
sors basically have been good. I think they listen. I think it is
somewhat concerning there are only two firms, and one of those
firms is very much affiliated with an interest that has a political
position. But I think the problem is not proxy advisors. I think the
problem is that whenever you have somebody voting somebody
else’s shares and it is not their money, you have a potential prob-
lem. It is just like when somebody is spending somebody else’s
money, you have a potential problem, even when those are good
people.

And so I think the big, big problem is that we are headed like
a freight train toward a situation where corporate America, the en-
gine of much of our economic progress and mass production, is
going to be controlled by index funds that do not own shares di-
rectly in those companies but are voting somebody else’s shares;
and when they are voting those shares, on high-profile issues like
environmental issues, like social issues, like political issues, they
clearly are aware, have to be aware that the performance of the
stock that is affected by their vote is not going to affect their ability
to sell their index because their competitor is selling the same
index. But how they vote and the publicity it gets is bound to affect
their marketing. And so you have got a conflict of interest building
between the interests of the shareholder and the index fund, and
the index funds are becoming more and more dominant, even in
small companies.

And so wherever you are on the political spectrum, this is some-
thing I think we ought to be concerned about.

Chairman CRAPO. Thank you. And, Mr. Copland, you have got
my last 50 seconds.

Mr. CoPLAND. Sure, Mr. Chairman. I agree with everything the
Senator just said. I want to add a few pieces of information to that.
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The proxy advisors do often run out in front of the institutional in-
vestors on these issues, and I show that in my written testimony.
I have written about that. They get ahead in terms—they are much
more likely than the median shareholder to support these social
and environmental proposals for various reasons. And they do in-
fluence voting. Fifteen percentage points is what we did in our
econometric analysis. There are a lot more in that study I did with
Larcker and Tayan. We have seen politics come into play, express
partisan politics. I am sure the Ranking Member likes it that we
see companies get more targeted by labor union pension funds
when they give more money through their PACs to Republicans.
But that is a little troubling if they are actually fiduciaries there.

Chairman CraPO. Thank you.

Senator Brown.

Senator BROWN. I am not sure your assessment of my opinion is
well founded, but since we know each other so well, feel free to
make it.

Mr. Streur, I think we should do more for workers than just new
disclosures, but if a company describes how it is managing its
workforce or investing in worker training and skills, what does
that tell investors about the long-term value and sustainability of
a company?

Mr. STREUR. Well, today the way companies create well-being for
their workforce is a big determinant of their return on invested
capital and their profitability. So investors are very, very interested
in understanding how companies create well-being for a diverse
workforce, and it tells us whether or not management is expert at
creating a workforce that can be globally competitive for the long
term.

Senator BROWN. So that is not politics. That is good business.

Mr. STREUR. Totally good business. That is all we are interested
in, really.

Senator BROWN. OK. This question is for all three witnesses. 1
will start with Mr. Gramm, and I would like an answer as close
to yes or no as you can possibly give. Should shareholders be able
to hold executives and directors of opioid manufacturers and dis-
tributors accountable for misleading the public about how addictive
these drugs are?

Mr. GRaMM. I think anybody who misleads the public should be
held accountable.

Senator BROWN. OK. Mr. Copland.

Mr. COPLAND. Assuming, arguendo, that, in fact, there was a
fraud, then there is and could be accountability, sure.

Senator BROWN. OK.

Mr. STREUR. Absolutely.

Senator BROWN. Should large and small shareholders have a
right to question a company’s policies if they create financial or
reputational risk for the company? Mr. Gramm.

Mr. GRAMM. Small and large stockholders should always have
the right to question a company. That is what a corporate structure
is about.

Senator BROWN. OK. Mr. Copland.

Mr. CoPLAND. It depends what you mean by “question,” and that
is really what we are talking about, is how do we allocate the pow-
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ers. Should a small shareholder be able to impose massive costs on
all the other shareholders through processes affirmed by the SEC?
Probably not.

Remember that when we are talking about publicly traded cor-
porations, every shareholder has the right to exit. So if they are
really concerned about a company, they can sell their shares.

Senator BROWN. Mr. Streur.

Mr. STREUR. Here in America the answer is yes, small and large
shareowners should have rights to question management and make
a contribution.

Senator BROWN. Regardless of Mr. Copland’s qualifying state-
ment?

Mr. STREUR. Yes, regardless of that.

Senator BROWN. OK. Mr. Copland, what do you think about that?

Mr. CorPLAND. I think he is probably wrong. If they were forced
to internalize their costs, Roberta Romano at Yale Law School, for
instance, suggested a loser-pays type of mechanism where if a
shareholder proposal is introduced and is defeated by a majority of
shareholders, then that sponsoring shareholder has to reimburse
the cost. That sort of idea might make it more tenable. But, other-
wise, you have things like what I have described where the People
for the Ethical Treatment of animals buying 2,000 shares of stock
and generating many multiples of that of cost on the company to
try to hijack the proxy process to make their political statement.

Now, the political statement might be right, but that is not what
the proxy process should be about.

Senator BROWN. Well, you and before, Mr. Streur, since you have
assumed you know how I think, I guess I will assume with your
Manhattan affiliation how you think, that that whole loser-pays
ideas you all find really attractive, I am sure. Mr. Streur.

Mr. STREUR. Well, that is a regressive tax concept if we are going
to talk that small shareowners bear those costs. It is not what our
free market system is all about. We have already regulatory proc-
esses in place at the SEC that create a set of requirements for
what the shareowner can actually get on the ballot. Those have
been adequate. They continue to be adequate. So we have got a
good process in place already, and the concept of boxing out the lit-
tle guy is not what our free markets are all about. It is not what
American capitalism is all about. So these costs are theoretical. We
have got a system in place that deals with those. And we are not
interested in creating a super class of investors in this country. We
are interested in equality and supporting the ability for small in-
vestors to have their voices heard. That is how the system has been
designed, free market.

Senator BROWN. Let me ask one last question

Mr. GRAMM. Senator, could I respond to that question as well?

Senator BROWN. Sure.

Mr. GRAMM. I think the plain truth is that all over America this
process is being abused. People are buying a small number of token
shares to force corporate board meetings to deal with issues that
have nothing to do with the company, and they are using up valu-
able time, and they often end up being bought off. So I think to
suggest that there is nothing wrong with the system is absurd un-
less your objective is to see the corporate system literally tied up
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in knots for no productive purpose. But its purpose is to create the
prosperity that we enjoy.
Senator BROWN. Well, and we have seen no corporate mis-
behavior and nothing else seems to be
Mr. GRamM. Well, look, the fact that corporations misbehave does
not mean:

Senator BROWN. ——the White House regulators do not keep
them——

Mr. GRaAMM. ——the system is not abused.

Senator BROWN. ——hold them responsible and accountable. So

I tend to come down on the side of the shareholders.

Mr. Chairman, thank you.

Chairman CRAPO. Senator Rounds.

Senator ROUNDS. Thank you, Mr. Chairman.

I had a kind of sequence here that I wanted to go through, but,
Senator Gramm, I think you have hit on something that I wanted
to explore later on, but I think I am going to go right to it. And
this would be for all of our participating members here today.

Mr. Copland, in your testimony you noted the great extent to
which retail investors are able to play a part in the shareholder
proposal process. In particular, you cited examples of which inves-
tors who held barely a few dozen shares of stock representing less
than one ten-thousandth of 1 percent of an entire company were
able to place proposals on annual shareholder ballots. Senator
Gramm, you are alluding to a similar position. This is due largely
in part to an SEC regulations that allows any shareholder in a
publicly traded corporation that has held at least $2,000 in stock
for 1 year to place a proposal on that company’s proxy ballot.

Is this low threshold a good idea or is this something that the
SEC needs to revisit? And, Mr. Copland, if your comment is within
the original

Mr. CoPLAND. I have been on the record suggesting that it is too
low. It has not been revised in 20 years. I have written on this pub-
licly. If we are not going to do a loser-pays type of mechanism, we
at least ought to require an investment sufficiently large so that
the investor does not have less than the actual cost. Just the cost
of adding this to the proxy ballot alone—and the SEC has done
these studies. They are not just theoretical costs, like Mr. Streur
talked about.

Now, the big costs are what Senator Gramm was talking about.
Taking the time of the board of directors and the CEO of a large
multinational corporation to consider these questions, that is the
big cost. But the direct costs themselves are less than this.

Is it really squeezing out small investors? I understand the argu-
ment, but that is not what is going on. What is happening, as I say
in my written testimony, is that you have three individuals and
their family members. Who are the individual investors who are ac-
tive in this process? Three individuals and their family members
sponsored between 25 percent and 45 percent of all shareholder
proposals over the last several years. So these corporate gadflies
are repeat players in this game, and they are doing it over and
over and over, and they are getting treated like royalty by CEOs.

Senator ROUNDS. I think, if I could, and I am going to run out
of time, but I think your answer is yes.
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Mr. CopPLAND. The answer is absolutely yes.

Senator ROUNDS. OK. Mr. Gramm, I am going to finish with you,
but I want to go to Mr. Streur for just a minute here, and I would
like your thoughts. You have heard the discussion, and I think Mr.
Copland makes a good point, that there is something involved, but
I suspect that you may not agree with him.

Mr. STREUR. Well, I think he does make a good point. There are
exceptions to the rule. He is referencing a number of shareholder
proposals that have been filed by just a few people. That is not a
reason to change a system.

Senator ROUNDS. You are suggesting that the SEC rule by itself
is appropriate at a $2,000 level of investment?

Mr. STREUR. Sure. There are specific requirements in terms of
how you—you cannot just lob a proposal onto a ballot. There is a
process that you have to go through with the Commission. The
company has an opportunity to challenge you through the SEC.
And only if you meet certain conditions will your proposal actually
make it onto a ballot. It is important for us to all understand.

Senator ROUNDS. Thank you. That is what I was curious about,
that thought process, that there is a process in place to sort of
weed out some would be your position on it.

Mr. STREUR. There is, but I would not discard the concept that
there are a few players who file shareowner resolutions that we are
not interested in. They do not pass the test of financial materiality.
That does not have anything to do with the size of the investor.

Senator ROUNDS. Right.

Mr. STREUR. So we can always improve systems, but the radical
change that is being put forward here is not what we need.

Senator ROUNDS. Thank you.

Senator Gramm.

Mr. GRAMM. Well, I think the system is being abused. I think
that it is logical that either you should require greater ownership,
but I think an even better way would be to simply require that in
order to get a vote, you have a certain percentage of the stock own-
ers that support your amendment. You cannot get a vote in the
greatest deliberative body in the history of the world, the U.S. Sen-
ate, without a second. So why should you be able to stand up at
a General Motors stockholder meeting and demand votes on trivial
issues based on $2,000 worth of General Motors shares? This just
makes no sense. And what is really happening here is two things:
one, the seeking of publicity; and the other, the effort to intimidate
the company—to intimidate the company to support your founda-
tion or to intimidate the company to negotiate some settlement
with you to simply go away. You do not even have a higher thresh-
old to offer the amendment the second time. So if I offer an amend-
ment and I am the only shareholder who votes for it, the next year
I am going to offer it again. I mean, clearly this does not make any
sense, and it ought to be fixed.

Senator ROUNDS. Thank you, Senator. My time has expired.

Mr. Chairman, I would just make a note that this Committee has
in the past looked at ways in which to literally do a number of
things that are of social value, and one of them—and I think that
we should not miss—in S. 2155 this Committee did work very hard
at protecting our veterans, and particularly with—there was a com-
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ment made earlier that we did not take care of even our veterans,
and yet this Committee in S. 2155 specifically put in language to
protect our veterans from financial ruin due to health care issues
and medical bills. But thank you, Mr. Chairman.

Senator TOOMEY [presiding]. Thank you, Senator Rounds.

Senator Schatz.

Senator SCHATZ. Thank you, Mr. Chairman. Thanks to the testi-
fiers.

Mr. Streur, I have about eight questions for you, so as close as
you can get to yes or no or a brief answer, that would be great.
Is ESG mainstream at this point?

Mr. STREUR. Yes.

Senator SCHATZ. Do firms that have high scores in ESG perform
well compared to firms that do not?

Mr. STREUR. High scores on financially material issues, yes.

Senator SCHATZ. And what priority does Calvert place on invest-
ment performance?

Mr. STREUR. Top.

Senator SCHATZ. And how does ESG investing help you to meet
your benchmarks?

Mr. STREUR. It helps us better understand how good manage-
ment is.

Senator SCHATZ. And so it is fair to say this is consistent with
your fiduciary responsibility?

Mr. STREUR. Yes.

Senator SCHATZ. What information is useful to analysts and port-
folio managers at Calvert as they make investment decisions? And
how available is that information across companies and industries?

Mr. STREUR. That is not a yes—no answer.

Senator SCHATZ. Yes, I understand. You have been quick, so
I

Mr. STREUR. So what is important to understand is that the
things that matter to a company are very specific to the business
characteristics. So the things that matter to a utility company are
different from the things that matter to a software company. So
your question about what matters, well, it is very important to un-
derstand the specific business that you are analyzing, so different
things matter.

Your question about how available is it, it is most available on
the largest companies, but it is not completely available through
the regulatory filings in the U.S. at all. So there are various initia-
tives to help companies understand what investors are really inter-
ested in and help those companies to create disclosure standards
to provide the information that shareowners want.

Senator SCHATZ. And as an example, Senator Gramm referred to
ends that are political in nature, and I had to lean back to my staff
to confirm that I think what is being talked about is climate disclo-
sure, and I would like to ask you whether you think companies are
doing an adequate job of disclosing material climate risk?

Mr. STREUR. It is changing, but we are not close to being there
yet. And I think that companies themselves understand these risks
fairly well because we can see companies taking action to protect
themselves from risks associated with climate change. As investors,
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we want to understand how well those managers are doing in
terms of allocating shareowner resources for this purpose.

Senator SCHATZ. Right, and your anchoring what you do in mate-
riality I think is a principled and practical way to move forward
so that we remove the politics from it. I mean, to the extent that
we talk about material climate risks, it ought to be hard-nosed and
related to shareholder value. And the difficulty—I think there are
numerous difficulties here. One is just that the Securities and Ex-
change Commission is not accustomed to doing this. The other is
that the window for consideration as it relates to climate used to
be 10, 20 years, and they could credibly say this is outside of our
window. But what has happened is that, whether it is the Quad-
rennial Defense Review or any other Government analysis of cli-
mate risk, it is now within the window that ought to be under the
Securities and Exchange Commission disclosure. So I thank you for
all the work you have done.

I have a question for Mr. Copland, and I want to flesh out the
sort of social-political goal thing. After the Enron scandal, the num-
ber of corporate governance-related shareholder proposals exploded.
This is the “G” in ESG, right? And when U.S. companies divested
from South African companies during apartheid, mostly as a result
of shareholder resolutions calling for divestment, they applied pres-
sure and made change. And I am assuming you think those were
appropriate uses of shareholder activism. I mean, I am trying to
figure out where the line is or whether it actually—your judgment
ends up being made on the basis of what you think is so much a
political consensus that it is no longer political. In other words, I
assume that you think it is OK for a publicly traded company and
shareholders to say, hey, we do not want to be discriminating
against LGBTQ; we do not want to be investing in companies that
do, you know, wrongful actions but not illegal actions overseas.
There is reputational risk there. Apartheid is a good example.

Climate is not ripe politically in your mind, but what is the dif-
ference in terms of the law?

Mr. CopPLAND. Well, the difference in terms of the law has shifted
over the years, and it is really not law. It is really SEC rule-
making. But I think what you were getting on at the beginning—
and I do not agree with all the things you are talking about that
they should be part of the shareholder proposal process. What you
were getting on at the beginning I think is an important distinc-
tion. ESG is this sort of merged term, but governance issues are
different from environmental and social issues.

Senator SCHATZ. OK. What about the apartheid example? Do you
think that is an appropriate use of shareholder activism?

Mr. CopLAND. No, I do not. I think it should be excluded from
the ballot. The SEC used to have a rule that issues of general so-
cial-political concern were excludable from the ballot. This was the
rule from the early years through the 1970s. And then there was
litigation that went to the D.C. Circuit involving the use of napalm
in the Vietnam War, with the underlying against Dow, and the
D.C. Circuit sent it back to the SEC, and the SEC changed the
rule. They were not ordered to change the rule. They changed their
rule, and since then now this is the window through which all
these social and political issues have come into play.
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But, no, I think that is a board of directors decision. Those are
the fiduciaries who are running the company. I totally agree that
the boards should be

Senator SCHATZ. You do not think there is

Mr. CoPLAND. sensitive to the issue.

Senator SCHATZ. Hold on. Let me just get one last question in.
You do not think there is—in the case of apartheid, you do not
think there is reputational risk that would impact profitability?

Mr. CopPLAND. No, no, no. That is not what I said. Absolutely
there is reputational risk. The question is who decides. Where does
the decision lie? Does it lie with the shareholders or the directors?

Senator SCHATZ. Hold on. The decision, of course, is the board of
directors. The question is whether an individual shareholder has
the authority to present something to the board of directors for de-
cision making. Now I get that there are individual gadflies that are
doing what they are doing, but the basic question of whether a
shareholder is a shareholder is a shareholder or does it depend how
much wealth you possess? Does it depend on the extent to which
you are a shareholder? If you have $2 million, do you have certain
rights that a $2,000 shareholder does not have? And there is just
no evidence that we should move in that direction.

I have exceeded my time. Thank you.

Senator TOOMEY. Thank you.

Senator Tillis.

Senator TILLIS. Senator Gramm, finish the thought you had.

Mr. GRaMM. Well, what would you think if the resolution de-
manded the company not do business in Israel?

Senator TILLIS. I think that pretty much sums that one up. Now
I have a question——

Mr. GRAMM. The problem is if you start down that——

Senator BROWN. Wait a second. Wait, wait. Senator Gramm, wait
a minute. Mr. Schatz did not respond because it is not his time be-
cause Senator Gramm—actually, Mr. Gramm—I will call him “Mr.
Gramm”—is not actually Chairman of this Committee now. So if
you want to yield time, but do not make a point that he wins, he
loses—he did not speak.

Senator TOOMEY. So will Senator Tillis yield time to Senator
Schatz to respond?

Senator TILLIS. My time?

Senator TOOMEY. Yes.

Senator TILLIS. No.

[Laughter.]

Senator TOOMEY. OK. The time is yours.

Senator TILLIS. I could yield your time, but not my time.

Mr. GRAMM. Could I finish the question?

Senator TILLIS. Yes, Senator Gramm.

Mr. GRAMM. The problem is if you start down this road, there are
all things that we think are bad. I do not know anybody that does
not think apartheid——

Senator TILLIS. Well, Senator Gramm, that—because I want to
ask——

Mr. GRAMM. The problem is you get into other things.
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Senator TiLLIS. That is exactly the point. That is why we do
sanctions. That is why we exist to take care of those things and not
necessarily put it on the backs of value creators.

The question I had for you, my lane back when I was in the pri-
vate sector was in supply chain and supply chain optimization, and
if you look at FTSE and they rate General Motors and Exxon as
having pretty solid supply chains and well-run organizations. An
alternative index for FTSE, though, rates Tesla higher because of
green output. The concern I have about—Tesla is awesome, love
the car, would like to afford one someday. They have got a great
car. They have got a very, very disturbing supply chain. You see
it in the number of products they bring to market, how long it
takes to fix a car when it gets damaged. They have got a lot of fun-
damental problems as a manufacturer that they need to take care
of. But the investor would look at that and say, well, this is prob-
ably a pretty good investment, pretty good buy. How do you feel
about that, rating a company based on output versus their ability
to sustainably produce that output?

Mr. GRAMM. I think that investors will make good decisions if
you give them information. I am very much opposed to forcing com-
panies to do things as part of some social objective. The problem
is all of these—the crisis we had in the housing industry was a re-
sult of trying to force private money to serve public purpose. Con-
gress made Freddie and Fannie meet quotas on subprime lending.
They forced them to destroy the standards for making loans. CRA
forced banks to make subprime loans. And what was the result of
all that, making private wealth serve public interest? We call it the
“financial crisis.”

So it is just a bad way. I think you said it well, Senator. Con-
gress is supposed to make these decisions. Who licensed General
Motors to set public policy? Their duty is to build good cars and to
do it efficiently and to create profits for the people who invest in
the company and a good place to work for the people that work for
the company.

Senator TILLIS. By the way, I do not think your point about
Israel is far off. We know all about BSD——

Mr. GRAMM. No, it is not far off.

Senator TILLIS. activist groups out there that are trying to
advance those sorts of things through the corporate board. So I
think it is actually a very good point.

I do have a question about ESG in Europe. You know, Europe
does not have the thriving capital markets liquidity that we enjoy
here. Do you think maybe their interest in this approach is it
drives our performance down? Or is there some other motivation
that you could see other than that? They are never going to rise
to our level of execution, so what is their end game to actually shift
the social responsibility to corporations? Mr. Copland.

Mr. CoPLAND. I think there is definitely a push afoot in that. A
year ago, in April, I was in Paris talking to some of the inter-
national bodies there at the invitation of the Administration, and
France was considering precisely this, a move toward a more stake-
holder model of capitalism. Your colleague on the Committee, Sen-
ator Warren, has proposed a bill and wrote in the Wall Street Jour-
nal going in that direction. I think it is precisely the wrong direc-
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tion for the reasons I write about at length, including in my writ-
ten testimony. But, yes, there is an effort afoot on that.

And I do think that that is distinct, I want to emphasize, from
what Mr. Streur was talking about, where if we can agree on mate-
riality, financial materiality, we are pretty close together on that.

Senator TILLIS. My time is up, but, Mr. Streur, I want to tell you
I appreciated your thoughtful comments and your testimony. And
I think you are going about this in a reasonable way. It is not on
or off. I just feel like we are going down a path that will really
disincentivize innovation and global competition, which I am very,
very concerned with.

Thank you, Mr. Chair.

Senator TOOMEY. I want to thank all the witnesses. I want to
start with an observation of my own. It has long seemed to me that
one of the crown jewels of the greatest free enterprise economy in
the history of the world has been our capital markets, big and
broad and liquid, and increasingly in recent decades democratized
in a way that did not look plausible decades ago. Index funds, low-
cost even free equity trading for retail investors, retirement plans,
these have come together to create investment opportunities for
people of modest means that never occurred before.

What I am worried about is a trend that we are on now most re-
cently. Since 1997, the number of public companies has been cut
in half. One of the real-world consequences to the delays of private
companies going public is the small investor never gets a chance
for the huge upside that often comes in high-growth companies.

This is, I think, a huge problem. I think the ESG activism is con-
tributing to companies choosing to stay private longer than they
otherwise would, and that is depriving retail investors. And I think
we have got an obvious need for reform in three areas.

One, I think shareholder proposals, the threshold for introducing
them are clearly too low because people who have no real financial
interest in the company are nevertheless able to tie up huge
amounts of resources on behalf of that company.

I think proxy advisors, there is a real question of whether they
are aligned with the interests of investors, and there are obvious
Cﬁnﬂicts of interest. I think we need a new rulemaking to deal with
that.

And, finally, institutional investors, mutual funds, and pension
funds, there needs to be a clear and unequivocal explication re-
quirement that they have a duty to maximize the return to inves-
tors. That is their job. They are fiduciaries.

So I am urging the SEC to take all three of these steps as quick-
ly as they can, and certainly in time for these new rules to be in
effect for the next proxy season.

I want to go back to this question about shareholder proposals.
Mr. Copland, in your testimony you highlighted an amazing case
where a group that owned 47 shares—not 47,000 shares—47
shares of McDonald’s out of the 765 million shares outstanding
could nevertheless force a question. This would be numerically
equivalent to 20 Americans out of the 320 million Americans, for
20 Americans to force a national referendum on all of us. It seems
to me that it is reasonable to require a broader interest in an issue
before it can be brought. Do you have a specific change to the
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threshold in mind? Do you have a specific reform that you would
recommend?

Mr. CorPLAND. I have talked about it before, and, you know, the
House had some legislation on this. I actually thought that the per-
centage ownership—they did it as more a percentage ownership,
and there is a percentage in the rule. It is just irrelevant because
the dollars are so low. They had 1 percent, which I think is too
high, probably, especially for large cap companies. But certainly a
material percentage would be one mechanism. The other would be
a loser-pays type of mechanism.

Senator TOOMEY. And just to be clear, if you establish some
threshold—let us call it 1 percent—that does not mean that the
only person who would be able to drive an issue would be someone
who owns that much but, rather, someone who could cobble to-
gether other investors who shared the interest.

Mr. CoPLAND. You could aggregate shares, and you do see regu-
larly social investing funds, public pension funds, et cetera, coming
together on some of these issues.

Senator TOOMEY. So, Senator Gramm, is it your view that the in-
creasing levels of social-issue shareholder activism does, in fact,
discourage some companies from going public? Does it delay that?

Mr. GRAMM. I think there is no question about that. I think what
is happening is that special interests are trying to force American
business to implement policies that you are rejecting in the U.S.
Senate. We have got special interests that are trying to force busi-
ness—banks not to make loans to specific kind of businesses. I do
not understand why people do not see how dangerous that is, be-
cause you can start with no loans to consumer lenders or no loans
to gun dealers, and pretty soon you have got a policy where you
are cutting off sectors of society from getting access to private serv-
ices. This is a very dangerous business. Congress ought to be mak-
ing those decisions.

Senator TOOMEY. And if it is true that companies are delaying
going public out of this very concern, does that not have the effect
of depriving retail investors, people of modest means, the oppor-
tunity to invest in companies that could generate terrific returns
for them?

Mr. GRAMM. It is clear that it is discouraging companies from
going public. It is clear that these kind of concerns that are im-
posed are like leeches that are leaching away the productive capac-
ity of not just capital but labor. And I think we have got to be very
careful that we do not let special interests try to win in the cor-
porate boardroom battles they cannot win in Congress, cannot win
in the legislatures, cannot win in the courts.

Senator TOOMEY. Thank you. My time has expired. I think the
Ranking Member has a quick follow-up question he wanted to ask.

Senator BROWN. Thank you, Senator Toomey.

I have one follow-up question, Mr. Copland. Talking about one of
the McDonald’s shareholder issues, there was a small shareholder
that in 2017 had a proposal about McDonald’s use of antibiotics.
The next year, McDonald’s announced it would reduce its use of
antibiotics, citing threats to global health and food security. Doesn’t
that shareholder proposal, even though offered by a shareholder
with small holdings, doesn’t that seem like an important issue to
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the company? And then didn’t that result in something even
though it was a small—it was a modest shareholder?

Mr. CoPLAND. My argument is not at all that companies are non-
responsive to shareholder proposals. Quite the contrary. And my
argument is not that every shareholder proposal is a bad idea.
Quite the contrary. Some of them are good ideas.

The question is the process. The process matters because, other-
wise, you are enabling individuals to just sort of seize this process.
There is no question that antibiotics at McDonald’s is not some-
thing that they would never have thought about if the Benedictine
Sisters of Boerne, Texas, had not bought 52 shares in McDonald’s
and introduced that shareholder proposal. I will guarantee you the
managers at McDonald’s and the executives and the board is think-
ing about those sorts of issues. The question is whether that small
group of nuns should be able to make this a boardroom discussion
and an annual meeting subject on the proxy ballot that the SEC
oversees.

Senator BROWN. Mr. Streur, would you comment on that?

Mr. STREUR. Well, I think, by the way, you are right. McDonald’s
and many other food companies have figured out that the American
consumer does not want to eat food from animals that have been
doused with antibiotics for lots of reasons. And then this concept
that the shareholder proposal in and of itself forces companies to
do something is deeply flawed. The shareholder proposal puts it to
a vote, the American system. The shareholder proposal gets it on
the ballot so we can see what other shareholders think. Then you
get a vote, and you can say, “Hey, this small group in Texas of
nuns has an issue. Put it on the ballot. Let us see what everybody
thinks.” Wow, 24, 25, 30, 35, maybe even a majority votes in favor
of it. That is how the system works. So it is a good——

Senator BROWN. You suggest that even if it does not carry a ma-
jority of shareholders, but if it has 15 or 20 or 30 or 35 percent mi-
nority vote, it makes the board think a little more seriously, par-
ticularly in a consumer company, about its behavior?

Mr. STREUR. Sure. And, by the way, there was a lot of discussion
about how index funds vote. Index funds vote mostly with manage-
ment. Predominantly, they just throw the lever and vote with man-
agement. That has been the history. So when you get a 25-percent
vote of shareowners knowing how much is held by index funds and
their habit of just supporting management, it is an important feed-
back mechanism for that board and that management. If nobody
voted for it, it goes away. You cannot come back the next year if
nobody voted for your proposal. You have got to get a certain per-
centage to come back on the

Senator BROWN. If I had sat here through this Committee, from
what you said about index funds just then, and listened to your two
colleagues, I would have thought index funds had a much more in-
sidious, pernicious influence and almost never voted with manage-
ment. It is interesting you say that.

Senator TOOMEY. So this has amounted to a second round here,
so I am going to ask——

Senator BROWN. Senator Van Hollen has not had a first round.
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Senator TOOMEY. So we usually alternate. I think that is the tra-
dition of the Committee. So I would like to pose a question to Mr.
Copland, and then we will go to Senator Van Hollen.

There is a report that I think you referenced in your testimony
by Tracie Woidtke—I may be mispronouncing her name—about
public pension fund activism and firm value. And my under-
standing from the executive summary is the conclusion includes
that ownership by public pension funds engaged in social-issue
shareholder-proposal activism is negatively related to firm value,
according to this study. And, specifically, then ownership by the
New York State Common Retirement system is also negatively re-
lated to firm value during the period in which the fund was ac-
tively engaged in sponsoring shareholder proposals related to social
issues.

So I guess the question is: From your research, does it appear
that this kind of activism is actually harmful to investor interests?

Mr. CoPLAND. From the research we have done, the short answer
is yes, and we commissioned that study precisely because we want-
ed to ask the question when we saw what was going on, because
these public pension funds are quite different from what Mr.
Streur—Mr. Streur is absolutely—he is running Calvert. He has
got to hold onto his assets. If he does not get good returns, people
are going to leave his fund and go somewhere else with their
money.

That is not the case for our public pension funds that exist for
the retirement of our public employees. These are run by boards,
but they have got the capital locked in. And in the case of some-
thing like the New York State Common Retirement Fund, the sole
fiduciary is a partisan elected official. So you have got Tom
DiNapoli there who is the State comptroller of New York, the sole
fiduciary of the fund—had no investment background, by the way,
when he got that job. And that fund has repeatedly introduced so-
cial proposals to try to influence corporate behavior. And what
Tracie Woidtke, Professor Woidtke, discovered in her study—and
this was building on a methodology she had done in her doctoral
disisertation—is that this is actually negatively related with firm
value.

I also just want to clarify that what Mr. Streur was talking
about, about, well, you have got to get some support to get back
on the ballot the next year, that is true. But under the SEC rules,
you need 3 percent of the vote. So if 97 percent of the shareholders
vote no but 3 percent vote yes, then the shareholder proponent can
get the same proposal on the ballot the very next year. One thing
we have argued is that seems really low and probably should be
raised.

Senator TOOMEY. Thank you.

Senator Van Hollen.

Senator VAN HOLLEN. Thank you, Mr. Chairman, Ranking Mem-
ber. Thank you for your testimony.

Senator, I was glad to hear you start out talking about the En-
lightenment and individual rights, and as I listened to this hear-
ing—and I had to step out for a moment—it seems to me that you
are actually advocating a position that is the opposite of allowing
people to make their individual choices with respect to these deci-
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sions. The gentleman, Mr. Streur, saying that you are going to try
and restrict proxy advisors or put rules on proxy advisors

Mr. GRaMmM. I did not mention proxy advisors

Senator VAN HOLLEN. No? OK. Well, and institutional investors.

Mr. GRAMM. Well, let me say——

Senator VAN HOLLEN. No, no. I have got my 5 minutes, and I am
going to ask my question.

Mr. GrRamm. Well, OK.

Senator VAN HOLLEN. But what it seems to me—because we
have had a lot of testimony. This hearing has been a lot about
proxy advisors and institutional investors.

Mr. GRaMM. Not my

Senator VAN HOLLEN. Well, then, Senator, you will agree with
me—right?—that anyone has a right to choose a proxy advisor to
look into whatever they want, right?

Mr. GRAMM. If it is their money, they are paying for it

Senator VAN HOLLEN. Their money. Exactly.

Mr. GRaMM. ——they have a right to do it.

Senator VAN HOLLEN. Because there are a lot of folks around

Mr. GRAMM. You do not have the right to make them do it, no.

Senator VAN HOLLEN. No, but, Mr. Copland, you agree, right? If
I want to hire a proxy advisor, that is my right to do it, and you
know what? If I pick a person who makes the wrong

Mr. CoPLAND. Absolutely. I am not arguing for the elimination
of proxy advisors.

Senator VAN HOLLEN. OK. But as I listened to the testimony, the
suggestion is here they are leading everybody astray, and I would
just ask—Dbecause I also represent—you know, T. Rowe Price has
a big office in Baltimore. You know, they want to hire a proxy advi-
sor; they have been pretty happy with their proxy advisor. As Mr.
Streur said, you know, they take into account some of the informa-
tion. They sift through it. They point out in a letter to me that both
ISS and Glass Lewis have transparent mechanisms in place for
issuers to address factual errors in their data analysis. And then
they go on to say, “We are more concerned, frankly, with the poten-
tial”—and this is House legislation from last year—“the potential
to undermine and inappropriately influence the independence of
proxy advisors.”

Mr. Streur, if you could just talk about this a little bit, because
I find, you know, the world has sort of turned here. We have had
a lot of people—and I do not want to speak again for these gentle-
men, but we had a lot of testimony, as I heard some of the testi-
mony, it was like we do not want, you know, individuals to be able
to—we want to protect them from themselves when it comes to
their ability to go out and say, “I want this institution to vote my
stock in a certain way,” or, “I want these proxy advisors to provide
me information.” Could you talk a little bit about that?

Mr. STREUR. Thank you, Senator Van Hollen. Proxy advisors. 1
first want to point out that many of the examples of proxy issues
that we have heard today are at the extreme, things that do have
to do with unusual issues filed by very small shareowners. The
bulk of the activity is around executive compensation, corporate
governance, matters that are extremely important to the competi-
tiveness of American companies. These issues are complex, and we
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need to be able to compare one company’s executive compensation
program to peer groups and get into details in order to properly
evaluate resolutions from management or from other shareowners.
Proxy advisory services fulfill an extremely important part of that
system in terms of aggregating data and information and helping
us to understand best practices sector by sector, industry by indus-
try.

So the reality of proxy voting is that the interesting issues that
we have been talking about today, while they are important, are
the vast minority of what we actually deal with across the thou-
sands of issues that we face every single year. So the proxy advi-
sory system, extremely important, useful. At the end of the day,
the fund manager is a fiduciary. They are responsible for the vote.
They make the decision. That is our case. That is T. Rowe’s case.
That is everybody’s case.

Senator VAN HOLLEN. Could you also just briefly talk a little bit
about the link and correlation between investment returns and the
issue of asking for the ESG standards that you and your firm—
could you talk about that?

Mr. STREUR. Yeah, thank you. And I think, again, what is impor-
tant to focus in on is this concept of financial materiality. And I
think this gets to the heart of American competitiveness. And a
question was asked earlier about what are the Europeans up to.
The Europeans are attempting to strengthen their system, to
strengthen their companies to be more competitive with Americans,
and to attract foreign capital. So when we think about ESG infor-
mation, what we want is the information that pertains to the prof-
itability, the long-term value of the companies we are analyzing.
There is a very, very strong linkage there. And regarding this re-
search about proxy issues, if you focus in on proxy issues that are
filed on financially material issues, you get an entirely different re-
sult. You find that proxy issues associated with financial materi-
ality are associated with superior investment performance. This is
very important for the Committee to understand. We want to
strengthen the system. We want to make American companies com-
petitive in an increasingly competitive market. The Chinese are
coming. They want foreign capital. We have to keep our companies
up to date, so the linkage between financially material ESG per-
formance, profitability, and stock prices is strong. It has been docu-
mented by thousands of studies. That is what we want. We want
better disclosure, easier to use, on issues that will help us improve
corporate America.

Senator VAN HOLLEN. Thank you.

Senator TOOMEY. And I think we are out of time here. I want to
thank all of our witnesses for being here today and providing testi-
mony.

For Senators who wish to submit questions for the record, those
questions are due on Tuesday, April 9th. I encourage the witnesses,
if you receive questions, to please respond promptly.

And with that, this hearing is adjourned.

[Whereupon, at 11:25 a.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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PREPARED STATEMENT OF CHAIRMAN MIKE CRAPO

Today’s hearing will focus on the role of asset managers, proxy advisers, and re-
tail investors in engaging with companies on environmental, social, and governance
issues.

Last year, Chairman Clayton expressed concerns that the “voices of long-term re-
tail investors may be underrepresented or selectively represented in corporate gov-
ernance.”

Regardless of the tools that retail investors choose for investing their hard-earned
money, it is critical that they have a voice in the investment decisions that are
being made.

Whether it is a company’s use of a proxy advisory firm or an asset manager’s in-
vestment decision-making policy, the retail investor should have a clear under-
standing of the decisions that are being made which ultimately represent their
shares.

Last year, John Bogle, the creator of the index fund, wrote an op-ed in the WSJ
about how successful the index fund has been for investors, noting that if historical
trends continue, a handful of institutional investors will one day hold voting control
of virtually every large U.S. corporation.

Even at existing levels, as consumers continue to use index funds, there has been
an evolution in the concentration of control now held by a small group of asset man-
agers voting a huge number of shares.

Today, index funds hold 17.2 percent of all U.S. shares and are the largest share-
holder in 40 percent of all U.S. companies.

With the exception of socially responsible funds, most funds are not targeted at
specific environmental or social impact objectives, and many investors in these
funds do not expect asset managers to engage companies on social and environ-
mental issues on their behalf.

However, since the 2014 proxy season, institutional shareholders support for in-
clusion of environmental and social proposals has increased from 19 to 29 percent
while retail shareholder support has increased marginally to only 16 percent.

In the 2018 proxy season, ESG proposals were the largest category of shareholder
proposals on proxy ballots with 15 percent of proposals climate-related and 14 per-
cent related to political contributions.

It is important to understand how institutional investors are voting the shares of
the money they manage to make sure that retail investors’ interests are being re-
flected in these voting decisions.

Today, I look forward to hearing from our witnesses on the following questions:
How are the retail investors being engaged within the proxy voting process and in
setting the policies used by the asset managers of the passive funds with which they
invest? Are these shares being voted to drive productivity in our economy and in-
crease investors’ return on their hard-earned investments, or are intermediaries
using other people’s money unbeknownst to them in order to advance environ-
mental, social and other political policies? What financial and other criteria are used
in identifying social issues for engagement and measuring engagement success for
end-investors?

I look forward to hearing the views of our witnesses on these issues, and I thank
them for their willingness to appear today.

PREPARED STATEMENT OF SENATOR SHERROD BROWN

Thank you Chairman Crapo and welcome to our witnesses.

I hope today’s hearing will allow the Committee to better understand the growth
of environmental, social, and governance, or ESG, investing principles.

Corporations have become beholden to quarterly earnings reports. One survey of
financial executives from public companies found that 78 percent would sacrifice
economic value of their own company just to meet financial reporting targets.

That’s no way to grow our economy.

Families don’t think in terms of 3-month earnings quarters—they think in terms
of school years, and 30-year mortgages, and years left to save for retirement. And
the more corporations think about the long-term sustainability of their businesses,
the better off workers, shareholders, managers, and customers will be.

Corporations spent more than $800 billion on stock buybacks last year.1

1 hitps:/ [ www.axios.com [ stock-buybacks-increased-2018-apple-3ff90545-53(7-41e2-b774-
d78ae24ec9af.html
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That money doesn’t end up in the pockets of the company’s workers—it goes right
in the pockets of the CEOs and other corporate managers making the decision.

Last year, for the first time in a decade, corporations spent more on their own
stock than on investing in long-term capital expenditures and worker investments. 2

We know when companies ignore long-term risks, workers, small-time investors,
and consumers all pay the price.

Look at Wells Fargo—the company exploited its workers with unsustainable ex-
pectations to boost its stock value, while the board lavished the CEOs with pay raise
after pay raise. And consumers are still paying the price.

But it’s not just consumers—it’s bad for the company. Wells Fargo has faced scan-
dal after scandal, fines and enforcement actions, and the worst stock performance
among the biggest banks. And just last week, for the second time in 2% years, the
CEO stepped down under the cloud of the scandals.

Study after study tell us that investors who pay attention to how companies affect
workers and communities and the environment do better over time.

But it’s not always easy to figure out which companies are thinking long-term,
and which companies are only thinking about the next round of stock buybacks. We
need to make that critical information available to the public.

Most of the SEC’s disclosure requirements were adopted almost 40 years ago,
when more than 80 percent of S&P 500 companies’ assets were fixed, like buildings
and factories. Today, the numbers are flipped—more than 80 percent of S&P 500
assets are intangible—we’re talking about brand names, patents, and investments
to enhance worker skills and effectiveness.

To address that evolution, the SEC Investor Advisory Committee last Thursday
recommended to the Commission that companies include new human capital man-
agement disclosures in their public filings.

Adding human capital disclosure is just a start. Investors know there are many
environmental, social, or political risks that could reduce long-term value, but com-
panies are not providing that information.

So the SEC should act. Enhancing and standardizing these disclosure require-
ments will merely bring the SEC up-to-date with other rules around the world.

But disclosure is only one step. It’s time that companies realize that holding ex-
ecutives and directors accountable, respecting workers, and planning for long-term
risks instead of short term payouts for CEOs is good for business.

Instead, corporations have spent their time lobbying against important tools that
allow shareholders to hold corporate boards and management accountable.

Corporate special interests want to limit investors’ freedom to manage and run
their funds.

And they want to silence the voices of Main Street investors by making it harder
for shareholders to petition companies to allow all the shareholders to vote on issues
significant to the company.

Never mind that corporations never want Government to step in to protect
servicemembers from banks that repossess their cars, or protect families from get-
ting trapped in a downward spiral of debt with a payday lender.

But now all of a sudden, these rich CEOs want Government to step in to protect
them from ordinary investors and ordinary Americans who are trying to make their
voices heard on climate change, on protecting Americans from gun violence, on
treating workers with respect. So much for limited Government.

It shouldn’t take a crisis to focus executives and directors on the essentials of
long-term planning. But too often short-term thinking takes over, and workers,
shareholders, and customers suffer.

Just ask Wells Fargo.

I look forward to hearing from the witnesses.

Thank you, Chairman Crapo.

PREPARED STATEMENT OF PHIL GRAMM
FORMER U.S. SENATOR

APRIL 2, 2019

Chairman Crapo and Ranking Member Brown, it is a privilege to testify before
the Committee I served on and chaired for 18 years. I accepted your invitation be-
cause I believe the debate about how corporate governance is structured and who
money works for will have a profound impact on our prosperity and freedom. I re-

2 https: | | www.axios.com [ stock-buybacks-2018-2019-record-high-54f64348-bcd8-48c4-ael5-
da2ef959dcb3.html
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spect the opinions and good intentions of those who would collectivize America’s cor-
porilatle structure, but I believe such policies would hurt the very people they seek
to help.

The Enlightenment liberated mind, soul, and property, empowering people to
think their own thoughts, worship their own gods, and benefit from the fruits of
their own labor and thrift. As labor and capital came to serve their owner, not the
crown, the guild, the church, or the village, medieval economies began to awaken
from a thousand years of stagnation. The Parliament in England stripped away the
leaching influence of royal charters and initiated reforms that ultimately allowed
businesses to incorporate by simply meeting preset capital requirements. Par-
liament further established in law the principle that business would be governed by
the laws it passed, in a process of open deliberation, not by the corrosive influences
and rampant cronyism that were pervasive in the medieval marketplace.

The Enlightenment recognized that the crown, guild, church, and village had be-
come rent seekers, leaching away the rewards for work, thrift, and innovation and
in the process reducing productive effort and progress. The Enlightenment principle
that labor and capital were privately owned property and not communal assets sub-
ject to involuntary sharing, unleashed an explosion of knowledge and production,
creating a never before equaled human flourishing that continues to this day.

Extraordinarily in America, the crown jewel and greatest beneficiary of the En-
lightenment, political movements are afoot that seek to overturn the individual eco-
nomic rights created in the Enlightenment and return to a medieval world of sub-
jects and subjugation. Today we hear proposals to force businesses to again swear
medieval fealty to “stakeholders”—the modern equivalent of crown, guild, church,
and village—“the general public . . . the workforce . . . the community . . . the en-
vironment . . . societal factors.” These stakeholders would not have to “stake” any
of their toil or treasure, but, as they did in the Dark Ages, they would claim com-
munal rights to share the fruits that flow from the sweat of the worker’s brow, the
saver’s thrift and the investor’s venture.

Whereas the Enlightenment was based on the principle that people owned the
fruits of their labor and thrift, America now faces a host of proposals to force the
sharing of economic rewards that take us back to the medieval concept of communal
property where the powerful few could extort part of the fruits of your labor and
capital using the logic that if you own a business “you didn’t build it.”

Thankfully, many of these proposals to overturn the Enlightenment’s concepts
and benefits of economic freedom would at least employ its democratic process by
seeking to change the law. This latest struggle for the survival of economic freedom
and prosperity will be played out in elections during the next decade. But an even
greater threat to the Enlightenment’s economic foundations comes today from the
surreptitious battle now being waged in stockholder meetings and corporate board
rooms across the country. Today political activists are pressuring corporate America
to adopt political, social and environmental policies that would subvert labor and
cCapital in ways that have been rejected by State Legislatures, the Congress, and the

ourts.

Past reforms by Congress, the SEC and the courts, designed to enhance share-
holder rights, have unintentionally empowered special interest groups to subvert
corporate governance, forcing corporations to deal with political and social problems
they were never designed or empowered to deal with. The explosion of index funds,
whose managers vote shares they do not own, has dramatically increased the danger
posed by political activists not just to American corporate governance but to our
prosperity and freedom as well.

Today index funds hold 17.2 percent of all U.S. shares and are the largest share-
holder in 40 percent of all U.S. companies. Their future growth seems guaranteed
by the tremendous price advantage gained by simply buying a slice of various equity
indices rather than incurring the cost of analyzing each investment. But such effi-
ciency is not free. An index fund’s profitability is not significantly affected by the
performance of any given company in the index since their primary competitors sell
the same indices. Therefore index funds and their proxy advisers have neither the
knowledge nor the aligned interest to make informed judgements on business-spe-
cific questions that arise in the stockholder meetings of the companies in which they
control an ever-increasing share of stockholder votes.

When index funds vote their investor’s shares on broad social and political issues,
the problem is not just the lack of aligned interest and knowledge, the problem is
that index funds have a glaring conflict of interest. On those high profile issues, the
profitability of the scale-driven index fund business will be affected largely by how
the public perceives the vote the fund cast and how that vote affects the marketing
of the firm. The index funds financial interest, therefore, can and often will conflict
with the investor’s interest.
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Before his death, the great Jack Bogle, founder of Vanguard, urged legislation to
explicitly impose a fiduciary duty on funds “to vote solely in the interest of the
fund’s shareholder.” Anybody voting somebody else’s shares or advising on how to
vote those shares should be bound by strict fiduciary responsibility. But even en-
hanced fiduciary responsibility won’t solve the inherent conflict of interest that
index funds face in voting investor shares on high profile social and political issues
that have a potential impact on the marketability of the fund. On those issues
maybe it is time for the SEC to require that index funds poll their investors and
vote their shares only as specifically directed. We cannot allow the economic interest
of index funds to effectively convert “private purpose” C corporations into “public
benefit” B corporations which the investors in general index funds didn’t invest in.

History teaches us that if we want to be prosperous and free, within the Rule of
Law, we must let private interest create wealth and reap the rewards of its creation.
Only after wealth has been created should we debate the cost and benefits of taxing
and redistributing it.

PREPARED STATEMENT OF JAMES R. COPLAND

SENIOR FELLOW AND DIRECTOR, LEGAL POLICY, MANHATTAN INSTITUTE FOR POLICY
RESEARCH

APRIL 2, 2019

Chairman Crapo, Ranking Member Brown, and Members of the Committee, I
would like to thank you for the invitation to testify today. My name is James R.
Copland. Since 2003, I have been a senior fellow with and director of legal policy
for the Manhattan Institute for Policy Research, a public-policy think tank in New
York City. Although my comments draw upon my research conducted for the Man-
hlattan Institute, ! my statement before the Committee is solely my own, not my em-
ployer’s.

Today’s topic has been a significant focus of my research.

U.S. capital markets continue to lead the world. But changes in those markets
potentially imperil that leadership place. These changes should prompt careful scru-
tiny from Congress and regulators at administrative agencies including the Securi-
ties and Exchange Commission. I want to focus my testimony on three central
points:

1. Shareholder voting today is dominated by institutional investors.

2. Many of these institutional investors, and other intermediaries, are subject to
capture by interest groups with values misaligned from those of the ordinary
diversified investor and in tension with efficient markets and capital formation.

3. American corporate law and securities regulation, to date, have not been
equipped to address this problem.

Institutional Investors

Institutional investors—such as mutual funds, index funds, pensions, and hedge
funds—own 70 percent of the outstanding shares of publicly traded corporations in
the United States.2 The percentage of corporate shares held by institutional inves-
tors has increased over time.3 That’s not surprising. Institutional investors have
much to offer the ordinary investor, who can outsource investment decisions to
knowledgeable professionals and diversify holdings even with limited assets.

But this outsourcing of capital also has risks. Ordinary investors generally lack
the capacity to oversee those to whom they entrust their investment resources. The
costs of the principal (in this case, the investor) monitoring the agent (in this case,
the institution managing the investor’s funds) are called “agency costs” in the eco-
nomic literature.

Federal law attempts to protect ordinary investors who entrust others with their
capital. Mutual funds serving general investors must comply with the Investment
Company Act of 1940. Retirement funds, except those managed by State and local

1Some language in this testimony may be substantially similar to, or in some places identical,
to that in my previous publications and earlier testimony before other Government bodies.

2Broadridge and PricewaterhouseCoopers, “Proxy Pulse: 2017 Proxy Season Review”, Sept.
2017, available at  htips:/ /www.pwe.com [ us/en/services/governance-insights-center [li-
brary.html.

3See Matteo Tonello and Stephan R. Rabimov, “The 2010 Institutional Investment Report:
Trends in Asset Allocation and Portfolio Composition”, The Conference Board Research Report,
No. R-1468-10-RR, 27, 2010, available at http:/ | papers.ssrn.com [sol3 /pa-
pers.cfm?abstract id=1707512.



30

governments or religious institutions, must comply with the Employee Retirement
Income Security Act of 1974.

The Fink Letter

Yet the law has little to say about how such institutional investors exercise their
voting rights as shareholders.4 In a winter 2018 letter to shareholders, BlackRock
chief executive officer Laurence Fink suggested “a social purpose” for corporations
benefiting all “stakeholders,” not merely corporate shareholders:

Society is demanding that companies, both public and private, serve a so-
cial purpose. To prosper over time, every company must not only deliver fi-
nancial performance, but also show how it makes a positive contribution to
society. Companies must benefit all of their stakeholders, including share-
holders, employees, customers, and the communities in which they operate.

BlackRock manages more assets than any other institutional investor in the
world. To some degree, Fink’s evoked a truism. But his letter nevertheless provoked
controversy because it weighed in on one side of a debate that has raged on for a
century—and, in one reading, embraced what has generally been the minority view,
at least in terms of legal responsibilities. 5

Equity Ownership and Agency Costs

Just as institutional investment vehicles provide enormous value to individuals
who wish to invest their assets, equity ownership is central to financing innovation
and productive investment. By raising capital with equity rather than debt, entre-
preneurs can finance their ventures from dispersed sources without placing any obli-
gation to pay funders an immediate or regular cash flow. It is hardly by accident
that common-stock ownership structures, which emerged in the early 17th century
in Holland and Britain, remain the principal form of ownership for large, complex
profit-making institutions today. I fully concur with Senator Gramm that our unpar-
alleled economic success is closely linked to these ownership structures.

But just as outsourcing investments has risks, so does equity ownership. Equity
investors, unlike other corporate stakeholders, are unable to protect their interests

4In the late 1980s, the U.S. Department of Labor issued a guidance letter instructing retire-
ment benefit funds governed by ERISA to vote their shares according to a “prudent man” stand-
ard. See Letter from U.S. Department of Labor to Helmuth Fandl, chairman of Retirement
Board, Avon Products, Inc. (Feb. 23, 1988); see also 73 FR 61731 (Oct. 17, 2008). In 2003, the
SEC clarified that similar fiduciary duties attach to mutual funds and other registered invest-
ment companies. See 68 FR 6585 (Feb. 7, 2003) (“The duty of care requires an adviser with
proxy voting authority to monitor corporate events and to vote the proxies. To satisfy its duty
of loyalty, the adviser must cast the proxy votes in a manner consistent with the best interest
of its client and must not subrogate client interests to its own” (internal citations omitted)).

5Shareholder primacy—the notion that corporate managers have a near-exclusive fiduciary
obligation to shareholders rather than other corporate “stakeholders”—is deeply rooted in Amer-
ican law. It traces at least as far back as Dodge v. Ford Motor Company, in which the Michigan
Supreme Court ruled that Henry Ford had a fiduciary duty to manage Ford Motor Company
fg/l[‘ tﬁe bene)ﬁt of shareholders rather than employees or the broader community. 170 N.W. 668.

ich. 1919).

In the academic literature, Adoph Berle and Gardiner Means were early defenders of the pri-
macy of shareholders’ interests in governing corporate managers’ fiduciary duties. See Adolph
A. Berle and Gardiner C. Means, “The Modern Corporation and Private Property” (1932) (the
classic exploration of agency costs in the American corporation). Shareholder primacy was but-
tressed by later law and economics articles conceiving of the corporate form as a nexus of con-
tracts. See, e.g., Armen A. Alchian and Harold Demsetz, “Production, Information Costs, and
Economic Organization”, 62 Am. Econ. Rev. 777 (1972); Michael C. Jensen and William H.
Meckling, “Theory of the Firm: Managerial Behavior, Agency Costs, and Ownership Structure”,
3 J. Fin. Econ. 305 (1976).

Notwithstanding the more modern push for “corporate social responsibility,” cf. Christopher
Stone, “Where the Law Ends” (1975); Ralph Nader, Mark Green, and Joel Seligman, “Taming
the Giant Corporation” (1976); but see David L. Engel, “An Approach to Corporate Social Re-
sponsibility”, 32 Stan. L. Rev. 1, 1 (1979) (“Any mandatory governance reforms intended to spur
more corporate altruism are almost sure to have general institutional costs within the corporate
system itself. . . . But the proponents of ‘more’ corporate social responsibility have never both-
ered to analyze or examine, from any clearly defined starting point, even just the benefits they
anticipate from reform . . ..”), the legal duties of corporate managers have remained essentially
shareholder-focused. Cf. Elizabeth Warren, “Companies Shouldn’t Be Accountable Only to
Shareholders”, Wall St. J., Aug. 15, 2018 (implicitly acknowledging shareholder primacy as the
operative legal norm in pushing a reorienting of legal duties through the Accountable Cap-
italism Act); James R. Copland, “Senator Warren’s Bizarro Corporate Governance”,
Economics21.0rg, Aug. 16, 2018, available at htips://economics21.org/warren-backwards-cor-
porate-governance (criticizing Senator Warren’s proposal as inconsistent with three pillars of
U.S. corporate law—corporate federalism, shareholder primacy, and director independence).
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by contract. The agency costs of equity ownership, like those of institutional invest-
ing, are very real.

American corporate law has been oriented chiefly around managing equity own-
ers’ agency costs. Common law “fiduciary duties,” enforceable in court, prohibit man-
agement self-dealing. Moreover, shareholders are protected by their voting rights—
chiefly, the ability to elect directors who oversee management. And in companies
whose shares are traded on public stock exchanges—the regulation of which has
been the province of the Federal Government since the 1930s—equity investors are
able to exit their investments easily, by selling their shares. Federal securities law
aims to require sufficient disclosures to permit equity owners to exercise such exit
rights with good information.

Who’s Monitoring the Monitors?

The central question before the Committee today involves the intersection of insti-
tutional investing and shareholder voting rights.

In general, shareholder voting rights have been thought of as a tool—complemen-
tary to legal fiduciary duties and market exit rights—to mitigate agency costs be-
tween corporate managers and equity owners. But such voting rights today are
dominated by institutional investors. And most of these institutional investors them-
selves have substantial agency costs, between fund managers and individual inves-
tors. 7 Institutional investors—either directly or through other intermediaries, such
as proxy advisory funds—are monitoring corporate boards and managers. But who’s
monitoring the monitors?

The answer is decidedly not the ordinary, average investor. Individual investors
delegate their investment decisions to intermediaries precisely to avoid complexities
like the minutiae of proxy voting. Individuals may shift their assets from one fund
manager to another; but such moves will be prompted by relative portfolio perform-
ance, or fee structure, or public controversy—not by shareholder voting.

To be sure, some investors will prefer various social-investing goals for their as-
sets. That’s why social-investing vehicles like Mr. Streur’s have been able to raise
significant amounts of capital. Nothing in my comments should be taken to dispar-
age the appropriateness of such investment vehicles for investors who prefer them.
But recognizing that an institutional fund manager’s social-investing goal may be
appropriate for the informed investor who embraces that goal does not imply that
such a social-investing goal is appropriate for institutional asset managers that do
not clearly announce to investors their social purpose. And it does not imply that
such a social-investing goal should be imported more generally into our investment,
securities, and corporate laws, nor that such laws should enable actors pursuing
such goals to impose them on corporate managers.

Shareholder Voting and Special Interests

Unfortunately, our current body of Federal securities laws, as interpreted and en-
forced by the Securities and Exchange Commission, have very much been enabling
special interests. Under current SEC rules, any shareholder in a publicly traded cor-
poration that has held at least $2,000 in stock for at least a year may place a pro-
posal on the company’s proxy ballot.® A shareholder can introduce the same pro-

6As a general matter, equity ownership has substantially higher agency costs than alter-
native forms of ownership. See generally Henry Hansmann, “The Ownership of Enterprise” 35—
49 (1996). Equity ownership has long been the dominant form of organization for complex profit-
making businesses because its other costs of ownership—costs of collective decision making and
costs of risk-bearing—are substantially lower than alternative ownership forms’. See id. Efforts
to turn homogeneous fiduciary duties (centered on shareholder wealth maximization) into het-
erogeneous fiduciary duties (responsive to various “stakeholder” interests) directly undercut the
low costs of collective decision making that have made equity ownership a preferred structure
for large business organizations. See Stephen M. Bainbridge, “The Case for Limited Shareholder
Voting Rights”, 53 UCLA L. Rev. 601 (2006) (arguing that increasing the power of shareholders
to hold managers accountable, including through increased disclosure, imposes significant costs
in reduced managerial authority). See generally Kenneth J. Arrow, “Social Choice and Indi-
vidual Values” (1963) (articulating Arrow’s Impossibility Theorem, which holds that, given cer-
tain fairness criteria, voters facing three or more ranked alternatives cannot convert their pref-
erences into a consistent, community-wide ranked order of preferences).

7There are exceptions. Some institutional investors, such as hedge funds, are substantially
owned by their managers. These funds’ agency costs are limited precisely because the fund man-
agers have a large ownership stake—and thus a substantial interest in the funds’ performance.
Of course, such funds may pursue the idiosyncratic interests of their owner-managers.

8See 17 CFR §240.14a-8 (2007).

The SEC determines the procedural appropriateness of a shareholder proposal for inclusion
on a corporation’s proxy ballot, pursuant to the Securities Exchange Act of 1934, Pub. L. No.
73-291, Ch. 404, 48 Stat. 881 (1934) (codified at 15 U.S.C. §§78a—7800 (2006 & Supp. II 2009)),

Continued
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posal yeaI; after year, even when 90 percent of all voting shareholders consistently
oppose it.

These rules have enabled special-interest shareholders to capture the attention of
corporate boards and managers, at all other shareholders’ expense. For example,
when McDonald’s stockholders gathered for the company’s annual meeting in 2017,
they had to vote on seven shareholder proposals. Among these were a proposal
against the company’s use of antibiotics in its meat supply, brought by the Bene-
dictine Sisters of Boerne, Texas; and one by the nonprofit Holy Land Principles,
which wanted the company to modify its employment practices in Israel. The Boerne
Sisters owned 52 McDonald’s shares. The Holy Land group owned 47. No share-
holder sponsoring a proposal at the company’s annual meeting that year owned
more than 0.0001 percent of the company’s stock.

This example is not anomalous. In 2016 and 2017, a majority of shareholder pro-
posals sponsored at Fortune 250 companies involved social or policy issues largely
unrelated to share value, executive compensation, or traditional board-governance
concerns. Last year, many of our largest publicly traded companies faced four or
more shareholder proposals on their corporate proxy ballot, including
AmerisourceBergen, AT&T, Chevron, Citigroup, Dow Chemical, DuPont, Eli Lilly,
Emerson Electric, ExxonMobil, Facebook, Ford, General Electric, Google, Home
Depot, JPMorgan Chase, McKesson, and Starbucks. 10 In every year for the last dec-
ade, no more than 1 percent of these shareholder proposals were sponsored by insti-
tutional investors without a social-investing purpose or orientation, or a tie to public
employees or organized labor. The SEC’s lenient shareholder-proposal rules have
also empowered a very small number of investors with limited investment stakes
to assume an outsized role in corporate-boardroom debates; three individuals and
their family members—commonly called “corporate gadflies”—have sponsored be-
tween 25 percent and 45 percent of all shareholder proposals in recent years. 11

Today, navigating the special-interest investor is simply an expected cost of being
a publicly traded corporation. In February, jeans-maker Levi Strauss filed the pa-
perwork to become a publicly traded corporation. In March, the People for the Eth-
ical Treatment of Animals announced it was acquiring shares in Levi’s in order to
propose shareholder resolutions involving the manufacturer’s use of leather patches.
PETA’s decision was not related to investment concerns; it announced it was acquir-
ing the minimum number of shares required to reach the SEC’s $2,000 threshold. 12

at §§78m, 78n, and 78u; 15 U.S.C. §§80a-1 to 80a64 (2000) (pursuant to Investment Company
Act of 1940, Pub. L. No. 76-768, 54 Stat. 841 (1940)); but the substantive rights governing such
measures and how they can force boards to act remain largely a question of State corporate law:
as the Supreme Court emphasized in its 1987 decision in CTS Corp. v. Dynamics Corp., “[nlo
principle of corporation law and practice is more firmly established than a State’s authorlty to
regulate domestic corporations, including the authority to define the voting rights of share-
holders.” 481 U.S. 69, 89.

The section of the Securities Exchange Act upon which Rule 14a-8 is promulgated, §14(a), is
principally designed to ensure corporate disclosures to shareholders to afford investment infor-
mation and prevent deception. See J.I. Case Co. v. Borak, 377 U.S. 426, 431 (1964) (“The pur-
pose of §14(a) is to prevent management or others from obtaining authorization for corporate
action by means of deceptive or inadequate disclosure in proxy solicitation.”). In its 1990 Busi-
ness Roundtable decision, the D.C. Circuit Court of Appeals explained further:

That proxy regulation bears almost exclusively on disclosure stems as a matter of necessity
from the nature of proxies. Proxy solicitations are, after all, only communications with potential
absentee voters. The goal of Federal proxy regulation was to improve those communications and
thereby to enable proxy voters to control the corporation as effectively as they might have by
attending a shareholder meeting.

Business Roundtable v. SEC, 905 F.2d 406 (D.C. Cir. 1990) (“While the House Report indeed
speaks of fair corporate suffrage it also plainly identifies Congress’s target—the solicitation of
proxies by well informed insiders ‘without fairly informing the stockholders of the purposes for
which the proxies are to be used.”” (citing H.R. Rep. No. 1383, 73d Cong., 2d Sess. 14 (1934))).
See also S. Rep. No. 792, 73d Cong., 2d Sess. 12 (1934) (characterizing purpose of proxy protec-
tions as ensuring stockholders’ “adequate knowledge” about the “financial condition of the cor-
poration”).

9See Amendments to Rules on Shareholder Proposals, Exchange Act Release No. 40,018; 63
FR 29,106, 29,108 (May 28, 1998) (codified at 17 CFR pt. 240).

10This list of companies is underinclusive. Some other companies received multiple share-
holder proposals that they ultimately excluded from their proxy ballots after asking for, and re-
ceiving, “no action” letters from the SEC.

11The broader problems with the SEC’s Rule 14a-8 are beyond the scope of this testimony.
For a deeper dive into those issues, see my House subcommittee testimony on the subject from
fall 2016, referenced and linked at the end of this statement.

12Tanya Garcia, “PETA Takes a Stake in Levi’s To Press for Vegan Leather Patches”,
Marketwatch, Mar. 22, 2019, https:/ | www.marketwatch.com [ story [ peta-takes-a-stake-in-levis-to-
press-for-vegan-leather-patches-2019-03-22.
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Historically, groups like PETA have been able to garner significant attention
through introducing proxy ballot items but have been unable to win the support of
a majority of shareholders for their precatory ballot items. But some caution is in
order. Beyond institutional investors with an express social-investing purpose, many
investment vehicles with large holdings are affiliated with organized labor. In 2011,
the Office of the Inspector General of the Department of Labor found that labor pen-
sion funds may be using “plan assets to support or pursue proxy proposals for per-
sonal, social, legislative, regulatory, or public policy agendas.” 13 Pension funds man-
aged for State and municipal public employees, which are often wholly or partly con-
trolled by partisan elected officials, have often overtly pursued social goals in man-
aging their investment resources, as well as in voting shares.

The Role of Proxy Advisory Firms

Proxy advisory firms can serve to amplify such special-interest advocacy. To man-
age their proxy voting, institutional investors rely heavily on a pair of proxy advi-
sory firms, Institutional Shareholder Services, or ISS, which is today owned by pri-
vate-equity firm Genstar Capital; 14 and Glass, Lewis & Co., a subsidiary of the On-
tario Teachers’ Pension Plan Board. > Together, these two proxy advisors control
approximately 97 percent of the market for proxy advisory services, with ISS alone
having about a 61 percent share. 6 By its own estimation, ISS annually helps ap-
proximately 2,000 clients execute nearly 10.2 million ballots representing more than
4.2 trillion shares. 17

As summarized in a 2018 report I coauthored with Stanford’s David Larcker and
Brian Tayan, a substantial body of empirical evidence shows that proxy advisory
firms’ recommendations influence institutional investor voting and that publicly
traded companies are influenced by proxy advisor guidelines.1® A 2012 analysis I
coauthored showed that an ISS recommendation “for” a given shareholder proposal,
controlling for other factors, was associated with a 15-percentage-point increase in
the shareholder vote for any given proposal.1® As Leo Strine, a former chancellor
on the Delaware Court of Chancery, observed: “Powerful CEOs come on bended knee
to Rockville, Maryland, where ISS resides, to persuade the managers of ISS of the
merits of their views about issues.” 20

My report with professors Larcker and Tayan also cites a substantial body of em-
pirical evidence demonstrating that at least some proxy-advisor advice may not be
in the average shareholder’s interest. Notwithstanding its substantial influence over
shareholder voting, ISS is a relatively small operation. Prior to its 2014 private ac-
quisition, ISS had just over $15 million in profits on $122 million in revenues.?2!
Its small size makes ISS particularly vulnerable to capture, if it is being managed
to maximize its profits. And ISS’s voting guidelines have generally shown a propen-
sity to support various social and environmental proposals, much more so than the

13Dep’t of Labor, Office of the Inspector General, “Proxy-Voting May Not Be Solely for the
Economic Benefit of Retirement Plans”, (2011), available at Attp:/ /www.oig.dol.gov / public/re-
ports/oa/2011/09-11-001-12-121.pdf.

14/See/Genstar Capital: Institutional Shareholder Services, hitps:/ /www.gencap.com /compa-
nies/iss/.

15See Robyn Bew and Richard Fields, “Voting Decisions at U.S. Mutual Funds: How Investors
Really Use Proxy Advisers”, 6 (Tapestry Networks, Inc. and Investment Research Center Insti-
tute, June 2012), htip://www.tapestrynetworks.com /issues /corporate-governance /upload /Vot-
ing-Decisions-at-US-Mutual-Funds-June-2012.pdf.

16 See James K. Glassman and J. W. Verret, “How To Fix Our Broken Proxy Advisory Sys-
tem”, 8 (Mercatus Center, George Mason Univ., 2013), available at http:/ /mercatus.org/sites/
default/ files/ Glassman ProxyAdvlsorySystem '04152013. pdf.

17 Institutional Shareholder Services, About ISS, http:/ /www.issgovernance.com | about [ about-
iss

18See James R. Copland et al., “Proxy Advisory Firms: Empirical Evidence and the Case for
Reform” (Manhattan Institute 2018), available at https:/ / media4.manhattan-institute.org | sites/
default/files | R-JC-0518-v2.pdf.

19See James R. Copland et al., “Proxy Monitor 2012: A Report on Corporate Governance and
Shareholder Activism” 22-23 (Manhattan Inst. for Pol’y Res., Fall 2012), available at http://
www.proxymonitor.org /| Forms /pmr 04.aspx.

20Leo E. Strine, Jr., “The Delaware Way: How We Do Corporate Law and Some of the New
Challenges We (and Europe) Face”, 30 Del J. Corp. L. 688 (2005).

21See MSCI 2013 Annual Report 70, “Summary of Operations”, “Governance”, available at
http:/ | files.shareholder.com [ downloads /MSCI/3458217323x0x739303 /DABO46E7.737E-43C7-
9114-040465AD560E /2013 Annual Report.pdf. 1SS was acquired by Genstar in September
2017 for a reported $720 million. See Nikhil Subba and Diptendu Lahiri, “Genstar Capital To
Buy Proxy Advisory Firm ISS for $720 Million”, Reuters, Sept. 7, 2017, available at https://
www.reuters.com | article | us-institutional-shareholder-services- m/genstar capltal -to-buy-proxy-
advisory-firm-iss-for-720-million-idUSKCNI1BI20C. This valuation implies significant realized
growth—or anticipated future growth—for ISS. But the proxy advisor’s market valuation re-
mains very small relative to its influence over stock market proxy voting.
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median shareholder. Historically, ISS has backed some 70 percent of shareholder
proposals related to political spending, 45 percent of those related to employment
rights, and 35 percent of those related to human rights or the environment22—a
sharp contrast to the dearth of average shareholder support for these proposal class-
es. In general, ISS support for these social issues has been increasing.

Institutional Investors, Agency Costs, and Shareholder Voting

With trillions of assets under management, large mutual fund families are less
susceptible to capture than proxy advisors. But at least some large, diversified mu-
tual funds have also been moving to support some social and environmental causes
in discussions with corporate managers. On March 7, 2017, State Street Global Ad-
visers, the world’s third-largest institutional investor, launched a campaign to pres-
sure companies to add more women to their boards—symbolically installing a bronze
statue, “Fearless Girl”, facing the iconic “Charging Bull” that has graced Wall Street
since 1989. Less than a week later, BlackRock, the world’s largest mutual fund com-
pany, announced that it, too, would prioritize talking with companies on “gender
galalnce on boards,” as well as “climate risk.” And by the next winter, Fink issued

is letter.

Had institutional investors suddenly decided that their previous reluctance to em-
brace social and environmental causes had been misguided—and that these issues
were now key factors in maximizing share return? The answer is almost surely no,
however fund families spin their efforts through public-relations releases. In the
winter of 2017, Walden Asset Management and other social-investing and public-
pension investors had introduced a proposal at BlackRock, scheduled for the invest-
ment firm’s own May 2017 annual meeting. 23 The proposal asked BlackRock to clar-
ify its own voting policies on social and environmental shareholder issues. Report-
edly, the social investors’ “move was partly motivated by frustration [that]
BlackRock and some other large shareholders like Vanguard . . . declined to sup-
port a single shareholder proposal on board diversity or climate change in 2016.” 24
Walden and other investors made similar pushes at JPMorgan Chase, Bank of New
York Mellon, T. Rowe Price, and Vanguard.

The sponsors of the 2017 socially oriented proposals did not manage many assets
relative to BlackRock. In total, the sponsoring investors managed $3.5 billion;
BlackRock manages some $5 trillion. Still, the reaction of BlackRock, State Street,
and other fund families may reflect economic self-interest. Such funds’ fee structures
tend to be a function of assets under management. Thus, such institutional inves-
tors may be sensitive to marginal investors’ preferences: a sustained and successful
effort to divest from a large mutual-fund family could cause a drop in the funds’
assets under management.

To be sure, assets under management will also be highly sensitive to investment
returns. But the relevant figure for investment returns is relative to other fund
managers. A general decline in market performance over some baseline will nega-
tively affect fund performance over the long run, but in the short run, an asset man-
ager’s earnings are likely to be much more sensitive to an asset-divestment cam-
paign. This is particularly true if other institutional investors are making parallel
choices—as a divestment-style campaign against an institutional investor would be
much more likely to have an impact if a fund was an outlier among its peers. Thus,
social-investing activists may be able to engender a “cascade” effect among fund
managers; once one succumbs to a pressure campaign, others will follow.

Such risks are heightened by the fact that portfolio managers themselves—those
who buy and sell securities for institutional investing fund families—tend not to in-
volve themselves heavily in shareholder voting. A survey of 64 asset managers and
owners with a combined $17 trillion in assets, sponsored by RR Donnelley, Equilar,
and the Rock Center for Corporate Governance at Stanford University, finds that
portfolio managers are only moderately involved in voting decisions. Among large
institutional investors with assets under management greater than $100 billion,
portfolio managers are involved in only 10 percent of voting decisions. 25

Rather than portfolio managers, large institutional investors tend to have in-
house corporate-governance teams to handle proxy voting matters. These in-house
positions are often staffed by former employees of proxy advisors—thus sharing

22 See Copland et al., supra n. 23, at 22-23.

23See Emily Chasan, “BlackRock Finds Shareholder Action Goes Both Ways”, Bloomberg
Briefs, Mar. 16, 2017, available at htips://newsletters.briefs.bloomberg.com [document/
ZAgLQ?I%YrjbIsCER50pOBT1g 9ez25g0q72ezes8vkh [ front.

25 See David F. Larcker et al., “2015 Investor Survey: Deconstructing Proxies—What Matters
to Investors”, Feb. 2015, hitps://www.gsb.stanford.edu /sites/gsb/files/publication-pdf/cgri-
survyey-2015-deconstructing-proxy-statements 0.pdf.
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those proxy advisors’ biases—or are otherwise at least somewhat committed to
environmental- or social-investing causes. State Street, the world’s third-largest in-
stitutional investor, delegates oversight of these issues to Rakhi Kumar, head of
ESG investments and asset stewardship. Ms. Kumar has no apparent experience
trading in securities, 26 but she envisions for herself a broad role in overseeing as-
pects of corporate management both broad and granular: at the SEC’s proxy process
roundtable in November 2018, Ms. Kumar talked about how she was working with
corporate executives to change terms of maternity leave and to manage hog farms
in North Carolina. It is hard to see what specialized expertise Ms. Kumar has over
hog farming. But when shares are concentrated in large fund families’ hands—and
proxy advisors like ISS threaten to withhold support for corporate directors who fail
to act upon any shareholder proposal that receives majority shareholder support 27—
it’s little wonder that company leaders pay attention.

Such sweeping policy oversight by institutional investors is far afield from the
agency costs shareholder voting rights are intended to mitigate. It is particularly
strange when employed by index funds. The premise of such funds is to leverage
capital-market efficiency and minimize active management costs—in essence, to fol-
low the stock market. Yet in shareholder-voting decisions, such fund families are ac-
tively supporting efforts to modify corporate behavior. There is no clear investment-
based rationale for this obvious tension in strategy.

The Costs of Socially Oriented Shareholder Activism

The aggressive sweep of shareholder influence over corporate handling of far-flung
social and environmental causes can hurt shareholder value. Entrepreneurs and in-
vestors tend to opt for equity ownership notwithstanding high agency costs. Aside
from the risk-bearing advantages of equity, there is good reason to believe that one
reason why we tend to see shareholder ownership as the dominant form of complex
business organization is that it minimizes collective decision-making costs. 28 Other
forms of ownership—such as employee ownership, customer ownership, and supplier
ownership—can handle risk-bearing to some significant extent but tend only to exist
in limited circumstances. And in such cases, rules tend to exist to limit the costs
of disparate interests in decision making—like law firms’ strong bias toward screen-
ing partners for a preference for very high work hours. Understanding that dis-
parate voting interests along multiple factors can make collective action difficult re-
quires no specialized understanding of public-choice theory—and should be quite
evident to members of the United States Senate.

In 2015, the Manhattan Institute commissioned an econometric study of share-
holder activism and firm value. 29 Tracie Woidtke, a professor at the Haslam College
of Business at the University of Tennessee, 30 examined the valuation effects associ-
ated with public pension fund influence, measured through ownership, on Fortune
250 companies. Woidtke found that “public pension funds’ ownership is associated
with lower firm value” and, more particularly, that “social-issue shareholder-pro-
posal activism appears to be negatively related to firm value.”3! As such, public em-
ployee pension funds’ use of the shareholder-proposal process in an effort to affect
corporate behavior in pursuit of social or policy goals may be harming the financial
interests of plan beneficiaries—and ultimately State and local taxpayers—as well
as, by inference, the average diversified investor.

Conclusion

In recent years, regulatory changes and changes in market ownership have com-
bined to increase the shareholder voting power of institutional investors. Abetted by
SEC rules and procedures, idiosyncratic “corporate gadflies” and institutional inves-
tors with labor affiliations and social-investing orientations have gained power in
the boardroom. By coopting proxy advisory firms—and, to some degree, institutional
investors facing their own significant agency costs—these activists have pursued
their agendas at other shareholders’ expense. At least some of this social activism
appears to be depressing share value.

26 See “State Street Global Advisors—Who We Are: Rakhi Kumar”, https:/ /www.ssga.com/
global /en | about-us | who-we-are [ team.bi0.36520799.html.

27See ISS, “United States Proxy Voting Guidelines: Benchmark Policy Recommendations”,
https:/ |www.issgovernance.com /file | policy | active | americas | US-Voting-Guidelines.pdf, at 13.

28 See Hansmann, supra n. 10

29 See Tracie Woidtke, “Public Pension Fund Activism and Firm Value” (Manhattan Institute
2015), available at https://www.manhattan-institute.org/ html/public-pension-fund-activism-
and-firm-value-7871.html.

30See “The University of Tennessee Knoxville: Tracie Woidtke”, http:/ /finance.bus.utk.edu /
Faculty | TWoidtke.asp.

31See Woidtke, supra n. 29, at 16.
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Diagnosing the problems with the status quo is to some extent easier than pro-
posing solutions, which is beyond the scope of this statement. I am happy to discuss
ideas with Members of the Committee. I am also listing below earlier writings I
have written or published. Please consider these citations incorporated by reference,
and please feel free to reach out to me about any of the listed writings as well as
my principal testimony. Thank you for your time and consideration.



37

James R. Copland April 2, 2019
Further Resources
Testimony
James R. Copland, Testimony before the House Financial Services Subcommittee on SEC Rule

14a-8, Sept. 21, 2016, available at https://mediad. manhattan-institute.org/sites/default/files/T-IC-
0916.pdf.

Reports

James R. Copland et al., Proxy Advisory Firms: Empirical Evidence and the Case for Reform
(Manhattan Institute 2018), available af https:/media4.manhattan-
institute.org/sites/default/files/R-JC-0518-v2 pdf.

James R. Copland & Margaret M. O'Keefe, Proxy Monitor 2016: A Report on Corporate
Governance and Shareholder Activism (Manhattan Institute 2016), available at
hitp://www. proxymonitor.org/pdffpmr 13 pdf.

James R. Copland & Steven Malanga, Safeguarding Public Pension Systems—A Governance-
Based Approach (Manhattan Institute 2016), available at https://mediad. manhattan-
institute. org/sites/default/files/R-JCSM-0316.pdf.

Tracie Woidtke, Public Pension Fund Activism and Firm Value (Manhattan Institute 2015),
available at https://mediad.manhattan-institute.org/sites/defaultfiles/Ipr 20.pdf.

Article

James R. Copland, “Against an SEC-Mandated Rule on Political Spending Disclosure: A Reply to
Bebchuk and Jackson,” 3 Harvard Business Law Review 381 (2013), available at
http://www.hblr.org/wp-content/uploads/2013/10/HLB209 crop.pdf.

Columns

James R. Copland, “Senator Warren’s Bizarro Corporate Governance,” ECONOMICS21.0RG, Aug.
16, 2018, available at hitps://economics21.org/warren-backwards-corporate-governance.

James R. Copland, “Another Shareholder Proposal? McDonald’s Deserves a Break Today,” Wall
Street Jowrnal, Jul. 7,2017, available at hitps://www.wsj.com/articles/another-sharcholder-
proposal-medonalds-deserves-a-break-today-1499381801.

Howard Husock & James R. Copland, “Sustainability Standards’ Open A Pandora’s Box Of
Politically Correct Accounting, [nvestor’s Business Daily, Mar. 24, 2017, available at

hitps:/fwww.investors.com/politics/ yisustainability-standards-open-a-pandoras-box-of-
politically-correct-accounting/.

James R. Copland, “Getting The Politics out of Proxy Season,” Wall Sireet Journal, Apr. 23, 2015,
available at hitps://www.manhattan-institute.org/html/getting-politics-out-proxy-season-
5461 html.

James R. Copland, “Politicized Proxy Advisers vs. Individual Investors,” Wall Street Journal, Oct.
7, 2012, available af https.//www.manhattan- institute.org/html/politicized-proxy-advisers-vs-
individual-investors-3863.html.

Statement to the Senate Committee on Banking, Housing, and Urban Affairs 12



38

PREPARED STATEMENT OF JOHN STREUR
PRESIDENT AND CEO, CALVERT RESEARCH AND MANAGEMENT

APRIL 2, 2019

Chairman Crapo, Ranking Member Brown, and Members of the Committee, thank
you for the invitation to testify before you today. My name is John Streur and I
am the President and Chief Executive Officer of Calvert Research and Management,
an investment management firm based in Washington, DC, that invests across glob-
al capital markets. Our firm incorporates into our investment decisions information
about corporations’ (and other issuers of securities) exposure to, and management
of, financially material environmental, societal, and governance (ESG) factors. Cal-
vert is a subsidiary of Eaton Vance Management, a leading global asset manager
based in Boston. !

Our firm sponsors one of the largest and most diversified families of responsibly
invested mutual funds, encompassing active, and passively managed equity, fixed
income, alternative, and multi-asset strategies. As of February 28, 2019, across our
portfolios, we held more than 5,600 securities from over 4,800 issuers in developed
and emerging markets. Our primary focus is to generate favorable investment re-
turns for our clients by allocating capital consistent with financially material ESG
analysis and through structured engagement with portfolio companies.

As a participant in the global capital markets focused on long-term value creation
for our clients, we understand that most corporations and other issuers of securities
deliver a strong net benefit to society, through their products and services, creation
of jobs and the sum of their behaviors. The world has experienced unmatched eco-
nomic growth over the course of the last century and we recognize that free market
capitalism and competition have made a significant contribution in lifting living
standards globally.

Today, companies and investors throughout the world are working to better un-
derstand how to further the tremendous progress that corporations, competition and
capitalism create by conducting a deeper analysis of environmental and societal im-
pacts and of corporate governance systems in place worldwide. As a firm, we are
part of a rapidly expanding base of institutional investors and asset owners globally
who seek to strengthen corporations and capitalism through improved performance
on financially material environmental risk management, job creation, operational ef-
ficiency, and other factors understood through analysis of environmental and social
impact factors.

The Evolution of ESG Investment Strategies

In recent years, interest in corporate exposure to issues such as energy efficiency,
water conservation, workplace diversity and human rights has intensified. A height-
ened awareness of these issues among consumers and investors alike has pushed
ESG investing well into the mainstream. In 2018, more than $12 trillion in the
United States was invested in strategies that consider ESG criteria—a 38 percent
increase since 2016.This $12 trillion represents 26 percent of professionally man-
aged assets in the United States, which total $46.6 trillion. 2

In 2010, there were 281 registered investment companies that incorporated ESG
factors into their investment process. Last year, in 2018, that figure had risen to
730—a 2.6x increase in just 8 years. 3

Investors are not the only ones changing their behavior—corporations are also
taking action. Many companies in the United States have increased their focus on
actively managing and reporting on ESG risks in order to remain competitive in the
global market for products and services. Eight years ago, just 20 percent of the S&P

1Calvert Research and Management (“Calvert” or “CRM”) is an investment adviser registered
under the Investment Advisers Act of 1940, as amended (Advisers Act). Calvert is a Massachu-
setts business trust formed in August 2016 as a wholly-owned subsidiary of Eaton Vance Man-
agement (EVM). On December 30, 2016, Calvert completed its purchase of substantially all of
the business assets of Calvert Investment Management, Inc. (CIM). Calvert’s purchase of the
assets of CIM included all technology, know-how, intellectual property and the Calvert Research
System and processes. After approval of the Board of Directors/Trustees and shareholders of the
Calvert Funds, Calvert also became the successor investment manager to the registered invest-
ment management companies that CIM had been manager of prior to the transaction. In addi-
tion, Calvert hired the vast majority of the employees that were part of CIM’s sustainability
research department. As a result, references related to the activity of CIM prior to the purchase
of its assets on December 30, 2016, are deemed herein to be the activity of Calvert.

2US SIF: The Forum for Sustainable and Responsible Investment. 2018 Report on U.S. Sus-
tainable. Responsible and Impact Investing Trends. Data points are as of December 31 of the
pr%clidang year.

- 1d.
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500 provided any type of reporting on relevant ESG risks. Today, 85 percent of com-
panies in the S&P 500 actively report on ESG risks factors. ¢

A common misconception about ESG investment strategies is that incorporating
environmental, social, and governance considerations into an investment process re-
quires the investor to sacrifice returns. Calvert partnered with Professor George
Serafeim at Harvard University to conduct research on this topic. Among other find-
ings, we learned that firms in the top quintile of performance on financially mate-
rial ESG issues significantly outperformed those in the bottom quintile. If an inves-
tor had invested $10,000 in 1993 in a portfolio of stocks performing in the top quin-
tile on relevant ESG factors, by 2014 that portfolio would have returned more than
twice that of a portfolio of stocks performing in the bottom quintile on financially
material ESG factors. 5

Exhibit. Fitms with strong ESG scores significantly outperform those with weak scores
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Source: Adapted from Khan, Mozaffar and Serafeim, George and Yoon, Aaron 8., “Corporate Sustainability: First Evidence on Mateniality,”
(Movember 9, 2016). “The Accounting Review,” Vol. 91, No. 6, pp. 1697-1724, Available at SSRN: hitps:#sstn com/abstract=2575912 or
https:/fdx.doi.org/10.2139/ssm.2575912.

Notes: The chart aboveillustrates the author's analysis of alarge number of U.S. stocks from 1993 to 2014, ranked on the strength of their ESG
commitments. The stocks were grouped into the top 20% of the universe (fop ESG score) versus the bottom 20% (bottom ESG score). Past
performanceisno guarantee of future results. Datais for illustrative purposes only

The business case for incorporating ESG considerations into the investment proc-
ess is well grounded in empirical evidence. A recent study that aggregated the re-
sults of 2,200 studies on the topic concluded that the vast majority found positive
correlations between corporate financial performance and ESG considerations that
are financially material to that business.® Associated financial benefits included
lower costs of capital, improved operating performance, and stronger free cash flow.

The rapidly growing action being taken to incorporate ESG factors into the busi-
ness practices of U.S. corporations and the investment processes of U.S. investment
management firms is a conscious attempt by these entities to strengthen our capi-
talist system and ensure U.S. firms maintain a competitive position globally. The
Principles for Responsible Investment (PRI), an international network of firms in-
corporating ESG factors into their investment and ownership decisions that

4Governance and Accountability Institute, Inc. “Flash Report: 85 percent of the S&P 500
Companies Published Corporate Sustainability Reports in 2017”. March 20, 2018.

5George Serafeim, “The Role of the Corporation in Society: Implications for Investors”, Sep-
tember 2015. Source: Adapted from Khan, Mozaffar and Serafeim, George and Yoon, Aaron S.,
“Corporate Sustainability: First Evidence on Materiality”, (November 9, 2016). “The Accounting
Review”, Vol. 91, No. 6, pp. 1697-1724. Available at SSRN: https:/ /ssrn.com [abstract=2575912
or hitps:/ /dx.doi.org/10.2139/ssrn.2575912.

6 Gunnar Friede and Timo Busch, “ESG and Financial Performance: Aggregated Evidence
From More Than 2,000 Empirical Studies”. 2015. available at: htips:/ /www.tandfonline.com /
doi/full/10.1080/20430795.2015.1118917.
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launched at the U.S’s own New York Stock Exchange in 2006, now include over
2,300 investment firms globally as signatories. 7

All too often, a genuine focus on ESG considerations by corporate entities and fi-
nancial firms is associated with a narrow set of politicized issues, and the potential
withholding of capital access or other financial products and services from lawful
and legitimate businesses. Our firm seeks to inclusively invest in issuers that are
positioned to capitalize on what we see as a long-term macroeconomic trend toward
a more sustainable future. It is critical that the U.S. capital markets’ infrastructure
and regulatory policy keep pace with these global trends in order to maintain our
economic competitiveness.

Disclosure Standardization of Environmental, Social, and Governance Risk
Factors

Corporate disclosure standards have evolved over time to reflect changing indus-
try trends as well as regulatory and judicial developments. Undoubtedly, there has
been a great deal of discussion and debate amongst the investment community, reg-
ulatory authorities, and Members of this Committee as to the need or degree to
which particular environmental, social or governance data should be disclosed by
public issuers of securities. Rather than address specific proposals or existing peti-
tions for actions on rulemaking, I would like to briefly speak to this issue’s rel-
evance as it pertains to the benefits of standardization and the competitiveness of
U.S. capital markets.

In the United States, we are fortunate to have the deepest, most liquid and most
developed capital market in the world. Our financial economy has proven to be a
strategic competitive advantage for the Nation. The efficient flow of capital that it
provides has enabled companies of all sizes to innovate, create jobs, and contribute
to an enhanced quality of life for Americans. Yet, when it comes to the issue of
standardizing disclosures related to ESG risk factors, we are behind many other de-
veloped economies around the globe.

As I mentioned earlier, 85 percent of companies in the S&P 500 already actively
report on ESG risk factors voluntarily, through corporate sustainability reports or
other corporate disclosures. However, much of the information provided through vol-
untary disclosures is difficult to compare and inconsistent across issuers, resulting
in considerable costs and resource expenditure for investors. While it is impossible
to discern the amount of expense incurred by investors attempting to discern ESG
data, one estimate suggests that by 2020, $745 million will be spent globally on ESG
data alone. 8

The PRI, ® along with MSCI, a global data and investment research provider, re-
cently identified 300 policy initiatives that promoted sustainable finance in 50 of the
largest economies around the globe. Two hundred of those initiatives were corporate
reporting requirements covering ESG factors.1© There are now seven stock ex-
changes—in Australia, Brazil, India, Malaysia, Norway, South Africa, and the
United Kingdom—where companies must have some degree of environmental or so-
cial disclosure in order to meet the exchanges’ requirements to list. In 2018, the
China Securities Regulatory Commission introduced requirements that will man-
date all listed companies and bond issuers in China disclose environmental, social,
and governance risks associated with their operations. 11

These Nations recognize that the competition for capital and investment is fiercely
competitive and global in nature. Of course, the United States should always act
in the best interests of its own citizens and balance concerns from a variety of con-
stituencies. However, failing to take action to standardize ESG disclosures may af-
ford other Nations the opportunity to shape global standards that ultimately impact
U.S. capital markets and our Nation’s economic competitiveness.

Finally, Calvert recognizes that as investors, our success is intrinsically linked to
the success of the companies and issuers in which we are invested. We would advo-
cate that any rulemaking or action regarding disclosure be done in a deliberate and

7Principles for Responsible Investment, “About”, 2018, available at: ht¢tps:/ /www.unpri.org/
pri/about-the-pri.

8ESG Data: Mainstream Consumption, Bigger Spending, January 9, 2019, available at:
www.optimas.com [research [428 | detail /.

9 Principles for Responsible Investment, “About”, 2018, available at: Attps:/ /www.unpri.org/
pri/about-the-pri.

10PRI and MSCI, Global Guide to Responsible Investment Regulation, 2016, available at
https:| |www.unpri.org | page | responsible-investment-regulation.

11Latham and Watkins LLP, “China Mandates ESG Disclosures for Listed Companies and
Bond Issuers”, 2018, available at https:/ /www.globalelr.com /201802 /china-mandates-esg-dis-
closures-for-listed-companies-and-bond-issuers /.
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fair process that balances the need for reliable and complete information on ESG
considerations along with limiting any unnecessary regulatory burden.

Structured Engagement and the Role of Proxy Advisory Firms

Given that the title of today’s hearing explicitly addresses the role of proxy advi-
sory firms, I would like to take this opportunity to share how our firm utilizes those
services. A core part of Calvert’s investment approach is structured engagement
with companies and management teams in an attempt to improve both the enter-
prise value of the firms in which we are invested and address their environmental
and social impact. We believe that active ownership is essential for improving one’s
position as a shareowner and that including engagement as a key element of our
process is our duty as responsible stewards of our client’s capital.

ESG strategies have often been characterized by the exclusion of certain compa-
nies from a portfolio because of either controversial events or objectionable products
or practices. At Calvert, we believe it is best to invest as inclusively as possible and
work with companies strategically to drive positive change and long-term share-
holder value.

Proxy advisory firms, the two most predominant firms being Institutional Share-
holder Services (ISS) and Glass, Lewis & Co. (Glass Lewis), play an important role
in the institutional investment ecosystem. We are aware that ISS and Glass Lewis
provide ESG-related voting recommendations and that these organizations have
taken positions related to shareholder proposals on ESG topics.

Calvert views its relationship with proxy advisory firms as one that can be accu-
rately defined as just that—an advisor. We have developed our own customized set
of Global Proxy Voting Guidelines, which are publicly available on our website, 12
and outline our approach to voting on critical issues facing corporations. In addition
to using a proxy advisory firm to assist in vote execution, we subscribe to custom
research services so that our proxy advisor can perform the research necessary to
make voting recommendations based on our Global Proxy Voting Guidelines. That
said, the decisions on how and when to vote are solely Calvert’s.

In an effort to remain as transparent as possible, we also post votes to the Calvert
website within 72 hours of being cast and, in almost all cases, in advance of the
meeting so that Calvert’s clients and the general public can see how we voted on
behalf of our clients. During the 2018 Proxy Season, which ran from July 1, 2017,
to June 30, 2018, we voted at 4,425 meetings on issues ranging from climate change
and energy to board diversity and sustainability reporting.

We believe proxy advisors serve a valuable role in providing research services to
the investment industry. Further, the actual process of properly casting votes and
maintaining records is transaction intensive and the ability to outsource these func-
tions to specialized service providers provides operational efficiency to the U.S. asset
management industry.

Much of the criticism that is directed toward proxy advisory firms in today’s policy
debate often appears from sources other than the institutional investors that volun-
tarily choose to utilize the services of proxy advisory firms. Ultimately, we would
not favor any additional actions that would compromise the independence of the re-
search and advice we receive from these vendors or impose unnecessary costs or
burdens on investment firms.

Conclusion

I would like to again thank the Committee for allowing me the opportunity to
share my perspectives on these important topics. My sincere hope is that this forum
provides an opportunity for constructive dialogue on how to balance the ongoing
competitiveness of U.S. capital markets, investment management firms, and cor-
porations with the need to ensure that our capitalist system achieves the most sus-
tainable future possible.

12 https: | | www.calvert.com | Proxy-Voting.php



42

RESPONSES TO WRITTEN QUESTIONS OF
SENATOR CORTEZ MASTO FROM PHIL GRAMM

Q.1. Index funds are increasingly voting in favor of ESG issues to
amplify their public image. Investors believe voting for ESG pro-
posals will help them recruit more investor-clients. Do you think
the existing customers of index funds also support ESG issues?
A.1. I don’t know whether existing customers support ESG issues
or not. There are funds that are committed to promoting ESG type
issues which investors could invest in if they put a premium on
those issues.

Q.2. If a company is vulnerable to legal challenges based on its ac-
tioES?relating to ESG issues, should investors be aware of those
risks?

A.2. If companies are vulnerable to legal challenges based on ESG
issues you would have to assume that management, in carrying out
its fiduciary responsibility, would be responsive to these concerns.
If the issue is raised at a stockholder meeting anyone could make
a point concerning legal liability. What legal liabilities rise to the
level that the company should notify stockholders is another ques-
tion altogether since companies face the potential of legal liability
in literally thousands of areas.

Q.3. If ESG disclosures would put companies at risk of legal liabil-
ity, should investors have this transparency to inform their future
investment decisions?

A.3. If any legal liability is material to the operation of the com-
pany and its future prospects, a company would be required under
current law to notify investors.

Q.4. ESG funds are part of the marketplace of options where peo-
ple can invest their hard earned money and do so with quality re-
turns. Why do you propose restricting Americans’ choices to
disinvest from poorly performing companies that go against their
own personal values?

A.4. 1 don’t support restricting anyone’s choices. What I oppose is
index funds promoting their profitability and not the well-being of
their investors.

Q.5. During the hearing, you stated that an investor could offer a
shareholder proposal, be the only one to vote for it, and then offer
it again the next year. That is not correct. What is the minimum
thresl‘?lolds for shareholder proposals to be offered again in previous
years?

A.5. Under current SEC rules, over 97 percent of the shareholders
must vote no on a shareholder proposal or it can be put up for an-
other vote the very next season. I misspoke in my Committee testi-
mony.

RESPONSES TO WRITTEN QUESTIONS OF
SENATOR CORTEZ MASTO FROM JAMES R. COPLAND

Q.1. If a company is vulnerable to legal challenges based on its ac-
tions relating to ESG issues, should investors be aware of those
risks?
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A.1. As a general matter, publicly traded corporations do regularly
include risk disclaimers of this sort in public documents filed under
SEC regulations. For instance, Amazon’s 10-K discloses a host of
risk factors, including those related to legal and regulatory mat-
ters:

We may have limited or no experience in our newer mar-
ket segments, and our customers may not adopt our offer-
ings. These offerings may present new and difficult tech-
nology challenges, and we may be subject to claims if cus-
tomers of these offerings experience service disruptions or
failures or other quality issues. . . .

Because we process, store, and transmit large amounts of
data, including personal information, failure to prevent or
mitigate data loss or other security breaches, including
breaches of our vendors’ or customers’ technology and sys-
tems, could expose us or our customers to a risk of loss or
misuse of such information, adversely affect our operating
results, result in litigation or potential liability for us,
deter customers or sellers from using our stores and serv-
ices, and otherwise harm our business and reputation. . . .

Other parties also may claim that we infringe their propri-
etary rights. We have been subject to, and expect to con-
tinue to be subject to, claims and legal proceedings regard-
ing alleged infringement by us of the intellectual property
rights of third parties. Such claims, whether or not meri-
torious, may result in the expenditure of significant finan-
cial and managerial resources, injunctions against us, or
the payment of damages, including to satisfy indemnifica-
tion obligations. . . .

We are subject to general business regulations and laws,
as well as regulations and laws specifically governing the
Internet, physical, e-commerce, and omnichannel retail,
electronic devices, and other services. Existing and future
laws and regulations may impede our growth. These regu-
lations and laws may cover taxation, privacy, data protec-
tion, pricing, content, copyrights, distribution, transpor-
tation, mobile communications, electronic device certifi-
cation, electronic waste, energy consumption, environ-
mental regulation, electronic contracts and other commu-
nications, competition, consumer protection, employment,
trade and protectionist measures, web services, the provi-
sion of online payment services, information reporting re-
quirements, unencumbered Internet access to our services
or access to our facilities, the design and operation of
websites, health and sanitation standards, the characteris-
tics, legality, and quality of products and services, product
labeling, and the commercial operation of unmanned air-
craft systems. It is not clear how existing laws governing
issues such as property ownership, libel, data protection,
and personal privacy apply to the Internet, e-commerce,
digital content, web services, and artificial intelligence
technologies and services. Jurisdictions may regulate con-
sumer-to-consumer online businesses, including certain as-
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pects of our seller programs. Unfavorable regulations,
laws, and decisions interpreting or applying those laws
and regulations could diminish the demand for, or avail-
ability of, our products and services and increase our cost
of doing business. . . .

Our contracts with U.S., as well as state, local, and for-
eign, government entities are subject to various procure-
ment regulations and other requirements relating to their
formation, administration, and performance. We may be
subject to audits and investigations relating to our Govern-
ment contracts, and any violations could result in various
civil and criminal penalties and administrative sanctions,
including termination of contract, refunding or suspending
of payments, forfeiture of profits, payment of fines, and
suspension or debarment from future Government busi-
ness. In addition, such contracts may provide for termi-
nation by the Government at any time, without cause. . . .

Some of the products we sell or manufacture may expose
us to product liability or food safety claims relating to per-
sonal injury or illness, death, or environmental or property
damage, and may require product recalls or other actions.
Certain third parties also sell products using our services
and stores that may increase our exposure to product li-
ability claims, such as if these sellers do not have suffi-
cient protection from such claims. Although we maintain
liability insurance, we cannot be certain that our coverage
will be adequate for liabilities actually incurred or that in-
surance will continue to be available to us on economically
reasonable terms, or at all. In addition, some of our agree-
ments with our vendors and sellers do not indemnify us
from product liability. . . .

The law relating to the liability of online service providers
is currently unsettled. In addition, governmental agencies
could require changes in the way this business is con-
ducted. Under our seller programs, we may be unable to
prevent sellers from collecting payments, fraudulently or
otherwise, when buyers never receive the products they or-
dered or when the products received are materially dif-
ferent from the sellers’ descriptions. We also may be un-
able to prevent sellers in our stores or through other stores
from selling unlawful, counterfeit, pirated, or stolen goods,
selling goods in an unlawful or unethical manner, violating
the proprietary rights of others, or otherwise violating our
policies. Under our A2Z Guarantee, we reimburse buyers
for payments up to certain limits in these situations, and
as our third-party seller sales grow, the cost of this pro-
gram will increase and could negatively affect our oper-
ating results. In addition, to the extent any of this occurs,
it could harm our business or damage our reputation and
we could face civil or criminal liability for unlawful activi-
ties by our sellers.

Beyond such a broad recitation of potential risks, it is not at all
prudent to have a disclosure rule for securities issuers that would,
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with specificity, outline facts that might spur litigation or regu-
latory action. To the extent any such disclosures were factual and
meaningful—and not simply recitations of general risks facing any
business in a given industry—they might involve trade secrets or
other proprietary information, or otherwise put businesses trading
on U.S. exchanges at a competitive disadvantage relative to pri-
vately held or foreign-listed companies. To the extent a disclosure
was not factual but speculative, it would be disfavored, as are spec-
ulative, forward-looking statements generally in our securities-dis-
closure regime. To the extent they involved actual ongoing litiga-
tion, disclosures could compromise a company’s litigation position-
and statements might be used in litigation as implicit admissions,
even when not so intended, to the detriment of investing share-
holders’ interests.

Of course, there may be specific regulatory-risk issues that are
sufficiently significant and material that the SEC might develop a
disclosure regime as consistent with its mandate to protect inves-
tors, maintain efficient markets, and facilitate capital formation.
For example, in 2010, the SEC promulgated new climate-change
disclosure rules along these ends. See Commission Guidance Re-
garding Disclosure Related to Climate Change, Exchange Act Re-
lease No. 34-61469, 75 FR 6290, 6291, 6296. Whether or not the
specific disclosure rules being promulgated were provident, this
type of disclosure rule can—at least in theory—fit within a rational
disclosure regime, if it involves assessments of firm assets or posi-
tions that might be particularly vulnerable to a prospective or
known regulatory rule of materially sizable magnitude.

Q.2. If ESG disclosures would put companies at risk of legal liabil-
ity, isn’t it better for investors to have this transparency to inform
their future investment decisions?

A.2. No. If a disclosure as a disclosure creates a liability risk—Dbe-
cause an enterprising plaintiffs’ lawyer could excerpt the disclosure
and use it to suggest a corporate admission or to fulfill a knowledge
(scienter) requirement, whether warranted or not—then that is a
reason NOT to require a disclosure. Liability risks should be predi-
cated upon facts; the last thing we should want is for our Govern-
ment disclosure regime itself to facilitate spurious class-action or
other mass litigation claims.

Q.3. ESG funds are part of the marketplace of options where peo-
ple can invest their hard earned money and do so with quality re-
turns. Why do you propose restricting Americans’ choices to
disinvest from poorly performing companies that go against their
own personal values?

A.3. I do not propose “restricting Americans’ choices” to invest or
divest their funds in accordance with their own social or policy val-
ues, including through institutional intermediaries. To the con-
trary, in my written testimony, I expressly state:

To be sure, some investors will prefer various social-invest-
ing goals for their assets. . . . Nothing in my comments
should be taken to disparage the appropriateness of such
investment vehicles for investors who prefer them. But
recognizing that an institutional fund manager’s social-in-
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vesting goal may be appropriate for the informed investor
who embraces that goal does not imply that such a social-
investing goal is appropriate for institutional asset man-
agers that do not clearly announce to investors their social
purpose. And it does not imply that such a social-investing
goal should be imported more generally into our invest-
ment, securities, and corporate laws, nor that such laws
should enable actors pursuing such goals to impose them
on corporate managers.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SINEMA
FROM JAMES R. COPLAND

Q.1. Mr. Copland, you stated in your testimony that certain deci-
sions that institutional investors, social-investing organizations,
and proxy advisory firms have collectively made constitute “social
activism” that “appear to be depressing share value.” What specific
examples of “social activism” can you cite where a decision on a
proposal has causally depressed share value? How does one deter-
mine that a proposal has causally depressed share value?

A.1. In my testimony, I claimed that “[a]t least some [shareholder-
based] social activism appears to be depressing share value.” A
2015 study published by the Manhattan Institute, cited in footnote
33 [29 herein] of my long-form written testimony, forms the prin-
cipal empirical basis for that claim. The study, “Public Pension
Fund Activism and Firm Value: An Empirical Analysis”, was con-
ducted by Tracie Woidtke, Head of the Finance Department at the
Haslam College of Business at the University of Tennessee, where
she serves as the David E. Sharp/Home Federal Bank Professor in
Banking and Finance. The study is available online at htips://
www.manhattan-institute.org | html | public-pension-fund-activism-
and-firm-value-7871.html.

Because many factors can influence short-term stock-price move-
ments, it is difficult to infer that any single stock-price decline is
attributable to social activism on the part of a shareholder. Pro-
fessor Woitdke—both in our Manhattan Institute study and in ear-
lier research examining different questions—has asked the ques-
tion using a different methodology. Professor Woidtke looks at
lagged ownership data on the part of institutional investors en-
gaged in shareholder-activism campaigns—calculated as the num-
ber of shares as a proportion of shares outstanding at the end of
the preceding quarter. Using this data, Professor Woidtke conducts
an econometric regression looking at the relationship between this
institutional-ownership data and firm value (as measured by
Tobin’s Q, a measure of the contribution of the firm’s intangible as-
sets to its market value, commonly used to assess firm value in re-
gression analyses of this type).

Because large institutional investors managing more than $100
million in assets are required by the SEC to file Form 13F owner-
ship data on their directly owned equity shares, Professor Woidtke
was able to gather such data for a large number of institutional in-
vestors, including both private mutual funds and public pension
funds. And certain of these public pension funds—notably the Cali-
fornia Public Employees Retirement System (CalPERS), California
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State Teachers Retirement System (CalSTRS), New York State
Common Retirement System (NYSCR), and Florida State Board of
Administration (FSBA)—have over the years engaged in a variety
of forms of shareholder activism, both related to social and environ-
mental issues and related to more traditional corporate-governance
and executive-compensation concerns. By comparing firm value
with lagged pension-fund ownership—and assessing whether firms
with shares held by the public pension fund were the targets of
public shareholder-activism campaigns, as collated on the Manhat-
tan Institute’s ProxyMonitor.org database of shareholder pro-
posals—Professor Woidtke was able to test for an average
associational relationship between the activism campaign and firm
value.

Professor Woidtke’s study covers the years from 2001 through
2013. The public pension funds studied held in the aggregate ap-
proximately 2.5 percent of the S&P 500 companies’ equity. Pro-
fessor Woidtke’s analysis accounts for a host of control variables
found to influence Tobin’s Q in prior research, including industry,
firm size, prior-year firm income, firm leverage, firm research and
development expenses, firm advertising expenses, firm insider own-
ership, firm membership in the S&P 500 stock index, firm-specific
stock transaction costs, and year fixed effects. She assesses both a
Fortune 250 and an S&P 500 dataset. Because ownership was
lagged, we can broadly reverse-causality explanations.

Professor Woidtke’s analysis concluded:

Social-issue shareholder-proposal activism appears to be
negatively related to firm value. In this paper, the nega-
tive relationship between public pension fund ownership
and firm value is significant for firms targeted by public
pension funds engaging in social-issue activism—across
two different firm samples—in 2008-13, when the two
large funds focused on social-issue activism, CalSTRS and
the NYSCR, were engaged in shareholder-proposal activ-
ism

Interestingly, while Professor Woidtke found that socially ori-
ented shareholder activism had a negative relationship to firm
value, she also found that “No significant valuation effect is found
for ownership by public pension funds that sponsor corporate gov-
ernance proposals during any period.” Thus, public pension funds
that tried to engage companies in shareholder-activism efforts for
the “G” portion of ESG advocacy did not seem to affect share price
significantly (either positively or negatively).

Q.2. Given that share value is constantly determined by a variety
of factors, many of which are not within a corporate board’s direct
control, how do you quantify a decision’s commensurate reduction
in share value?

A.2, Controlling for a large number of factors, the relationship that
Professor Woidtke found was strong, vis-a-vis the stylized “indus-
try-adjusted Tobin’s Q” variable, particularly for companies tar-
geted in the social-activism campaigns of the New York State Com-
mon Retirement Fund (the most-active sponsor of shareholder pro-
posals among public-pension funds reporting 13F ownership data):
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Consistent with social-issue activism having negative valu-
ation effects, Tobin’s Q is 22 percent lower (1.42 vs. 1.83)
and industry-adjusted Tobin’s Q is 141 percent lower (-0.12
vs. 0.29) for companies targeted by NYSCR with a social
issue proposal than for other companies in the Fortune
250. These results are robust for companies in a larger
dataset, the S&P 500, for which Tobin’s Q is 21 percent
lower (1.59 vs. 2.02) and industry-adjusted Tobin’s Q is 91
percent lower (0.04 vs. 0.45) for companies targeted by
NYSCR with a social-issue proposal than for other compa-
nies.

More than the point estimates indicated, I would focus on the
statistical significance of the finding, robust across different
degsasets for aggregate as well as specific pension funds being stud-
ied:

For S&P 500 firms, the negative relationship between pen-
sion-fund ownership and firm value is significant at the 1
percent level, both for ownership by all social-issue share-
holder-proposal sponsoring pension funds and for the
NYSCR in particular—in the full 2001-13 period and in
the more recent period, but not for the earlier 2001-07 pe-
riod, when neither CalSTRS nor NYSCR actively spon-
sored shareholder proposals.

That said, I would share your implicit concern about quantifying
the share-value impact described above with specificity, certainly in
a cost-benefit analysis framework. This is one study, applied for
one set of investors (large public pension funds) across one time se-
ries (2001 through 2013) and one set of activism campaigns.

But that does not mean that its central findings do not offer an
important cautionary tale. Large public pension funds of the sort
studied in the Woidtke paper own more than $3 trillion in stock
market assets. They regularly lead socially oriented shareholder-
proposal campaigns. See, e.g., James R. Copland, “Proxy Monitor
2013 Finding 3, Special Report: Public Pension Fund Activism”,
available at https:/ |www.proxymonitor.org [ Forms/
2013Finding3.aspx. And unlike private institutional investors that
must compete for assets under management, their investment port-
folios are captive (i.e., public employees who depend on these funds
to manage their retirement assets cannot move their investments
to another provider); and their institutional leadership is often
driven by policy-related and other social concerns, see James R.
Copland and Steven Malanga, “Safeguarding Public-Pension Sys-
tems: A Governance-Based Approach” (Manhattan Institute 2016),
available at  https:/ /www.manhattan-institute.org | html / safe-
guarding-public-pension-systems-governance-based-approach-
8595.html.

(For a discussion of how these ESG campaigns relate to such
plans’ fiduciary duties, see Max M. Schanzenbach and Robert H.
Sitkoff, “Reconciling Fiduciary Duty and Social Conscience: The
Law and Economics of ESG Investing by a Trustee”, Stanford Law
Review (forthcoming), Northwestern Law and Econ Research Paper
No. 18-22, available at htips://papers.ssrn.com/sol3/Pa-
pers.cfm?abstract id=3244665.)
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR WARREN
FROM JOHN STREUR

Q.1. The most recent volume of the National Climate Assessment,
a scientific report issued by 13 Federal agencies in November 2018,
stated that climate change may cause losses of up to 10 percent of
the U.S. economy by 2100.1 Additionally, a 2015 report from The
Economist Intelligence Unit wrote that, of the world’s current stock
of manageable assets, the expected losses due to climate change are
valued at $4.2 trillion by the end of the century. 2

Would understanding which assets of public companies may be
materially affected by climate change help you make more in-
formed decisions about the risk of your investments?

A.1. Yes. The climate-related risk to individual corporate assets,
overall corporate performance at the company level, and the wider
financial system are currently poorly understood. The Financial
Stability Board’s Task Force on Climate Related Financial Disclo-
sures (TCFD) has developed guidelines that categorize climate risk
into (i) transition risk and (ii) physical risk. These disclosure
frameworks represent positive developments but remain voluntary.
A growing number of firms are making progress on disclosing tran-
sition related risks while far fewer have made progress on dis-
closing physical climate risk exposures.

Q.2. Would it be useful as an investor to understand public compa-
nies’ contributions to greenhouse gas emissions and their exposure
in the event of a Government- or market-mandated transition to-
wards a lower-carbon economy?

A.2. Yes. A Government- or market-mandated transition to a low
carbon economy would almost certainly require actions that would
result in a direct financial impact to firms across every industry
and therefore investors would be interested in understanding the
nature of that particular risk exposure.

Q.3. A Government Accountability Office (GAO) report from Feb-
ruary 2018 states, “[Securities and Exchange Commission (SEC)]
reviewers may not have access to the detailed information that
companies use to arrive at their determination of whether risks, in-
cluding climate-related risks, must be disclosed in their SEC fil-
ings.”3 While the SEC has issued guidance for considering effects
of climate change, the SEC has not mandated disclosures for how
climate risk materially affects returns.

If Federal regulators do not have the information needed to fully
understand public companies’ climate-related risks under current
law, do you as an investor have the adequate information needed
to make informed decisions about companies’ risks?

A.3. Many public companies do supply information related to risks
associated with climate change on a voluntary basis. As an investor
we find this information helpful but often incomplete. Because con-

INew York Times, “U.S. Climate Report Warns of Damaged Environment and Shrinking
Economy”, Coral Davenport and Kendra Pierre-Louis, November, 23, 2018, https://
www.nytimes.com 2018/ 11/23/climate [ us-climate-report.html.

2The Economist Intelligence Unit, “The Cost of Inaction”, 2015, p. 41, htips://
eiuperspectives.economist.com | sites | default / files | The%20cost%200f%20inaction _ 0.pdf.

3United States Government Accountability Office, “Climate-Related Risks”, February 2018,
pp. 17-18, https:/ /www.gao.gov  assets | 700/690197.pdf.
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sistent disclosure is not mandated by Federal regulators, consider-
able information asymmetry exists. Investors that are focused on
climate-related risks must conduct significant levels of diligence
using information sources outside of the traditional audit and regu-
latory filing process. We would support a uniform standard for dis-
closing climate-related risks that would facilitate consistent com-
parison across issuers of securities.

Q.4. The GAO report also states, “Climate-related disclosures vary
in format because companies may report similar climate-related
disclosures in different sections of the annual filings . . . SEC re-
viewers and investors may find it difficult to navigate through the
filings to identify, compare, and analyze the climate-related disclo-
sures across filings, especially given the size of each individual fil-
ing.”4 There is, however, a clear desire for shareholders to under-
stand the impacts of climate-related risks for companies, as was
shown in a 2017 vote of ExxonMobil shareholders calling on the
company to report on business risks associated with new tech-
nology and changes in climate policy. ®

Do you believe that a mandatory uniform standard for disclosing
climate-related risks would help you better understand how these
risks may affect returns and compare across companies?

A4, If the standard is strong, the answer would be “Yes.” However,
if the standard was inadequate or poor, the answer would be “No.”

Q.5. In response to Senator Schatz’s question of whether you think
companies are doing an adequate job of disclosing material climate
risk, you responded, “It’s changing, but we’re not close to being
theﬁre yet . . . Companies themselves understand these risks fairly
well.”

What actions are some companies taking that demonstrate that
they’re aware of climate risk?

A.5. The actions taken by firms to address climate-related risk can
vary considerably. Some firms have taken no action. Others have
substantially taken steps to reduce the GHG footprint of their oper-
ations or incorporate more sources of renewable energy. Still others
have made efforts to capitalize on the opportunities associated with
the transition to a lower carbon economy and partially or com-
pletely pivoted their corporate strategy. Actions vary widely and
are generally unique to the firm and industries in which they oper-
ate.

Q.6. What companies are doing the best job of disclosing climate
risk and what do these disclosures include?

A.6. The Carbon Disclosure Project’s (CDP) annual A List should
serve as a worthwhile reference to address this question. The CDP
A List names the world’s businesses leading on environmental dis-
closure and performance. To address the question of what compa-
nies Calvert views as strong performers, we would kindly direct
you to the annual Barron’s annual The 100 Most Sustainable U.S.
Companies list. The methodology for this ranking was developed by

41d.

5 New York Times, “Exxon Mobil Shareholders Demand Accounting of Climate Change Policy
Risks”, Diane Cardwell, May 31, 2018, https:/ /www.nytimes.com /2017 /05/31 | business/energy-
environment | exxon-shareholders-climate-change.html.
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Calvert Research and Management. https:/ /www.barrons.com/ar-
ticles [ these-stocks-are-winning-as-ceos-push-for-a-sustainable-fu-
ture-51549657527; https:/ |www.calvert.com /impact.php?post=how-
we-did-it-barrons-top-100-sustainable-companies-&sku=31313.

Q.7. How have these disclosure improvements allowed your firm to
generate favorable investment returns for your clients?

A.7. ESG disclosures provide a more complete and transparent pic-
ture of company’s performance relative to peers in what we view
to be deep secular trends toward a more sustainable and inclusive
economic system. This enables us to differentiate among issuers
and select investments that may be better positioned to outperform
the respective benchmark over the long term, all else being equal.

Q.8. In your written testimony, you wrote, “The efficient flow of
capital that [our financial economy] provides has enabled compa-
nies of all sizes to innovate, create jobs, and contribute to an en-
hanced quality of life for Americans. Yet, when it comes to the
issue of standardizing disclosures related to ESG risk factors, we
are behind many other developed economies around the globe.”6
You go on to state that there are currently seven stock exchanges
where companies are required to have some environmental or so-
cial disclosures and that failing to standardize U.S. environmental,
social, and governance disclosures may allow other Nations to
shape global standards.

Would requiring uniform standards for public companies to dis-
close critical information about their environmental risks be an
adequate step forward in modernizing U.S. disclosures?

A.8. Yes, such an action would be viewed as strong progress. How-
ever, any potential disclosure mandates should consider both the
costs and benefits associated with implementation as to not im-
properly disincentivize or disrupt access to capital.

There are currently multiple voluntary ESG related disclosure
frameworks from sources such as SASB, GRI, CDP, and others.
Some corporations have noted “survey or disclosure fatigue.” A sin-
gle, regulatory-backed set of disclosure standards would likely
lower the reporting burden for companies currently reporting this
information and improve the quality of what is available to inves-
tors.

Ideally, any additional disclosure requirements would be imple-
mented as a part of a more comprehensive effort to modernize the
United States’ financial disclosure regime and ensure any potential
regulatory burden on public firms is minimized while still ensuring
we address information requirements related to the pertinent risks
companies face in the 21st Century.

Q.9. What countries have the best disclosure frameworks? What
makes them so useful?

A.9. The European Union has led on critical issues of ESG disclo-
sure and performance. Please see release below from earlier this
year for reference. https:/ /www.unepfi.org /| news/industries [ invest-

6 Written testimony of John Streur to the U.S. Senate Committee on Banking, Housing, and
Urban  Affairs, April 2, 2019, https:/ www.banking.senate.gov /imo/ media /doc/
Streur%20Testimony%204-2-19.pdf.
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ment [ eu-policy-makers-achieve-political-agreement-on-investor-dis-
closures-and-esg/

Please also reference various examples I shared in my testimony.
The PRI has provided a Global Guide to Responsible Investment
Regulation, which identified 300 policy initiatives that promoted
sustainable finance in 50 of the largest economies around the globe.
Two hundred of those initiatives were corporate reporting require-
ments covering ESG factors. htips://www.unpri.org/sustainable-
markets [ global-guide-to-responsible-investment-regulation /
207.article

Additionally, there are now seven stock exchanges—in Australia,
Brazil, India, Malaysia, Norway, South Africa, and the United
Kingdom—where companies must have some degree of environ-
mental or social disclosure in order to meet the exchanges’ require-
ments to list. While we do not believe China has best-in-class poli-
cies on ESG related exposure, in 2018 the China Securities Regu-
latory Commission did introduce requirements that will mandate
all listed companies and bond issuers in China disclose environ-
mental, social, and governance risks associated with their oper-
ations.

As we noted previously in this response, the financial economy
of the United States has different characteristics than that of the
European Union and other countries we have mentioned (i.e., mix
of financing provided through capital markets versus the banking
system). The U.S. will need to determine what disclosure regime is
most optimal for its market. A regulatory backed disclosure frame-
work that requires companies to quantitatively report the impact
of only those ESG matters that are financially material to the in-
dustry in which the company does business would represent signifi-
cant progress in this regard.

RESPONSES TO WRITTEN QUESTIONS OF
SENATOR CORTEZ MASTO FROM JOHN STREUR

Q.1. What would you say is the average length of an investor rela-
tionship at Calvert? In your opinion, are most asset managers and
pension funds interested in short-term profit or long-term gain?
A.1. Historically, the average length of an investor relationship
with Calvert is over 12 years. We believe this is longer than inves-
tor relationships seen in other mutual funds. Many asset managers
do attempt to apply a long-term strategic focus to investing. How-
ever, we feel that short-term thinking is prevalent in our financial
markets. This is reflected in corporate sentiment, investor holding
period data, and other market and human behavioral incentives
that all contribute to short-term pressures that both asset man-
agers and companies face.

Q.2. Would you agree that someone who invests their retirement
savings in an index fund is the ultimate long-term investor? And
if so, do you think it is the fiduciary duty of the manager of that
index fund to ensure that that investor’s assets are profitable over
the long term and are not impacted by factors like climate change?

A.2. Investors investing their retirement savings will have different
investment horizons based upon their time to retirement, but it is
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likely that a significant percentage of those investors are planning
to invest for the long term. Index funds managers are obligated to
implement the index as created by the index provider. It would be
the obligation of the fiduciary to a retirement plan to assure that
the options available in the plan are appropriate investment op-
tions for plan participants.

Q.3. Would you have concerns if Congress made it more difficult
for proxy advisors to provide advice to your firm?

A.3. Yes. As I stated in my testimony, we believe proxy advisors
serve a valuable role in providing research services to the invest-
ment industry. Ultimately, we would not favor any additional ac-
tions that would compromise the independence of the research and
advice we receive from these vendors or impose unnecessary costs
or burdens on investment firms.

Q.4. Do you think ESG funds are being accurately and fairly mar-
keted to investors?

A.4. As it pertains specifically to marketing efforts by asset man-
agers, both regulators and FINRA have rules and have issued guid-
ance related to the marketing of funds. If funds are subjected to
standardized criteria for disclosing their ESG strategies, the result
would be enhanced consistency and transparency in marketing
ESG funds.

More broadly, we feel that there is a much greater opportunity
for the marketplace to define what “ESG” is and what it means ex-
actly from an investment perspective. As a result of this void, the
ESG label is often used across a wide variety of strategies that
range from simply considering ESG factors to fully optimizing to
seek positive impact. The marketplace would certainly benefit from
a more detailed taxonomy that is generally accepted. Clear, re-
quired disclosures for issuers of securities would likely assist in the
development of broader clarification in the marketplace but any ad-
ditional disclosure mandates for issuers should consider both the
costs and benefits associated with implementation. Morningstar’s
Jon Hale provided a worthwhile analysis of this issue in the Feb-
ruary 2019 report, Sustainable Funds U.S. Landscape Report.
https: | [www.morningstar.com /lp [ sustainable-funds-landscape-re-
port.

Q.5. Is there a Federal role for protecting consumers by ensuring
E%j:alr(lldgrds, consistency, and transparency in the marketing of ESG
unds?

A.5. Yes. Both Federal and State regulators should act within their
existing authorities as outlined by any relevant mandates. We be-
lieve that Federal regulatory disclosure guidelines that provide
standards, consistency, and transparency for issuers of securities
on ESG considerations would be helpful to the marketplace.

Q.6. What role does the nonprofit Sustainability Accounting Stand-
ards Board have in ensuring investors looking for financial invest-
ments that align with their values are appropriately served?

A.6. The Sustainability Accounting Standards Board (SASB) is an
independent standards board that is accountable for the due proc-
ess, outcomes, and ratification of the SASB standards. The SASB
disclosure standards are an important tool for issuers of securities
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as they provide a standardized framework at the industry level
that assists interested investors in allocating capital in a manner
that aligns with their values.

Q.7. Are you concerned that the Board’s standards are only vol-
untary?

A.7. Calvert is concerned that there continues to be a lack of Fed-
eral regulatory guidance on disclosures related to environmental,
social, and governance issues. We view this as a competitive dis-
advantage for U.S. capital markets. It is concerning that there re-
mains a lack of clarity on the path forward for regulatory disclo-
sure standards in the United States while other Nations move for-
ward in an effort to modernize their financial markets.

Q.8. ESG fund offerings continue to increase; in fact they will be-
come more and more mainstream. Who do you see fighting this in-
evitability and why do you believe they are fighting it?

A.8. We believe the growth in this form of investment management
is indicative of, and directly commensurate to, the value that ESG
information brings to investors and our economic system broadly.
However, there are political constituencies and entrenched cor-
porate interests that have business models, fixed asset bases, and
financial outcomes that are not aligned with the transition to a
more environmentally sustainable and inclusive economic system.
For some, alignment with this secular economic shift will inher-
ently require significant investment and adaption efforts. Constitu-
encies and companies that find themselves misaligned with this
secular pivot and unable to adapt accordingly will be most antago-
nistic to the growth of ESG investing.

Q.9. Who decides what is financial material? Is investor interest
enough to justify the need for consistent, comparable, and complete
ESG information?

A.9. Financial materiality has been addressed by both regulatory
authorities and independent standard setting bodies. Generally, we
view a financially material issue as one that is reasonably likely
to impact the financial condition or operating performance of a
company and therefore it is important to investors. If a reasonable
investor could have come to a different investment decision as a re-
sult of the incorporation of certain information it is considered fi-
nancially material.
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD

LETTER SUBMITTED BY COUNCIL OF INSTITUTIONAL INVESTORS

4
’
Council of Institutional Investors®

The voice of corporate governance

Via Hand Delivery
April 8, 2019

The Honorable Michael D. Crapo

Chairman

Committee on Banking, Housing, and Urban Affairs
United States Senate

Washington, DC 20510

The Honorable Sherrod Brown

Ranking Member

Committee on Banking, Housing, and Urban Affairs
United States Senate

Washington, DC 20510

Re: April 2, 2019 Hearing on “The Applieation of Envirenmental, Secial, and Governance
Principles in Investing and the Role of Asset Managers, Proxy Advisors, and Other
Intermediaries.”’

Dear Mr. Chaitman and Ranking Member Brown:

Tam writing on behalf of the Council of Institutional Investors (CII) to express our appreciation
for helding the above referenced hearing and to provide you with our views on several corporate
governance related topics that are of great interest to our members and that were discussed at the
hearing. We would respectfully request that this letter be made a part of the hearing record.

CII is a nonprofit, nonpartisan association of public, corporate and union employee benefit funds,
other employee benefit plans, state and local entities charged with investing public assets, and
foundations and endowments with combined assets under management of approximately $4
trillion. Our member funds include major long-term shareowners with a duty to protect the
retirement savings of millions of workers and their families. Our associate members include a
range of asset managers with more than $33 trillion in assets under menagement,”

! Hearings, United States Comumittee on Banking, Housing, and Urban Af¥airs, The Application of Environmental,
Sacial, and Governance Principles in Investing and the Role of Asset Managers, Proxy Advisors, and Other
Intermediaries (Apr. 2, 2019), https:/‘www.banking. senate.gov/hearings/the-application-of-environmental-social-
and-governance-principles-in-investing-and-the-role-of-asset-managers-proxy-advisors-and-other-intermediaries.

# For more information about the Council of Institutional Investors (“CII™), including its board and members, please
visit CII’s website at http.//www.cii.org.

1717 Pennsylvania Avenue, NW | Suite 350 | Washington, DC 20006 | Main 2028220800 | Fax 2028220801 | www.ciiorg
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Human Capital Management (HCM) Disclosure

CII supports dialog that would lead to enhancements to HCM disclosures.® We believe that
institutional and retail investors have a pronounced interest in clear and comparable information
about how public companies approach HCM.* That interest is supported by the growing body of
research that has found that high quality HCM practices correlate with better corporate
performance.’

Human capital is an increasingly important value driver for companies, including those with
securities listed on U.S. exchanges. We would note in this regard that the “ESG” label may cause
confusion to the extent disclosure on human capital as a value driver and source of risk is placed
within that category.

CII has a broad tent of members, some more enthusiastic on the language of “ESG” than others,
but we are unaware of any segment of our membership that does not consider human capital as
important to valuation of most companies, and critical in particular for certain growth sectors.
And historically, corporate disclosures on human capital have been limited, in part because of the
importance of intangible factors not easily quantified.

? Letter from Jeffrey P. Mahoney, General Counsel, Council of Institutional Investors to The Honorable Jay Clayton,
Chairman, Securities and Exchange Commission 1 (Oct. 10, 2017),
https:/Awww.cii.org/files/issues_and_advocacy/correspondence/2017/10-6-

17%420C11%20letter%20t0% 20SEC%200n%20HCM.pdf (“CII believes that the . . . U.S. Securities and Exchange
Commission . . . [should] . . . further explor[e] . . . the need for enhancements to HCM disclosures.”)

! See Recommendation from the Investor-as-Owner Subcommittee on Human Capital Management Disclosure 2
(approved Mar, 28, 2019), https:/Awww.sec.gov/spotlight/investor-advisory-committee-2012/iac032819-investor-as-
owner-subcommittee-recommendation.pdf (“Institutional and retail investors have a pronounced interest in clear and
comparable information about hew firms approach HCM); see also Chairman Jay Clayton, Remarks for Telephone
Call with SEC Investor Advisory Committee Members (Feb. 6, 2019), https:/www sec.gov/news/public-
statement/clavton-remarks-investor-advisory-committee-call-020619 (“for human capital, I believe it is important
that the metrics allow for peried to period comparability for the company”).

* See Letter from Dr. Anthony Hesketh, Department of Organization, Work & Technology, Lancaster University
Management School to Amne Sheehan, Chairman Investor Adviscry Committee, U.S. Securities and Exchange
Commission 4 (Mar. 21, 2019), hitps:/www sec.cov/comments/265-28/26528-5180428-183533 pdf (summarizing
recent research and including relevant citations suggesting “the depth of human capital disclosure is highly
assoclated with high performance”); Mark Huselid, The Impact of Human Resource Management Practices on
Turnover, Productivity, and Corporate Financial Performance, 18 Acad. of Mgmt I. 635 (1995),
hitp:/Awww.markhuselid. com/pdfs/articles/1995 AMI HPWS Paper pdf (indicating that certain human capital
management practices “have an economically and statistically sigmficant impact on . . . long-term measures of
corporate financial performance”™)

8 We are concerned that some market participants appear to be seeking to limit certain material disclosures by
labeling the matters as “ESG.” In our view, materiality is materiality. Political efforts to constrain disclosure by
slapping the “ESG™ label on particular areas and essentially saying these are “no-go” subjects are profoundly
misguided. We presume that within the human capital context, those opposed to improving disclosure may be
thinking in part of risk areas such as challenges in employee recruitment deriving from discriminatory employment
policies or prevalence of sexual harassment. We view these matters as clearly material. To take the latter subject, as
CII discussed i a 2018 report, allegations of sexual harassment have had serious repercussions for value at a
number of companies, with negative impacts on shareholders, See CII, How Corporate Boards Can Combat Sexual
Harassment, Recommendations and Resources for Directors and Investors 2 (March 2018),
hitps/hwww.cii.org/files/publications/misc/03_01_18_corporate_boards sexual_harassment pdf (“Allegations of
sexual harassment and mishandling those allegations can clearly affect the value of a company.”).
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We believe that the time has come to seek ways to improve disclosure of both qualitative and
quantitative elements of performance in this area. Employee tumnover is an example of a
measurable, comparable statistic that should be considered as a key disclosure at most or all
public companies.”

We generally support the recent recommendations of the Investor-as-Owner Subcommittee of
the Securities and Exchange Commission (SEC or Commission) Investor Advisory Committee
that “as part of its ongoing disclosure review, the Commission . . . undertake a robust
examination of the role HCM plays in value creation today and incorporate that analysis into the
wide range of tasks the Commission performs on behalf of investors and the US capital
markets.”® As part of this, and without diminishing the need for comparable metrics, we also
suggest that the SEC’s Division of Corporation Finance consider whether further guidance on
company disclosures in Management Discussion and Analysis should be considered to
encourage management to do a better job of disclosing to shareholders management’s thinking
and strategy on human capital development and risks.

Environmental, Social, and Governance (ESG) Disclosure

CII’s members look to public company disclosure documents for information about the full
range of material risks facing registrants, including risks that may be labeled ESG.® A number of
these risks have assumed greater importance in recent years from the perspective of investors and
companies.! More broadly, there is a growing body of research associating various ESG factors
with improved corporate performance. !

To our great disappointment, CII has found disclosures on various ESG risks too often consist of
boilerplate risk identification without adequate discussion of how those risks apply to the

7 Recommendation from the Investor-as-Owner Subcommittee on Human Capital Management Disclosure at 4
(listing “company selected but standardized human capital related key performance indicators (KPIs), such as: [] the
stability of the workforce, including voluntary and involuntary turnover”).

Stdats

? See Letter from Kenneth A. Bertsch, Executive Director, Council of Institutional Investors to Brent J. Fields,
Secretary, U.S. Securities and Exchange Commission 6 (Tuly 8, 2016), https:/www.sec.govicomments/s7-06-
16/570616-49.pdf (“CTI’s members look to registrants” disclosure documents for information about the full range of
material risks facing registrants, including environmental, social and governance (“ESG™) nisks.”).

10 See, e.g., Governance & Accountability Institute, Inc., “FLASH REPORT: 85% of S&P 500 Index Companies
Publish Sustainability Reports in 2017 (Mar. 20, 2018), https:/www.ga-institute.com/press-releases/article/flash-
report-85-of-sp-500-indexR-companies-publish-sustainability-reports-in-2017.html (“From 2013 to 2017, the
frequency of [ESG] reporting has increased each year, now up to 85% of companies reporting in 2017).

11 See Rebecca Moore, Investing, ESG Investments a Good Option for Retirement Plans, PLANSPONOR, Mar, 27,
2019, https://www.plansponsor.com/esg-investments-good-option-retirement-plans/ (*“a growing body of research’
that suggests companies with a holistic consideration of ESG measures have better long-term fiancial outcomes and
may provide more opportunities for profitable investing endeavors™); see, e.g,, Gunnar Frede et al., ESG and
Financial Performance: Aggregated Evidence From More Than 2000 Empirical Studies, 5(4) I. Sustainable Fin. &
Investment 210 (2015), https:/www tandfonline.com/doi/full/10.1080/20430795.2015. 1118917 (aggregating the
results of about 2200 individual studies and concluding that most found positive correlations between corporate
financial performance and ESG investing).
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individual registrant.'> And most registrant” disclosures relating to ESG risks provides no basis
for investors to understand the scope of the risks or the likelihood of their coming to fruition."

CII believes that clearer and more comparable information about key ESG risks would benefit
investors and the U.S. capital markets. In that regard, we are encouraged by private sector efforts
to harmonize ESG disclosures such as those of the Corporate Reporting Dialogue (CRD)."

It is our understanding that the CRD is designed to more closely align ESG disclosure standards
among a number of competing corporate reporting frameworks.!* We think that adoption by
investors and issuers of common ESG disclosure standards would be a highly significant market
improvement, but we are not yet confident this can come about through private, non-mandatory
work. However, even should a voluntary approach fall short on providing comparable and
reliable disclosures of key metrics, we think the work of the participants in the CRD will be
important in clarifying best practice and informing eventual rule-making,

Aside from this, CII believes that as part of its routine disclosure reviews, the Commission staff
should actively challenge issuers to disclose material ESG risks. That disclosure should, at a
minimum, be sufficiently detailed to provide insights as to how management plans to mitigate
risks relating to ESG issues, and how associated decisions could be material to a company’s
business or their investors.'®

CII would expect that with more rigorous SEC staff oversight, issuer disclosures about climate
related risks would be more robust. We believe the 2010 SEC guidance on disclosure relating to
climate change'” was helpful, and note recent industry comments that those requirements are
clear.’ And we commend William Hinman, the Director of the SEC’s Division of Corporation

12 etter from Kenneth A. Bertsch at 7.

13 Id

1 Press Release, CDSB, Leading Corporate Reporting Bodies Launch Two-Year Project for Better Alignment (Nov.
7,2018), hitps://www.cdsh. net/harmonization/860/leading-corporate-reporting-bodies-launch-two-year-project-
better-alignment (“Through this new project, participants will map their respective sustainability standards and
frameworks to identify the commonalities and differences between them, jointly refining and continuously
improving overlapping disclosures and data points to achieve better alignment, taking into account the different
focuses, audiences and governance procedures.”).

13 Id (“The Carporate Reporting Dialogue was launched four years ago as the principal working mechanism
globally to achieve dialogue and alignment between the key standard setters and framework developers which have
significant international influence on the corporate reporting landscape.”).

16 See William Hinman, Director, Division of Cmporaunn Fmance Remarks at the 18" Annual Tnstitute on
Securities Regulation In Europe (Mar. 15, 2019), https:/ : s/
based-approach-disclosure-031519 (“And as they doso L would suggest they ask themselves whether thelr
disclosure is sufficiently detailed to provide insight as to how management plans to mitigate material risks and how
their decisions in the area of risk could be material to the business and their investors.”)

17 Commission Guidance Regarding Disclosure Related to Climate Change, Securities Act Release No. 9,106,
Exchange Act Release No. 61,469, 75 Fed. Reg, 6,290 (Feb. 8, 2010), hitps://www.govinfo.gov/content/pkg/FR:
2010-02-08/pdf/2010-2602. pdf.

18 Climate-Related Risks, SEC Has Taken Steps to Clarify Disclosure Requirements 25 (GAO Feb. 2018),
hitps./www.gao.gov/products/GAQ-18-188 (“representatives from five industry associations with whom we spoke
all noted that they consider the current requirements for climate-related disclosures adequate™); but see, ..,
Christian Weller, Workers Face Undisclosed Risks As Companies Often Don’t Disclose Environmental, Other
Challenges, Forbes (Apr. 2, 2019), https://www.forbes.com/sites/christianweller/2019/04/02workers-face-savings-
risks-as-companies-often-dont-disclose-environmental-other-challenges/#1bba8 02 7d9f (commenting that climate
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Finance, for recently reminding issuers that the 2010 SEC guidance “remains a relevant and
useful tool for companies when evaluating their disclosure obligations concerning climate
change matters.”** However, we are unsure of the extent to which this guidance is reflected in
SEC comment letters to companies on relevant disclosures.”

Shareholder Proposals and Proxy Advisors

Inour December 5, 2018, letter to the Committee on Banking, Housing and Urban Affairs
(Committee), CII provided detailed comments on the appropriateness of the current shareholder
proposal rule and regulations pertaining to proxy advisory firms.*! On shareholder proposals, we
noted that: “We generally share the reported view of certain SEC staff members that left the
roundtable with the impression that stronger arguments were made in favor of keeping the current
Rule 14a-8 eligibility requirements and resubmission thresholds.”?

While CII recognizes that the existing ownership and resubmission thresholds were set long ago,
we continue “to believe the current shareholder proposal rules permit investors to express their
voices collectively on issues of concemn to them, without the cost and disruption of waging proxy
contests.”™ And we continue to “believe the rule works particularly well in granting retail
investors—who lack other avenues to meaningfully engage with management—a voice in the
companies they own. "

ClI believes that the Committee Ranking Member fairly summarized the current debate
surrounding sharcholder proposals in his opening statement at the April 2" hearing [Hearing]:
“Corporate special interests want to . . . silence the voices of . . . investors by making it harder for
shareholders to petition companies to allow all shareholders to vote on issues significant to the

company.™

change guidance “left a lot of room for managers to either not disclose anything or to disclose little new or relevant
information”).

19 William Hinman, Director, Division of Carporation Finance, Remarks at the 18% Annual Institute on Securities
Regulation In Europe.

% See Alexandra Semenova, News, SEC Stops Prodding Companies to Detail Climate Change Impacts, BNA, Tuly
16, 2018, https:/www .bna.com/sec-stops-prodding-n73014477478/ (“The Securities and Exchange Commission last
issued a climate change-related public comment letter in September 2016, when it asked Chevron Corp. to expand
its risk factor disclosure related to California’s greenhouse gas emission regulations.”).

H Letter from Jeff Mahoney, General Counsel, Council of Institutional Investors to The Honorable Michael Crapo,
Chairman, Senate Committee on Banking, Housing, and Urban Affairs etal. 1-8 (Dec. 5, 2018) [hereinafter
December Letter],

https/hwrww cit.org/files/issues_and_advocacy/correspondence/2018/December. %205%6202018%20L etter%20t0%2

0Senate%20Banking pdf.

2 1d at 8 (intemnal quotations omitted).

3 Letter from Jeffrey P. Mahoney, General Counsel, Council of Institutional Investors to The Honorable Michael D.
Crapo, Chairman, Committee on Banking, Housing, and Urban Affairs, United States Senate etal. 12 (Feb. 27,
2019) [hereinafter February Letter],

hitps:/Awww.cii.org/files/issues _and_advocacy/correspondence/2019/February%2027%202019%20L etter%:20t0%20
Senate%20Banking%20Committee.pdf.

“1d

 Transcript of Senate Banking, Housing and Urban Affairs Committee, Hearing on The Application of
Environmental, Social, and Governance Principles in Investing and the Role of Asset Managers, Proxy Advisors,
and Other Intermediaries, Bloomberg Gov't 5 (Apr. 3, 2019) (on file with CII).
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As we suggested above, the attempt to rule certain matters significant to companies and their
shareholders as “out of bounds” because they have social and/or political dimensions, or because
there are differing views on them, seems perverse. Ironically, these efforts to exclude “politics” are
themselves highly political efforts to limit discussion, and we would expect shareholder proposals
to highlight matters on which there is some measure of disagreement. Typically, shareholder
proposals are not required on matters for which the best path is obvious and universally agreed.

In this regard, we would note that shareholder proposals are a key tool in the U.S. market not only
to communicate to the board and management, but also to other shareholders. For antitrust and
other reasons, it is very difficult for shareholders in the U.S. market to communicate on company-
specific matters with each other, putting a premium on the shareholder proposal as a tool both to
express the collective voice of shareholders and for investors to gain some understanding of the
perspective of other investors. We think this aspect of utility in shareholder proposals is entirely
lost on management-oriented groups that would like to confine all company/sharcholder
engagement o one-on-one communications.

On proxy advisory firms, we highlighted in our December 3 letter that: “Notably, at the end of the
Roundtable when the SEC staff asked if proxy advisory firms need additional regulation, no
panelist—including those speaking on behalf of the corporate community . . . —voiced any need
for new regulations. " One of those panelists was Patti Brammer, Corporate Governance Officer,
Ohio Public Employees Retirement System (OPERS). Consistent with her comments at the
Roundtable, a follow-up letter to the SEC explained:

OPERS does not believe additional regulation of proxy advisory firms is warranted.
If however, the SEC believes that some intervention is necessary, we urge the
Commission to carefully consider the consequences of any potential changes,
particularly for the investors that depend on the information provided by proxy
advisory firms. To the extent that a regulatory change increases our costs, delays
the information we need, or erodes the confidence we have in the independence of
the research reports we receive, there will be a negative impact on our members —
the law enforcement officers, university employees, librarians, road workers, and
others who depend on us for their retirement security. We respectfully request that
the SEC preserve our access to efficient, timely, and independent information from
our proxy advisory firm. ”

Another of those panelists was former Committee Chairman Senator Phil Gramm. Our members
and most market participants share the following view expressed by Senator Gramm at the

% December Letter, supra note 21, at 3-4; see generally Matt Egan, Corporate America Loves Deregulation. Then
Why Is It Pushing For These Rules?, CNN Bus,, Mar. 29, 2019,

hitps:/Awww.cnn.com/2019/03/2%/investing regulation-proxy-advisory-reform-sec/index.html (commenting that
some “say business groups are going after proxy advisers to silence shareholders by cutting them off from rigorous
research needed to scrutinize gaudy pay packages and evaluate complicated proposals on topics such as climate
change and minimum wage hikes”)

7 Letter from Karen Carraher, Executive Director, Ohio Public Employees Retirement System et al. to Brent I
Fields, Secretary, Securities and Exchange Commission 4 (Dec. 13, 2018), https:/wwiw.sec.cov/comments/4-
725/4725-4767821-176841.pdf.
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Hearing: “[M]y dealings with proxy advisors basically have been good. I think they listen [and] . . .
the problem is not proxy advisors.”*

CII also notes that in a post-Roundtable letter to the SEC, T. Rowe Price Associates, Inc. stated:
“We. .. would have significant concerns with any regulatory changes that would sacrifice the
objectivity of proxy advisor reports or introduce delays in the proxy voting process that, in an
already compressed and intensely seasonal voting cycle, could result in missed vote deadlines.””
We acknowledge that SEC Commissioner Elad L. Roisman and some others have raised some
legitimate issues regarding conflicts of interest, accuracy and completeness, pre-populating votes,
and overly standardized voting guidelines.*® While we concede that there is room for
improvement, we believe there are other more cost-effective avenues for improvements to proxy
advisory firms that do not require additional regulation.

ClI believes that the Commission could encourage private sector solutions, In particular, we
support strengthening of the Best Practice Principles for Shareholder Voting Research, a global
proxy advisory industry effort to improve standards.>! We also note that Glass Lewis (GL) recently
announced that they have established a Report Feedback Statement (RFS).* In response to
concerns about accuracy and completeness of information, the RFS provides an opportunity for
public companies and shareholder proposal proponents to express their differences of opinion with
GL analysis, and then have those comments delivered to 3000+ individuals who subscribe to GL's
research and voting services.

In addition, CII believes the Commission could consider improving the enforcement of its existing
guidance. SEC Staff Legal Bulletin No. 20 (SLB 20), in our estimation, already appropriately
requires investment advisors to ensure that voting recommendations are based on current and
accurate information and to identify and address conflicts of interest.*! If the SEC has evidence
that the provisions of SLB 20 regarding proxy advisory firms are not being complied with or are

% Transcript of Senate Banking, Housing and Urban Affairs Committee, hearing on The Application of
Environmental, Social, and Gevernance Principles in Investing and the Role of Asset Managers, Proxy Advisors,
and Other Intermediaries, Bloomberg Gov't at 14,

* Letter from Donna F. Anderson, Head of Corporate Governance, T. Rowe Price Assaciates, Inc. et al. to Brent I
Fields, Esq., Secretary, Securities and Exchange Commission 3 (Dec, 13, 2018), hitps://www.sec.gov/comments/4-
725/4-725 htm,

%0 See, e.g., Commissioner Elad L. Roisman, Keynote Remarks: ICI Mutual Benefit Funds and [nvestment
Management Conference (Mar. 18, 2019), https:/fwww.sec. gov/news/speech/speech-roisman-031819.

31 See The BPPG, Best Practices Principles for Shareholder Voting Research (last visited Apr. 8, 2019),
hitps://bpperp.info/.

% Katherine Rabin, CEO, Glass Lewis, Glass Lewis’ Report FeedBack Service: Direct, Unfiltered Commentary
from Issuers and Shareholder Proponents, Harv. L. Sch. F. on Corp. Governance & Fin. Reg. (Mar. 31, 2019),
hitps://corpgov.law harvard.edw/2019/03/31 fglass-lewis-report-feedback-service-direct-unfiltered-commentary-
from-issuers-and-shareholder-proponents/.

% 1d. at 2 (“The Report Feedback Statement service provides a unique opportunity for public companies and.
shareholder proposal proponents—the subjects of Glass Lewis research—to express their differences of opinion with
Glass Lewis” analysis, and then have those comments delivered through a umque, focused channel to 3,000+
individuals who subscribe to Glass Lewis’ research and voting services.”).

34 See, e.g., February Lefter, supra note 23, at 13 (“While we concede that there is room for improvement, SEC Staff
Legal Bulletin No. 20, in our estimation, already effectively requires investment advisors to ensure that voting
recommendations are based on current and accurate information and to identify and address conflicts of interest.”).




62

Page 8of 8
April 8, 2019

otherwise misunderstood by investment advisors, we would support more effective SEC oversight
and enforcement of the guidance and, if deemed necessary, clarification of the requirements.

Finally, the most critical point contained in our most recent letter to the Committee on the proxy
process bears repeating, In our view, by far the most cost-effective proxy related issue that the SEC
should devote its limited resources to, that would benefit capital formation and long-term
shareowner value, and that is supported by most issuers and investors, is modernizing the proxy
voling infrastructure using new technologies. > We respectfully request that the Committee focus
its important oversight role of the SEC’s proxy process project on this critical issue and the related
interim improvements of vote confirmation and universal proxy.

Fokok

If we can answer any questions or provide additional information that would be helpful to you or
the Committee, please do not hesitate to contact me at 202.822.0800 or jeffl@cii.org.

Sincerely,

by

leffrey P. Mahoney
General Counsel

3 See i at 10 (“Technological change now offers the opportunity to construct a better system with the potential to
fix a panoply of problems associated with proxy voting”); see also Andrea Vittorio et al., Regulating ISS, Proxy
Advisors 1s on SEC’s Radar Under Roisman, Mar. 12, 2019, hitps://mews bloomberglaw.com/corporate-
law/regulating-iss-proxy-advisers-is-on-secs-radar-under-roisman (Quoting a “former SEC official . . [that proxy
plumbing] ‘is one of the more important things to get done™”).

% See, e.g., February Letter, supra note 23, at 10-12 (discussion of proxy process project longer term and interim
Improvements).
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LETTERS SUBMITTED BY THE NATIONAL ASSOCIATION OF
MANUFACTURERS

” . Manufacturers

Chris Netram

Vice President,
Tax and Domestic Economic Polioy

April 2, 2019

The Honorable Mike Crapo

Chairman

Committee on Banking, Housing, and Urban Affairs
United States Senate

Washington, DC 20510

The Honorable Sherrod Brown

Ranking Member

Committee on Banking, Housing, and Urban Affairs
United States Senate

Washington, DC 20510

Dear Chairman Crapo and Ranking Mem ber Brown,

On behalf of the National Association of Manufacturers (NAM), | want to thank you for holding
today’s hearing on The Application of Environmental, Social and Governance Principles in Investing
and the Role of Asset Managers, Proxy Advisors, and Other Intermediaries.

Manufacturers look to the public market to finance pro-growth activities like business expansion and
job creation, which in turn set the stage for economic expansion right here in America. Atthe same
time, manufacturing workers - 67 percent of whom participate in a workplace retirement plan -
depend on the public market to invest for the future. A well-calibrated proxy process is key to
ensuring effective shareholder engagement and enhancing retums for manufacturing employees
and investors alike.

In recent years, manufacturers and their shareholders have experienced increased intrusions into
the proxy process from third parties that have little-fo-no stake in a company’s success.
Manufacturers now must contend with activists pursing agendas disconnected from long-term value
creation and proxy advisory firms seeking to inslitute one-size-fits-all standards through their
conflicted, error-filled voting recommendations. Today's hearing offers the Banking Committee an
important opportunity to consider the outsized influence that these market actors have on the
corporate governance policies of U.S. public companies and the risk they pose to the life savings of
millions of Main Street investors.

As you know, the SEC is also considering how best to ensure that the proxy process allows
companies fo focus on generating long-term returns for their shareholders. The NAM recently
submitted a comment letter o the SEC as a follow-up o its November 15, 2018, proxy roundtable
urging the Commission to take steps toward concrete reforms that would provide for effective
oversight of proxy firms and enhance the quality of information available to investors. | have
attached this letter for the record, as we believe it could provide useful insights to the Committee as
you continue your important work to improve the proxy process.

Tann
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On behalf of the 12 million men and women who make things in America, thank you for your

continued attention to these important issues.
Chris Netram

Vice President, Tax & Domestic Economic Policy

Sincerely,
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” Manufacturers

Chris Netram

Vice President,
Tax and Domestic Economic Policy

March 5, 2019

Brent J. Fields

Secretary

Securities and Exchange Commission
100 F Street NE

Washington, DC 205491090

Re:  File No.4-725: SEC Staff Roundtable on the Proxy Process
Dear Mr. Fields,

The National Association of Manufacturers (NAM) appreciates the opportunity to provide comments
to the Securities and Exchange Commission (SEC) as a follow-up to its November 15, 2018,
roundtable on the proxy process. We urge the Commission to build on the robust discussion of proxy
advisory firms at the roundtable and take steps toward concrete reforms that would provide for
effective SEC oversight of proxy firms and enhance the quality of information available to investors.

Manufacturers often turn to the capital markets to finance pro-growth activities like business
expansion and job creation, which in turn set the stage for economic expansion right here in
America. Al the same time, manufacturing workers — 67 percent of whom participate in a workplace
retirement plan’ - depend on the public market to invest for the future. NAM members and their
employees are significantly impacted by the outsized role that proxy advisory firms play in America’s
capital markets.

The NAM submitted a comment letter on October 30, 2018, in advance of the November
roundtable?; as we said in that lelter, proxy advisory firms “have enormous influence over the
corporate governance policies of U.S. public companies - decisions that impact the direction of a
business and the life savings of millions of Main Street investors.” The NAM has no objection to
proxy firms providing information to the marketplace; however, advice that is tainted by undisclosed
conflicts of interest, errors, one-size-fils-all decision-making, and a lack of transparency imposes
significant costs on manufacturers and manufacturing workers. We appreciate the SEC’s continued
altention fo this vilal issue, and we encourage the Commission o consider the following reforms to
better regulate the role that proxy advisory firms play in the marketplace and provide more effective
oversight of their business.

I Amend or Supplement Release No. IA-2106 to Clarify Investment Advisers’
Obligations Under Rule 206(4)-6

SEC Rule 206(4)-6 requires that investment advisers adopt policies and procedures lo ensure that
they are making proxy voting decisions in their clients’ best inferests. A key concern in making this
determination is how the adviser addresses any material conflicts thal may divide their interests from

" National Compensation Survey. Employes Benefits. Bureau of Labor Statistics, March 2018,
hitps./Awww. bls govincs/ebs/benefits/2018fownership/privateitable(2a pdf.

2 https: fwww sec.gowicomments/d-7254725-4581799-176285 pdf
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those of their clients. Guidance in Release No. IA-2106 allows advisers to cleanse themselves of
any potential conflicts of interest by relying on the voting recommendations of an “independent third
party.” Though |A-2106 notes that the effectiveness of policies and procedures designed to mitigate
potential conflicts “will tum on how well they insulate the decision on how to vote client proxies from
the conflict,” many investment advisers nonetheless rely on proxy advisory firms that have
substantial conflicts themselves. More clarity is needed on the guardrails around how investment
advisers can utilize independent third parties in order to ensure that proxy voting decisions are made
in the best interests of the middle-class Americans whose retirement accounts are at stake.

Reinforce Investment Advisers’ Fiduciary Duty When Utilizing Proxy Firm Recommendations

Most importantly, the SEC should clarify that reliance upon the recommendation of an independent
third party is not sufficient, in and of itself, to avoid conflicts of interest and/or to fulfill an investment
adviser's fiduciary duty to its clients. Utilizing a third party may be one of the steps an adviser takes
to avoid conflicts, but the ultimate evaluation as to whether a conflict arises (and thus whether an
adviser's fiduciary duty has been fulfilled) must be undertaken on an issuer-by-issuer and issue-by-
issue basis. Reliance on a proxy firm that is itself conflicted would simply trade the adviser's
potential conflicts for the firm's and thus not be effective in protecting an investor's interests.
Expanding the conflicts of interest language in Section [I{A)(2)(b) of IA-2106 to clarify that an
independent third party is not necessary to fulfill an investment adviser's fiduciary duty, nor is it
sufficient to do so absent complementary analysis that shows an issue-specific decision was made
in the investor's best interest, would provide more effective guidelines to investment advisers as they
design their internal policies and procedures to avoid conflicts.

The SEC could also mandate that investment advisers relying on proxy advisory firms'
recommendations contractually require that the firms live up to the same fiduciary duty standard to
which the advisers themselves are held. Such a step would ensure that all parties involved in
deciding how an investor's shares should be voted are guided by that investor's best interests. It
would also make clear to investors that their needs are the driving force behind decisions made with
their money, as well as allow for effective oversight of proxy firms' decision-making processes under
the applied fiduciary duty standard.

It is important to note that the NAM does not believe that prohibitions on investment advisers' use of
proxy advisory firms or other third parties are necessary. Indeed, the institutional investors
participating in the November roundtable made clear that proxy firm research is a vital facet of their
decision-making process — and quality, conflict-free external advice that enables investment advisers
to act in the best interests of their clients can only benefit Main Street investors. Manufacturers
simply believe that investment advisers have a duty to ensure that the research and
recommendations on which they rely actually help them avoid conflicted votes rather than
introducing new conflicts.

Clarify the Definition of “Independent Third Party”

Within the framework of 1A-21086, the SEC could also build out the definition of “independent third
party” in order to give investment advisers better tests of a proxy firm's independence. Clearer
guardrails would enable investment advisers to make a more informed choice about whether and
how to utilize a third party; these tests would also incentivize proxy advisory firms to make targeted
reforms to their business model in order to maintain their investment adviser client base. For
example, qualification as “independent” under I1A-2106 could hinge on, among other things:
¢ Avoidance of conflicts of interest relevant to a given issuer or issue and appropriate
mitigation of any conflicts that arise;
» Public disclosure of any conflicts of interest as well as clear communication of issuer- and
issue-specific conflicts directly to the investment adviser; and



67

+ Delivery of issuer- and issue-specific recommendations rather than a reliance on one-size-
fits-all guidelines.

Alternatively, the SEC could consider removing mention of independent third parties from 1A-2106
entirely. Such a modification would in no way prohibit investment advisers from engaging the
services of a proxy firm (or other third party), nor would it prevent reliance on a third party from being
one of the many potential policies and procedures that advisers could adopt in order to attempt to
avoid conflicted voting decisions. It would, however, undercut the flawed presumption that conflict
mitigation is a de facto offshoot of the investment adviser-proxy firm relationship — instead making
clear that the decision to utilize a proxy firm to guide proxy votes would be subject to the same
effectiveness test as any other conflict mitigation strategy.

Improve Disclosure of Policies and Procedures Related to Third Party Influence

In the event that an investment adviser utilizes a third party to help shape an investor's proxy votes,
the adviser should take proactive steps to ensure that their clients have access to information that
will allow them to fully understand the palicies and procedures that led to any final voting decision.
Rule 206(4)-6 requires that investment advisers “[d]escribe fo clients [their] proxy voting policies and
procedures;” expanding on this requirement, especially as it relates to reliance on third parties,
would help prioritize investment advisers' fiduciary duty in their choice of proxy advisory firms and
ensure that one-size-fits-all guidelines do not overtake well-reasoned, issue-specific voting
decisions.

For example, many market participants have made clear that the voting infrastructure offered by the
proxy firms is an invaluable client service. The NAM in no way wants to interfere with institutional
investors' ability to utilize that infrastructure, but we do believe that institutions should disclose to
their clients if and how they review their ballots before they are auto-cast by the proxy firms.

More generally, advisers should disclose what policies are in place to ensure that investors' best
interests are represented throughout the decision-making process. For example, advisers should
disclose whether the proxy firms on which they rely gave issuers sufficient time to review and
respond to draft recommendations and, if not, why they are relying on a recommendation that could
contain erors ar misconceptions. Similarly, investment advisers should be required to disclose their
“custom” voting policies to their clients, as well as fo what extent their final votes aligned with proxy
firm recommendations, so that investors can evaluate the degree to which a proxy firm’s one-size-
fits-all guidelines are being applied to their holdings. These sorts of disclosures would help investors
better understand the relationship between investment advisers' fiduciary duty and the proxy firms’
voling recommendations, as well as allow them to evaluate for themselves how effectively their
votes are being cast.

Make Clear That Investment Advisers Are Not Required to Vote Every Proxy

In 1A-2108, the Commission notes that it is not the case “that an adviser that fails to vote every proxy
would necessarily violate its fiduciary obligations," and, further, that “[tlhere may even be times when
refraining from voting a proxy is in the client's best interest.” Similarly, Staff Legal Bulletin No. 20
(SLB 20) envisages “proxy voting arrangements in which the adviser would not assume all of the
proxy voting authority,” including instances where expending the time and resources to vote a proxy
would not be in the client's best interest, agreements between client and adviser that the adviser will
abstain from voting on all proxies or on certain types of proposals, and arrangements where the
adviser always votes in favor of management or a particular shareholder proponent.

Despite this seemingly clear guidance, investment advisers nonetheless often feel pressure to vote
on every issue in every proxy contest. This gives rise to a paradigm wherein many advisers institute
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policies to vote every proxy despite a lack of internal resources or expertise necessary to fully
evaluate each voting decision on a company-by-company basis. This may have been exacerbated,
to some extent, by the 2004 no-action letters issued to ISS and Egan-Jones - which the SEC has
now withdrawn.

The pressure to focus on ballot measures that do not impact long-term value creation for investors
can distract advisers from the issues most important to investor retums and stretch their intemal
resources - forcing them to rely more heavily on proxy advisory firms. This increases costs and
exacerbates issues with proxy firms by creating more opportunities for their inaccurate and conflicted
recommendations to impact shareholders, despite the fact that SEC guidance has made clear that
advisers do not have to vote every proxy in the first place. Any amendments fo IA-2106 should
continue to emphasize that investment advisers are always required to act in a client’s best interests,
including in situations where choosing not to exercise their proxy voting authority is the best choice
for an investor.

II. Replace the 2004 1SS and Egan-Jones No-Action Letters With Guidance That
Effectively Enforces Staff Legal Bulletin 20

As we said in our October 30, 2018, comment letter in advance of the proxy roundtable, the no-
action letters issued to 1SS and Egan-Jones in 2004 largely allowed investment advisers to
outsource their decision-making and voting power to the proxy advisory firs, Specifically, we noted
that the no-action letters enabled investment advisers to ignore the firms’ significant conflicts of
interest even as they took steps to utilize the firms to mitigate their own conflicts and, more
generally, entrenched proxy firms’ place in the market and allowed their one-size-fits-all, non-
transparent approach to corporate governance to flourish. As such, we called the SEC staff's
decision to withdraw the no-action letters “an important first step toward restoring the primacy of a
fund manager’s fiduciary duty to protect investors’ retirement savings.”

As the SEC considers how best to replace the now-withdrawn no-action letters, the NAM
encourages the Commission to look for ways to undergird SLB 20, which provides guidance on
investment advisers' responsibilities in voting client proxies and utilizing proxy advisory firms.
Though SLB 20 did not take the step of withdrawing or overriding the 2004 no-action letters when it
was released in 2014, its guidance should prove useful for investment advisers considering proxy
firms' impact on their voting decisions now that the letters have been withdrawin - especially if the
key facets of SLB 20 are supported by additional rulemaking. For example, under SLB 20
investment advisers retaining a proxy firm are required to:

+ “Ascertain, among other things, whether the proxy advisory firm has the capacity and
competency to adequately analyze proxy issues;”

+ “Consider...the robustness of [the proxy advisory firm's] policies and procedures regarding
its ability to (i) ensure that its proxy voting recommendations are based on current and
accurate information and (ii) identify and address any conflicts of interest;”

+ “Adopt and implement policies and procedures that are reasonably designed to provide
sufficient ongoing oversight of the [proxy advisory firm] in order fo ensure that the investment
adviser, acting through the [proxy advisory firm], continues to vote proxies in the best
interests of its clients;”

+ “Establish and implement measures reasonably designed to identify and address the proxy
advisory firm's conflicts that can arise on an ongoing basis;" and

+ Inthe event of a material factual error impacting a recommendation, ‘take reasonable steps
to investigate the error...and seek to determine whether the proxy advisory firm is taking
reasonable steps to seek to reduce similar errors in the future.”

Additional guidance or rulemaking underscoring these requirements would make clear that
investment advisers have a substantial due diligence requirement when utilizing a proxy firm's
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research and recommendations and underscore the need for reform on the part of the firms in order
to meet these standards. Guidance or rulemaking could also clarify how the Commission plans to
hold advisers to these standards going forward, as well as what options might be available for the
adviser's clients to ensure that the due diligence requirements are upheld with regard fo their
investments.

The NAM believes that advisers could comply with SLB 20's requirement that they “identify and
address the proxy advisory firm's conflicts” by verifying, on a case-hy-case basis, that any given
proxy firm recommendation is not poisoned by the firm’s conflicts of interest. Similarly, we believe
that investment advisers could require that proxy firms give issuers sufficient time to review and
respond to draft recommendations in order to ensure they are “continu(ing] to vote proxies in the
best interest of [their] clients” under SLB 20 - after all, a process that allows issuers to identify
mistakes and provide alterate perspectives can only improve the quality of the final vote decision.
Advisers could also, per the requirements to ascertain competency and to investigate errors, require
that the firms take steps to confirm that they are not negligent in consistently making errors and
misrepresenting company proposals — especially since a recent study found that there were 139
instances of factual errors, analytical errors, or serious disputes reported in supplemental proxy
statements over the last three years alone

We also believe, as outlined in our previous comment letter, that a process that allows investment
advisers to fulsomely evaluate proxy firm recommendations that have been contested by an issuer
would support compliance with SLB 20. Such a process would allow for an issuer to respond to the
recommendation and include their dissenting opinion in the proxy firm materials alongside the
recommendation and an explanation of any significant errors or departures in methadology. In such
a situation, an investment adviser would not fuffil its fiduciary duty to investors if i relies on a pre-
existing automatic voting policy with the proxy firm; instead, it would be required to substantively
evaluate the discrepancy between the firm's recommendation and the issuer's point of view and
make an affirmative decision in the best interest of the investors whose funds it manages.

It is apparent that the market would benefit from clarity in the wake of the withdrawal of the ISS and
Egan-Jones no-action letters. The SEC now has the opportunity to take steps to provide effective
guidance around the requirements of SLB 20 in order to set clear guardrails for the investment
adviser-proxy firm relationship and foreground both parties’ obligation to enhance long-term
shareholder value for Main Street investors.

. Amend the Exemptions to the Proxy Solicitation Rules to Require Reforms on the
Part of Proxy Advisory Firms

Proxy advisory firms rely on the SEC Rule 14a-2(b) exemptions from the proxy solicitation rules to
avoid the Schedule 14A regulatory regime. Specifically, the firms qualify for an exemption under
Rule 14a-2(b)(3), which states that the proxy solicitation rules do not apply to “[t]he furnishing of
proxy voting advice" provided certain standards are met. The NAM supports clarifying and
expanding the restrictions under Rule 14a-2(b) to ensure that proxy advisory firms furnish advice to
institutional investors that is developed with the best interests of Main Street investors in mind.

Though the firms rely on the Rule 14a-2(b)(3) exemption, they nevertheless claim that such reliance
is not technically necessary for them to avoid Schedule 14A because they are “contractually
obligated” to provide their recommendations. Notably, ISS’s letter to the Senate Banking Committee
dated May 30, 2018, contends that providing proxy voting advice to clients does not constitute a
solicitation in the first place, despite guidance to the contrary in SLB 20. This argument is

* Placenti, Frank M., Are Proxy Advisors Really A Problem? October 2018, http:/faccfcorpgov.orghup-
content/uploads/2018/10/ACCF _ProxyProblemReport_FINAL. pdf.
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disconnected from the fact that proxy firm analysis has become an integral part of the regulated
solicitation process, as well as the safe harbors the SEC has previously recognized for investment
advisers' reliance on the firms’ “independent” analysis. SEC clarification that the fumishing of proxy
voling advice as practiced by proxy firms does indeed qualify as proxy solicitation - thus
necessitating a reliance on an exemption — is clearly needed to rectify this misperception.

Furthermore, though the firms’ contractually obligated voting recommendations are clearly
solicitations, none of the Rule 14a-2(b) exemptions were specifically designed with proxy firms in
mind, including the exemptions discussed in SLB 20. Given the firms’ need to rely on an exemption,
modifications to Rule 14a-2(b) to specifically cover contractually obligated solicitations would ensure
the exemptions are working properly.

Amendments to the proxy solicitation exemptions should address the key structural flaws endemic to
the proxy firms’ business model - namely, their one-size-fits-all policies, lack of transparency,
propensity for errors, misleading assumptions about key benchmarks like peer groups, lack of
dialogue with issuers, problematic robo-voting policies, and significant conflicts of interest. The SEC
should amend Rule 14a-2(b)(3) (or create a new exemption) to provide an exclusive safe harbor for
contractually obligated solicitations. Any such safe harbor should condition proxy firms' reliance
upon the exemption on the following requirements:

+  Proxy firms should allow all issuers, not just the largest companies, access to draft
recommendations. Currently, one of the two leading firms only provides draft reports to
companies in the S&P 500, while the other charges issuers a fee to review
recommendations; going forward, productive engagement with all issuers should be the
nom.

+  Proxy firms should give issuers sufficient time to review draft recommendations. A review
period of at least five business days would provide for enough time for companies to spot
mistakes, correct misunderstandings, and proactively engage with their investors.

+  Proxy firm reports should include an issuer’s dissenting opinion explaining the reasoning
behind management's preferred course of action and/or highlighting errors in the firm's report
in the event a recommendation is contested. Proxy firms would be under no obligation to
modify any recommendation; the dissenting opinion would simply give investors additional
information from the company’s perspective.

+  Proxy firms should be required to justify any significant departures in methodology (e.g.,
differences in determining peer group, disclosed compensation, or cther key business
metrics) that lead to discrepancies between the firm's understanding of an issue and the
company's stance, as well as explain the reasoning for the application of any one-size-fits-all
guidelines that may not be appropriate to evaluate a given issuer.

+  Proxy firms should be required to publicly disclose any conflicts of interest to make clear to
the entire marketplace the incentive structure underlying the firms’ recommendations on any
given issuer. This public disclosure would be complemented by individual conflicts
disclosures (related to specific issuers or individual ballot measures) on the proxy reports
disseminated to investment advisers.

+  Proxy firms should disable any default vote settings in the event that a recommendation is
contested by an issuer. This would prevent automatic votes on contentious issues (while
smoothing the process on non-contested issues) and instead allow an investment adviser
time to make a considered decision by weighing the relative merits of the firm's
recommendation and a company'’s dissenting opinion. Once an affirmative decision is
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reached, the adviser could confirm the choice with the proxy firm and the vote would be cast
accordingly.

Providing an exclusive safe harbor by making these commonsense reforms to Rule 14a-2(b)(3) (or
by providing for a new exemption under Rule 14a-2(b)) would incentivize the proxy advisory firms to
make the internal changes necessary to improve accuracy, enhance transparency, and address
conflicts of interest. Furthermore, such a safe harbor would provide clear guidance to investment
advisers relying on proxy firms as "independent” third parties under 1A-2106 as to the standards to
which the firms should be held. Ultimately, clarifying and expanding Rule 14a-2(b) would lead to
significant improvements in the breadth and quality of information available to investment advisers
and ensure that the advisers and the firms both clearly understand the regulatory paradigm in which
the firms operate.

V. Require Proxy Advisory Firms to Register With the SEC

The NAM believes that the SEC can make significant progress toward effective oversight of proxy
advisory firms via the targeted reforms to the existing regulatory regime discussed above. However,
the Commission also has the statutory authority to consider a more direct approach to proxy firm
reform: registration with the Commission, as envisioned by the Corporate Governance Reform and
Transparency Act. Requiring proxy advisory firms to register with the SEC would allow the
Commission to set metrics related to conflict mitigation, transparency, responsiveness, and accuracy
and make registration contingent upon a proxy firm's compliance with the published standards. As
the SEC contemplates how best to make reforms that reduce proxy firms’ outsized influence and
emphasize all market actors’ fiduciary duty to America’s Main Street investors, it should continue to
give careful consideration to all policy solutions it has the authority to implement - including a
registration regime.

ok ok

The NAM applauds the SEC for considering the role that proxy advisory firms play in America's
capital markets and how targeted reforms and effective oversight can reduce the firms’ influence and
reinforce investment advisers’ fiduciary duty to Main Street investors. We encourage the SEC to take
concrete action o address these issues, and we look forward to working with you to ensure that
America's public markets continue to support the growth of manufacturers in all 50 states.

On behalf of the NAM and the 12 million men and women that make things in America, thank you for

your attention to these concerns.
Chris Netram

Vice President, Tax & Domestic Economic Policy

Sincerely,
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LETTER SUBMITTED BY SOCIETY FOR CORPORATE GOVERNANCE

A SOCIETY

for Corporate Governance

April 19,2019

The Honorable Senator Mike Crapo The Honorable Senator Sherrod Brown
Chairman Ranking Member

U.S. Senate Committee on U.S. Senate Committee on

Banking, Housing and Urban Affairs Banking, Housing and Urban Affairs
534 Dirksen Senate Office Building 534 Dirksen Senate Office Building
Washington, DC 20510 Washington, DC 20510

Dear Chairman Crapo and Ranking Member Brown:

On behalf of the Society for Corporate Governance, we thank the U.S. Senate Banking
Committee for considering the important issue of proxy advisory reform. In November 2018, a
strongly bipartisan group of Senators, including Senator Jack Reed, Senator David Perdue,
Senator Thom Tillis, Senator Doug Jones, Senator John Kennedy and former Senator Heidi
Heitcamp, introduced S.3614, The Corporate Governance Fairness Act of 2018 (the “CGFA™), to
advance the regulation of proxy advisory firms by the SEC. We are hopeful that this legislation
will be reintroduced in the 116" Congress. This legislation strengthens our capital markets and
protects investors by addressing proxy advisor firm conflicts of interest, improving transparency
and providing basic due process to public companies that will improve the accuracy of
information provided to investors. The CGFA will improve investor access to accurate and
unbiased information by requiring entities that meet the definition of a "proxy advisory firm" to
register with the SEC under the Investment Advisers Act of 1940. It also directs the SEC to
complete a targeted examination of the proxy advisory firms® communications to their clients,
and policies and practices related to their management of conflicts of interest. Finally, the
legislation requires the SEC to consult with all relevant stakeholders and produce a report to the
Congress that reviews the same issues mandated by the targeted examination, and outlines
whether the SEC should consider additional protections related to proxy advisory firms.

We urge support of the CGFA.

Background

Founded in 1946, the Society is a professional membership association of more than
3,700 corporate and assistant secretaries, in-house counsel, outside counsel and other governance
professionals who serve approximately 1,700 entities, including 1,000 public companies of
almost every size and industry. Society members are responsible for supporting the work of
corporate boards of directors and the executive managements of their companies on corporate
governance and disclosure matters."

! A more complete articulation of the Society’s concerns regarding proxy advisory firms can be found in the
Society’s comment letter filed in connection with the SEC’s Proxy Process Roundtable in November, 2018:
https://www.sec.gov/comments/4-725/4725-4640411-176449 pdf
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While there are five primary proxy advisory firms in the U.S., today the market is
essentially a duopoly consisting of Institutional Shareholder Services (“ISS”), owned by private
equity firm Genstar, and Glass Lewis & Co. (“Glass Lewis”), a portfolio company of the Ontario
Teachers’ Pension Plan Board. The voting recommendations made by these proxy advisory firms
are the single most influential pronouncements each year on the composition of a public
company’s board, its executive compensation policies, and an increasingly diverse range of
shareholder proposals

Proxy advisory firms are one of the few participants in the proxy voting process that are
not generally required to be registered or regulated by the SEC. Proxy statements are subject to
regulation under the Securities Exchange Act of 1934 (including liability thereunder for
misstatements or omissions); proxy advisory firm reports, however, are not. Yet, many
institutional investors rely upon them just as heavily, if not more so, in making voting and
investment decisions. There is little accountability by proxy advisory firms despite having an
outsized impact on critical governance matters at widely held companies.

The Society’s concerns regarding proxy advisory firms fall into three categories:
conflicts of interest, transparency and due process.

Conflicts of Interest

1SS, the largest proxy advisory firm, has a foundational conflict of interest—it provides
clients with voting recommendations on a company’s corporate governance and compensation
policies and also seeks to be hired by these same companies to provide paid corporate
governance and/or compensation consulting services.

Society members have reported being contacted by ISS” corporate consulting sales force
suggesting that they have a unique ability to help fix any problems that the company has had
with a previous vote if they hire ISS for a consulting engagement. And in these conversations
with the sales force, companies are offered a tiered service level where more ISS involvement
and insights come at a higher price. In addition, ISS now offers an environmental and social
scorecard consulting service, for an added cost.

A conflict of interest applicable to all proxy advisors is that such firms provide voting
recommendations on shareholder proposals that may have been submitted by their institutional
investor clients without disclosing that such a conflict exists. Further, ISS has a paid service for
shareholder proponents to help them craft proposals that will pass muster under SEC rules. In
addition, proxy advisors also sell data and other analytical tools to institutional investors and
hedge funds?, and then simultaneously recommend votes on all matters, including these same
hedge funds’ proxy contests.

These conflicts should be subject to regulation that would require specific and prominent
disclosure to institutional investor clients in voting reports so that they may evaluate this
information in the context of the proxy advisors” voting recommendations.

? https:/www.sustainalytics.com/press-release/sustainalytics-glass-lewis-corporate-governance-data-services-
offering/
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Transparency of Firm Procedures

Currently, proxy advisory firms are largely unregulated, resulting in a lack of
transparency. There is no regulatory regime that governs the manner in which these firms
develop their policies or form the recommendations or ratings they make. While ISS can be
commended for incorporating a public survey of interested parties as part of its annual policy
development, there remain issues with this process. For example, while the survey is indeed open
to institutional investors, corporate executives, board members and any other interested parties, it
is unclear how ISS determines the particular topics, survey questions and response options it
publishes for comment each year. Further, ISS does not disclose how it weighs the survey
responses in its final policy changes. Notwithstanding their time and effort in participation,
corporates generally see little evidence that their points of view have been taken into account in
1SS’ development of its final policies. Thus, it is unclear how ISS actually internalizes the survey
responses it does receive, including whether one group of respondents drives the ultimate policy
changes or not.

Glass Lewis does not conduct a formalized survey solicitation process, although it does
allow stakeholders to provide feedback on its proxy voting guidelines via its website on an ad
hoc basis and relies on an “independent research advisory council,” which includes limited
corporate representation, for feedback on its voting policies. As with ISS, it is unclear how any
of the foregoing feedback is ultimately reflected in Glass Lewis® decisions to make policy
changes or in the substance of any changes made.

Balanced regulation by the SEC, as contemplated by the CGFA, could improve proxy
advisor transparency.

Due Process

Proxy advisory firms make proxy recommendations on every public company in the
United States, and thousands of public companies around the world. The scale and complexity of
making proxy voting recommendations for thousands of companies during “proxy season”
effectively requires proxy advisors to do all their analysis from February to June, with most
recommendations coming out during a 6-8-week period.

Reading and accurately digesting thousands of proxy statements, annual reports, and —
increasingly — corporate social responsibility and sustainability statements in a condensed time
period creates an environment conducive to errors. Given the volume of analysis and the
likelihood that errors or misjudgments may occur, it would be reasonable to assume that
companies would have the opportunity - indeed, the right — to review and correct any
Inaccuracies in the proxy voting reports. To the contrary, there is currently no requirement for
proxy advisors to provide companies with an opportunity to review and correct voting reports
prior to their issuance.

As aresult, most companies today are not able to see proxy voting reports about
themselves until after each report has been issued. ISS provides its draft proxy voting reports to
S&P 500 companies, but provides draft reports to smaller companies only on a discretionary
basis or only after the companies have completed a paid subscription to their service. Further,



75

A SOCIETY

for Corporate Governance

any draft report that is provided to a company is accompanied by a very short turnaround time of
no more than 72 hours before final publication to 1SS’ institutional investor clients, Additionally,
1SS does not normally provide draft reports for any special meeting or any meeting where the
agenda includes a merger or acquisition proposal, proxy fight or “any item that ISS, in its sole
discretion, considers to be of a contentious or controversial nature.” Thus, in the situations
where an ISS report may be the most consequential, companies often are not able to view a draft
atall. Glass Lewis does not provide a copy of its final reports to any public company that does
not pay for its reports or otherwise subscribe to its services.

The inability to review draft reports from proxy advisory firms as a matter of right means
that companies who want factual errors or omissions corrected are often unable to get a response
from proxy advisory firms until it is too late, i.e., until after votes have been cast on the basis of a
recommendation that relied — at least in part — on inaccurate or incomplete information.

The balanced regulation contemplated by the CGFA would be a real step towards the due
process required by traditional notions of fairness.

Conclusion

We commend this Committee for taking a detailed look at the regulation of proxy
advisory firms and urge your support of the concepts embodied in the strongly bipartisan and
balanced Corporate Governance Faimess Act of 2018. This legislation would help ensure that
investors receive the transparency and regulatory protections they deserve, that public companies
continue to thrive and create jobs, and that our capital markets remain the driver of economic
growth in America.

Sincerely,
L4.0. %

Darla S. Stuckey
President & CEO
Society for Corporate Governance

cc.  The Honorable Senator Jack Reed
The Honorable Senator David Perdue
The Honorable Senator Doug Jones
The Honorable Senator Thom Tillis
The Honorable Senator John Kennedy

¥ https://www issgovernance com/contact/fags-engagement-on-proxy-research/

4
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REVISED AND EXTENDED REMARKS AT THE GREENWICH ROUND-
TABLE PANEL DISCUSSION ON ESG: PATH TO PROSPERITY OR PHIL-
ANTHROPIC CONFUSION BY BARBARA NOVICK, VICE CHAIRMAN,
BLACKROCK

BLACKROCK

Revised and Extended Remarks at the Greenwich Roundtable
Panel Discussion on ESG: Path to Prosperity or Philanthropic Confusion
Barbara Novick, Vice Chairman

Greenwich, CT
January 17, 2019

Good morning, and thank you for inviting me to the Greenwich Roundtable. | plan to cover
several aspects of Environmental, Social, and Governance (ESG) investing, starting with some
historical context then touching on the regulatory landscape. Mostly, we will talk about the
‘value’ vs. 'values' distinction and the data behind value-driven investing. And finally, | will touch
on investment stewardship and the role of asset owners,

Historical Context

ESG & Sustainable Investing reflects a decades-long journey. As | will discuss today, what
began as a 'values’ discussion has evolved over time and is increasingly about ‘value’, and the
idea that governance, environmental and social issues can drive investment value over time.

In April, 2006, the Principles of Responsible Investing (PRI) were launched with 63 signatories
accounting for $6.5 frillion of assets under management.! The PRI's goal was “to commit to...
incorporate ESG into investment analysis and decision making processes” and to “report
on...activities and progress towards implementing the Principles.? Over the past 12 years, the
PRI have grown to over 1900 signatories accounting for over $80 trillion in AUM.® In the past
five years alone, the number of signatories has increased by 65% and AUM has increased by
240%.

ESG factors are gaining prominence in the asset management industry and are now
incorporated into a sizable portion of the world's managed asset. According to the Global
Sustainable Investment Alliance (GSIA), approximately 26% of the assets under management
globally already incorperate ESG factors in some form.* Not surprisingly, companies and asset
owners are aligning their businesses and their investments with the UN Sustainable
Development Goals (SDGs).> According to KMPG's survey of Corporate Responsibility
Reporting, 40% of the world's 250 largest corporations discuss the SDGs in their corporate
reporting &

While we can all agree that interest in sustainable investing has soared within the business
community, there is little agreement about what is actually being discussed. The problem starts
with a range of definitions of terms. For example: ‘ESG Investing’, "Sustainable Investing’,

T “About the PRI", PRI, available at https:www.unpri ora/pri/about-the-pri

* “What are the Principles for Responsible Investment?", PRI, available at https: (www.unpri ora/brifwhat-are-the-principles-for-
responsible-nvestment.

¥ See Footnote 1.
“2016 Global Sustainable Investment Review", Global Sustainable Investment Alliance, pg. 7, available at http:/fwww. gsi-
alliance orafwp-contentiuploads/2017/03/GSIR_Review2016 F.pdf

F Moreil about the UN D ol Goals available at
hitps: fAwww.un, org/sustainabledevelopment/sustainable-development-goals/.

& *How to report on the SDGs: What good looks like and why it matters (Feb. 2018), KPMG, pg. 6, available at
https: ffassets kpma/content/dam/kpmax/indf/2018/02/enw-to-report-on-sdgs pdf,
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‘Responsible Investing’, ‘Ethical Investing’, and ‘Impact Investing’ are often used
interchangeably, requiring one to consider the speaker and the context of their remarks to
understand the meaning of the terms.

Current Debate

The increased interest in sustainable investing has led to a public debate about whether
corporations should pursue ‘Profit or Purpose’, a debate which is somefimes framed as ‘Milton
Friedman versus Larry Fink'.

In 1962, in Capitalism and Freedom, Friedman wrote:

There is one and only one social responsibility of business—to use its resources and
engage in activities designed fo increase its profits...”

Last year, in what has become known as ‘Larry’s letter’ (referring to the annual letter Larry Fink,
CEO of BlackRock, writes to other CEOs around the world) Larry Fink wrote:

Society is demanding that companies, both public and private, serve a social purpose,
To prosper over time, every company must not only deliver financial performance, but
also show how if makes a positive contribution to society. Companies must benefit all of
their stakeholders, including shareholders, employees, customers, and the communities
inwhich they operate.

When this letter was written, we did not realize how much of an uproar it would create.
However, thinking about the world we live in today, it would seem obvious that companies face
different pressures than they did in 1962. As we have seen, the ‘age of the internet’ and the
mindset of Millennials has changed the environment for businesses.

If you are not convinced of this, just think about how the ‘#MeToo movement’ has changed
views on sexual harassment. Or think about the 20,000 employees who walked out in protest at
Google in November 2018. Finally, think about the employment numbers in the US and the
current ‘war for talent’. Should companies treat their employees well to retain talent, or should
they act as if everyone is a cog in a wheel that can be quickly and easily replaced?

The discussion around sustainable investing has not been immune from this debate about
profits versus purpose as voices argue whether consideration of ESG factors is a push for
certain values or rather another factor that is a driver of shareholder value. Yet, it seems
obvious that human capital management is an important aspect of managing companies. And
this is just one example of sustainability.

Hopefully your takeaway from today’s talk will be that we do not have a binary choice, and that
due to broad and accelerating societal trends 'Profit AND Purpose’ are increasingly symbiotic
and aligned, particularly in regards to ESG.*

7 Milton Friedman, Capitalism and Freedom (1962)

& Larry Fink's 2018 Letter to CEOs: A Sense of Purpose, available at hitps:/fwww blackrock.com/corporate investor-
relations/201&-larry-fink-ceo-letter.

¢ Formore on the alignment of profit and purpose see Larry Fink's 2019 Letter to CEQs: Purpose and Profit, available at
https: fhaei. blackrook.com/corporate/investor-relation sharry-fink-ceo-letter,
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Regulatory Landscape

Regulation plays an important role in this discussion. To start, there are obvious regional
differences in how to think about and how to approach ESG issues. For example, the EU is
actively debating how far to go, contemplating everything from mandatory reporting, to requiring
the inclusion of ESG criteria in investing, to defining a taxonomy around what it means to be
‘green’, and more. Meanwhile, the US has taken a less proactive approach, especially when it
comes to prescriptive rules.

SEC Chairman Clayton raised issues related to disclosure and reporting at a recent Investor
Advisory Committee meeting. In his own words:

...a key responsibility of the SEC is to ensure that the mix of information companies
provide to investors facilitates well-informed decision making. The concepts of materialty,
comparability, flexibility, efficiency and responsibility are the linchpins of our approach.

Chairman Clayton goes on to say:

...companies should focus on providing material disclosure that a reasonable investor
needs to make informed investment and voting decisions based on each company’s
particular facts and circumstances..."0

Similarly, IOSCO just issued a statement on ESG disclosures which stated issuers should
provide “full, accurate, and timely disclosure of financial results, risks, and other information
which is material to investors’ decisions."!

And, of course, the Department of Labor (DoL) weighed in this past year, particularly related to
how collateral benefits relate to an investment advisors’ fiduciary duty to its clients. In its Field
Assistance Bulletin in April 2018, the Dol states;

...the Department reiterated its longstanding view that, because every investment
necessarily causes a plan to forego other investment opportunities, plan fiduciaries are
not permitted to sacrifice investment return or take on additional investment risk as a
means of using plan investments to promote collateral social policy goals”

While this put many ESG proponents into a tailspin, the full guidance goes on to say:
To the extent ESG factors, in fact, involve business risks or opportunities that are
properly treated as economic considerations themselves in evaluating afternative
investments, the weight given to those factors should also be appropriate fo the relative

level of risk and return involved compared to other refevant economic factors. "

Which takes us to the heart of the debate.

0 Chairman Jay Clayton, “Remarks to the SEC Investor Advisory Committee”, (Dec. 13, 2018), full remarks available at
https: . sec.qovihewsispeech/clayton-remarks-investor-advisory-committee-meetina-121318

0 See "MSCI ESG Focus Indexes” at https:/www.msci.com/msel-esg-focus-indexes

' |0SCO, "Statement on Disclosure of ESG Matters by Issuers’, (Jan. 18 2019), available at
hifps: .i0sc0,01g/i bdocs/pdilOSCOPDE19.pdf.

2 United States Department of Labor, Employee Benefits Security Administration, Field Assistance Bulletin No. 2018-01, (Apr.
23, 2018), available at https.www.dol.qoviagenciesiebsalemployers-and-advisers/quidance ffield-assistance-bulletins/2018-01
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Investment Thesis: Value vs. Values

Are we talking about ‘value’ or ‘values'? Or as my fellow panelist this morning, Rob Sitkoff, calls
them 'Risk Return ESG' or ‘Collateral Benefits ESG'?"

‘Values-based investing' is a client-driven concept where the asset owner has a moral or ethical
view such that a certain industry does not align with their values. These clients choose to
specifically exclude (or include) investments based on the businesses companies are involved
in. This approach has the potential to change what is included in the investible universe and
hence incurs tracking error to traditional market benchmarks, both realties which investors
understand and accept. Alarge swath of ESG style investment products and strategies
continue to employ this approach.

‘Value-based investing' is a quite different concept. Here, the investor accepts that insights into
material governance, environmental, and social factors can be both positive and negative
drivers of returns. This is an investment thesis, and not a moral or ethical perspective on
companies. For example, a porffolio manager might choose to underweight tobacco companies
due to concerns about regulation or reduced demand for cigarettes rather than a wholesale
exclusion based on values.

As | mentioned earlier, the lack of agreement on definitions is part of the challenge in discussing
and debating the topic of ESG investing, and the values versus value distinction is a prime
example of that definitional challenge.

Yafit Cohn, Associate Group General Counsel at The Travelers Companies, expressed the
definitional problem well at the same hearing where Chairman Clayton made the remarks |
quoted earlier. She noted that "ESG has been conflated with impact investing....and with
corporate social responsibility”. Having spent a year grappling to understand ESG data and
ESG ratings, Yafit concluded:

...ESG, atits core, refers to the risks and opportunities that could impact a company's
ability to create value over the long term — and how the company is managing those
risks and taking advantage of those opportunities to ensure its long-term economic
sustainability’

We agree with this assessment. While ESG investing began years ago with values-based
strategies, and some asset owners continue to pursue values-based strategies, a growing
number of institutional investors are embracing ESG as they take a more investment-oriented or
value-based approach. At BlackRock, we call this ‘Sustainable Investing'.

¥ See Max M. Schanzenbach and Robert. H. Sitkoff, “The Law and Economics of Environmental, Social, and Governance
Investing by a Fiduciary’, Northwestern Law & Econ Research Paper No. 18-22, (Jan. 2019).

™ United States Securities and Exchange Commission Investor Advisery Committee Meeting, Dec. 13, 2018. See full video
recording of the meeting at hitps:iwww sec. qovlvideotwebcast-archive-player shimi2document id=lac121318.
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Understanding ESG Data

Inorder to use ESG factors to drive long-term value for our clients, it is important to have
consistent, high quality ESG data. A key question then is what data should investors consider?
And, of course, is this data available?

If you go back ten years, the answer would be unequivocally: ‘No'. In fact, limited data was
available, and the data that was available was of poor quality. However, a decade is a long
time, and the data has clearly evolved and improved since then. Yafit pointed out in that same
testimony that the ecosystem of for-profit and non-for-profit ESG-related entities is exploding.
She tallied a total of 55 surveys and data verification requests that Travelers received from ESG
rating organizations in just one year.'s

At BlackRock, we recently created a spreadsheet to track 75 known providers of ESG data.
These organizations include: MSCI, Sustainalytics, 1SS, Momingstar, JUST Capital, Ceres, and
the Carbon Disclosure Project (CDP). With this breadth of data providers, it is no wonder that
companies are complaining about ‘survey fatigue’.

While consistent, high quality data is important, the proliferation of data providers and rafing
agencies creates an expensive and wasteful situation where companies devote increasing
resources for reporting and fact checking. Meanwhile, there is little agreement on which
information is useful.

Unfortunately, the increased amount of work being done by corporates to answer this
bewildering array of survey and data requests does not yet translate into consistently helpful
information for investors. In fact, differing scoring systems produced by ESG rating agencies
can create confusion as the scores can vary significantly for an individual company and an
aggregate portfolio depending on whose standards are used. For example, Yafit cited the
differing ratings for an unnamed peer of Travelers in the insurance sector: Sustainalytics scored
them at 28.7%, while RobecoSAM scored them at 58% and CDP awarded them an A-.'®
Clearly the proliferation of data providers, absent clearer standards and more consistent
reporting, serves neither corporates nor investors particularly well.

Chairman Clayton noted that: “Each company, and each sector, has its own circumstances,
which may or may not fit within a standard framework.”"" This is an important insight, and it
highlights the challenge for companies and investors alike.

Two of the frameworks we find most useful are:
TFCD, which has created a flexible framework for disclosure. While it is intended for
climate-related disclosure, the framework can be applied to other environmental and

social factors as well.

And SASB which has taken an industry-specific approach with a focus on material
financial issues.

® Ibid
6 SeeFootnote 14.
T See Footnote 10.



81

Given the importance of these factors, the time has come for standard setters to come together.
Otherwise, investors need to lead the way by coalescing around a set of standards.

While we understand concerns that the data is far from perfect, we also believe significant
investment insights can be gained fromthe data that is available today.

At BlackRock, we break ESG data into three main categories:

1. Company disclosure. As | noted earlier, an increasing number of companies are
disclosing more ESG data either for regulatory reasons or in response to social
pressure. While this information is still incomplete and often lacks standardization, there
is definitely more data to consider, which was not the case a decade ago.

2. ESG data providers. The various providers start with company disclosures and then do
additional research, find other sources, interpret the data, and add a subjective lens.
While the ratings vary, understanding their methodology and looking beyond the
headlines to understanding the components provides useful insights. For example,
MSCl and Sustainalytics each have hundreds of research analysts who aggregate
thousands of ESG data points which are weighted into ‘G’, 'E', and 'S’ pillars, and then
rolled into a single ESG headline score.'®

3. Big data approaches. New technigues are available to source and analyze large data
sets. Whether it is data we inadvertently leave on-line, or it is deliberately written
evaluations, this is yet another source of ESG information. For example, in a world
where human capital management reflects the importance of employees as
stakeholders, mining GlassDoor for employee sentiment data provides useful insight into
a company's human capital management practices.

Investors need to recognize that relevant ESG data changes over time. For example, the focus
on cyber risks and data privacy — which are often considered under the Social pillar - are
relatively recent. To put this in perspective, MSCI downgraded Equifax to CCC in 2016 based
on weakness in this area. This downgrade preceded the Equifax data breach.'

Integrating ESG Factors

At BlackRock, we believe governance, environmental and social factors are important to the
long-term financial performance of companies. Once again, we find ourselves in synch with
Yafit as we think of these factors as both risks and opportunities. We are committed to
identifying data that is material to companies, and incorporating this data into our decision
process. We define ‘ESG Integration’ as the practice of incorporating financially material ESG
information into investment decisions to enhance risk-adjusted returns. Importantly, ESG
integration is not a values-based exercise.

More information on MSCI ESG scoring available at htips: /s msci.com/esg-ratings; and more information on Sustainalytics
ESG scoring available at hitps:/www sustainalytics.com/esg-ratinas/.

# See "MSCI ESG Rafings May Help Identify Waming Signs’, MSCI, available at

https: . msci comidocuments/1296102/6174817/MSCI-ESG-Ratings-Equifax. pdfh850452-5470-bd51-8844-
717dab3808h3.
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Over the past few years, BlackRock has begun integrating ESG factors into our investment
platform. Today we offer sustainable investment products across asset classes, including
equity, fixed income, cash, and real estate and insurance.?® Following are a few examples of
ESG integration at BlackRock:

1. BlackRock's Fundamental Active Equity (FAE) team, created an ESG Risk Window
which identifies what this team believes to be the most relevant sector-specific ESG risk
metics for a given issuer with the goal of highlighting and better understanding if and
how a company is managing those risks.

2. BlackRock's Emerging Markets Debt (EMD) team uses an emerging markets corporate
ESG Scorecard which they feed into their standard corporate credit analysis. The
analysts on this team believe that the management and progress in specific ESG metrics
can signal credit quality of emerging markets issuers and that this is underappreciated
by the market today.

3. BlackRock's Cash team has constructed its own proprietary ‘responsible cash’ metric
built off a set of the most material key performance indicators (KPls) for their asset class.
This team now includes this factor in its investment committee decision-making process
for corporate issuers 2!

4. BlackRock's Real Assets team uses a propristary ESG investment questionnaire to
highlight ESG risks for further discussion with the relevant investment committees.
Given the nature of investing in long-term, physical assets, this team believes that poor
performance in specific ESG areas represents a material risk to the investment thesis.
The Real Assets team incorporates relevant ESG requirements into the contracts of third
party vendors and managers to help ensure they minimize these risks by operating in
line with relevant ESG requirements and good industry practices.

Investment Stewardship

Larry’s letter also highlighted the importance of investment stewardship, especially in index
portfolios which provide long-term capital to thousands of companies. As with ESG Integration,
investment stewardship is not about making ‘social decisions’ with our clients’ money, nor s it
about imposing ‘values’ on companies. Rather, investment stewardship is about maximizing
long-term value. Our engagement emphasizes issues that we believe have a material impact
on a specffic company.

Inour stewardship activities, we prefer to engage first to build a dialogue with a company rather
than surprise them with a negative vote. We also believe engagement leads to more informed
voting than simply following the recommendations of a proxy advisor.

Of course, it's easy to measure voting and compare across managers — which many people do.
We caution, however, that voting is only one aspect of investment stewardship. As part of our
commitment to being transparent, we publish on our website: engagement priorities, voting
guidelines, bulletins and commentaries on selective issues, quarterly regional reports, global
annual report, and actual voting data. And this morning we just rolled out an upgraded site with

% See more about BlackRock Sustainable investing at hitps:#www blackrock com/chindividual/enfthemes/sustainable-investing,

2

On January 22, 2019, BlackRock announced its intention to launch an environmentally-aware money market fund called the
BlackRock Liquid Environmentally Aware Fund (‘LEAF"). See morein our press release at
https: fharei businesswire cominews/home/20190122005937 /en/,
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improved navigability.? | encourage you to look at our website to get a better understanding of
the issues we are focused on and actual engagement outcomes.

Qur approach is very much aligned with Chairman Clayton's stated view that:

....asset managers who are required to vote in the best interest of their clients — should
also focus on each company's particular facts and circumstances...Advisers cannot put
their own interests ahead of the interests of their clients...”

...even on ESG matters.

Client Perspectives on Sustainable Investing

A discussion of sustainable investing would not be complete without touching on the asset
owner role in investing. Asset managers act as fiduciaries, investing on behalf of asset owners,
whom | will refer to here as the ‘clients’.

Client motivations in the ESG space fall into one of two categories: ‘avoid’ or ‘advance’. As
mentioned earlier, you can think of ‘avoid’ as exclusionary screens (e.g. tobacco, fossil fuels,
defense) that reflect the social values of the client.

‘Advance’, on the other hand, is both broader and more nuanced, and we identify three sub-
categories:

1. ESG - These are portfolios optimized around ESG ratings to produce a broadly exposed
portfolic with better than average ESG scores. For example, we worked with MSCI to
develop the MSCI Focus Series which has produced a tighter tracking error to the
mother index compared to the MSCI Leader Series

2. THEMATIC - These are portfolios designed to emphasize a specific positive
environmental or social goal. For example, investing in companies or projects focused
on wind and solar energy.

3. IMPACT - These are porffolios targeting a specific sustainable outcome alongside
financial return. For example, ‘green bonds’ have emerged as a new asset class which
allows investors to direct monies toward environmentally friendly projects while still
having traditional fixed income financial exposure.

See BlackRock Investment Stewardship’s website at https:/www.blackrock .com/corporate/fabout-usfinvestment-stewardship,
% Chairman Jay Clayton, “Remarks tothe SEC Investor Advisory Committee”, (Dec. 13, 2018), full remarks available at

https: i sec.qovinews/speech/clayton-remarks-investor-advisory-committee-meeting-121318
# See "MSCI ESG Foous Indexes” at https:/fwww. msoi.com/msoi-esg-focus-indexes
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Conclusion

The landscape for ESG investing is a dynamic one. Inthe last decade or so there has been
dramatic progress made in advancing the field from a ‘values-based’ exercise to a ‘value-driven’
approach that holds promise for combining the ability to ‘do well' while also ‘doing good'. While
there is room for further development and improvement in the realm of ESG data, these
challenges have not stopped asset managers and investors alike from pursuing sustainable
investing options with real results® ESG is one area in asset management that has great
potential to shape the industry as we know it today as well as to be a manifest link between
purpose and profits in corporate America.

2%

See mere on 's approach to i investing in " ility: The future of investing” (Jan. 2019), available at
https: fhws.blackrock.com/corporateliteraturefwhitepaper/bii-sustainability-future-investing-jan-2019.pdf; “Sustainable
investing: a ‘why not’ moment - Environmental, sociel and govermnance investing insights” (May 2018), available at

https: ffeenw blackrock com/cerperate/literaturefwhitepaper/bii-sustainable-investing-may-2018-intemational pdf; and "What is
sustainable investing?', available at https:fwww ishares comiusistrateqiesisustainable-investing.
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Important Notes

Revised and extended based on verbal remarks. Mot intended to be a verbatim transcript. The opinions expressed herein are as of
January 2019 and are subject to change at any time due to changes in the market, the economic or regulatory environment or for
cther reasons. The information in this speech should not be construed as research or relied upon in making investment decisions
with respect to a specific company or security or be used as legal advice. Any reference to a specific company or security is for
fllustrative purposes and does not constitute a recommendation to buy, sell, hold or directly invest in the company or its securities, or
an offer or invitation to anyone to invest in any BlackRock funds and has not been prepared in connection with any such offer.

There s no guarantee that any forecasts made will come to pass. Reliance upon information in this material is at the sole discretion
of the reader.

In the U.S., this material is intended for public distribution. In the EU, issued by BlackRock Investment Management (UK) Limited
(authorised and regulated by the Financial Conduct Authority). Registered office: 12 Throgmorton Avenue, London, EC2N 2DL.
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BlackRock | M: it (UK) Limited: Iplein 1, 1086 HA Amsterdam, Tel: 020 - 549 5200. In South Africa,
please be advised that BlackReck Investment Management (UK) Limited is an autherised Financial Services provider with the South
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Financial Centre (DIFC) by BlackRock Advisors (UK) Limited — Dubai Branch which is regulated by the Dubai Financial Services
Authority (‘DFSA’) and is only directed at ‘Professional Clients’ and no other person should rely upon the information contained
within it. Neither the DFSA or any other authority or regulator located in the GCC or MENA region has approved this information.
This information and associated materials have been provided to you at your express request, and for your exclusive use. This
document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution
would be unlawful under the securities laws of such. Any distribution, by whatever means, of this document and related material to
persons other than those referred to above is strictly prohibited. In Singapore, this is issued by BlackReck (Singapore) Limited (Co.
registration no. 200010143N). In Hong Kong, this material is issued by BlackRock Asset Management Morth Asia Limited and has
not been reviewed by the Securities and Futures Commission of Hong Keng. In Korea, this material is for Professional Investors
only. In Japan, this is issued by BlackRock Japan. Co., Ltd. (Financial Instruments Business Operator: The Kanto Regional
Financial Bureau. License No375, Association Memberships: Japan | t Advisers fon, the Investr Trusts
Association, Japan, Japan Securties Dealers Asseciation, Type Il Financial Firms Association. ) for F
Investors only (Prefessional Investor is defined in Financial Instruments and Exchange Act). In Taiwan, independently operated by
BlackRock Investment Management (Taiwan) Limited. Address: 28/F, No. 95, Tun Hwa South Road, Section 2, Taipei 106, Taiwan
Tel: (02)23261600. In Australia, issued by BlackRock Investment Management (Australia) Limited ABN 13 006 165 975, AFSL 230
523 (BIMALY). This material is not a securities ation or an offer or solicitation with respect to the purchase er sale of any
securities in any jurisdiction. The material provides general information only and does not take into account your individual
objectives, financial situation, needs or circumstances. Before making any investment decision, you should therefore assess
whether the material is appropriate for you and obtain financial advice tailored to you having regard to your individual objectives,
financial situation, needs and circumstances, BIMAL, its officers, employees and agents believe that the information in this material
and the sources on which it is based (which may be sourced from third parties) are coect as at the date of publication. While every
care has been taken in the preparation of this material, no warranty of accuracy or reliability is given and no responsibility for the
information is accepted by BIMAL, its officers, employees or agents. Any investment is subject te investment risk, including delays
on the payment of withdrawal proceeds and the loss of income or the principal invested. While any forecasts, estimates and
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this material may not be distributed to individuals resident in the People's Republic of China ("PRC", for such purposes, excluding
Hong Kong, Macau and Taiwan) or entities registered in the PRC unless such parties have received all the required PRC

approvals tof patein any of receive any investment advisory or investment management services. For
other APAC countries, this material is issued for Institutional Investors only (or professional/sophisticated/qualified investors, as
such term may apply in local jurisdictions) and does net constitute investment advice or an offer or solicitation to purchase or sell in
any securities, BlackRock funds or any investment strategy nor shall any securities be offered or sold to any person in any
jurisdiction in which an offer, solicitation, purchase or sale would be unlawful under the securities laws of such jurisdiction. In
Canada, this material is intended for permitted clients only. In Latin America and Iberia, this material is for educational purposes
only and does not constitute investment advice nor an cffer or solicitation to sell or a sclicitation of an offer to buy any shares of any
fund (nor shall any such shares be cffered or sold to any person) in any jurisdiction in which an offer, solicitation, purchase or sale
would be unlawful under the securities law of that jurisdiction. If any funds are mentioned or inferred to in this material, it is possible
that some or all of the funds have not been registered with the securities regulator of Brazil, Chile, Colombia, Mexico, Panama,
Peru, Portugal, Spain, Uruguay or any other securities regulator in any Latin American country and thus might not be publicly
offered within any such country. The securities regulaters of such countries have not confirmed the accuracy of any information
contained herein. The information provided here is neither tax nor legal advice.

No part of this material may be copied, photocopied or duplicated in any form by any means, or redistributed without the prior written
consent of BlackRock Inc

©2018 BlackRock, Inc. All Rights Reserved. BLACKROCK is a registered trademark of BlackRock, Inc. All other trademarks are
those of their respective owners



86

“BLACKROCK ANALYSIS HELPS DEFINE CLIMATE-CHANGE RISK”,
FINANCIAL TIMES SUBMITTED BY SENATOR SHERROD BROWN

41412019 BlackRock analysis helps define climate-ehange risk | Financial Times

FTfm Fund management

BlackRock analysis helps define climate-change risk

e

Y, s

Homes in Paradise, California, were destroyed by a wildfire in February. BlackRock warns that the
effect of climate change will only accelerate (Justin Sullivan/Getty Images)

Siobhan Riding 11 HOURS AGO

Investors underestimate the risks that extreme weather poses to
their portfolios, according to landmark research by BlackRock
that could drastically alter how the investment industry
considers climate change in its risk management processes.

BlackRock’s study looked at three US asset classes — municipal
bonds, commercial real estate and US utility stocks — and said

https:/iwwaw.ft.com/content/2350de58-7236-3593-ad79-16bfaGeceadd 19
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climate change was already having a tangible effect on
securities. It warned that the trend would only accelerate,

The study, published Thursday, said investors in the $3.8tn
municipal bond market could experience losses as vulnerable
cities saw their economies suffer, with gross domestic product
dipping by more than 1 per cent.

BlackRock also expected securities backed by commercial real
estate mortgages to face an average loss rate of up to 3.8 per
cent as properties faced cash flow shortages after severe storms
and floods.

The greater incidence of hurricanes and wildfires over the past
12 months has highlighted the effect of global warming.
Investors, however, have been slow to take note of how climate
risks could affect their portfolios.

Asset owners and asset managers have instead focused on how
the shift to a lower-carbon economy will affect investments.

“Investors who are not thinking about climate-related risks, or
who view them as issues far off in the future, may need to
recalibrate their expectations,” BlackRock said.

The world’s largest asset manager noted that some investors
regarded change such as rising sea levels as being outside their

https:iiwww.ft com/content/2350de58-7236-3593-ad79-16bfaBeceadd 20
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traditional outlook. As a result they had discounted risks
“already lurking” in their portfolios.

Mapping the damage
Estimated climate-related impact on US. regional GDP, 2060-2080
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The map shows the projected GDP impact in 2060-2080 on U.S. metropolitan areas under a “no
climate action” scenario. Climate changes are measured relative to a 1980 baseline. The analysis
includes the effect of changes in crime and mortality rates, labor productivity, heating and cooling
demand, agricultural productivity for bulk commodity crops, and expected annual losses from
coastal storms, It accounts for correlations across these variables and through time — and excludes
a number of difficult to measure variables such as migration and inland flooding.

Brian Deese, head of sustainable investing at BlackRock and a
former adviser on climate and energy policy to US president
Barack Obama, said the lack of robust data had meant the extent
of the underpricing of these risks had not been clear until now.

“Physical climate risks have been perennially hard to measure,”
said Mr Deese. Part of the fault for this lies in outdated climate-
science models, which do not take into account the “recent
acceleration in the frequency and severity of extreme weather

events”.

https:/fwww ft. comicontent/2350de58-7236-3593-ad79-16bfaBeceadd
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Another complication in measuring climate risk is the need for
detail relating to the location of assets. For example, to measure
a utility company’s exposure, investors have to know the
location of its plants, property and equipment.

“Investor reaction ahead of forecasted hurricanes is muted
because the exact location of landfall — and the power plants
that will be affected — are not known with certainty,” said
BlackRock.

Mr Deese described the analysis as a “breakthrough” due to the
way it combined detailed asset-level information with updated
climate models and big data.

BlackRock, which had research group Rhodium as its partner in
the study, said it planned to build the data into investment and
risk management processes used by its portfolio managers.

“The research demonstrates that if you are looking at these asset
classes and you are not asking questions about how climate-
related risks are affecting your investments, you are missing
risks that are in the market today,” said Mr Deese.

Joanne Etherton from environmental law firm ClientEarth, said
that BlackRock’s acknowledgment of the scale of climate-related
financial risks was “a thunderbolt for investors”.

hitps://www. ft. com/content/2350de58-7236-3593-ad79-16bfabeceadd
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“The world’s largest asset manager has now accepted that
markets are consistently underpricing physical climate risks —
that means all investors should be taking a careful look at the
models they are currently using and recalibrating their expected
returns.”

BlackRock found that all major US metropolitan areas were
already suffering mild to moderate losses in GDP as a result of
cumulative change to the climate since 1980. Miami topped the
list with estimated losses of more than 1 per cent. The city’s
economic losses were predicted to rise to 4.5 per cent of GDP by
the end of the century, mainly driven by hurricanes and rising
seas.

BlackRock estimated that 58 per cent of metropolitan areas
faced climate-related GDP hits of 1 per cent or more by 2060-80
unless decisive action was taken.

This situation has implications for municipal bonds
underwritten by these cities. BlackRock said communities
vulnerable to economic loss would account for 15 per cent of the
market value of the S&P National Municipal Bond Index within
the next decade.

It said that to avoid incurring losses on municipal bonds,
investors needed to assess issuers’ resolve and financial ability
to fund projects to mitigate climate risk.

https://www.#.com/content/2350de 58-7236-3593-ad79-16bfabeceadd
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Muni market share at risk of climate-related GDP losses, 2020-2100
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The chart shows the estimated market value share of the muni market exposed to GDP losses of
various magnitude through 2100 under a “no climate action” scenario. For example, roughly 20% of
the market value of the current muni index is expected to come from regions suffering annualized
average losses of up fo 3% or more of GDP from climate change by 2060-2080. We use the upper
bound of the 66%, or “likely,” range of losses to illustrate a plausible risk scenario.

Climate change is already taking a toll on US utility stocks.

Share of muni index market value

Hurricanes come top of BlackRock’s relative impact ranking due
to the threat they pose to power and water supply.

The company applied climate scores to utility groups alongside
their 10-year average price-to-earnings ratio. It found that the
most climate-resilient utilities were already trading at a
premium, It expected this premium to increase as the risk
became clearer.

Such a scenario suggests that investors that give more weight to
companies with low climate-risk exposure and less weight to
those with high exposure will do well over time.

https:/www.ft.com/content/2350de58-7236-3593-ad79-16bfaBeceadd
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BlackRock also sounded the alarm on the effect that climate risk
would have on commercial property underlying mortgage-
backed securities.

The company combined climate science models with data for
60,000 such properties in the US and found that the median
risk of a property tied to such loans being hit by the most severe
level of hurricane had risen by 137 per cent since 1980. Both
category 4 and 5 hurricanes on the Saffir-Simpson scale will
cause “catastrophic damage”.

Moreover, the risk of a property being hit by a category 5
hurricane was expected to rise 275 per cent if no climate action

was taken.

A separate analysis of hurricanes affecting Houston and Miami
found that about 80 per cent of commercial properties tied to
these loans fell outside flood zones, meaning their insurance

cover could be inadequate.

All this could affect property cash flows and commercial loan
defaults. BlackRock said the average expected loss rate on
commercial mortgage-backed securities would rise to 3.8 per
cent,

Copyright The Financial Times Limited 2019. All
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STATEMENT SUBMITTED BY JANA MORGAN, DIRECTOR OF CAM-
PAIGNS AND ADVOCACY, INTERNATIONAL CORPORATE ACCOUNT-
ABILITY ROUNDTABLE

“The Application of Environmental, Social, and Governance Principles in Investing and the
Role of Asset Managers, Proxy Advisors, and Other Intermediaries”

Senate Committee on Banking, Housing, and Urban Affairs
April 2, 2019, 10:00 AM

Testimony of Jana Morgan, Director of Campaigns and Advocacy, International Corporate
Accountability Roundtable (ICAR)

Chairman Crapo, Ranking Member Brown, and esteemed members of the Senate Committee on
Banking, Housing, and Urban Affairs:

My name is Jana Morgan, and | am the Director of Campaigns and Advocacy at the International
Corporate Accountability Roundtable (ICAR). ICAR is a coalition of forty-five environmental,
human rights, and corporate responsibility non-profit organizations. We harness the collective
power of progressive organizations to push governments to create and enforce rules over
corporations that promote human rights and reduce inequality.

ICAR has long advocated for the SEC to promulgate mandatory Environmental, Social, and
Governance (ESG) disclosures by public companies, as this information is material to reasonable
investors. In our 2013 report, Knowing and Showing: Using U.S. Securities Laws to Compel
Human Rights Disclosure, we demonstrated how disclosure of human rights policies, practices,
and impacts was material given the increased public interest, international accords and efforts
to address this information gap, and voluntary recognition of the current and potential effects
of this information on companies’ performance and operarions‘l In the last six years, the
substantial increase in the number of companies voluntarily reporting on ESG factors, investors
calling for increased ESG disclosure, and States and stock exchanges requiring mandatory
disclosure of ESG information further bolsters our argument that now is the time for the SEC to
regulate.

Ernst & Young reports that ESG factors are no longer a niche consideration, with “investor
interest in non-financial information span[ning] across all sectars,” and 61.5% of investors
considering non-financial information relevant to their investments overaII.IWOrIdww’de,
investors managing $68.4 trillion in capital are committed to incorporating ESG factors into

!International Corporate Accountability Roundtable (ICAR), Knowing and Showing: Using U.S. Securities Laws to

Compel Human Rights Disclosure {2013),

https://staticl.square: .com/static/583f3fca725e25fcd452a446/t/58657a0ef5e23172079532f9/1483045 39421

8/ICAR-Knowing-and-Showing-Report5.pdf.

: Ernst & Young & Boston CoHege Center for Corporate Citizenship, Vale of Sustainability Reporting 18 (2013),
EY - Value of sustainability_reporting/SFILE/EY-Value-of-Sustaina

bility-Re; crtm df.
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decision-making through the UN Principles for Responsible Investment and 75% of the Global
250 utilizes the Global Reporting Initiative (GRI) standards to report on sustainability issues.”
Additionally, a majority of the largest companies are currently making voluntary sustainability
disclosures, with 85% of S&P 500 companies producing such reports in 2017,

At least 23 countries have independently enacted legislation within the last 15 years requiring
public companies to report on ESG issues.” In 2014, the European Union (EU) issued the
Non-Financial Reporting Directive which requires wide-scale, mandatory ESG reporting.6 As of
May 2014, all 28 member States have transposed these reporting requirements into national
law.” In addition to these reporting requirements, seven stock exchanges require social and/or
environmental disclosure as part of their listing requirements, including Australia’s ASX, Brazil’s
Bovespa, India’s Securities and Exchange Board, the Bursa Malaysia, Oslo’s Bers, the
Johannesburg Stock Exchange, and the London Stock Exchange.s At least nine countries
currently require pension funds to disclose the extent to which they incorporate ESG
information into their investment decisions‘9 These movements towards mandatory reporting
highlight the broad-scale belief that ESG information is material and must be disclosed in order
to inform investor decision-making.

Inthe United States, over the past year approximately 400 shareholder resolutions were filed
requesting increased disclosure on ESG issues—another sign of expanding interest in these
issues‘10 Today, large index funds hold the majority share in over 40% of publicly owned
companies. As such, index funds are necessarily being required to weigh in on these
propositions in the form of their majority proxy vote. Some critics have stated that index funds
and proxy advisers that vote in favor of increased ESG issues may breach their fiduciary duties

3 See, U.N. Principles for Responsible Investment, PRI-11 year growth of AQ (all signatories (Asset Qwners [sic],
Investment Managers and seride [sic] providers) and respective AUM, Excel sheet available for download at About
the PRI, UN. Principles for Responsible Investment, http://www.unpri.org/about,

* Governance and Accountability Institute Inc., “85% of the S&P 500 Index Companies Publish Sustainability
Repons in 2017" (Mar. 20, 2018),

[ sustalnabllig regort; in- ZQIE html.
* See, Initiative for Responsible Investment, Corporate Social Responsibility Disclosure Efforts by National
Govemmentsand Stock Exchanges (Mar. 12, 2015),

¢ See. D\lect ive 2014/95/EU of the European Parliament and of The Council of 12 Oct. 2014 as regards disclosure
of non-financial and dwemty information by certain Iarge undertakings and groups, 2014 0.1, (L 330) 1,
EN

® See \nmatwe for Responsible Investment, supra_note 5.

? See, Id. These countries include the UK, Sweden, Australia, Belgium, Canada, France, Germany, Italy, and Japan.
9 A You Sow, “Proxy Preview 2019 Reveals Intensified Shareholder Pressure on Corporations Across a Wide Range
of ESG Issues,” (Mar. 12, 2019),
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to shareholders—as voting for ESG disclosures might be a tactical decision in order to build a
fund's reputation with the public and not a decision based on maximizing the profit of fund
members. This analysis is wrong, as it presumes that ESG issues are not material.

Information about a company's ESG policies, practices, and impacts is material to a reasonable
investor. This information is material both from a strictly financial viewpoint, and a broadened
conceptualization of environmental or socially material information. A multitude of studies
have concluded that a company’s performance on ESG issues is directly linked to better
corporate performance in the long-term. A 2014 review of numerous empirical studies
analyzing ESG data and corporate financial performance found overwhelming links between
sustainability and profit: 90% of the analyzed studies showed that sound sustainability
standards lowered firms’ cost of capital; 80% of the studies showed that companies’ stock price
performance is positively influenced by good sustainability practices; and 88% of the studies
showed that better ESG practices result in better operational pe.'rfnrmance.11 Since then,
additional studies have confirmed these findings, including:

o Alune 2017 Bank of America Merrill Lynch study which found ESG factors to be “strong
indicators of future volatility, earnings risk, price declines, and bankruptc\es,"u

¢ Alune 2017 research report by Allianz Global Investors, which concluded that
heightened transparency of ESG disclosure lowered companies’ cost of capital by
reducing the “investment risk premium"” that sophisticated investors would requ[re,13

o ASeptember 2017 Nordea Equity Research report, which found that there is “solid
evidence that ESG matters, both for operational and share price peerformance."m

Individual investors, index funds, or proxy advisors taking a long-term approach to wealth
maximization, instead of seeking short-turn returns on investments, necessarily find ESG
information financially material.

Under the growing global concept of “double materiality,” ESG information can be considered
both financially material to investors and socially or environmentally material to investors,

- fan oo B ;
consumers, employees, communities, and civil society organizations.  Environmental or social

" Gordon L. Clark, Andreas Feiner & Michael Viehs, From the Stockholder to the Stakeholder: How Sustainability
Can Drive Financial Qutperformance (2015), http://papers.ssrn.com/sol3/papers cfm?abstract id=2508281,

12 8ank of America Merrill Lynch, Equity Strategy Focus Point—ESG Part II: A Deeper Dive (June 15, 2017),
https://www.iccr.org/si fault/files/page_attachments/esg part 2 deeper_dive_bof of a_june 2017 pdf.
¥ Allianz Global Investors, “Added value or a mere marketing tool? What does ESG mean for investments?” (June

o Nordea Equwty Research “Strategy & Quant: Crackmg the ESG Code” (Sept LT, 2017]
https://nordeamarkets.com/wp-content/uploads/2017/09/Strategy-and-quant_executive-summary 050917.pdf.
* Eyropean Commission, Consultation Document on the Update of the Non-Binding Guidelines on Non-Financial
Reporting,
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materiality refers to the impact of a company’s activities outside of itself, These two risk
perspectives are increasingly likely to overlap, with environmental or social impacts leading to
financial implications, which then render them financially material. Take, for example,
information relating to human rights policies, practices, and impacts. Poor human rights policies
and practices that lead to negative human rights impacts can directly affect the financial
stability of a corporation. Non-compliance with national and international human rights law can
lead to financial penalties levied by the State, liability for human rights abuse, and litigation
associated with damages from corporate acti\ri‘c\'es.lﬁ To illustrate, in 1984 a toxic fume release
at a Union Carbide factory in Bhopal, India killed between 7,000 and 10,000 people, marking it
as one of “the world's worst industrial disasters."p Union Carbide employees were later found
criminally negligent by the Indian Supreme Court and ordered to pay millions in damages to
both the victims and for environmental cleanup.ls

Additionally, inadequate human rights palicies and practices can cause financial instability in a
number of other ways. For example, they can cause indirect impacts on a company’s reputation
affecting relationships with consumers, clients, employees, recruits, investors, and
shareholders, all of whom might prefer to disassociate from operations that are complicit with
adverse human rights outcomes. One such example occurred in the 1990s when Nike was
accused of using child labor in its Chinese factories, paying workers less than minimum wage in
Indonesia, and egregious violations of labor rights in \.'ie.-tnam.lg Since then, Nike has been
further implicated in labor violations, especially in Bangladesh and other Asian countries,
directly leading to significant financial repercussions due to continued public protest of Nike's
practices and related drop in sales.” Similarly, the potential deterioration of relationships
between corporations, governments, and local communities caused by a company's adverse
human rights impacts may also have a material impact on its business by undermining or
eliminating the company’s ability to conduct business through a sacial license to operate.

nancial-reporting-guidelines-consultation-document_en.pdf.
¥ See ICAR, Knowing and Showing, supra note 1 at 25; E&Y & Baston College Center for Corporate Citizenship,

Value of Sustainability Reporting, supra note 2, at 2; see generally Economist Intelligence Unit, Corporate

Citizenship: Profiting from a Sustainable Business (2008), http://graphics.eiu.com/upload/Corporate_Citizens.pd

”SaI\IShetlv, “Thirty vearsnnfmm Bhopal disaster: Smlﬂghtmg fnrlust\ce, Amnastylntemat\ona\(Dec 2 2015}
2014/12 -bh

£ Shelly Banjo, "Inmde N\ke s Struggie to Ba\ance Cosl and WorkerSafew in Bang!adesh TheWaII Street Journal,
(Apr. 21, 2014), http//www. icles/SB10001424 736045794 7942 (citing a loss of
$100 million to pull soccer balls made with child labor, and causing the company to cease nperations for 18
months until it could fix the labor issues in its factory); Max Nisen, supra note 23
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While a range of reporting standards exist for voluntary disclosure of ESG information, the
application and consistency of these standards varies greatly. This variability makes it difficult
for investors to compare ESG data across companies or time, hindering the effectiveness of
such disclosures for investment decis‘won-makingZl Without a regulatory mandate, voluntary
disclosures are often incomplete, inconsistent, and not comparable. The SEC has recognized the
value and importance of standardized disclosures for these same reasons.22 When reporting
hecomes mandatory, standards necessarily become clearer, and the disclosed information
more relevant and pertinent to investor needs. The United States risks falling behind the global
curve in mandating the disclosure of ESG issues important to investor assessment of long-term
profitability, and is now presented with an opportunity to do so. An opportunity it must
capitalize on.

Please find included in this testimony ICAR's Knowing and Showing report, and two issue briefs
entitled “Setting the Record Straight: Common Misconceptions about Environmental, Social,
and Governance (ESG) Reporting” and “Why Enhanced Securities Disclosures Matter for
Long-Termism.”

Should you have any questions or wish to speak in further detail about my testimony, please do
not hesitate to contact me at jana@icar.ngo.

Sincerely,

4 {
IS e

Jana Morgan
Campaigns and Advocacy Director
International Corporate Accountability Roundtable (ICAR)

2 5e, e.g., Jim Coburn & Jackie Cook, Cool Response: The SEC & Corporate Climate Change Reporting (2014),
//www.ceres.org/si fault/files/reports/2017- eres_SECguidance-append 020414 web.pdf. See
also, David Levy, Halina 5. Brown, & Martin de Jong, The Contested Politics of Corporate Governance: The Case of
the Global Reporting Initiative, 49 BUS. & SOC'Y 88 (2010); Carl-Johan Hedberg & Fredrik von Malmborg, The
Global Reporting Initiative and Corporate Sustainability Reporting in Swedish Companies, 10 CORP. SOC. RESP. &
ENVTL. MGMT. 153 (2003).
2 See Chair Mary Jo White, Keynote Address at the 2015 AICPA National Conference: “Maintaining High-Quality,
Reliable Financial Reporting: A Shared and Weighty Responsibility” (Dec. 9, 2015),
https://www.sec.gov/news/speech/keynate-2015-aicpa-white.html,
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Introduction

After decades of economic globalization and trade liberalization, traditional legal and regulatory
enforcement systems have proved to be inadequate in holding corporations accountable for the
adverse social impacts of business activities. Due partly to limitations on courts jurisdictional
authority over extraterritorial activities of corporations' and weaknesses in the rule of law in
operating jurisdictions,’ corporations have functioned in an environment where regulations that
are intended to hold them accountable for the way in which they conduct business are
insufficiently enforced.’ Yet, public reaction to recent corporate disasters such as the factory
callapse at Rana Plaza in Bangladesh,” the adoption of socially responsible investment policies
by a broad cross-section of investors,” and international policy convergence on the responsibility
of businesses to respect human rights® all indicate that human rights concerns related to business
activities are relevant and material to a broad set of stakeholders.

In recent years, public attention on business-related human rights abuses has grown in a wide
variety of industries. Popular disapproval of corporate complicity in human rights violations has
manifested in the form of direct boycotts by consumers, as well as pressure from an investor
community that is increasingly interested in social issues. For instance, the garment industry has
received widespread and largely negative attention after multiple deadly factory disasters in
Bangladesh, including the Tazreen Fashions fire that killed 114 workers in Dhaka on November
24, 20127 and the Rana Plaza factory collapse on April 24, 2013 that left more than 1100
workers dead® In addition, the information and communications technology industry has
struggled to effectively self-regulate and monitor labor standards in its supply chains, as
demonstrated by the frequent publicity surrounding the harsh conditions facing workers at the
FoxConn factory complex in China.” The extractives industry has similarly faced scrutiny for
adverse working conditions, human rights abuses by security personnel at mines,* forced labor
and other modern forms of slavery,” and the contamination of ground water supplies,]2

In response to these types of incidents, consumers have increasingly taken direct action to
boycott and encourage divestment from socially irresponsible companies.'® Certification labels
such as “Rainforest Alliance™ and “Fair Trade™' have become sought afier by companics in
order to market their products to socially-motivated purchasers. Morcover, investors are adopting
socially responsible policies to guide their decisions and are expecting valuable returns on their
outlays as a product of doing so, as indicated by the rising asset values of socially responsible
investment funds in the United States over the past two decades (from $639 billion in 1995 to
$3.74 trillion in 2012)." Mainstream institutional investors, including institutional mutual and
equity funds, have also signed onto international principled investing standards, joining more
than 1188 signatories to the United Nations Principles for Responsible Investment—altogether
commanding a total of more than $34 trillion (or over 15% of the world’s investable assets) in
market capital””
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A company’s reputational risk—the material damage to a company’s reputation as a result of
social missteps—can therefore result in significant business costs. As has been shown in a
multitude of instances, consumer and client preferences can change dramatically upon the
discovery of human rights risks. Employees, recruits, investors, and shareholders alike may seck
to disassociate from a corporation that is implicated in human rights violations. This ripple effect
from the discovery of human rights risks and impacls can negatively alter any competitive
advantages that a business might have because of changes in public perception. For example, the
rise in popularity of “fair trade” coffee illustrated this effect when major coffee shops faced
backlash and demands from customers before agreeing to serve fair trade certified coffee.'® Now,
more than ever, consumers and investors are making the conscious decision to purchase from
and invest in companies that tilize an ethical supply chain and are not complicit in human rights
violations. As such, companies should reasonably expect consumers and investors to prefer and
even demand complete and accurate information concerning human rights risks before making
the decision to purchase or invest."”

In the absence of enforceable and uniform regulations for corporate accountability at the global
level, domestic law must work to answer this call for corporate accountability. U.S. securities
regulation is a key and promising area for such domestic efforts s it is based on a philosophy
that uses transparency to allow market actors to hold corporations accountable for social conduct
and standards.”® This paper applies that purposeful logic to provide a road-map for how U.S.
securities laws can be used to create conditions for investors to hold companies accountable for
their social and human rights impacts. Market actors can and should motivate companies to act
more responsibly regarding their impact on human rights by allocating capital resources to more
responsible companies. However, market actors can only do so if there is transparent, clear, and
comparable disclosure of those human rights risks and impacts, as well as the policies and
procedures that are related to the assessment and management of such risks and impacts.

This paper argues that human rights are materially relevant to corporate securities reporting and
encourages the U.S. Securitics and Exchange Commission (SEC) to guide businesses in
reporting material human rights information in their periodic and proxy disclosure reports. First,
the paper outlines the legal framework for securities disclosure regulations that are relevant to
human rights. Second, the paper explains the methodology for assessing whether information
related to corporate activities is material and uses this methodology to analyze whether human
rights information is material to corporate securities disclosures. Finally, the paper proposes a
plan for implementing disclosure of material human rights information related to business
activities, incorporating human rights due diligence standards at the global level to assess and
identify material human rights risks and impacts.

As part of this proposed plan, this paper identifies two alternative and complementary actions
that the SEC could take to clarify precisely how issuers should disclose material human rights
information. First, given its authority to issue interpretive guidance, the SEC should provide such
guidance in order to explain how material human rights information should be incorporated into
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existing securities reporting items. Second, given its authority to promulgate new regulations for
the public interest or the protection of investors,” the SEC should promulgate a new rule
specifically requiring disclosures of human rights information, organized in a new reporting item
for periodic reports or proxy disclosures. Interpretive guidance would facilitate mandatory
reporting under existing rules by clarifying the materiality of human rights information to
investors, whereas a new rule could establish clear and organized disclosure of human rights
matters in a new reporting item, enabling investors to easily review this information in their
capital allocation decisions.
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The Legal Framework: U.S. Securities Reporting Standards

The SEC was established by the Securities Act of 1933 (“Securities Act”) and the Securities
Exchange Act of 1934 (“Exchange Act”)? Tts mission is to promote the public interest by
protecting investors, facilitating capital formation, and maintaining fair, orderly, and efficient
markets.> More recently, the Sarbanes-Oxley Act of 2002 and the Dodd-Frank Wall Sireet
Reform and Consumer Protection Act of 2010 were passed in response to accounting scandals
and securities market abuses that destabilized the domestic and global economy, further
impacting the SEC’s mission and mandate.”

The intellectual architects of the U.S. securities regulation system favored the use of
transparency as a regulatory mechanism, not only to ensure accurate pricing of securities in the
marketplace,"” but also to motivate changes in business behaviors by exposing corporate conduct
to public scrutiny* Based on this foundational architecture, transparency became one of the
primary mechanisms for implementing the investor protection and public interest purposes of
U.S. securities regulations.”” The debates within the U.S. House of Representatives on both the
Securities Act and the Exchange Act clearly indicate that public disclosure of information was
intended to affect the way business is performed, including in ways that increase the social
responsibility of business conduct

This section will outline the legal framework of securities law in the United States. Corporate
securities reporting essentially involves two steps: (1) identifying and collecting the type of
information required for disclosure under securities regulations and (2) filtering that information
by determining what is “material” for disclosure to the SEC, investors, and shareholders.

A. The Disclosure Provisions

Securitics-issuing entities arc required to publicly report information to enable investors and
sharcholders to make informed investment decisions and allocate capital resources efficiently.
Under U.S. securities law, issuers must disclose information publicly to the SEC at the following
regular intervals: (1) at the initial public issuing of securities, (2) at registration of securities, (3)
at quarterly and annual periodic intervals, (4) as part of proxy solicitation disclosures for the
annual sharcholders meeting, and (5) at the occurrence of extraordinary events such as a tender
offer, merger, or sale of the business.’' The integrated disclosure requirements for registered
securities are organized in the comprehensive Regulation S-K (or Regulation S-B for small
businesses).” Additionally, shareholders have the authority to demand disclosures beyond those
required under Regulation S-K by using their power to bring resolutions during the proxy
solicitation process for annual sharcholders meetings ™ These regulations are buttressed by a
number of other rules: (1) Rule 408, promulgated pursuant to the authority of the Securities Act,
and Rule 12b-20 of the Exchange Act, both of which require additional disclosure of material

8
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information necessary to ensure that required disclosures are not mislcading,34 and (2) Rule 10b-
5, promulgated pursuant to the authority of Section 10(b) of the Exchange Act, which establishes
legal liability for those responsible for fraudulent or untrue statements or omissions in
disclosures connected with the purchase or sale of securities.”

Tn order to ensure that the information disclosed in securitics reports is useful to investors,
issuers are only required to report information that is “material” to the users of their reports.*® In
the case of periodic securities reports, the intended users are potential investors and existing
sharcholders. Materiality is both an accounting and securities law concept for classifying
information as significantly relevant to understanding the past, current, and future value and
performance of the issuer’s securities. It is judged based on factoring the quantitative and
qualitative importance of the information in evaluating the issuer and in relation to the intended
users of the report.”” For securities reports, information must be disclosed that is: (1) specifically
required under Regulation S-K or necessary to ensuring that required disclosures are not
misleading™ and (2) material to investors’ or shareholders’ decision-making processes in
accurately valuing securities, in particular for the purpose of choosing to buy or sell sccurities.”

L. Regulation $-K and Periodic Disclosure of Non-Financial Information

Regulation S-K outlines the standard instructions for corporate securities disclosures required by
U.S. securities regulations. These regulations inform the initial obligation to disclose specific
types of information in prospectuses for the sale of new securities, in companies® periodic and
extraordinary oceurrences reports, and in companies’ proxy statements in conjunction with their
annual meeting, In addition to a company’s registration statement, there are four primary
categories of disclosures for periodic reporting, including descriptions of the registrant’s (1)
business, (2) securities, (3) financial information, and (4) management.”” Issuers are required to
provide periodic disclosures quarterly on the SEC’s Form 10-Q and annually on the Form 10-
K,“

Several provisions of Regulation S-K require descriptive disclosures that may incorporate
material non-financial information. Key provisions that require discussion of non-financial
information include Item 101 (description of business), Item 103 (legal proceedings), Item 303
(management’s discussion and analysis), Item 307 (disclosure controls and procedures), and Item
503(c) (risk factors).” The SEC occasionally issues interpretive guidance releases to clarify the
information issuers arc expected to disclose and how the Commission staff evaluates disclosures
by issuers.”
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Description of Business, Item 101

The description of business under Item 101 should indicate general developments in the business
during the previous five years, including any material changes in the mode of doing business and
a forward-looking description of the plan of operation for the next reporting period.* Depending
on the timing of the report, projections must outline the plan for the remainder of the fiscal year
or for that period and an additional six-months into the next fiscal year.” This item includes
three primary disclosures: (1) general development of business, (2) financial information about
business segments, and (3) a narrative description of business.

The narrative description of business requires disclosures encompassing all areas of the business
operations. An issuer must disclose the principal products and services involved in the issuer’s
business, the status of each business segment or new product (¢.g. planning, prototype, design-
selection, re-engineering stages), the sources and availability of raw materials, the status and
importance to the business valuation of all intellectual property, and the extent to which business
segments are or may be seasonal in nature.”” There must be a description of the principal
methods of competition and positive and negative factors related to the issuer’s competitive
position should be reported.*® Finally, material effects on capital expenditures from compliance
with federal, state and local provisions related to environmental protection must be explained
appropriately.*

Legal Proceedings, Item 103

Under Item 103, issuers must disclose information relating to any pending legal proceedings
involving the issuer, any of its subsidiarics, or any of their property as a party o litigation where
the proceedings could have a material impact on the issuer.™® This reporting requirement is
limited in scope by the qualifications that pending litigation must be other than routine litigation
incidental to the business, and it must have the potential to result in damages exceeding ten
percent of the issuer’s current assets.”! Where several cases based on the same legal or factual
issues are pending or are being contemplated, the amount of potential damages must be
calculated by aggregating the claims.® These limitations do not dircctly apply where the
proceeding arises from a law or regulation for the purpose of environmental protection or where
a governmental authority is a party to the proceeding and it involves potential monetary
sanctions of more than $100,000.% In cach of these cases, an issuer may only limit their reports
if the proceeding’s outcome is immaterial to the business or financial condition of the issuer or if
the penalty where the government is a party is unlikely to be an actual fine of $100,000 or
more.*

10
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Munagement’s Discussion and Analysis, Item 303

Management’s Discussion and Analysis (“MD&A”) under Item 303 is intended to provide a
narrative description of management’s views concerning the financial condition of the company
and the results of business operations, with a particular emphasis on future prospects and risks”
This section should add value to the overall disclosures provided by the company and supply a
contextual basis for investors to analyze financial information.” To do so, the MD&A must
include reporting covering three subjects: liquidity, capital resources, and results of operations.
Detailed instructions of explicit requirements in discussing each of these subjects are found in
Instruction 5 to Ttem 303(a)."" Essentially, the reporting requirements focus on management
identifying any known trends, events, or uncertainties that will or are “reasonably likely” to
result in favorable or unfavorable material effects to the issuer’s liquidity, capital resources, or
operating results—such as net sales, revenues, or costs from continuing operations.” These
disclosures are intended by the SEC to be made in a meaningful, company-specific manner and
should not use “boilerplate” phrasing and generalities.”

Disclosure Controls and Procedures, Item 307

Item 307 requires an issuer’s principal executive or financial officers, or the functioning
equivalent, to disclose their conclusions regarding the effectiveness of internal disclosure
controls and pmcedures,f‘0 This will require a short, narrative explanation of the executives’
understanding of the internal processes and an affirmation of the effectiveness of the procedures
that are in place. Generally, this will require disclosure outlining the due diligence and auditing
measures the company uses to identify, assess, and evaluate required categories of information in
preparation of the annual, quarterly, and special reports required by securities regulations,

Risk Factors, Item 503(c)

Item 503 is specific to prospectus disclosure as initially promulgated, but is recently incorporated
into Item 1A for quarterly and annual reporting. In Item 503, the issuer is required to briefly
summarize their prospectus in plain English, including a distinct section captioned “Risk
Factors” to discuss the most significant factors that make the offering speculative or risky.® This
typically includes risks of changes in the competitive landscape or market demand, fluctuations
in political stability or other operating conditions, climate change risks and associated cost
increases, and other such unpredictable variations in the business environment that may damage
capital formation or financial performance.® This narrative discussion is specifically required to
be “concise and organized logically,” with risks presented that are tailored to the specific issuer

11
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and their business.”” It must be placed immediately following the summary section or any price-
related information or directly after the cover page, if there is no summary,*

The risk factor discussion must explain how the risk affects the issuer and clearly express each
risk factor in a sub-caption that adequately describes the risk.® The description of Item 503(c) in
Regulation S-K specifically identifics risk factor categories in a non-exhaustive list, including
lack of an operating history, lack of profitable operations in recent periods, financial position,
business or proposed business, and the lack of a market for the issuer’s common equity
securities. The list provided is suggestive, but item 503(c) is clear that all of the most significant
factors that make the offering speculative or risky must be disclosed.

11, Shareholder-Demanded Disclosure Using Shareholder Resolutions, as Permitted Under
Exchange Act Section 14(a), Regulating Proxy Solicitations and the SEC's General Powers
Under Section 14(a)

Company-specific disclosure may also arise based on a successful shareholder resolution (also
called shareholder proposals). Under state corporate law, securities owners have the power to put
appropriate items on the annual meeting agenda. In Section 14(a) of the Exchange Aet, the SEC
is given general authority to regulate the process of soliciting proxies in conjunction with the
annual meeting. In Rule 14a-8, the SEC has identified the procedural and substantive
requirements for shareholders’ resolutions. If a shareholder resolution asking for information
from the issuer reccives majority support in the proxy solicitation process, then the information
may be fnrthcorning.'57

Companies may seek a no-action position from the SEC staff to protect them from later SEC
enforcement action if the company decides not to include certain shareholder resolutions in the
company’s annual proxy statement. Permissible reasons to exclude shareholder proposals are set
out in Rule 14a-8, question 9. Exclusion may be permissible based on the proposal violating
one of the eligibility or procedural requirements of Rule 14a-§ or if it falls within one of the
rule’s thirteen substantive bases for exclusion.”” If there is no basis to exclude a sharcholder
proposal, the issuer must include the proposal in its proxy solicitation for sharcholders to
consider.

Additionally, under the broad authority delegated to the SEC by Section 14(a) of the Exchange
Act, the Commission is entitled to regulate the proxy solicitation process “as necessary or
appropriate in the public interest or for the protection of investors."™ It has been argued that this
mandate was intentionally designed to allow the SEC to establish rules that would permit
shareholders to hold companies accountable for their actions, including by promulgating proxy
disclosure rules that would provide shareholders with more information about the companies”
actions.””  The challenge for any proponent of new proxy disclosure rules lies in gaining
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sufficient support for any proxy disclosure request in order to instigate the SEC rule-making
process under section 14(a).

III. Rules 408 and 10b-5: Ensuring Completeness, Accuracy, and Responsibility in
Disclosures

Supplementary provisions of the Securities and Exchange Acts buttress the specific disclosure
requirements in Regulation S-K. First, Securities Act Rule 408 and Exchange Act Rule 12020
provide a “catch-all” requirement to disclose any further material information necessary to
ensure the overall disclosures are not misleading.” Then, Rule 10b-5 attaches personal liability
for fraud, misstatements, or omissions to the individuals responsible for preparing and certifying
the disclosures as true, accurate, and complete. These provisions act to complement disclosure
requirements and ensure that managers and internal reporters have incentives to ensure that the
information they are disclosing is complete, accurate, and true.

According to Seeurities Act Rule 408 and Exchange Act Rule 12b-20, issuers are required to add
any material information necessary to ensure their disclosures are not misleading. The specific
language of both Rule 408 and Rule 12b-20 require “such further material information, if any, as
may be necessary to make the required statements, in light of the circumstances under which
they are made, not misleading.>” These rules act as a “catch-all” to ensure that issuers are
required to disclose any additional material information necessary to ensure that information
disclosed is not misleading—in essence, to guard against half-truths.

Section 10(b) and Rule 10b-5 of the Exchange Act create liability for using deceptive or
manipulative devices in connection with the purchase or sale of securities.™ In particular,
according to Rule 10b-5 (b) it is unlawful for any person to directly or indirectly “make any
untrue statement of a material fact or to omit to state a material fact necessary in order to make
the statements made, in the light of the circumstances under which they were made, not
misleading . . . in connection with the purchase or sale of any security.”” This liability, in
relation to periodic securities disclosures, attaches to the individuals involved in preparing the
statements of material fact and to those who are required to certify that the material statements of
fact are true and complete—usually the Chief Executive Officer, Chief Financial Officer, or
similarly empowered high-level executive. This liability applies to materially misleading
statements even where there is no affirmative duty to disclose such information,”

In making a claim for violation of Rule 10b-5, the plaintiff must prove several elements. They
must show: (1) that the defendant is subject to Rule 10b-5, (2) that there was a misrepresentation
or omission, (3) of a material fact, (4) made with the intent to deceive or recklessness in the
misstatement, (5) upon which the plaintiff relied, (6) in connection with either a purchase or sale
of a security (7) causing (8) damages.” While reliance is a part of the plaintiffs’ case, it may be
presumed in certain cases. In omission cases, reliance may be presumed if the omission is of a
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material fact, and in misstatement cases there is a rebuttable presumption of reliance when the
security is trading in an efficient market since the misstatement will operate as a “fraud on the
market,” affecting the market price.”® Therefore, incentives are created to promote accuracy and
completeness in periodic disclosures in part because the individuals responsible for preparing the
information and certifying the disclosures may be personally liable for any fraudulent material
inaccuracies or omissions.

B. What is “Material” for Corporate Disclosures?

The first part of the disclosure process involves collecting information based on the items
specifically required under Regulation S-K, any information demanded by successful
shareholder disclosure proposals, and the blanket requirements to include additional material
information as necessary to ensure the disclosures are not misleading. Once this information is
gathered, the issuer must determine what information is “material” and thereby subject to public
disclosure and what information is immaterial and thereby not required to be disclosed
public:ly.W The second part of the disclosure process requires a subjective filtering of information
related to required disclosure items through a screen of materiality, with the goal of ensuring that
public disclosures are useful to investors and sharcholders in assessing current and prospective
corporate performance.

The Supreme Court of the United States has laid out a clear legal standard for identifying what is
“material” for securities reporting. The standard is driven by the rationale behind the Securities
Acts to “substitute a philosophy of full disclosure for the philosophy of cavear emptor and thus
to achieve a high standard of business ethics in the securities industry.”® It is tempered by the
judicial concern that “a minimal standard might bring an overabundance of information within
its reach, " and lead management to overburden the market with disclosures that did not enable
“informed decision-making "*

A fact is material if “there is a substantial likelihood that a reasonable investor would consider it
important” and would have viewed the information “as having significantly altered the ‘total
mix’ of information made available.”® The Court explains that assessing whether a fact is
material “requires delicate assessments of the inferences a ‘reasonable shareholder” would draw
from a given set of facts and the significance of those inferences to him.”* Whether a fact is
material “depends on the significance the reasonable investor would place on the . . .
information.”**

Regarding speculative or contingent information, including much forward-looking information,
Supreme Court precedent calls for companies to balance “the indicated probability the event will
occur and the anticipated magnitude of the event in the light of the totality of company
activity.”™ Adopting the reasoning from carlier cases, the Court expects the significance of each
fact to be assessed in relation to all other available information.”
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The SEC has provided additional guidance in recent years to assist companies with determining
materiality. In Staff Accounting Bulletin No. 99 (“SAB 997), the SEC clarifies that materiality
cannot be determined based on a bright-line quantitative criterion alone and that even
information that is purely qualitative could, in the context of all other available information, be
material to corporate securities disclosures.™ In particular, SAB 99 dispelled the popular rule-of-
thumb that any fact which could not result in a financial impact of at least 5% on any quantitative
category was not material.”” SAB 99 provided some guidance for accountants to consider
qualitative characteristics in determining materiality by listing hypothetical situations where
qualitative information would be considered material by SEC staff.”

Materiality determinations require the accountants and managers preparing securities reports to
assess the qualitative and quantitative characteristics of information to identify information that a
reasonable investor would consider important enough to significantly alter the “total mix” of
information available.”’ The certainty or uncertainty of a fact, trend, or event’s occurrence—and
the nature and scope of the impact on corporate performance of that occurrence—will all affect
whether it is material.” These subjective determinations should be guided by balancing the
purposes of securities regulation in providing sufficiently accurate, detailed, and comparable
information to protect investors and ensure fair, orderly, and efficient markets against a judicious
temperance to refrain from overwhelming the market with a flood of useless information.””
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Demonstrating Materiality: Human Rights Impacts, Risk
Assessments, and Procedures Are Material for Corporate
Securities Disclosures to the S.E.C,

Materiality derives from the general public, international and national governments, and
businesses treating a particular area or impact of business activity with heightened interest”* In
2010, the SEC re-evaluated the materiality of information related to climate change in light of
increasing interest from the public, academics, businesses, domestic and international
government, and other stakeholders.” In doing so, the Commission outlined the process for
considering whether a topic has become popularly relevant to the level of “material” to corporate
reporting. Key factors considered include; heightened public interest in recent years (including
academic, government, business, investors, analysts, or the public at large); international accords
and efforts to address a topic of concern on a global basis; federal regulations or state and local
laws in the United States; and voluntary recognition of the current and potential effect of the
category of information on companies’ performance and operations by business leaders.”® The
SEC addresses these key factors by analyzing the level of interest in climate change according to
three primary elements; (1) recent regulatory, legislative, and other developments; (2) the
potential impact of climate change related matters on public companies; and (3) current sources
of climate change-related disclosures regarding public companies.”” Within each element, the
materiality of any category of information is supported by trends of public interest, international
community action, domestic legislative action, and voluntary business action expressing an
acknowledgment of material significance.

This section provides evidence that the significance of human rights information to investors and
the public has evolved to a level that requires its disclosure as material information in securities
reports. First, recent regulatory, legislative, and other developments in the US and international
spheres are presented. Second, the potential impacts of human rights-related matters on public
companies are outlined using examples from recent years. Finally, current sources of human
rights-related disclosures regarding public companies are outlined. This evidence supports the
conclusion that human rights are material to investors. Securities regulations must recognize this
materiality by providing guidance for issuers to disclose information related to human rights
risks and impacts in a clear, consistent, and comparable manner in their reports to the SEC.

A. Recent Regulatory, Legislative, and Other Developments

Legislators, regulators and international policy-makers have indicated that the human rights risks
and impacts arising from globalized business activities require concerted global action. Domestic
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legislators and regulators in the United States have adopted public policies and rules at the
federal, state, and local levels that address corporate social responsibility and enhance corporate
transparency relating to human rights.” The international community has endorsed defined roles
for States and businesses in the UN’s “Protect, Respect, Remedy Framework™ and the
“Guiding Principles” for implementing this framework in the business and human rights
context."™ Furthermore, the United States government has endorsed the Guiding Principles and
has been encouraged by members of civil society to develop a plan for national
im]:alememal'mn‘IOI Stakeholders in business and civil society have come together with initiatives
to develop particular standards and processes for addressing human rights risks and impacts
through voluntary action.'”

I. Federal Government Regulatory Efforts

Federal legislators and administrative agencies in the United States have used their authority to
promote corporate respect for human rights and to provide greater transparency to investors and
the public on human rights risks and impacts related to business activities. In the Dodd-Frank
Wall Street Reform and Consumer Protection Act of 2010, Congress required transparency from
companies in special securities disclosures to address corruption and bribery, mine safety, and
conflict minerals sourcing.'” The SEC interpretive guidance for disclosures related to climate
change'® and to cyber-security information'"® has directed companies to disclose socially
important information similar to human rights concerns under existing securities disclosure rules
in Regulation S-K. Finally, the State Department issued rules requiring transparency for new
investments in Burma in May 2013,

Dodd-Frank Special Disclosure Provisions

In the Dodd-Frank Act of 2010, the U.S. Congress employed the mechanism of securities
disclosures to require transparency regarding mine safety,""” payments by resource extraction
companies to govemmuﬂ:ms,on and supply chain due diligence by manufacturers who source
minerals from the Congo region of Africa.'® These provisions directed the SEC to issue rules
requiring issuers to disclose information related to these three activities with the apparent goals
to enhance awareness about dangerous mining conditions, combat corruption in foreign
governments, and climinate funding for armed groups perpetuating conflict and human rights
violations in the Congo."" Although Congress determined that these purposes fit within the
mandate of the SEC, some observers have questioned the role of the SEC in compelling
disclosures of this information and the materiality to investors.'" Investors, meanwhile, have
commented on the rule-making processes for each scction and provided considerably favorable
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feedback as they seek access to information regarding the social and human rights impacts of
business activities of issuers conducting operations in conflict-affected and weak governance

112
arcas.

Section 1502 of the Dodd-Frank Act mandates that the SEC issue a rule requiring companies to
determine whether certain minerals used in the production of their manufactured goods
originated in the Democratic Republic of Congo (DRC) or neighboring countries and whether
the trade in those minerals has financed or benefitted armed groups. The SEC rule implementing
Section 1502 requires companies that file reports with the SEC to determine whether they source
designated minerals from this region. If they do, and those minerals are necessary to the
functionality of the manufactured goods they are used to produce, the company should be
required to conduct supply chain due diligence to determine whether their mineral purchases are
providing funding directly or indirectly to armed groups perpetuating conflict and violence in the
DRC. '™ As part of the required disclosures, companies must describe the specific measures
taken to exercise due diligence." The rule follows a “comply or explain” philosophy, requiring
companies to comply and show their efforts or explain their non-compliance and show what
efforts they have undertaken to comply.

Section 1503 of the Dodd-Frank Act calls for the SEC to require specific periodic disclosure by
issuers operating coal or other mines of information detailing health and safety violations or a
pattern of such violations in their operations."® The SEC rule implementing this disclosure is
based on the Federal Mine Safety and Health Act of 1977 (Mine Safety Act) and expands the
level of detailed information about mine safety issues that must be publicly disclosed."® This
rule requires issuers to report the receipt of certain notices from the Mine Safety and Health
Administration (MSHA) on current report disclosure Form 8-K, which must be filed within four
business days of specific material events to provide an update to quarterly or annual reports.'”
Further, the rule requires that quarterly and annual reports include aggregated totals for: (1)
health and safety violations, orders, or citations under the Mine Safety Act; (2) the potential costs
of proposed assessments from the MSHA under the Mine Safety Act; and (3) mining-related
fatalities during the reporting period.'™*

Finally, Section 1504 authorizes the SEC to demand resource extraction companies disclose any
and all payments made to domestic or foreign government officials. Under this requirement,
companies are expected to submit information to the SEC in interactive data format, detailing:
(1) total amounts of payments by category, (2) the business segment that made the payments, (3)
the government that received the payments, (4) the country in which they are located, and (5} the
project of the issuer to which the payments relate.”"” The SEC is given authority to require any
other information considered “necessary or appropriate in the public interest or for the protection
of investors.”"™ This rule may be limited by a de minimus exemption, allowing companies to
refrain from disclosing very minimal payments, but the statute indicates the Commission should
be guided in its rulemaking by the guidelines set out in the Extractive Industries Transparency
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Initiative—a voluntary international multi-stakeholder initiative for extractive companies and
governments to publish payments made and received related to resource extraction projects.”

Critics of these specialized disclosure requirements argue that they go beyond the scope of the
SEC’s authority by targeting public policy goals unrelated to investor protection, market
efficiency, or capital formation,'” They argue that the original purpose of the SEC is being
manipulated for federal policy-making goals because the SEC is the only regulatory body
capable of commanding regulatory compliance across all industries.> However, these criticisms
appear to fail to consider the legislative mandate to the SEC to regulate “as necessary or
appropriate in the public interest or for the protection of investors,” as in Section 14(a) of the
1934 Act.™ These criticisms also fail to consider the legislative history describing the original
intended purposes of federal securities regulation, which have been argued to include
establishing greater social responsibility in corporate conduct.'™ Congress has the authority to
mandate rulemaking on specific itoms where it is deemed in the public interest.'” Further,
investor groups have actively advocated for the materiality of the information to be disclosed
under these provisions for their decision-making processes.”’

SEC Guidance on Climate Change and Cyber-Security

The SEC has recently been engaged in clarifying the disclosure requirements of non-financial
information related to climate change and cyber-security in securities reports. Each of these
releases has indicated how existing securities regulations may require disclosure of information
related to climate change or cyber-security matters where they are material to the issuer or any of
its business segments.' Both discuss how the costs of compliance with laws and regulations to
prevent and mitigate risks related to climate change or cyber-security may result in material
expenses necessary to report in financial disclosures. Further, both detail how the description of
business, legal proceedings, MD&A, and risk factors items in Regulation S-K may compel
issuers to address cyber-seeurity or climate change risks or incidents." The climate change
guidance identifies specific provisions in Regulation S-K that have been enacted during the past
four decades of rulemaking and interpretive guidance on disclosures related to environmental
protection or climate change matters.”™ The cyber-security guidance also details how the
disclosure controls and procedures section may require disclosure of the cffectiveness of cyber-
security measures or any deficiencies that could render them ineffective. ok

State Department Responsible Investment in Burma Reporting Standards

The US. Department of State recently released their Responsible Investment Reporting
Requirements for all U.S. businesscs investing more than US8500,000 in Burma, effective May
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23, 2013 Companics must publicly provide summarics or copics of the policies and
procedures relating to operational impacts on human rights, community and stakeholder
engagement in Burma, and grievance processes. They must outline their human rights, worker
rights, anti-corruption, and environmental due diligence policies and procedures, including those
related to risk and impact assessments,™* Further, they must report to the State Department their
policies and procedures relating to security service provision and military communications. ™

Foreign Corrupt Practices Act

Congress has been involved in regulating corporate conduct in transactions and business
activities abroad at least since 1977, when it passed the Forcign Corrupt Practices Act"™® (FCPA),
prohibiting the use of bribery to foreign government officials to assist in obtaining or retaining
business.””” The prohibition of promises, offers, or payments of bribes to foreign officials applies
anywhere in the world and extends to public companies and their officers, directors, employees,
stockholders, and agents—including consultants, distributors, joint-venture partners, and
others.”™ The FCPA also requires that issuers (1) make and keep books and records that
accurately reflect the corporation’s transactions and (2) put in place a system of internal
accounting controls to adequately oversee and account for corporate assets and transactions."”
These records and internal controls help the issuer identify, prevent, mitigate, and remedy any
offending conduct.

1L, State and Local Government Regulations or Laws

States have the primary legislative authority to regulate corporate governance and liability in
U.S. law. Several states have engaged their legislative authority or are considering laws to
address human rights risks and impacts arising from business activities. In 2011, California
became the first state to pass a law preventing companies under scrutiny for ineffective
compliance with the Dodd-Frank conflict minerals supply chain reporting requirements from
eligibility to bid on state procurement contracts.** Maryland passed a similar law in 2012, and
Massachusetts is presently considering legislation to follow suit."! Additionally, California has
enacted the Transparency in Supply Chains Act of 2010, requiring transparency related to
corporate efforts to monitor supply chains to combat slavery or human trafficking." Through
these laws, legislators in California, Maryland, and Massachusetts are clearly indicating that they
are interested in holding corporations accountable for their conduct abroad, including the direct
or indirect financing of conflict and crimes against humanity in their supply chains for mineral
TESOUICES.
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111, International Community Actions to Address Business and Human Rights Concerns
on a Global Basis

The international community has taken actions at several levels to address business and human
rights concerns on a global basis. The United Nations has engaged stakcholders and developed
frameworks for global action through defined roles of governments and businesses in upholding
human rights, standards for responsible and principled investing, and guiding principles for
businesses to implement their responsibilities to respect human rights.*  International
organizations such as the Organization for Economic Co-operation and Development (“OECD”)
and the International Organization for Standardization (“1S0™) have also released guidelines for
businesses to implement their social and human rights responsibilities that incorporate and
expand upon the standards of the Guiding Principles." The European Union is currently
preparing legislation to require corporations to publicly disclose information related to human
rights and other non-financial social and environmental impacts of business activities.'”
Additionally, businesses, governments and civil society groups have come together voluntarily in
multi-stakeholder initiatives (“MSIs”) to address particular concerns and create best practices
approaches in the form of standards and mechanisms to protect against adverse human rights
risks and impacts of business activities.'** Each of these international mechanisms will be
discussed in turn,

UN Frameworks and International Standards

The United Nations has progressed from voluntary multi-stakeholder initiatives—such as the UN
Global Compact'"—to consultative approaches seeking to develop international standards that
can be incorporated into domestic laws and that follow the “Protect, Respect Remedy”
Framework'*® and the Guiding Principles for Business and Human Rights. " These frameworks
provide a “common global platform for action™ for governments and businesses to act to prevent
and remedy adverse human rights risks and impacts related to business activitics and
operations.™  The OECD has provided insight and standards with its Guidelines for
Multinational Enterprises (OECD Guidelines),”" and the 18O has introduced direction with its
Standard 26000 for “Social Responsibilily.'*52

The UN Global Compact was launched in July 2000 as a “platform for the development,
implementation, and disclosure of responsible and sustainable corporate policies and
practices.”ls * It is a voluntary initiative which calls on corporations and interested stakeholders to
join the Compact and commit to embracing, supporting, and enacting—within their spheres of
influence—its Ten Principles, covering human rights, labor, environment, and anti-corruption
standards.”* The Ten Principles are derived from the Universal Declaration of Human Rights,
the International Labour Organization’s Declaration of Fundamental Principles and Rights at

21



121

Work, the Rio Declaration on Environment and Development, and the UN Convention Against
Corruption.” Since its inception, it has grown to contain over 10,000 corporate participants and
to include stakeholders from over 130 countries.*®

Building from the “Protect, Respect, Remedy” framework that was passed in 2008, the UN
Special Representative on Business and Human Rights developed the Guiding Principles on
Business and Human Rights."” The Guiding Principles provide a “common global platform for
action, on which cumulative progress can be built” towards realizing the protection of, and
respect for, human rights through State and business actions.'” They are a series of 31 practical
principles to guide the implementation of the State duty to protect human rights, the business
responsibility to respect human rights, and the provision of access to remedy for human rights
abuses and violations."” Businesses are encouraged to apply these principles appropriately
according to their size, complexity, and operating contexts to ensure that they are respecting
human rights. "

In particular, the Guiding Principles call for businesses to adopt policies and build a corporate
culture that respects human rights. They are advised to do this by implementing human rights
due diligence processes to identify, prevent, mitigate, and account for how they address adverse
human rights impacts arising from their business." This due diligence should include “assessing
actual and potential human rights impacts, integrating and acting upon the findings, tracking
responses, and communicating how impacts are addressed.”"®” Businesses are advised to engage
with stakeholders throughout the process and to be prepared to communicate their human rights
impacts externally when concerns are raised or when risks of severe human rights impacts are
identified.'®

Additionally, the UN has developed widely accepted Principles for Responsible Investing (“UN
PRI™). These principles were launched in 2006 and now have almost 1200 investor signatories,
with assets under management standing at more than $34 trillion—or more than 15% of the
world's investable assets.' The rapid growth of the UN PRI shows that investors—in particular
large, institutional investors—are quickly integrating responsible investment policies and criteria
into their decision-making calculus. The UN PRI emphatically believes that environmental,
social, and governance issues are materially relevant to investors and, although it recognizes the
limitations of available research data, it is firm in its confidence that these issues are financially
significant."®®

The OECD Guidelines for Multinational Enterprises (“OECD Guidelines”) provide a set of non-
binding principles and standards for responsible business conduct in the global context that
follow applicable local laws and internationally recognized standards.'™ These standards are
implemented through the National Contact Points (NCPs) mechanism, which are government
agencies tasked with promoting the OECD Guidelines and assisting MNEs and their stakeholders
in implementing the standards."”
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Under the Guidelines, MNEs are required to disclose material information regarding their: (1)
policies and codes of conduct; (2) performance in relation to those statements and codes; (3)
internal audit, risk management, and legal compliance systems; and (4) relationships with
workers and other stakeholders."®® The “Commentary on Disclosure” indicates that the purpose
of transparency should be to address the increasingly sophisticated public demands for
information, including social, environmental, and risk reporting.]éq The 2011 edition of the
Guidelines aligns its human rights standards with the UN Framework and Guiding Principle,s.Im
They requite companies to “respect human rights” through: (1) policy commitments; (2) actions
to prevent or mitigate adverse human rights impacts directly linked to their operations, products,
or services; (3) carry out human rights due diligence appropriate to their circumstances, and (4)
empower legitimate processes for the remediation of human rights impacts where they are
melicaled.”'

The OECD has developed sector-specific standards in the Due Diligence Guidance for
Responsible Supply Chains from Conflict-Affected and High Risk Areas'™ (OECD Due
Diligence Guidance). The OECD Due Diligence Guidance provides a five-step process for
companies 1o conduct due diligence, undertake risk assessments, mitigate and monitor risks in
the supply chain, and participate in audit programs for external, independent assurance. ™
Finally, the process requires annual disclosure of risk assessment reports, detailed descriptions of
how due diligence processes have been reviewed and verified, and what steps are taken fo
regularly monitor changing circumstances of supply chains.™

The ISO has developed a standard to reflect consensus, state-of-the-art standard best practice for
social responsibility to assist organizations in contributing to sustainable development.™
Through a holistic approach that incorporates seven core subjects, the 1SO 26000 standard
provides practical guidance on how to adopt principles of social responsibility, recognize that
responsibility, and engage with stakeholders to integrate that responsibility throughout an
organization.”6 For human rights, ISO 26000 guides organizations to implement due diligence,
monitor and mitigate risks, avoid complicity, and support the resolution of grievances.'” Tt
describes these issues in relation to broad categorization of human rights, including civil,
political, economic, social, cultural, and labor rights.'™

European Union Legislation

The European Commission (EC) has recently proposed a directive on non-financial disclosure
requirements that would, in part, require corporations to report publicly their respect for human
rights. The proposed standards would require companies to report relevant and material
information on policies, results, risks, and risk management efforts pertaining to respect for
human rights, as well as other environmental, social, and governance issues.'™ The proposal is
currently awaiting a vote in the European Parliament, after which it would come into force in 18
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months. At that time, EU member-state governments would be required to begin the process of
implementing the standards into national domestic law. The actual standards of non-financial
disclosure required regarding specific types of information may vary from State-to-State but the
EU directive will provide the basic requirements.

Multi-Stakeholder Initiatives (MSIs)

There are a number of MSIs developed through business and civil society leadership to address
sector-specific or issue-specific concerns relating to the intersection of business and human
rights. Through these platforms, stakeholders have worked together to formulate strategies and
exchange feedback to develop operational approaches to address adverse human rights risks and
impacts. Examples of MSIs include the Extractives Industry Transparency Initiative (“EITI") and
the Global Network Initiative (“GNI”).

The EITI is a global standard to promote revenue transparency and accountability in the
extractive sector,™ It requires companies to report payments to governments and governments
to disclose their receipts of payments to the EITI multi-stakeholder oversight group, which
verifies and reconciles tax and royalty payments from resource extraction operations. A multi-
stakeholder group representing business, civil society, and governments oversees the process and
communicates the EITI Report findings."*! The goal is that, by requiring both sides to
transparently report their exchange, the independent verification will prevent under-reporting and
combat corruption and bribery in resource rich countries with poor governance, which can often
contribute to conflict and a high risk of human rights violations. 82 Governments are required to
apply to be a member of EITI and must effectively implement all aspects of the EITI
requirements in order to become a member."™ Failure to effectively implement the requirements
can result in EITI suspending operations, as recently occurred in the DRC.'*

The GNI is a scctor-specific, multi-stakeholder initiative for the information and
communications technology (“ICT") industry that requires participating companies to implement
its Principles on Freedom of Expression and Privacy to protect and advance the enjoyment of
these human rights globally." Implementation of the Principles includes a Governance,
Accountability, and Learning process that requires participating companies to submit to
independent compliance monitoring and transparent reporting that outlines compliance activities,
results of independent assessments, impacts on freedom of expression and privacy, and the path
forward."*¢

Recent legislative, regulatory, and other developments clearly indicate that policy-makers at the
federal, state, and international levels are increasingly interested in taking action to address
adverse human rights risks and impacts related to globalized business activities. Domestic
legislators have enacted transparency requirements to address public interest in eliminating direct
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or indirect support for corrupt governance, violent conflict, and human trafficking, International
organizations have been engaged in creating consensus and global standards for business
responsibilities related to human rights and have gathered global support for concerted action to
implement those principles. Business and civil society actors have engaged with the international
community to take direct action on specific concerns and in specific contexts through practical
operational frameworks. Altogether, these recent developments indicate the increasing
materiality of human rights-related matters to corporate activities.

B. Potential Impact of Human Rights-Related Matters on Public Companies

The “business case” for disclosure of human rights information rests on growing evidence that
human rights performance has a real impact on long-term corporate value."*" As investors leam
how companies predict, mitigate, and manage risks and impacts, capital should be allocated
efficiently to businesses with stronger capacities to overcome challenges. Therefore, in an
efficient market, the potential direct and indirect impacts of human rights-related matters are
material to investor decision-making.

Direct impacts—such as capital costs related to compliance with laws and regulations, financial
penalties for non-compliance, or damages related to liability for abuses or violations—are
material risks that affect the future corporate outlook. Indirect impacts—such as the market
effects of rising supply chain costs, increasing prices of raw materials, or changes in the
competitive advantage based on varying capability to attract and retain workers, customers,
clients, or users—could materially affect corporate performance. Finally, political effects—
arising from human rights risks and impacts connected to business activities, operations, or
relationships—may have a material impact on business and the social license to operate.

I. Direct Impacts

Dealing with human rights-related matters directly impacts corporate performance through
additional costs, changes in operating conditions, and unpredictable delays in production and
revenue generation."™ Investors are materially interested in the potential and actual costs that a
company faces related to human rights risks and impacts because these directly impact corporate
financial performance and securities valuations.” Where new laws or regulations add
compliance requirements, there are costs associated with complying, Where a company is
implicated in human rights abuscs or violations, they will face costs in mitigating the impacts,
additional expenses in public relations, and potentially for litigation, mediation, or some other
grievance or remediation process. Where human rights abuses or violations occur in one
operating context, a company may face extra costs in re-assuring its stakeholders that its other
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operations are not subject to the risk of similar incidents. Based on the potential for these direct
impacts—where a human rights risk or change in political environment resulting in stronger
human rights regulation is a possibility—the expected direct costs of those eventualities are
material to investors’ valuations of securities.'™

II. Indirect Impacts

The indirect costs related to human rights risks are more difficult to predict and are much more
costly to business. These can arise in the form of reputational damage, changes in consumer
preferences that alter the definition of competitive advantages in the marketplace, or unexpected
changes in local upstream conditions that cause price and cost fluctuations in the supply chain.
Other indirect impacts may occur, and each of these is material to corporate performance as a
result of human rights risks or impacts.

One of the most powerful costs from implication with human rights risks or impacts related to
business activities is the reputational cost.”! This affects relationships with consumers or
clients,'™ employees and recruits,”” and investors and sharcholders'® who prefer to disassociate
from operations that are complicit with adverse human rights outcomes.

If human rights risks and impacts are discovered by one actor in a particular sector, the ripple
effect can re-define competitive advantage by changing public perception of the consequences of
their consumer decisions.™ This can radically alter the landscape for strategy to gain market
share and consumer confidence and leave companies unprepared to show that they respect
human rights risks at the back of the pack. As was witnessed with the growth of the fair trade
coffec campaign, the major chain coffee shops faced pressure from consumers to carry fair trade
coffee, reflecting their new understanding of the indirect costs of their purchasing decisions.”™
Some consumers were no longer satisfied with their previous criteria for coffee and instead chose
to shop based on ethical supply chain practices of coffee merchants.

Finally, human rights risks in the supply chain can result in sudden changes to supply costs or
prices for raw materials where conditions deteriorate or where regulation gets stronger to
improve conditions. As conditions improve and regulations get stronger in countrics where low
labor standards keep supply chain costs low, the increase in costs will necessarily be passed up
the supply chain and increase costs on the end-producer. "7 1f conditions in supply chains change
rapidly, for better or for worse, the resulting impact on manufacturing costs or raw materials
prices may have a material impact on corporate performance.
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111 Political Effects That Could Have a Material Impact on Business and Operations

Companies that are implicated in human rights abuses or violations may face greater scrutiny
from government licensing agencies, and popular pressure could force the government to revoke
or deny business licenses necessary to operate within the country.'® This is a particular risk for
major foreign multinational enterprises engaged in high-risk activities such as resource
extraction, where public relations are strained by the nature of exporting natural resources from
the land for a limited retumn to local populations.”” Where society becomes passionately
inflamed against a company that is complicit with human rights abuses, the government may
have no choice but to follow the revocation of the social license to operate with a revocation or
denial of the official business license to operate.™® Alternative scenarios could include changes
in government, resulting in the nationalization of particular industries or a rapid descent into civil
conflict ™

C. Current Sources of Human Rights-Related Disclosure Regarding Public
Companies

Business managers and aceountants have voluntarily recognized the materiality of human rights-
related information in some cases and have generally recognized the value of reporting social
sustainability information informally as a public relations practice.”” Auditing firms have
directly recognized that human tights and other environmental, social and governance factors are
material to investors and that businesses should investigate, assess, and disclose their risks and
impacts where these are material to business performance.”” Market analysts arc gathering
information on businesses’ social and human rights records and risks,™ and investment news
services are providing analysis to the market in recognition of the materiality of these factors to
decision-making ™

Voluntary disclosures by business and marketplace aggregation and publication of
environmental, social, and governance factors show that this information is material to
investment decision-making. The SEC considers the. availability and current sources of
disclosures in determining whether information is material. First, the SEC considers whether
shareholders are demanding the information from public companies through the shareholder
proxy proposal process. Second, it considers whether institutional investors or other groups are
petitioning the SEC for interpretive advice for disclosing the information. Finally, it evaluates
the existing public disclosures available through alternative sources.
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1. Increasing Calls for Human Rights-Related Disclosure by Shareholders of Public
Companies

Shareholder resolution proposal powers have been a primary tool to engage corporations in
dialogue relating to human rights policies and practices for decades, and resolutions have
frequently been advanced where dialogue has been unsuccessful. In 2013 alone, thirteen of the
biggest corporations in America faced shareholder resolutions relating to human rights. " Many
social-issue proposals brought by shareholders are withdrawn prior to the annual meeting
because an agreement is reached with the company.””” The majority of human rights proposals
over the past four decades have been filed by institutional investors, such as the Interfaith Center
on Corporate Responsibility (ICCR), the California Public Employees Retirement System,™ or
the New York State Common Retirement Fund.""”

Sharcholder proposals—and even just the potential to bring proposals—have been a useful tool
for engaging corporations in dialogue to enhance their transparency regarding human rights
issues, although few have achieved majority support as Boards routinely advocate voting against
any social disclosure pmposals.ZIO The As You Sow Foundation has used shareholder advocacy
o lead or participate in hundreds of shareholder dialogues and resolutions to impact policies and
practices at companies, including Chevron, ExxonMobil, Dell, HP, PepsiCo, Starbucks, Target,
Home Depot, and Walt Disney.”" As You Sow generally operates by building coalitions with
shareholder allies and engaging companies in proactive dialogue—resorting to active resolution
proposals where dialogue alone is not enough to spur companies to action. 2 Other groups, such
as Investors Against Genocide, advocate similar tactics for institutional investors to bring
companics to align with their principles for responsible investment and have successfully
promoted a shareholder resolution at ING Emerging Countries Fund to a wide 59.8% passing
margin.’" Additionally, shareholder activism by the New York State Comptroller has recently
resulted in settlement agreements that require companics to disclose human rights risks and
impacts related to their business activities.”"*

The New York State Comptroller also acts as trustec of the New York State Common Retirement
Fund and has incorporated social and human rights considerations into investment decisions and
long-term valuations in recent yezu's.”5 Similar actions have been taken by institutional pension
funds, such as the American Federation of State, County, and Municipal Employees (AFSCME)
Pension Plan, which has sought to protect and enhance the economic value of its long-term
investments by proposing heightened accountability and transparency by management to
shareholders on issues including human rights risks arising out of companies’ operations.”"® The
Us. Presbyterian Church also recently proposed that Caterpillar review and amend its human
rights policies to conform more closely to intemational human rights and humanitarian
standards”"”
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IL Petitions for Interpretive Advice Submitted to the SEC by Large Institutional Investors
or Other Investor Groups

The SEC has only a few petitions on record that it has received from a large institutional or other
investor group, demanding interpretive advice regarding disclosure relating to human rights
matters.”™ However, this does not mean that investors are not interested in these issues. In fact,
investor interest in human rights and other social impacts related to business activities has
increased dramatically in recent years.

The socially responsible investment (SRI) industry has expanded in the United States, from
controlling assets worth $639 billion in 1995 to $3.74 tillion in 2012 This expansion is
mirrored internationally by the wide acceptance of the UN PRIs, which now command assets of
over $32 trillion—approximately 15% of the global market for securities—after launching in
2006 with signatories managing only $4 trillion in assets. SR has grown to command significant
market share and several large institutional investor groups, including pension funds and mutual
funds. Even Goldman Sachs has developed its own fund based in sustainability metrics, known
as GS Sustain ™

EIRIS Conflict Risk Network is a prime example of a coalition of almost 80 institutional
investors, financial service providers, and other stakeholders calling upon corporate actors to
fulfill their responsibility to respect human rights and to take steps that support peace and
stability in arcas affected by genocide and mass atrocities, such as Sudan and Burma. ™' The
Network leverages the investment power of more than $6 trillion in assets under management in
this mission to advocate for the corporate fulfillment of the responsibility to respect human rights
in conflict environments, and coordinates groundbreaking rescarch methods for the
implementation of responsible investment policies relating to these challenging locations.™ In
May 2013, the Network became a part of EIRIS—a leading global provider of research into
corporate environmental, social, and governance perfom'lzmce.223

This is reflected in other components of investment valuation, such as the change in metrics used
to evaluate corporate market value. In 1975, tangible assets accounted for up to 80% of the
valuation assessment for corporate securities’ market value. In 2003, tangible assets accounted
for only 20% of that valuation assessment, as intangible assets—including risk management,
intellectual property, human and social capital—have come to be used to calculate 80% of the
market valuation equation for corporations ™

II1. Existing Public Disclosures Available Through Other Sources

Businesses, traditional financial accounting firms, and marketplace analyst research services
have recognized that human rights-related matters are material to investors. Businesses have
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demonstrated this through voluntary disclosures in securities reports and participation in social
sustainability reporting systems or social auditing frameworks. ™ Over the past few years,
financial accounting firms have expressed the materiality of human rights to investors in several
reports from Deloitte, Emst & Young, and others that have engaged in research collaborations
with business schools and institutional investor groups.™ Finally, market analysts and research
companies have developed indices for measuring social impacts, including human rights risks
and impacts, of business activities and offer these for investors who are secking to apply the
information in their decisions.

Voluntary Reporting in Periodic SEC Securities Disclosures

Many businesses are already voluntarily disclosing information regarding human rights-related
matters,”" and both accounting and law firms have published their acknowledgment that these
matters are material to investors.”™® Certain companies, including Coca-Cola, have already begun
to report human rights risks under their “Risk Factors” disclosures in item 1A of their annual
Form 10-K sccuritics reports to the SEC.™ As companies proceed to identify, monitor, and
address human rights risks and impacts in their activitics, the acknowledged materiality of these
matters by accounting firms may result in those firms and in-house corporate auditors deciding to
report human rights-related matters when they pass the in-house materiality filter for significant
relevance to investors and shareholders.

In their 2012 annual report, Coca-Cola specifically details concerns that negative publicity
related to human rights, even if unwarranted, could damage their brand image and corporate
reputation and cause the business to suffer.™ This risk factor disclosure rests on Coke’s
recognition that their success “depends on our ability to maintain the brand image” and
“maintain our corporate reputmionf‘m Coke addresses their responsibility to respect human
rights under the Guiding Principles and acknowledges that—based on their Human Rights
Statement, including a Workplace Rights Policy and Supplier Guiding Principles—any
allegations of a failure to respect internationally accepted human rights could have a significant
impact on their corporate reputation. ™ They conclude that the reputational harm attached to any
allegations of human rights violations, even if untrue, could significantly impact corporate
reputation and long-term financial results. ™

The analysis provided by Coca-Cola of the risks related to human rights violations, or even
untrue allegations, to long-term financial results are consistent with the views emerging from
accounting and auditing firms acknowledging that human rights issucs are material to investors.
Deloitte has proposed that environmental, social, and governance information, including
information related to human rights matters, are material where disclosure informs an
understanding of changes in company valuation.™ They indicate that the materiality filter
should capture these topics by considering how stakeholder actions related to reported
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information regarding topics such as human rights risks and impacts—including boycott,
activism, divestiture, seeking employment, or changing purchasing habits—yield potential
impacts for company valuations within a relevant time frame.*

Emst & Young, in collaboration with the Boston College Center for Corporate Citizenship, has
also recently identified the benefits of corporate transparency for financial performance. Their
research shows that informally reporting social sustainability performance has demonstrated
direct benefits to the corporate balance sheet—a conclusion that implies information such as
human rights risks and impacts are material to corporate perfm-rnanc::236 The conclusions of both
Deloitte and Emst & Young's research shows that traditional accounting firms are finding that
non-financial information, such as human rights risks and impacts, may be material to investors
as they impact corporate performance financially or, in the altenative, lead to intangible
advantages to reputation and image.””’

Voluntary Informal Social Sustainability or Responsibility Reporting

There has been a proliferation of voluntary social sustainability reporting frameworks, and a
significant majority of businesses are participating by voluntarily releasing informal corporate
social responsibility or sustainability reports. The Global Reporting Initiative (GRI™ and the
International Integrated Reporting Council (IIRC)™ are the most popular framewarks, and the
Sustainability Accounting Standards Board (SASB)™ is also developing human rights and
sector-specific disclosure standards to guide companies. Companies have subscribed to these
standards in order to grant their reports a level of credibility, but most of the standards have still
allowed companies considerable discretion in reporting details. These standards have made more
information available, but the quality, comparability, and usefulness of the information varies
across sectors and between businesses. Therefore, informal voluntary sustainability reports have
been useful in making some information available to investors, but they have failed to allow
investors to clearly understand, evaluate, and compare how different companies are identifying,
reviewing, mitigating, and remedying human rights risks and abuses.™!

The GRI was initiated in 1990 and the first reporting standard was announced in 2000, providing
companies with a framework for reporting on sustainability topics. The standard has evolved
over time, with the fourth “G4™ guidelines released in May 201 3.2 The guidelines have been
designed to harmonize with existing sustainability standards, including the OECD Guidelines for
Multi-National Enterprises (MNEs), ISO 26000, and the UN Global Compact. In 2011-2012,
more than 3900 companies participated in GRI certification training.**

Under the G4 Guidelines, companies may prepare a sustainability report “in accordance” with
the standard by reporting only the “Core” elements or by preparing a “Comprehensive” report,
including additional “Standard Disclosures” and more extensive performance analysis of
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identified material *“Aspects.”* The determination of aspects of the GRI reporting standard that
are material to the specific company is instrumental in determining what disclosures are made
under the standard, since only aspects that arc material to the company must be reported under
the GRI standard.** Under the G4 guidelines, material aspects are those that: (1) “reflect the
organization’s significant economic, environmental, and social impacts™ or (2) “substantively
influence the assessments and decisions of stakeholders.”*

The IIRC is an international standard for integrated corporate reporting that is currently piloting
a program to result in communication by companies about how their “strategy, governance,
performance and prospects lead to the creation of value over the short, medium, and long
term."*¥" The integrated reports are intended to target investors and decision-makers in capital
markets by communicating the full range of factors that materially affect the issuer’s ability to
create value over time.* The IIRC envisions its standard as building on financial and other
reporting to evolve corporate reporting to consider all aspects that interested stakeholders find
relevant in capital allocation decisions. ™ These integrated reports will identify the factors that
the organization believes are most important for their value creation over time and will provide
additional details including financial statements and sustainability reports.™ In that way, it
complements and works with the GRI standards to incorporate sustainability reports alongside
financial statements to reflect the integrated information that is material to investors.

The SASB is a standards organization that is developing sector-specific accounting standards
related to material issues in those sectors for corporate reporting of non-financial information.
SASB aims to provide relevant, useful, applicable, cost-cffective, comparable, complete,
directional, and auditable standards to improve the quality of corporate reporting for investors.”
In developing their standards, they seek to support the convergence of international accounting
standards and support the shift to integrated reporting of material sustainability issues in SEC
reports such as the Form 10-K.** They are in the process of developing standards related to
accounting and reporting human rights issues in order to continue towards meeting their vision
where industry-specific standards enable companics to compete and improve performance on
sustainability issues—such as respect for human rights—so that investors can capitalize the most

sustainable companies.”

Marketplace Information Analysis and Investor Analytical Services

The marketplace has naturally organized to provide analytical services, information aggregation,
and dedicated news categories to sustainability and human rights matters relating to business
activities. Investor analytics and research database firms have been providing and refining
indices and collections of information relating to environmental, social, and governance business
practices, including human rights, for years. Investor-focused news services are dedicating web
pages to reporting social impacts of business and sustainability issues. ™
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The MSCI risk and investment analytics firm produces indices for its clients related to
environmental, social, and governance analysis and is related to socially-responsible investment
criteria.”® MSCI has consolidated many of the competing databases and indices under its
umbrella with the KLD Research & Analytics, RiskMetrics, and Barra analytical methods
offered to clients as part of their investment support tools.™*® These tools can be customized to
meet particular investors’ interests in analyzing performance related to specific categories,
including human rights. Goldman Sachs has developed its own analytical approach to
sustainability metrics, and incorporated it into a sustainable and principled investment fund

Bloomberg, the investment news provider, has a dedicated category for sustainability news,
where human rights matters related to business activities arc reported rf:gularly.258 Bloomberg
has maintained a database that integrates sustainability into its market analytics since 2008 and
has expanded its commitment to providing investors transparent information on these issues by
offering a sustainability section in its news services since 2010.% However, the fact that this
information is being provided by the information services marketplace does not mean that it is
equally reliable, comparable, or uscful to investors—SEC action to specifically require human
rights disclosures could vastly improve the quality of information available to investors and
stakeholders.”™

The problem with these marketplace information and analytical resources for investors is that
they are relying on incomplete, inconsistent, and sometimes incomparable information from
companies. The data deficiency holds back the measurement of financial impacts from socially
responsible corporate policies and processes and prevents investors from adequately
incorporating this information into their decision-making proccss..Zﬁl Although business,
institutional investment funds, and marketplace information services providers have recognized
hat this information significantly alters the total mix of information available to investors, there
is no standardized practice for delivering useful, objective data,

The availability of current sources of human rights-related disclosure shows that businesses,
accounting firms, civil society, news services, and other stakeholders expect investors to be
interested in human rights for making capital allocation decisions. As shareholders and investors
are demanding increasingly detailed and sophisticated disclosures related 1o human rights
matters using shareholder resolutions, information providers are filling the gap in available
information as best they can. Investors are demanding information by adhering to international
standards of socially responsible investment principles and criteria. Businesses are voluntarily
disclosing information by including it in existing items of their SEC formal reports or by
informally providing public sustainability or corporate social responsibility reports. International
standards for these sustainability reports have developed in order to guide companies to report
material information in a clear, useful manner. Finally, marketplace information analysis
providers, major investment and brokerage houses, and business news publications are including
sustainability and human rights information prominently in their metrics and news services.
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Unfortunately, this information is not consistent, comparable, or reliable across indusiries and
. . . . . " . 2
even individual businesses—making it less useful to investors. ™
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Reporting Material Human Rights Information to the S.E.C.

Broad human rights disclosure allows shareholders to access comparable information about
corporate activities and to more adequately assess risks to their portfolio companies.”® This
section outlines the two steps involved in implementing securities disclosure in the context of
this type of broad human rights disclosure: (1) assessing business-related human rights risks and
impacts through human rights due diligence and disclosure of such processes and (2) disclosing
material human rights risks and impacts.

Under the second step of broad human rights disclosure, this section proposes two ways in which
the SEC should act to require companies to disclose material human rights information under
Regulation S-K. First, the SEC should issue interpretive guidance, clarifying the responsibilities
of issuers to disclose material human rights risks, impacts, and due diligence processes and
results under existing Regulation S-K reporting items. Second, the SEC should engage in a
comprehensive rulemaking process to develop rules for disclosing human rights risks, impacts,
and due diligence processes and results in a distinct reporting item. Engaging in either or both of
these approaches will allow the SEC to enable investors to access key information that addresses
management's integrity and a corporation’s capacity to manage risks and create long-term,
sustainable value through respect for human rights in business activities and relationships. Any
clarification from the SEC, whether in the former of interpretive guidance or a new rule, should
clearly extend disclosures to include the activities of a company’s subsidiaries, contractors, and
business partners, in line with the standards of the UN Guiding Principles and the OECD
Guidelines for MNEs

A. Assessing Human Rights Risks and Impacts Related to Business Activities:
Human Rights Due Diligence

The first step in securities disclosure always involves gathering, reviewing, and assessing
information that fits within specifically required disclosure items. In this case, human rights risks
and impacts related to business activities can arise from a variety of sources and may develop
from supply chain or other business relationships, as well as directly in principal business
operations. In order for issuers to effectively identify, review, mitigate, and report human rights
risks and impacts related to their activities, they should conduct human rights due diligcnce.266

Generally, human rights due diligence should involve several steps to: (1) identify risks and
impacts, (2) review and integrate findings, (3) track responses and mitigate potential impacts, (4)
remedy any existing adverse impacts, and (5) communicate to stakeholders how impacts are
addressed.”" The UN Guiding Principles, in Principles 17-20, provide a flexible framework for
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issuers to adapt based on their size, complexity, risk environment, and operational context ™ By
referencing these existing and developing standards, companies can provide clarity to investors
while having the flexibility to adapt best practices (or not) as they emerge over time. Sector
specific guides—like the OECD Due Diligence Guidance, which s geared towards supply chain
due diligence in conflict-affected and high-risk arcas—also provide a framework for human
rights due diligence that could be used as an illustration by the SEC, while leaving the exact
parameters of due diligences processes, if any, to issuers.”

B. Disclosing Material Human Rights Risks and Impacts

The second step for making sccurities disclosures is filtering and appropriately organizing the
gathered information in material disclosures to allow investors and shareholders to understand
corporate performance and prospects. The material information must be disclosed and organized
in reports according to required disclosure items. In this case, material human rights information
could be required to be disclosed based on: (1) existing securitics regulation disclosure items or
(2) the implementation of a new rule providing for a new item sub-heading for human rights-
related risks and impacts.

I Interpretive Guidance on Existing Securities Reporting Item Requirements for Human
Rights-Related Matters

Material human rights risk and impacts should alrcady be being disclosed by issuers under
existing requirements in Regulation S-K, but the SEC should clarify these requirements using an
interpretive guidance for human rights-related matters. Following the approach recently used to
clarify reporting requirements for climate change matters and cyber-security information, the
SEC should identify how issuers are required to disclose material human rights information
under existing rules.”™ In particular, the description of business (Item 101), legal proceedings
(Item 103), reporting of disclosure controls and procedures (Item 307), MD&A (Item 303), and
risk factors (Item 503(c)) may already require disclosure of material human rights information.

Human rights risks and impacts are relevant to disclosures under item 101, the description of
business, because they are a significant element of operating contexts where they exist. Further,
any policies and processes in place to identify, assess, mitigate, and remedy human rights risks
and impacts will be relevant to investors’ understanding of an issuer’s risks management
strategies and capacities. These should be outlined and described in detail, and any known or
potential risks should be disclosed in the description of business as part of the description of the
plan of operation for the next period.
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Legal proceedings related to human rights risks and impacts should be disclosed under item 103.
The SEC should clarify that legal proceedings involving allegations of human rights abuses or
violations are not “ordinary routine litigation incidental to the business™ and thus are material to
investors. As has been suggested by Coca-Cola and stakeholder research, even untrue allegations
of human rights violations can have a material impact on corporate reputation and long-term
value.”™ Similar to legal proceedings related to climate change, there is sufficient evidence to
support disclosure of legal proceedings implicating a corporation or any subsidiary or business
segment in human rights violations at a lower standard of materiality than is generally required
for item 103 disclosures.”™

Further, as management is required to provide a narrative perspective of business performance,
including trends, uncertainties, and future prospects, there should be some discussion of human
rights risks and impacts in the MD&A under item 303. Any known or uncertain trends relating to
human rights risks and impacts should be deseribed and management should provide a narrative
explanation of how the issuer is prepared to identify, prevent, and mitigate potential or existing
occurrences.

Human rights due diligence policies and procedures should be disclosed as part of the item 307
reporting of disclosure controls and proccdures.m These reports should include: (1) the concrete
steps taken to identify risks to human rights; (2) the results of the company’s inquiry, including
risks and impacts identified; and (3) steps actually taken to mitigate the risks and prevent human
rights abuses. This would require senior management to assess and take responsibility for the
effectiveness of these internal controls and procedures and vouch for the resulting human rights
disclosures.

The direct and indireet effects to sccurities valuations, corporate reputation, and competitive
advantage related to human rights risks and impacts should result in material disclosures under
item 503(c) as risk factors for corporate performance. Coca-Cola has led the way with their
recognition that the potential for damage to their reputation and resulting stakeholder actions
could significantly affect their bottom line.”™ 1t is clear from the consistent findings of research
on the impact of sustainability reporting that social responsibility issues, including human rights,
are important sources of risk and potential value.”™ The SEC should clarify that issuers need to
be assessing their human rights risks and impacts to identify risk factors for disclosure under
item 503(c) that could affect corporate performance.

I1. The Development of a New Rule for Human Rights Reporting

The SEC may engage in rulemaking related to required disclosures where it is mandated by
Congress under existing securities laws (such as the Exchange Act or Dodd-Frank Act™),
according to a fresh congressional mandate, or following rule-making petitions proposed by the
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public.”” According to Section 14(a) of the Securities Act, Congress has delegated broad
authority to the SEC to engage in rulemaking relating to proxy solicitations “as necessary or
appropriate in the public interest, or for the protection of investors.”™™ As this paper has
documented, human rights risks and impacts are a matter of domestic and global public interest,
and are relevant to corporate performance and the protection of investors. Interested stakeholders
should petition the SEC to promulgate a new mandatory disclosure rule related to human rights
in periodic disclosures, including through annual proxy disclosures and through updates in
periodic disclosures regarding material changes.

In developing a new rule, the SEC should consider how to incorporate disclosures of human
rights-related matters in order to provide clear, consistent, and comparable information between
issuers. Certain sectors will, due to the nature and context of their operations, be more prone to
risks and impacts related to human rights. Disclosure of their policies and processes for
identifying, tracking, mitigating, and remedying those risks and impacts are materially relevant
o investors’ understanding of management’s integrity, and capability to manage risks.

A new rule—and the rulemaking process—could investigate the value of consolidating human
rights risk and impact disclosures under one item heading or sub-heading. This “Human Rights
Due Diligence” section would provide transparent and accountable disclosure of all material
information and allow stakeholders to engage the corporation to improve or assist with issues
related to human rights. Finally, this rule could be used to meet part of the U.S. government’s
duty to protect human rights-related to business activities, under the UN Guiding Principles,
which it has already endorsed. This would require, at minimum, that the rule include a disclosure
of the issuer’s human rights policies and details of the human rights due diligence process and
results.
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Conclusion

Heightened interest from the public, policy-makers, academics, investors, and businesses
indicate that information relating to human rights matters is in fact material to investor decision-
making. Domestic and international legislative and policy action have built—and continue to
build—a global consensus around the need to tackle the adverse social and human rights impacts
of globalized business activities. Investors are increasingly demanding corporate transparency
through sharcholder resolutions and endorsement of responsible investment principles. In turn,
businesses are recognizing the importance of their performance relating to social responsibility
issues and are publishing both formal and informal reports to gain positive publicity and investor
support for their efforts in meeting these changing global standards. At the same time,
marketplace information analysts and investor support service providers are gathering and
integrating available information into useful analyses for investors’ capital allocation decisions.

The UN Guiding Principles provide a set of foundational benchmarks for building human rights
considerations into internal auditing and risk mitigation processes through human rights due
diligence and reporting. Since the United States government has endorsed the Guiding
Principles, it should examine implementation of these Principles through its own existing laws
and regulations. Furthermore, the OECD Guidelines for MNEs and 1SO 26000 have entrenched
and expanded upon the Guiding Principles to formulate best practices standards for corporations
around the world to tackle the challenges of business impacts relating to human rights. These
systems have developed as legislators, civil society, and businesses have converged on a
common understanding of the responsibility for businesses to respect human rights. The
implementation of the responsibility to respect human rights demands that corporations conduct
human rights due diligence to investigate their operations for adverse human rights risks and
impacts and communicate those findings to stakeholders and the public.

In order to promote orderly, efficient capital markets and protect investors from misleading or
inaccurate information that affects the value of the securities on the market (such as in stand-
alone social reports), the SEC should act to require issuers to disclose their human rights due
diligence processes and findings regarding risks and impacts related to their business activities.
Under existing securities regulations, issuers may have an obligation to disclose human rights
risks and impacts related to their operations, and the SEC should provide interpretive guidance
clarifying those items where material human rights issues should be reported. Based on the
heightened interest from the public, legislators, the international community, and voluntary
business disclosures, the SEC should provide interpretive guidance and engage in a
comprehensive rulemaking process to establish clear, consistent, and comparable disclosure
requirements that will allow investors to effectively consider the human rights risks and impacts
conneeted to investment in certain companies. This information is highly important as it
significantly alters the total mix of available information to investors. It should therefore be
provided in a manner that adequately allows investors to usefully decide how to allocate their
resources.
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Endnotes

" The United States does have several statutes that apply certain laws and standards to U.S. companies in
their activities abroad. These include the Foreign Corrupt Practices Act, Pub. L. 95-213 (1977), the
Torture Victim Protection Act, Pub. L. 102-256 (1991), and the Trafficking Victims Protection
Reauthorization Act, HR. 7311 (2008). The Alien Tort Claims Act, 28 U.S.C. § 1350 (2013) has been
used in recent decades to hold companies liable for violations of the law of nations committed abroad.

* Many human rights violations resulting from business activities accur in challenging political
environments, where conflict or other high-risk factors have limited the capacity or willingness of the
State to effectively establish the rule of law or to operate a functioning judiciary.

* Profits are at an all-time high for the world’s largest, most powerful corporations. See Henry Blodget,
Corporate Profits Just Hit an All-Time High, Wages Just Hit an All-Time Low, BUS. INSIDER (June 22,
2013), http://www.businessinsider.com/corporate-profits-just-hit-an-all-time-high-wages-just-hit-an-all-
time-low-2012-6, The example of the lack of enforcement for clear violations of law and regulation by
financial institutions in the “too big to fail” category highlights this phenomenon in the context of the
2008/09 financial system collapse. See, e.g., Peter Schroeder, Holder: Big Banks' Size Complicates
Prosecution Efforts, HILL (June 3, 2013), http://thehil].com/blogs/on-the-money/banking-financial -
institutions/286583-holder-big-banks-size-complicates-prosecution-efforts.

* E.g., Andrew North, Dhaka Rana Plaza Collapse: Pressure Tells on Retailers and Government, BBC
NEWS ASla (May 14, 2013), http://www.bbe.co.uk/news/world-asia-22525431; Bangladesh Accord on
Fired and Building Safery released, IndustriALL Global Union (May 15, 2013), htep://www.industriall-
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INTERNATIONAL CORPORATE
ACCOUNTABILITY ROUNDTABLE

Setting the Record Straight

Common Myths about Environmental, Social, and Governance (ESG) Reporting

Over the past few decades, investors have become increasingly concerned not only with the short term
profits of their investments, but also the long-term viability of the public companies in which they invest.
As a result, investor calls for corporate disclosures of a company's environmental, social, and
governance (ESG) policies, practices, and impacts as a means to assess the long-term health,
profitability, and viability of companies have also increased. In response, public companies have begun
voluntarily disclosing ESG information, and U.S. allies and peer countries have begun to, or have already
enacted, mandatory reporting on ESG issues. The United States’ lack of action puts the country at risk of
falling behind the global curve in mandating the disclosure of ESG issues important to investor
assessment of long-term profitability. Common misconceptions about ESG reporting must be addressed
in order to push forth meaningful reporting requirements that respond to investor needs.

MYTH 1: Only socially responsible or impact investors care about ESG issues

Today, a wide array of investors are looking towards ESG factors as an integral part of their
decision-making processes. Worldwide, investors with $68.4 trillion of capital are committed to
incorporating ESG factors in their investing and voting decisions as part of the U.N. Principle for
Respansible Investment ("PRI").1 According to a recent Emst & Young report, ESG factors are no longer a
niche consideration, with “investor interest in non-financial information span(ning] across all sectors,”
and 61.5% of investors consider non-financial information relevant to their investments overall’
Accordingly, some ESG issues such as climate change or human rights are of increasing concern to
investors. For example, investars with $95 trillion in invested capital support the Carbon Disclosure
Project's (“CDP”) annual survey of global companies regarding their greenhouse gas emissions and
strategies for addressing climate change.3 In relation to human rights, an Ernst and Young report found
that 19.1% of investors would rule out an investment immediately and 63.2% would reconsider investing
if there were significant human rights risks associated with the investment.

! See, PRI11 ‘year growth of AD (all signatories (Asset Owners [sic], investment Managers ond seride [sic] providers) and respective AUM, Excel sheet
available for download at About the PRI, U.N. Principles for Investrent, /i
¥ Value of Sustainability Reporting, Ernst & Young Boston Call. Ctr. For Corporate Citizenship 18 (May 2013), aveilable ot

http:/fwww.ey.com/Publication vwlUAssets/ACM_BC/SFILE/1304-
1061668_ACM_BC_Corporate_Center.pdf.

% Catalyzing business and government action, Carbon Disclosure project, https://www.cdp.net/en-US/Pages/About-Us.aspx.

Y emst& Young, Value of Sustainability, supra note 2 at 16.
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MYTH 2: ESG issues are not financially material

ESG information is critical to assessing the long-term investment success of a company, especially in
relation to assessing risks, and is therefore financially material. Numerous studies, including a June 2017
Bank of America Merrill Lynch study, found ESG factors to be “strong indicators of future volatility,
earnings risk, price declines, and EJankruptcies.”5 A 2014 review of empirical studies analyzing ESG data
and corporate financial performance found overwhelming links between sustainability and profit: 90% of
the analyzed studies showed that sound sustainability standards lowered firms’ cost of capital; 80% of
the studies showed that companies' stock price performance is positively influenced by good
sustainability practices; and 88% of the studies showed that better ESG practices result in better
operational performance.5 These reports and statistics, coupled with the support of investors with
trillions of dollars in assets under management, help to illustrate that ESG information is financially
material to a reasonable investor. Furthermore, information need not be financially material, to be
material to a reasonable investor.’ There is growing global consensus that ESG disclosures should be
seen from a “double materiality’ perspective, as they provide both financially and
environmentally/socially material information to investors.®

MVYTH 3: The SEC doesn’t have the mandate to require ESG disclosures

The SEC was granted broad authority by both the Securities Act and the Exchange Act to promulgate
disclosure rules “as necessary or appropriate in the public interest or for the protection of investors.”” As
discussed above, ESG disclosures are material to investors, and therefore fall under the SEC's mandate
of investor protection. In addition, disclosure of ESG information is also in the public interest, as it
“promote[s) efficiency, competition, and capital formation.”” Mandatory ESG disclosures would
increase both informational efficiency, through the creation of consistent, comparable, and complete
ESG reporting, and allocative efficiency, as investors would have a better understanding of the long-term
profitability of their potential investments. These disclosures would also help U.S. markets keep their
competitive edge. Today, more than twenty countries have mandated public company disclosures of
certain ESG issues, and seven stock exchanges require social or environmental disclosures as a listing
requir(-:ment.ll As global investors increasingly demand and expect these types of disclosures, the SEC
should also require the same in order to stay competitive. Such disclosures would increase investor
confidence in the long-term profitability of U.S. markets and encourage increased capital formation in
the form of new investments.

% Bank of America Merrill Lynich, Equity Strategy Focus Paint—ESG Part Il: A Deeper Dive (June 15, 2017),

* See Gordon L. Clark, Andreas Feiner & Michael Viehs, From the Stockholder to the Haw inability Can Drive Financial Qutperformance
(2015), ovailable ot htta: [, fmPabstact_jd=2508281.

z See, e.g. Cynthia Williams, et. al, “Knowing and Showing" Using U.S. Securities Laws to Compel Human Rights Disclosure (Oct. 2013), hitps://bit Iy/2FEVCSZ.
B Eurapean Commission, Consultation Document an the Update of the Non-8inding Guidelines on Non-Financial Reporting,
https:/feceuropa £conomy b and 01 fi !
document_en pdf.

9 Securities Act of 1933 §§ 7, 10, and 19(a); Securities and Exchange Act of 1934 §6 3(b), 12, 13, 14, 15(d), and 23(a).

i

1% Securities Act of 1933, §2(b); Securities and Exchange Act of 1934, § 23(a)(2).
11 gee Initiative for Responsible Investment, Carporate Social Responsibility Disclosure Efforts by Notional Governments and Stock Exchanges (March 12,
2015), ovolable ot s / 1/08/CR3-12:05 pdlf,
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MYTH 4: ESG disclosures would be too costly for reporting companies

The value of complete, comparable, and consistent ESG disclosures far outweighs any related costs.
Studies have shown that companies with strong disclosure practices have positive shareholder returns
and better stock returns.” Additionally, a majority of the largest companies are currently making
voluntary sustainability disclosures, with 85% of S&P 500 companies producing such reports in 2017.°
Costs associated with larger companies are usually higher given complex supply chains and global
operations. That a number of large companies are already disclosing ESG information voluntarily
reinforces the notion that the benefits of ESG reporting outweigh the associated costs and that the cost
of shifting from veluntary to mandatory reporting would be minimal.

MYTH 5: Voluntary ESG disclosures already provide investors what they need to know

While a range of reporting standards exist for voluntary disclosure of £SG information, the application
and consistency of these standards varies greatly. This variability makes it difficult for investors to
compare ESG data across companies or time, hindering the effectiveness of such disclosures for
investment decis‘\on-making.“ Without a regulatory mandate, voluntary disclosures are often
incomplete, inconsistent, and not comparable. The SEC has recognized the value and importance of
standardized disclosures for these same reasons.” When reporting becomes mandatory, standards
necessarily become clearer, and the disclosed information more relevant and pertinent to investor
needs.

For more information, please contact Jana Morgan, Director of Campaigns and Advocacy, at Jana@icar.ngo.

The international Corporate Accountability Roundtable (ICAR) harnesses the collective power of progressive
organizations to push governments to create and enforce rules over corporations that promote human rights and
reduce inequality.

Visit www.icar.ngo to learn more.

- See, Andy Green & Andrew Schwartz, Corporate Long-Termism, Transparency, and the Public Interest (2018); Gordon L. Clark, et. al, From the Stockholder
to the Stakeholder: How Sustainability Can Drive Financial Outperformance, supra note 6.
¥ Governance and Accountability Institute Inc., “85% of the S&P 500 Index Campanies Publish Sustainability Reports in 2017” (2018), available at

hitps:/fwww. ga-institute.com/p: farticle/flash-report-82-of-the-sp-5! panies-published-corporate ports-in-2016.html.

“ See, e.g, Jim Coburn & Jackie Cook, Coal Response: The SEC & Corporate Climate Change Reporting {2014). See also, David Levy, Halina §. Brown, & Martin
de Jong, The Centested Politics of Corporate Governance: The Case of the Global Reporting Initiative, 49 BUS, & SOC'Y 88 (2010); Carl-Johan Hedberg &
Fredrik von Malmborg, The Global Reporting Initiative and Corporate Sustainability Reporting in Swedish Companies, 10 CORP. SOC. RESP. & ENVTL, MGMT.
153 2003).

15 e Chair Mary o White, Keynote Address at the 2015 AICPA National Conference: “Maintaining High-Quality, Reliable Financial Reporting: A Shared and
‘Weighty Responsibility,” Dec. 9, 2015, available at http://www.sec.gov/news/speech/keynote-2015-aicpa-white html
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INTERNATIONAL CORPORATE
ACCOUNTABILITY ROUNDTABLE

Why Enhanced Securities Disclosures Matter for Long-Termism

Environmental, social, and governance (ESG) reporting provides critical information to investors that helps to guide
theirinvestment decisions, and as such is critical for the long-term health and well-being of a public company. These
disclosures are essential for companies that want to be seen as good corporate citizens. When a company is
transparent around these important issues it often receives a reputational boost and greater access to capital. The
Securities and Exchange Commission should initiate @ rulemaking to ensure that ESG disclosures are
comprehensive, consi and comparabl

1) Strong disclosure reporting is the new normal, and a smart business strategy

ESG reporting has become a common practice of the twenty-first century business. In 2013, 44% of investors in
stock markets worldwide either mandated or strongly encouraged corporate ESG reporting. This drove ESG
disclosure to become standard practice - today, 75% of 4,900 companies studied by KPMG issue ESG reports and
78% of the world's 250 largest companies disclose such data in their annual financial reports. Some countries also
require pension funds to consider ESG factors as a part of their fiduciary responsibilities. Choosing not to align
reporting is choosing the path to less competitiveness, or worse, it is choosing to be presumed a laggard in global
best practices, which could hurt corporate brands with investors and the consumers. As Christopher Meyer said:
“we now live in the age of transparency where companies that do not own up to their responsibilities will find
themselves in the worst of all worlds where they will be made responsible and still not considered responsible.”

2) Enhanced reporting of environmental, social, and governance risks boosts corporate reputation and
creates a competitive advantage

Major scandals such as the Rana Plaza collapse in Bangladesh, Target's political donations, and BP's Deepwater
Horizon oil spill in the Gulf of Mexico have yielded ever-growing consumer demands that corporations be honest
with their consumers and investors, who clearly care about ESG reporting. Nearly 9-in-10 consumers in the richest
countries in the world believe corporations should make clear, searchable disclosures and be held accountable for
reporting and communicating the findings. Corporations that do are rewarded: more than 50% of corporations
engaging in ESG reporting noticed it helped boost company reputation. ESG reporting indeed permits corporations
to brand themselves as good corporate citizens and ensures that they are not unfairly linked to abuses,

3) ESG information is material to a broad range of investors and provides corporations with increased access
to capital®

Today investors worth nearly $30 trillion in financial assets have signed the United Nations Principles for
Responsible Investment, and are actively looking to invest in companies with high ESG performance - ESG disclosure
and financial returns go hand in hand. As the responsible investment space is growing, good corporate citizens stand
to henefit from additional access to capital, whereas corporations that do not may miss out. ESG disclosure plays
an ever-increasing pivotal role in 320 global investors’ decision-making processes. In 2016, 68% affirmed having
frequently made aninvestment decision based on ESG information during the year. Larry Fink, the CEO of BlackRock,
with 56 trillion under management recently strongly encouraged companies to make long-term planning a priority,
focusing on ESG factors, and also indicated BlackRock would not hesitate to back activists in proxy ballot fights on
these issues if corporations resist. ESG reporting in this context is especially important as responsible investors need
“measurable and comparable” indicators as benchmarks against which to compare a wide range of companies.

Please contact Jana Morgan, International Corporate Accountability Roundtable (ICAR) at jana@icar.ngo
or 703-795-8542 with any questions.

' rsc. Northway 426 U.5. 438, 449 (1976): a “reasonable shareholder would consider important in deciding how ta vote.”
March 23, 2018
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LETTER SUBMITTED BY PUBLIC CITIZEN

215 P Ivania Avenue, SE  Washi D.C. 20003 « 202/548-4996 * www.citizen.org

PUBLICCITIZEN
April 1,2019

Chairman Mike Crapo

Ranking Member Sherrod Brown

Members of the Committee

U.S. Senate Committee on Banking, Housing, and Urban Affairs
534 Dirksen Senate Office Building

Washington, D.C. 20510

Dear Chairman Crapo, Ranking Member Brown, and Members of the Committee,

Public Citizen respectfully offers the following comments to the record for the hearing titled
“The Application of Environmental, Social, and Governance Principles in Investing and the Role
of Asset Managers, Proxy Advisors, and Other Intermediaries.” We applaud the committee for
looking closely at this issue, and we enclose the public petition for a rulemaking that has been
submitted to the Securities and Exchange Commission (SEC) calling for the agency to issue a
standard disclosure framework on all environmental, social, and governance (ESG) issues for
public companies. The rulemaking petition was submitted by investors representing more than
$5 trillion in assets under management including:

California Public Employees' Retirement System (CalPERS)
New York State Comptroller Thomas P. DiNapoli

Illinois State Treasurer Michael W. Frerichs

Connecticut State Treasurer Denise L. Nappier

Oregon State Treasurer Tobias Read

o U.N. Principles for Responsible Investment

The petition was drafted with the guidance of American securities law experts Professor Cynthia
Williams, who is currently at Toronto’s Osgoode Hall Law School, and Professor Jill Fisch of
the University of Pennsylvania Law School.

For years, investors have been calling upon the SEC to require companies to disclose various
types of ESG risks from climate, to human capital management, to political spending, to tax, to
human rights, to gender pay ratios. Moreover, in response to increasing demands from investors
for this information as connected to long- term performance and risk management, many
companies have been attempting to provide this information voluntarily. However, the lack of
parameters for the nature, timing, and extent of these voluntary disclosures makes it impossible
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for investors to compare companies and make smart investment decisions. The only way to fill
this void is for the SEC to issue comprehensive, standard guidance for public companies’
disclosure of ESG risk, which would create a uniform requirement, as called for in the submitted
petition.

The SEC has clear statutory authority to require this type of disclosure, and doing so will
promote market efficiency, protect the competitive position of American public companies and
the U.S. capital markets, and enhance capital formation.

While we applaud the companies that do choose to volunteer ESG information, they often do so
in a manner that is episodic, incomplete, incomparable, and inconsistent. By issuing standard
disclosure rules, the SEC will reduce the current burden on public companies, allowing them to
plan for providing information that is relevant, reliable, and decision-useful. This will provide a
level playing field for the many American companies engaging in voluntary ESG disclosure.

ESG information 1s material to a broad range of investors. Today, investors with $68.4 trillion of
capital are committed to incorporating ESG factors in their investing and voting decisions as part
of the U.N. Principles for Responsible Investment. Moreover, global assets under management
utilizing sustainability screens, ESG factors, and comparable SRI corporate engagement
strategies were valued at $22.89 trillion at the start of 2016, which comprised 26% of all
professionally managed assets globally.

While Public Citizen takes the stance that investors have a right to a broad range of ESG
disclosure, one 1ssue that we have focused on specifically for almost a decade 1s corporate
political activity.

A company’s political activity- both its election spending and lobbying- is relevant to its
shareholders because it can present significant reputational risk if not disclosed and managed
properly. Many customers and the purchasing public are paying close attention to whether a
company’s political activity lines up with its corporate values. If there is a disconnect companies
can face bad press, boycotts, or targeted social media campaigns.

For example, AT&T came under public scrutiny after it was revealed that the company paid
attorney Michael Cohen--who has since been sentenced to three years in prison for campaign
finance violations and fraud--$600,000 to consult on policy matters without disclosing that
information to shareholders. This was following five years of calls from AT&T’s shareholders to
disclose the full extent of its lobbying activity and oversight policies, including payments for
direct and indirect lobbying. Clearly sharcholders were right to make this demand. It is important
for companies to be transparent in order to prove corporate integrity and reputational soundness.

Shareholder proposals calling on companies to be honest about their political activity are one of
the most frequently filed proposals every year, with 93 filed at the start of the 2019 proxy season.
Further, more and more companies are adopting accountability and transparency policies because
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they see this demand. Currently, more than half of the S&P 100 companies are disclosing some
or all of their election- related contributions with corporate money.

In 2011, a group of securities law experts filed a petition with the SEC calling for a rulemaking
on corporate political spending disclosure. Since being filed the petition has received more than
the 1.2 million comments from significant experts and stakeholders such as John C. Bogle,
founder and former CEO of the Vanguard Group; five state treasurers; a bipartisan group of
former SEC Commissioners and Chairs; members of Congress; and 79 charitable foundations.

In addition to the comments that have poured in to the political spending disclosure petition, the
SEC received over 26,500 comments in response to its 2016 Concept Release on Business and
Financial Disclosure Required by Regulation 8-K, the overwhelming majority of which
expressed a demand for more and better disclosure in general. Additional petitions and
stakeholder engagement seeking different kinds of ESG information suggest, in aggregate, that it
is time for the SEC to regulate in this area.

Public Citizen disagrees with the notion that investors experience “information overload” in the
current disclosure regime. While it is incredibly important that corporate disclosures are clear,
conise, and decision-useful for investors, they have the right to the material information they
demand. To cite Commissioner Peirce in her speech at the University of Michigan Law School
on September 24", 2018, “the Commission serves the public interest not by making decisions for
people, but by enabling them to make decisions for themselves.” Having access to a broad range
of information about a company is a key way for investors to make smart decisions.
Furthermore, if a company already has strong oversight of its political activity, for example, why
wouldn’t it share that information with its shareholders?

Public Citizen has been encouraging the Commission to promptly initiate a rulemaking to
develop mandatory rules for public companies to disclose high-quality, comparable, decision-
useful environmental, social, and governance information, and we encourage Congress to join
our call to the agency.

Sincerely,
‘Z.a\_ {7 3 ng.vuux
¥ ——
Lisa Gilbert Rachel Curley
Vice President of Legislative Affairs Democracy Associate

Public Citizen Public Citizen’s Congress Watch Division
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Qctober 1, 2018
Mr. Brent J. Fields
Secretary
Securities and Exchange Commission
100 F Street, Northeast
Washington, DC 20549

Dear Mr. Fields:

Enclosed is a petition for a rulemaking on environmental, social, and governance (ESG)
disclosure authored by Osler Chair in Business Law Cynthia A. Williams, Osgoode Hall Law
School, and Saul A. Fox Distinguished Professor of Business Law Jill E. Fisch, University of
Pennsylvania Law School, and signed by investors and associated organizations representing
more than $5 trillion in assets under management including the California Public Employees'
Retirement System (CalPERS), New York State Comptroller Thomas P, DiNapoli, Illinois State
Treasurer Michael W. Frerichs, Connecticut State Treasurer Denise L. Nappier, Oregon State
Treasurer Tobias Read, and the U.N. Principles for Responsible Investment.

The enclosed rulemaking petition:

o Calls for the Commission to initiate notice and comment rulemaking to develop a
comprehensive framework requiring issuers to disclose identified environmental, social,
and governance (ESG) aspects of each public-reporting company’s operations;

 Lays out the statutory authority for the SEC to require ESG disclosure;

¢ Discusses the clear materiality of ESG issues;

¢ Highlights large asset managers” existing calls for standardized ESG disclosure;

¢ Discusses the importance of such standardized ESG disclosure for companies and the
competitive position of the U.S. capital markets; and

¢ Points to the existing rulemaking petitions, investor proposals, and stakeholder
engagements on human capital management, climate, tax, human rights, gender pay
ratios, and political spending, and highlights how these efforts suggest, in aggregate, that
it is time for the SEC to bring coherence to this area.

If the Commission or Staff have any questions, or if we can be of assistance in any way, please
contact either Osler Chair in Business Law Cynthia A, Williams, Osgoode Hall Law School,
who can be reached at (416) 736-5545, or by electronic mail at ewilliams@osgoode. yorku.ca; or
Saul A. Fox Distinguished Professor of Business Law Jill E. Fisch, University of
Pennsylvania Law School, who can be reached at (215) 746-3454, or by electronic mail at

jfisch@law.upenn.edu.
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October 1, 2018

Mr. Brent J. Fields

Secretary

Securities and Exchange Commission
100 F Street, Northeast

Washington, DC 20549

Dear Mr. Fields,

We respectfully submit this petition for rulemaking pursuant to Rule 192(a) of the Securities
and Exchange Commission’s (SEC) Rule of Practice.

Today, investors, including retail investors, are demanding and using a wide range of
information designed to understand the long-term performance and risk management strategies
of public-reporting companies. In response to changing business norms and pressure from
investors, most of America’s largest public companies are attempting to provide additional
information to meet these changing needs and to address worldwide investor preferences and
regulatory requirements. Without adequate standards, more and more public companies are
voluntarily producing “sustainability reports” designed to explain how they are creating long-
term value. There are substantial problems with the nature, timing, and extent of these voluntary
disclosures, however. Thus, we respectfully ask the Commission to engage in notice and
comment rule-making to develop a comprehensive framework for clearer, more consistent, more
complete, and more easily comparable information relevant to companies” long-term risks and
performance. Such a framework would better inform investors, and would provide clarity to
America’s public companies on providing relevant, auditable, and decision-useful information to
nvestors.

Introduction

In 2014, the Commission solicited public comments to its “Disclosure Effectiveness”
initiative, which sought to evaluate and potentially reform corporate disclosure requirements.
Over 9,835 commenters have responded to that initiative.” As part of that initiative, the 2016
Concept Release on Business and Financial Disclosure Required by Regulation 8-K (“Concept
Rele:ase”)3 solicited public opinions on the frequency and format of current disclosure, company
accounting practices and standards, and the substantive issues about which information should be
disclosed. In that Concept Release, the SEC asked a number of questions about whether it should
require disclosure of sustainability matters, which it defined as “encompass[ing] a range of
topics, including climate change, resource scarcity, corporate social responsibility, and good

! Rule 192, Rulemaking: Issuance, Amendment and Repeal of Rules, Rule 192(a), By Petition, available at
hitps:/fwww.sec.gov/about/rules-of-practice-2016.pdf.

* See Tyler Gellasch, Joint Report: Towards a Sustainable Economy: A review of Comments to the SEC's Disclosure
Effectiveness Concept Release, 14 (Sept. 2016), [hereinafter “Gellasch Joint Report™), available at:

hitps://static] .squarespace. com/static/583f3fca725e25fed45aad46/t/5866d3¢0725e25a97292a03/1483133890503/S
ustainable-Feonomy-report-final. pdf.

* Business and Financial Disclosure Requrred by Regulation 5-K, Release No. 33-10064; 34-77599; File No, $7-06-
16, April 16, 2016, available at hitps./www.sec.oov/rules/concept’2016/33-10064 pdf [hereinafter “Concept
Release™].
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corporate citizenship. These topics are characterized broadly as ESG [Environmental, Social, and
Governance] concerns.”

The SEC received over 26,500 comments in response to the 2016 Concept Release, making it
one of only seven major proposals by the SEC since 2008 to garner more than 25,000
comments.” As noted in a report reviewing comments to the Concept Release, “the
overwhelming response to the Concept Release seems to reflect an enormous pent up demand by
disclosure recipients for more and better disclosure” generally. The Concept Release also
provided the first formal opportunity since the mid-1970s for both reporting companies and
disclosure recipients to convey their views to the SEC concerning what additional environmental
or social information should be disclosed to complement the governance disclosure already
required.

An analysis of the comments submitted in response to the Concept Release, a significant
majority of which supported better ESG disclosure, can be found in the report referenced in
footnote 2. Across the board, commenters noted how they were using those disclosures to
understand companies” potential long-term performance and risks. The response to the Concept
Release strongly suggests that it is time for the Commission to engage in a rulemaking process to
develop a framework for public reporting companies to use to disclose specific, much higher-
quality ESG information than is currently being produced pursuant either to voluntary initiatives
or current SEC requirements.

We briefly set out six arguments supporting this petition:

(1) The SEC has clear statutory authority to require disclosure of ESG information, and
doing so will promote market efficiency, protect the competitive position of American
public companies and the U.S. capital markets, and enhance capital formation;

(2) ESG information is material to a broad range of investors today;

(3) Companies struggle to provide investors with ESG information that is relevant, reliable,
and decision-useful,

(4) Companies” voluntary ESG disclosure is episodic, incomplete, incomparable, and
inconsistent, and ESG disclosure in required SEC filings is similarly inadequate;

(5) Commission rulemaking will reduce the current burden on public companies and provide
a level playing field for the many American companies engaging in voluntary ESG
disclosure; and

(6) Petitions and stakeholder engagement seeking different kinds of ESG information
suggest, in aggregate, that it is time for the SEC to regulate in this area.

: See id at 206,

§ See Toint Report, supra note 2, at 10
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1. The SEC has Clear Statutory Authority to Require Disclosure of ESG Information

As acknowledged by the SEC in its Coneept Release, its statutory authority over disclosure
is broad. Congress, in both the Securities Act and the Exchange Act, “authorize[d] the
Commission to promulgate rules for registrant disclosure ‘as necessary or appropriate in the
public interest or for the protection of investors. > Inan early defense of its power to require
disclosure of corporate governance information such as the committee structure and
composition of boards of directors—disclosure now considered standard, but which was
controversial when the requirements were first promulgated—the SEC was explicit about the
broad scope of ifs power over disclosure:

The legislative history of the federal securities laws reflects a recognition that
disclosure, by providing corporate owners with meaningful information about the way
in which their corporations are managed, may promote the accountability of corporate
managers. . .. Accordingly, although the Commission’s objective in adopting these
rules is to provide additional information relevant to an informed voting decision, it
recognizes that disclosure may, depending on determinations made by a company’s
management, directors and shareholders, influence corporate conduct. This sort of
impact is clearly consistent with the basic philosophy of the federal securities laws.®

In 1996, Congress added Section 2(b) to the Securities Act of 1933, and Section 23(a)(2) to
the Securities and Exchange Act of 1934, These parallel sections provide that:

Whenever pursuant to this title the Commission is engaged in rulemaking and is
required to consider or determine whether an action is necessary or appropriate in the
public interest, the Commission shall also consider, in addition to the protection of
investors, whether the action will promote efficiency, competition, and capital
formation.”

These statutory policy goals underscore the SEC’s authority to require disclosure of better,
more easily comparable, and consistently presented ESG information. Generally, the SEC
seeks to protect investors through requirements for issuers to disclose material information at

et 10 : : " I
specified times. ™ Thus, the investor protection aspect of the SEC’s statutory authority will be
discussed in Part Two, below, in conjunction with the discussion of the materiality of ESG
information. Here we discuss why requiring issuers to disclose specified ESG information
would promote market efficiency, competition, and capital formation.

d Concept Release, supra note 3, at 22-23 & fn. 50, ¢iting Sections 7, 10, and 19(a) of the Securities Act of 1933, 15
US.C. §§ T7e(a)(10), 77}, and 77s{a); and Sections 3(b), 12, 13, 14, 15(d), and 23(a) of the Securities and Exchange
Actof 1934, 15U.S.C. §§ 78c(b), 781, 78m(a), 78n(a), 780(d), and 78w (a).

¥ Shareholder Communications, Shareholder Participation in the Corporate Electoral Process and Corporate
Governance Generally, Exchange Act Release No. 15,384, 16 Docket 348, 350 (Dec. 6, 1978).

® Securities Act of 1933, §2(b), 15 U.S.C.§ T7b(b); Securities and Exchange Act of 1934, § 23(@)(2), 15 US.C.
§78w(a)(2)(2012),

10 8pe Concept Release, supra note 3, at 23 (stating that “our disclosure rules are intended not only to protect
investors but also to facilitate capital formation and maintain fair, orderly and efficient capital markets.”)
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A. Promoting Efficient Capital Markets

The concept of “efficient capital markets™ includes informational efficiency (market
mechanisms able to process new information quickly and with broad distribution)"! and allocative
efficiency (distributing capital resources to their highest value use at the lowest cost and risk). 2
Disclosure is obviously relevant to both efficiency goals, the latter being particularly relevant to
the discussion of the need for better sustainability disclosure. As Mark Carney, Governor of the
Bank of England and Chair of the Financial Stability Board, said with respect to climate change,
with “consistent, comparable, reliable, and clear disclosure” of firms’ forward-looking strategies,
both “markets and governments” can better manage the transition to a low-carbon future by
supporting the allocation of capital to its risk-adjusted highest-value use in that transition.”
Climate change is not a purely environmental issue, of course: It is also an issue that poses
material risks and opportunities to companies in most industries. The Sustainability Accounting
Standards Board (“SASB™)’s conclusion, developed in conjunction with industry leaders, is that
72 of 79 industries, representing 93% of U.S. capital market valuations, are vulnerable to
material financial implications from climate change."* The point is that without consistent,
comparable, reliable, and complete information, capital markets are constrained in promoting
allocational efficiency as many industries embark on the transition to a low-carbon economy.
Similarly, other substantial social and economic challenges in the United States, such as
increasingly precarious work environments, rising economic inequality, or the security of private
information, can be better perceived by investors and assets allocated to high-performance
workplaces and firms with better human capital management and cybersecurity arrangements if
investors are provided with clear and comparable information about these matters.

Requiring firms to disclose more ESG information is thus consistent with the SEC’s
authority to promote market efficiency, and within its broad mandate “to promulgate rules for
registrant dissclosure as necessary or appropriate in the public interest or for the protection of
; l
investors.

B. Ensuring the global competitiveness of America’s public companies and the U.S,
capital markets

The SEC will also be ensuring the competitiveness of U.S. capital markets and America’s
public companies by requiring more ESG disclosure. Many other developed countries have
already promulgated such requirements, shaping the expectations of global investors. A 2016
study by the UN. PRI (Prineiples for Responsible Investment) and MSCI (a global data and
investment research provider) identified 300 policy initiatives promoting sustainable finance in
the world’s 50 largest economies, of which 200 were corporate reporting requirements covering

" See Edmund W. Kitch, The Theory and Practice of Securities Disclosure, 61 BROOK L.REV. 763, 764-65 (1995).
12 See Alicia 1. Davis, 4 Requiem for the Retail Investor?, 95 V. L. REV. 1105, 1116 (2009) (recognizing that
“[public markets perform a vital economic role, since accurate share prices lead to the efficient allocation of
capital.”).

¥ Mark Carney, Govemor, Breaking ihe iragedy of the horizon: Climate change and financial stability, Bank of
England 14 (Sept. 29, 2015), available at

hitp:/www. BankofEneland.co.uk/publications/Pages/speeches/201 5/844.aspi,

" Sustatnability Accounting Standards Board, Climate Risk—Technical Bulletin, SASB Library 2017, available at
https://library.sasb.org/climate-risk-technical -bulletin/.

" Concept Release, supra note 3, at 22,
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environmental, social, and governance factors. ' According to a 2015 report by the Initiative for
Responsible Investment of the Hauser Institute for Civil Society at the Kennedy School, Harvard
University, 23 countries have enacted legislation within the last 15 years to require public
companies to issue reports including environmental and/or social information.'”

In addition to these reporting initiatives, seven stock exchanges require social and/or
environmental disclosure as part of their listing requirements: Australia’s ASX, Brazil’s
Bovespa, India’s Securities and Exchange Board, the Bursa Malaysia, Oslo’s Bers, the
Johannesburg Stock Exchange, and the London Stock Exchangs.'®

Moreover, seven countries have enacted policies following those of the U.K. and Sweden,
which since 2000 have required public pension funds to disclose the extent to which the fund
incorporates social and environmental information into their investment decisions.”” Regulations
such as these support the trend of increasing institutional investor demand for high-quality ESG
data, as discussed below. Currently the European Union is developing a taxonomy of
environmentally sustainable activities, as well as developing benchmarks for low-carbon
investment strategies, and regulatory guidance to improve corporate disclosure of climate-related
information.” To the extent that US companies fail to disclose information which global
investors are being encouraged, and in some cases required, to consider, they will be at a
disadvantage in aftracting capital from some of the world’s largest financial markets. This
highlights that US corporate reporting standards will soon become outdated if they are not
revised to incorporate global developments regarding the materiality and disclosure of ESG
information.

C. Facilitating Capital Formation

Additionally, promulgating a regulatory framework for the disclosure of ESG information
would promote capital formation. By providing more information to investors, giving better
information about risks and opportunities, and standardizing what is currently an uncoordinated
and irregular universe of ESG disclosures, the SEC would act to increase confidence in the
capital markets. This confidence may well mobilize sources of capital from investors who are
currently unwilling to invest given knowledge gaps or information asymmetries. Particularly
retail investors, who are important as long-term investors and investors in small and medium
enterprises, may be emboldened by a clearer sense of the social and environmental aspects of

' PRI and MSCL, Global Guide to R ible I Regulation, 2016, available at

hitps:/fwww unpri.org/page/responsible-investment-regulation.

17 See Tnitiative for Responsible Investment, Corporate Social Responsibility Disclosure Efforts by National
Govemments and Stock Exchanges (March 12, 2015), available at hitp://hausercenter.org/iri/wp-
content/uploads/2011/08/CR-3-12-15.pdf, These countries include Argentina, China, Denmark, the EU, Ecuador,
Finland, France, Germany Greece, Hungary, India, Indonesia, Ireland (specific to state-supported financial
institutions after the 2008 financial erisis), Italy, Japan, Malaysia, The Netherlands, Norway, South Africa, Spain,
Sweden, Tarwan, and the UK.

" See il

¥ See Tnitiative for Responsible Investment report, supra note 63. These countries include Australia, Belgium,
Canada, France, Germany, Italy, and Japan.

 Technical Expert Group on Sustainable Finance (TEG), State-of-play, July 2018, available at

https.//ec ewropa ew/info/publications/sustainable-finance-technical-expert-group_en.
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companies’ activities as a guide to companies” longer-term risks and c)ppcmunihes.21 Aswe
highlight below, the value of assets under management based on ESG-influenced guidelines has
grown considerably in the past two decades. We ask the SEC to act to facilitate the provision of
information to this rapidly growing sector. In so doing, additional capital may become available
to support America’s enterprises, particularly its smaller and medium-sized enterprises.

2. ESG Information is Material and Decision Useful

In advancing its over-arching goals of investor protection and promoting market efficiency,
the SEC has relied upon the concept of materiality to determine what information issuers should
be required to disclose and in what format.”? As defined by the U.S. Supreme Court in 7SC v.
Northway, material information is information that a “reasonable shareholder would consider
important in deciding how to vote. " As the Court said, “[p]ut another way, there must be a
substantial likelihood that the disclosure of the omitted fact would have been viewed by the
reasonable investor as having significantly altered the ‘total mix” of information made
available,”™ Thus, what is material depends on reasonable investors perceptions of what
information is already available in the market, and how any new or omitted information changes
those perceptions of the quality of management, when voting or engaging with management, or
the value of a company or its shares, when investing or selling.

In promulgating disclosure regulations under Regulation S-K, the SEC has predominantly,
but not exclusively, sought to require the disclosure of information it construes as financially
material.” Recent investment industry analyses are confirming the financial materiality of much
ESG information. For instance, a June, 2017, Bank of America Mertill Lynch study highlighted
by the Sustainability Accounting Standards Board found sustainability factors to be “strong
indicators of future volatility, earings risk, price declines, and bankrupteies.” Also in June of
2017, Allianz Global Investors produced a research report with similar findings, concluding that
the heightened transparency of ESG disclosure lowered companies” cost of capital by reducing
the “investment risk premium” that sophisticated investors would require.z’ In September of
2017, Nordea Equity Research published an analytic research report concluding that there is
“solid evidence that ESG matters, both for operational and share price performanca.”28 Goldman
Sachs concluded in April of 2018 that “integrating ESG factors allows for greater insight into

1 See Davis, supra note 12, at 116-1120 for evidence on the importance of retail investors to small and medium
enterprises, versus institutional investors which predomnantly mvest in large-capitalization companies; and for
evidence of retail investors generally longer holding periods for shares of stock

“ Concept Release, supra note 3, at 33-34

E 426 U'S. 438,449 (1976).

“1d

* See Cynthia A. Williams, The Securities and Exchange Commission and Corporate Social Transparency, 112
Harv. L. REv. 1197, 1264-66 (1999) (discussing SEC’s requirements for public companies to disclose certain
corporate governance information without a showing of economic materiality).

* Bank of American Merrill Lynch, Equity Strategy Focus Point—ESG Part II: A Deeper Dive (Tune 15,2017),
cited in Sustainability Accounting Standards Board (SASB), The State of Disclosure Report 2017 (December 2017).
¥ Allianz Global Investars, ESG matters, Part 2: Added value or a mere marketing tool? What does ESG mean for
irvestments?, (Tune 2017).

* Nordea Equity Research, Strategy & Quant: Cracking the ESG Code, 5 Sept. 2017, available at:
hitps:/mordeamarkets.com/wp-content/uploads/2017/09/Strategy-and-quant executive-summary 050917.pdf.
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ntangible factors such as culture, operational excellence and risk that can improve investment
w9

These industry studies are consistent with, and indeed rely upon, a number of influential
academic studies that have analyzed the over 2,000 research studies also showing the economic
materiality of ESG information. Two such studies are of particular note. Deutsch Asset & Wealth
Management, in conjunction with researchers from the University of Hamburg, analyzed 2,250
individual studies of the relationship between ESG data and corporate financial performance,
From this analysis, the researchers concluded that improvements in ESG performance generally
lead to improvements in financial performance.™ A comprehensive review published in 2015 of
empirical studies found that 90% of studies show that sound sustainability standards lower firms’
cost of capital; 80% of studies show that companies” stock price performance is positively
influenced by good sustainability practices; and 88% of studies show that better E, S, or G
practices result in better operational performance.”

In addition, the SEC has promulgated disclosure requirements for the production of
qualitatively material information. For instance, it has required disclosure concerning corporate
governance, such as statistics on board members” attendance at meetings, and information on the
committee structure of the board of directors, with the stated purpose of encouraging the board to
be more active and independent in monitoring management’s actions.”” It has required extensive
disclosure of executive compensation, starting in the early 1990s, as a response to public
frustration with the levels of executive compensation.” Indeed, with respect to illegal actions by
members of management or the company, the SEC has established an almost per se materialitg
standard even where the economic consequences of management’s illegal actions were trivial.
This qualitative approach to the materiality of information concerning the honesty of
management or its approach to law compliance, among other matters, was the basis for the
SEC’s Division of Corporation Finance and the Office of the Chief Accountant to reject

% Goldman Sachs Equity Research, GS Sustain ESG Series: A Revolution Rising-From Low Chatier to Loud Roar
[Redacted], 23 Apnil 2018 (analyzing eamings call transeripts, social media, asset manager initiatives, and rising
assets under management utilizing ESG screens to conclude that “the ESG Revolution is just beginning, as the
logical, empirical and anecdotal evidence for its importance continue to mount.”™).

" Deutsche Asset & Wealth Management, ESG and Corporate Financial Performance: Mapping the Global
Landscape, December, 2015, avarlable at

hitps://institutional. deutscheam com/content/_media/k15090 Academic Insights UK EMEA RZ Online 151201

Final (2).pdf.
1 See Gordon L. Clark, Andreas Feiner & Michael Viehs, From the Stockholder to the Stakeholder: How
Sustainability Can Drive Financial Outperformance (2015), available at
http:/papers.ssrn.com/sol3/papers.cfm Tabstract_1d=2508281, This report is an excellent resource because it analyzes
the empirical literature on the financial effects of sustainability initiatives by type of initiative (E, S or G) and by
various financial measures of interest (cost of debt capital, cost of equity capital; operating performance; and effect
on stock prices)
7 See Williams, supra note 24, at 1265 & fn. 359, citing Shareholder Communications, Shareholder Participation in
the Corporate Electoral Process and Corporate Governance Generally, Exchange Act Release No. 15,384, 16 Docket
348 (Dec. 6, 1978)
% See id at 1266 & fn. 363, citing Executive Compensation Disclosure, Securities Act Release No. 6962, Exchange
Act Release No. 31,327, 52 SEC Docket 1961 (Nov. 4, 1992)
% See id at 1265 & fn. 361, citing Division of Corporation Finance’s Views and Comments on Disclosure Relating
to the Making of [llegal Campaign Contributions by Public Companies and/or their Officers and Directors,
Securities Act Release No. 5466, Exchange Act Release No. 10673, 3 SEC Docket 647 (Mar. 19, 1974), In re
Franchard Corp., 42 S.E.C. 163, 172 (1964} (Cary, Chair)(stating that the integrity of management “is always a
material factor.”).
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quantitative benchmarks as the sole determinant to assess materiality in preparing financial
statements

The Commission has often developed new disclosure requirements in response to increased
investor interest in emerging systemic environmental or social risks, such as its 2011 guidance
on disclosure of risks related to cyl)ers<~:c:111'ity.36 We thus conclude that the SEC properly
recognizes that there can be material information which is not yet required to be reflected in
financial statements but which may be decision-relevant to investors, As stated by Alan Beller,
former Director of the Division of Corporation Finance, “[i]n today’s rapidly changing business
landscape, investors often look beyond financial statement to understand how companies create
long-term value. Financial reporting today has not kept pace with both company managers and
investors” interest in broader categories of information that are also material to operations and
financial performance.” 57 The touchstone is the “reasonable investor,” and what information the
reasonable investor relies upon in voting, investing, and engagement with portfolio companies.

Today, investors with 368.4 trillion of capital are committed to incorporating ESG factors in
their investing and voting decisions as part of the U.N. PRL* Institutions, pension funds,
sovereign wealth funds, and mutual funds with 895 trillion of invested capital support the Carbon
Disclosure Project’s (“CDP”) annual survey of global companies regarding their greenhouse gas
emissions and strategies for addressing climate change.39 According to a recent Emst & Young
report, “investor interest in non-financial information spans across all sectors,” and 61.5% of
investors consider non-financial information relevant to their investments overall.

Global assets under management utilizing sustainability screens, ESG factors, and
comparable SRI corporate engagement strategies were valued at $22.89 trillion at the start of
2016, comprising 26% of all professionally managed assets globally." Moreover, U.S.-
domiciled assets using SRI strategies in 2016 were valued at $8.72 trillion, com{m’sing more
than 21% of the assets under professional management in the U.S. in that year.* These latter
data starkly contrast with the facts when the SEC last considered the issue of expanded social
and environmental disclosure in comprehensive fashion, between 1971 and 1975. Then, there
were two active “ethical funds” in the United States, which by 1975 collectively held only
$18.6 million assets under management, or 0.0005% of mutual fund assets.

The data in the last two paragraphs indicate that substantial assets under management are

% See SEC Staff Accounting Bulletin 99-Materiality (Aug. 12, 1999).

% Securities & Exchange Comm’n, Commission Guidance Regarding Disclosure Related to Topic No. 2
Cybersectrity (Oct. 13, 2011), available at hitp://www.sec.gov/divisionsicorpfin/guidance/cfguidance-topic2.htm
¥ Alan Beller, Foreword to SASB’s Inaugural Annual State of Disclosure Report, December 1, 2016, available at
hitps:/Awww.sasb.org/blog-alan-beller-pens-forward-inaugural-annual -state-disclosure-report.

% See PRI-11 year growth of AO, all signatories (Asset Owners, Investment Managers and service providers) and
respective AUM, Excel sheet available for download at About the PRI, UN. Principles for Responsible Investment,
hitp:/wwiw.unpri.org/about,

% Catalyzing business and government action, Carbon Disclosure project, hitps:/www cdp ne
Us.aspx

“1d atl1s.

# See Global Sustainable Investment Alliance, The Global Sustainable Investment Review 2016 3, 7-8, available af
hitp:/Awww.gsi-alliance.org/wp-content/uploads/201 7/03/GSIA_Review 2016.pdf.

* Sustainable and Impact Investing in the United States: Overview, US SIF,

hitp:/www.ussif org/files/Infographics/Overview%20Infographic.pdf (last visited Nov, 9, 2017),

 See Williams, supra note 24, at 1267 {citing SEC data).

t/en-US/Pages/About-
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using what ESG data is available, clearly demonstrating that investors consider this
information material.“* And yet, as discussed below, leading U.S. asset managers and
executives emphasize that the poor quality of ESG data does not meet investors’ needs, and
support regulatory mandates to require o« ies to produce better ESG data.

Y

3. Companies struggle to provide investors with ESG information that is relevant,
reliable, and decision-useful

Over the last twenty-five years, voluntary disclosure of ESG information, and voluntary
frameworks for that disclosure, have proliferated to meet the demands for information from
investors, consumers, and civil society. The most comprehensive souree of data on ESG
reporting is that done by KPMG in the Netherlands. KPMG published its first ESG report in
1993, and its most recent report in 2017. In 1993, 12% of the top 100 companies in the OECD
countries (excluding Japan) published an environmental or social repm't.45 By 2017, 83% of the
top 100 companies in the Americas publish a corporate responsibility report, as do 77% of top
100 companies in Europe and 78% in Asia.*® Of the largest 250 companies globally, reporting
rates are 93%." The Global Reporting Initiative’s (GRI) voluntary, multi-stakeholder framework
for ESG reporting has emerged as the clear global benchmark: 75% of the Global 250 use GRI as
the basis for their corporate responsibility repmﬁng.48 Of particular note, 67% of the Global 250
now have their reports “assured,” most often by the major accontancy firms.”

Although 75% of the Global 250 use GRI as the basis for reporting, academic studies of
reporting according to GRI have found serious problems with the quality of the information
being disclosed. One study comparing GRI reports in the antomotive industry concluded that
“the information . . . is of limited practical use . . .Thus, quantitative data are not always gathered
systematically and reported completely, while qualitative information appears unbalanced.”
Markus Milne, Amanda Ball, and Rob Gray surveyed the existing literature on GRI as a
preeminent example of triple bottom line reporting, and concluded in 2013 that “the quality—
and especially the completeness—of many triple bottom line reports are not high. . . With a few
notable exceptions, the reports cover few stakeholders, cherry pick elements of news, and
generally ignore the major social issues that arise from corporate activity....”51 Other studies
have observed similar problems, particularly with the lack of comparability of the information

* For further evidence of investors” views on the materiality of ESG data, see Jill E. Fisch, Making Sustainability
Disclosure Sustainable, GEo. L. I. (forthcoming 2018), available at https /fssm.com/abstract=3233053.
* See Ans Kolk, A Decade of Sustainability Reporting: Developments and Significance, 3 INT'L 1. ENVIR. &
SUSTAINABLE DEVELOPMENT 51, 52 Figure 1 (2004). KPMG has changed the format of the report since its original
1993 report, so direct comparisons are not possible between the Global 250 in 1993 and the Global 250 in 2017,
“ KXPMG, The KPMG Survey of CR Reporting 2017, at 11, available af
thl ps://home kpme. com/content/dam/kpme/campaigns/cst/pdf/CSR_Reporting 2017 pdf.

Id
* See id at28. The Global Reporting Initiative is now in its fourth iteration. It has been developed by, and is used
by, thousands of companies, governments, and non-profit entities around the world to report on the economic,
environmental, social and govemance effects of entities’ actions. See Global Reporting Initiative, available at
hitp:/fwww.globalreporting.org.
* See KPMG 2017 Report, supra note 42, at 26.
* Klaus Dingwerth & Margot Bichinger, Tamed Transparency: How Information Disclosure under the Global
Reporting Initiative fails to Empower, 10:3 GLOBAL Exv, PoL. 74, 88 (2010).
T Markus J. Milne, Amanda Ball & Rob Gray, Wither Ecology? The Triple Botion Line, the Global Reporting
Initiative, and the Institutionalization of Corporate Sustainability Reporting, 188 (1) I Bus. ETrics 1(2013)
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being re:ported.j 2 These conclusions should not be taken as a criticism of GRI per se, or of
companies’ efforts to provide expanded ESG information. Rather, these conclusions are an
indication of the weaknesses of voluntary disclosure: without a regulatory mandate, the
information being produced is often incomplete, lacks consistency, and is not comparable
between companies. In contrast, when ESG disclosure becomes mandatory, standards become
clearer and reporting becomes more consistent and compamble.53 In analogous circumstances,
the SEC has recognized the importance of standardized disclosure frameworks for financial
information, expressing concerns about the use of non-GAAP accounting, concluding that
information being disclosed without adherence to the standardized disclosure framework of U.S.
GAAP may be confusing and even deceptive.™

4. Companies’ Voluntary Disclosure is Insufficient to Meet Investors’ Needs

Given these problems with the quality of voluntary ESG disclosure, notwithstanding the
efforts of public companies to meet investors” needs, a wide range of capital market
participants have come out in favor of required ESG disclosure. In response to the Concept
Release, the SEC received comments from asset managers, institutional investors, individual
investors, foundation executives, and public pension funds, among others. These users of
corporate disclosure “overwhelmingly expressed support” for more required ESG disclosure. ™
BlackRock, the world’s largest asset manager, with assets under management of $6.317
trillion as of March 31, 2018, has recognized the strategic value of ESG information:

Environmental, social, and governance issues are integral to our investment stewardship
activities, as the majority of our clients are saving for long-term goals. It is over the
long-term that ESG factors — ranging from climate change to diversity to board
effectiveness — have real and quantifiable financial impacts. Our risk analysis extends
across all sectors and geographies, helping us identify companies lagging behind peers
on ESG issues.

And yet, BlackRock asserts that current reporting practices are insufficient for the kinds of
in-depth investment analysis that it seeks with its ESG integration, making it “difficult to
identify investment decision-useful data.” As a result, it has advocated for public policy

%2 See David Levy, Halina S. Brown, & Martin de Jong, The Contested Politics of Corporate Governance: The Case
of the Global Reporting Initiative, 49 BUs. & Soc™Y 88 (2010); see aiso Carl-Johan Hedberg & Fredrik von
Malmborg, The Global Reporting Initiative and Corporate Sustainability Reporting in Swedish Companies, 10
CORP. S0C. RESP. & ENVTL. MaMT, 153 (2003).

= See generally, Jody Grewal, Edward J. Ried] & George Serafeim, Market Reactions to Mandatory Nonfinancial
Disclosure, at 27 (Harvard Business School Working Paper, No, 16-025, 2015),
hitp:/Awww.ssm.com/abstract=2657712 (stating that “firms having high ESG disclosure and stronger governance
performance will be able to institute the [EU Directive on non-financial reporting] more efficiently and cost-
effectively” because the reporting is mandatory, thus creating consistency).

% See Chair Mary Jo White, Keynote Address at the 2015 AICPA National Conference: “Maintaining High-Quality,
Reliable Financial Reporting: A Shared and Weighty Responsibility, ” Dec. 9, 2015, available at
hitp:/www.sec.gov/news/speech/keynote-2015-aicpa-white html; U.S. Securities and Exchange Commission, Non-
GAAP Financial Measures, Oct. 17, 2017, available at
hitps:/Awww.sec.gov/divisions/corpfin/guidance/nongaapinterp htm.

* Gellasch Joint Report, supranote 2, at 17.

% See BlackRock, Viewpoint, Exploring ESG: A Practifioners Perspective (June 2016), available at
http:/fwww.blackreck com/corporate/en-fuliterature/whitepaper/viewpoint-exploring-esg-a-practitioners-
perspective-june-2016.pdf

10
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changes to require companies to disclose such information, assuming appropriate safe harbors
are also providecl.57

BlackRock is not alone among substantial asset owners and asset managers advocating for
better ESG disclosure in required securities filings. As discussed in Section Four, below, the
Human Capital Management Coalition, a group of 25 institutional investors representing $2.8
trillion in assets, has submitted a rulemaking petition to the Commission urging the adoption of
standards that would require listed companies to disclose information on human capital
management policies, practices, and performarme.’s In July 2017, 390 investors representing
more than $22 trillion in assets wrote to G20 heads of state, calling on governments to “evolve
the financial frameworks required to improve the availability, reliability and comparability of
climate-related information.”

Bloomberg, another global company that sells capital markets data, has reached conclusions
similar to those of BlackRock about the quality of ESG data. Since 2009, Bloomberg has
incorporated ESG data into the data that it sells to dealers, brokers, and investors around the
world * Even so, its CEO Michael Bloomberg has said this:

[Flor the most part, the sustainability information that is disclosed by corporations today
is not useful for investors or other decision-makers. . . .To help address this issue, I
became chair of the Sustainability Accounting Standards Board (SASB) in 2014, and last
year [2015], [ agreed to build on that work by chairing the new Task Force on Climate-
Related Financial Disclosures (TCFD).... The market cannot accurately value companies,
and investors cannot efficiently allocate capital, without comparable, reliable and useful
data on increasingly relevant climate-related issues.. A

The Task Force on Climate-Related Financial Disclosure (TCFD) was constituted by the
Financial Stability Board, under the auspices of the G20 1t has now released its final
recommendations for a framework of climate-relevant financial disclosure, focusing on four
aspects of a company’s operations in respect of climate change: Governance, Strategy, Risk
Management, and Metrics & Targets.”* Among what the TCFD calls its “key recommendations”
is that climate-related financial disclosures should be included in required financial filings, thus
that this type of reporting should be mandatory.*

Tidat 1.
% http:/uawtrust org/heme
# https:/fwww.ceres.org/news-center/press-releases/over-200-global-investors-urge-g7-stand-paris-agreement-and-
drive-its
% See Bloomberg, Impact Report Update 2015 2, (2015), available at
http:f/www.bbhub.io# sustainability/sites/6/2016/04/16 0404 Impact report.pdf.

1d
% The Task Force, chaired by Michael R. Bloomberg, was established by the FSB in December 2015 pursuant to a
request from Bank of England Govemor Mark Camey “to develop a set of voluntary disclosure recommendations
for use by companies in providing information to investors, lenders and insurance underwriters about their limate-
related financial risks.” See https:/Awww. fsb-tefd. org/news/#,
% See Recommendations of the Task Force on Climate-related Financial Disclosures, June 2017, at ifi, available at
hitps/Awww. fsb-tefd. org/wp-content/uploads/201 7/06/FINAL-T CFD-Report-062817.pdf [hereinafter “Task Force
Report™].
“1d

1
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Notwithstanding the problems with the quality of voluntarily produced ESG information in
the markets, the substantial growth in voluntary sustainability disclosure globally is important for
anumber of reasons. First, companies are responding to investors who are increasingly aware of
the relevance of ESG data to a full evaluation of company strategies, risks, and opportunities.
This investor awareness shows the materiality of this information, particularly to sharcholders
with a long-term orientation. Second, to produce sustainability reports companies have
developed internal procedures to collect and evaluate the kinds of information that an SEC
framework would likely require, thus showing that costs to companies should not be an
impediment. While not all companies have embarked on sustainability reporting, therefore
adoption will include some additional costs to some companies, the SEC is well-positioned to
provide “on-ramps” or differentiated requirements for smaller companies, as it has done
historically. Third, and perhaps most important, twenty-five years of development of voluntary
sustainability disclosure has not led to the production of consistent, comparable, highly-reliable
ESG information in the market, notwithstanding the voluntary, multi-stakeholder development of
a framework for disclosure (GRI) that is being used by 75% of the world’s largest companies.
SEC leadership providing a mandate for ESG disclosure in the world’s largest, and arguably
most important, capital market can significantly contribute to solving this problem.

5. Commission rulemaking will reduce the current burden on public companies and
provide a level playing field for the many American companies engaging in voluntary
ESG disclosure

In addition to benefiting investors, rulemaking regarding ESG disclosure would benefit
America’s public companies by providing clarity to them about what, when and how to disclose
material sustainability information. Today companies are burdened with meeting a range of
investor expectations for sustainability information without clear standards about how to do so.
A number of promising frameworks have been promulgated over the previous decade or decades,
many of which have been mentioned in this petition: GRI, SASB, CDP, and now TCFD being
the most prominent. And yet, because there isn’t clear guidance and an authoritative standard in
the U. 8. for all public reporting companies to use, different companies are using different
frameworks and multiple mechanisms to disclose sustainability information. Thus, investors are
still dissatisfied with the comparability of sustainability information, even between companies in
the same industry.

That ESG disclosure requirements could actually reduce burdens on America’s public
companies was well-stated in the CFA Institute’s Comment Letter to the Concept Release:

Many issuers already provide lengthy sustainability or ESG reports to their investors, so
many issuers will not face a new and burdensome cost by collecting, verifying and
disclosing ESG information. Costs may be saved if instead of producing large
sustainability reports that cover a broad range of sustainability information, issuers can
instead focus on only collecting, verifying and disclosing information concerning the
factors that are material to them and their investors.*

% See PwC, Sustainability Disclosures: Is your company meeting investor expectations? (July 2015), cited in Jean
Rogers, SASB Comment Letter to the SEC’s April, 2016 Concept Release, July 1, 2016, at 7 fn.20 (79% of
investors polled said they were dissatisfied with the comparability of sustainability information between companies).
8 CFA Institute Comment Letter to the Concept Release, October 6, 2016, at 19. The CFA Institute is a global, not-
for-profit professional association of over 137,000 investment analysts, advisers, portfolio managers, and other
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Such rulemaking would also act to create a level playing field between companies.
Today, sustainability information is being provided by some but not all companies, in formats
that differ, using different mechanisms for disclosure (sustainability reports, company websites,
SEC filings), and different timing. As recognized in an analysis of sustainability reporting by
PwC in 2016, this has created a situation where information is not comparable between
companies in the same industry and sector; where “an increasing volume of information is being
provided without linkage to a company’s core strategy,” and where there are no clear standards
all companies within the same industry are using.67 Such standards could well encompass a mix
of required elements, based on industry and sector; information about firms” goverance of
sustainability issues across industries; and principles-based elements to act as a materiality back-
stop. By providing clarity to issuers on what sustainability disclosure is required, the SEC would
create comparability between firms in the same industry, thus promoting a level playing field
between companies. Comparability will allow actual sustainability leaders to be recognized as
such, with attendant financial benefits such as increased investment and a lower cost of capital,ﬁg

6. Various ESG-related Petitions and Stakeholder Engagements with the SEC Suggest, in
Aggregate, that it is Time for the SEC to Act to Bring Coherence to this Area

In recent years, there have been a number of significant petitions and other investor proposals
seeking expanded disclosure of ESG information. These initiatives give evidence of the views of
investors and capital markets professionals that more needs to be done to meet investors” needs
for consistent, comparable, and high-quality ESG data. Moreover, stakeholders have used
additional opportunities created by the SEC to support for broader ESG disclosure. A sampling
of such petitions, nvestor proposals, and stakeholder engagements mcludes:

Climate Risk Disclosure: In 2007 and 2009, Ceres filed petitions to the SEC calling for better
guidance to companies on how to disclose risks and opportunities from climate change. In 2010,
the SEC responded by issuing such guicla.nce.69 Analysis indicates that the guidance has not been
successful in producing consistent, comparable, high-quality information concerning climate
change risks and opportunities, however.”" The Framework and Technical Guidance published

nvestment professionals in more than 157 countries. On the question of the SEC requiring sustainability disclosure,
the CFA Institute concluded that “{i]t is imperative that the SEC develop disclosure requirements that require
companies to disclose material sustainability information while allowing issuers the flexibility to disclose that which
is germane to their industry/sector . .. “ Thus the Institute supported differentiated sustainability disclosure
according to industry and sector, along with a general requirement for companies to disclose the corporate
governance arrangements for sustainability issues. Id

o PwC, Point of View: Sustainability reporting and disclosure: What does the future look like? (July 2016), at 1,
available at . hitps:/hwww. pwe.com/us/en/cfodirect/publications/point-of-vi inability-reporting-disclosure-
transparency-future html.

% See, e.g., Clark etal., supra note 29 (summarizing empirical literature through 2015, and finding that 90% of
stuclies show lowered cost of capital for firms with sound sustainability practices, 88% of studies show that better
E.S, or G practices (the latter specific to sustainability) result in better operational performance; and 80% of studies
show stock market out-performance for firms with good sustainability practices.

% Commission Guidance Regarding Disclosure Related to Climate Change, Release No. 33-9106; 34-61469; FR-82,
Feb. §, 2010, U.S. SECURITIES AND EXCHANGE COMMISSION, availuble at https:/fwww.sec.gov/mles/interp/2010/33-
9106.pdf.

™ See, .g., Robert Repetto, It’s Time the SEC Enforced Its Climate Disclosire Rules, INTERNATIONAL INSTITUTE
FOR SUSTAINABLE DEVELOPMENT (IISD)(Mar. 23, 2016), available at https://www.nisd.org/blog/it-s-time-sec-
enforced-its-climate-disclosure-rules.
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by the FSB’s Task Force on Climate-Related Financial Disclosure (TCFD), mentioned above,
would be an industry-developed (operating companies, investors, insurance companies, and
accounting) platform for the SEC to use as a starting point in promulgating its own Framework
for comprehensive ESG disclosure.

ESG Disclosure: On July 21, 2009, the U.S. Social Investment Forum (USSIF) requested that
the SEC promulgate a new, annual requirement for ESG disclosure, modeled on the framework
of the Global Reporting Initiative (GRI). GRI sets out a general framework for disclosure of
information applicable to all companies, and then industry-specific requirements relevant to the
social, environmental, and governance concerns applicable to each specific industry. The USSIF
petition also asked the SEC to issue interpretive guidance to clarify that companies are required
to disclose short and long-term sustainability risks in the Management Discussion and Analysis
section of their 10-K.

Gender pay ratios: On February 1, 2016, Pax Ellevate Management LLC, investment adviser
to the Pax Ellevate Global Women’s Index Fund submitted a petition to the Commission
requesting that it require public companies to disclose gender pay ratios on an annual basis.
Petitioners stated that “[w]e believe that pay equity is a useful and material indicator of well-
managed, well-governed companies, and conversely, that companies exhibiting significant
gender pay disparities may bear disproportionate risk, and that investors therefore may benefit
from having such information.””

Human Capital Management: On July 6, 2017, the Human Capital Management Coalition, a
group of institutional investors with $2.8 trillion in assets, submitted a petition to the
Commission requesting that it “adopt new rules, or amend existing rules, to require issuers to
disclose_information about their human capital management policies, practices and
performance.” The Coalition seeks this expanded disclosure so that “(1) investors can
adequately assess a company’s business, risks and prospects; (2) investors can more “efficiently
direct capital to its highest value use, thus lowering the cost of capital for well-managed
companies; (3) companies can stop responding to a myriad of voluntary questionnaires seeking
this information; and (4) investors can pursue long-term investing strategies in order “to stabilize
and improve our markets and to effect the efficient allocation of capital.”

Human Rights: The human rights policies, practices, and impacts of filers are material to
many investors.” The SEC has already provided for some human rights disclosure regarding
conflict minerals under 17 CFR §240.13p-1, mresgmnse to the Dodd-Frank Act, and in certain
guidance on disclosure relating to climate change™ and cyber-security information.™ General
guidance on disclosure of human rights policies, practices, and impacts is lacking, however.

™ See Pax Ellevate Petition, February 1, 2016, available at hitps:/wwiw sec.sov/rules petitions/2016/petnd-696 pdf

7 See Human Capital Management Coalition Petition, July 6, 2017, available at
hn ps:/hnww.sec.gov/rules/petitions 201 7/petnd-711 pdf.

7 See, ¢.g., CYNTHIA WILLIAMS BT AL , “KNOWING AND SHOWING” USING U.S. SECURITIES LAWS TO COMPEL
oads/2013/10/1CAR-

HUMANRIGHTS DISCLOSURE (Oct. 2013) at 16, available at http://icar ngo/wp-content/y
Knowing-and-Showing-Report4.pdf.

7 Securities & Exchange Comm’n, Commission Guidance Regarding Disclosure Related to Climate Change (Jan
27, 2010), Release Nos. 33-9106; 34-61469; FR-82,

hitp:/Awww.sec.gov/rules/interp/2010/33-9106.pdf [hereinafter Climate Change Guidance (2010)].

™ Securities & Exchange Comm'n, Division of Corporate Finance, CF Disclosure Guidance: Topic No. 2
Cybersecurity (2011), https/fwww.sec.gov/divisions/corpfin/guidance/cfguidance-topic2.htm [hereinafter Cyber-
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In responding to the 2016 Concept Release, a number of stakeholders provided comments on the
value of increased disclosure about a number of human rights issues. These comments
highlighted the need for better information about the impacts of companies on the human rights
of affected communities, but also discussed human rights impacts related to the environment,
climate change, human capital, and workforce issues. Over 10,000 commenters raised issues
within these different substantive areas.™® Additionally, in relation to Conflict Minerals rule,
when Acting Chairman Piwowar amounced the SEC’s reconsideration of the rule’s
implementation in January 2017, the Commission received over 11,500 comments in support of
the rule—demonstrating strong stakeholder interest in its continued use.””

Political Spending Disclosure: On August 3, 2011, the Committee on Disclosure of
Corporate Political Spending (ten academics at leading law schools whose teaching and research
focus on corporate and securities law), petitioned the Commission to develop rules to require
public companies to “disclose to shareholders the use of corporate resources for political
activities.”* Recognizing that the U.S. Supreme Court in Citizens United v. FEC, 130 8. Ct. 876
(2010), noted shareholder mechanisms to hold management to account for its use of corporate
funds to support political candidates, the petitioners argued that for that mechanism to work,
“shareholders must have information about the company’s political speech.”™ To date, this
petition has garnered more than 1.2 million comments of support, the most in the agency’s
history.so

Tax Disclosure: In its April 2016 Concept Release the SEC asked about what, if
anything, should be changed, updated, included or removed regarding tax disclosure. The
Comment Letter submitted by the Financial Accountability and Corporate Transparency (FACT)
Coalition emphasized that the role played by international tax strategies and rates on the
operations and earnings of many U.S. corporations is important and growing, The letter
highlighted the risks to investors created by these at best uncertain and often legally problematic
strategies. Given the scope of fines and risks arising from tax jurisdictions around the world,
investors need more information to be able to evaluate the scope of tax risks tht the company is
running. Moreover, the new tax law in the U.S. moves the U.S. to a territorial tax system, which
will open up further uncertainties and risks related to how and where revenues are booked.

The IRS recently finalized a rule to require country-by-country reporting of revenues, profits,
taxes paid and certain operations by larger multinational corporations. The European Union has
also established new country-by-country reporting requirements for larger firms doing business
in any of the member nations. Increasingly, tax authorities have access to this material
information, as do company managers, yet investors do not. The growing use of offshore tax

Security Guidance].

" Gellasch Joint Report, supra note 2, at 10,

T Comments on the Statement on the Commission’s Conflict Minerals Rule, U.S. SECURITIES AND EXCHANGE
COMMISSION, available at hitps:/fwww sec sovicomments/statement-013117/statement0] 3117 him (last visited Jan.
25, 2018).

™ See Committee on Disclosure of Corporate Political Spending Petition, August 3, 2011, available at

https.//www sec.gov/rules/petitions/201 1 /petnd-637 pdf.

Prdat]
80 See Comments on Petition to Require Public Companies to Disclose to Shareholders the Use of Corporate

Resources for Political Activities, available at hitps:/Awww.sec.gov/rules/petitions/201 7/petnd-711.

November 20, 2017),

pdf (viewed
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strategies, the international response to rein in aggressive tax avoidance, and the potential tax
liability for corporations engaged in these practices makes this information material for
investors.

These petitions, in conjunction with the large numbers of comments in support of expanded
sustainability disclosure in response to the SEC’s Concept Release, clearly show that investors
and capital market professionals think the time has come for the SEC to act to develop a
mandatory rule for clearer, consistent, comparable, high-quality ESG disclosure by all companies
subject to SEC public-reporting requirements.

Conclusion

We respectfully request the Commission to promptly initiate rulemaking to develop
mandatory rules for public companies to disclose high-quality, comparable, decision-useful
environmental, social, and governance information. If the Commission or Staff have any
questions, or if we can be of assistance in any way, please contact either Osler Chair in
Business Law Cynthia A. Williams, Osgoode Hall Law School, who can be reached at (416)
736-5545, or by electronic mail at ewilliams@osgoode.vorku.ca; or Saul A, Fox Distinguished
Professor of Business Law Jill E. Fisch, University of Pennsylvania Law School, who can be
reached at (215) 746-3454, or by electronic mail at jfisch@law.upenn.edu.

Sincerely,
i/
Cynthia A. Williams Jill E. Fisch
Osler Chair in Business Law Saul A. Fox Distinguished Professor of
Osgoode Hall Law School Business Law
York University University of Pennsylvania Law School
Co-Director of Penn Law’s Institute for Law
and Economics

Additional signatories include:

Fuan Stirling, Global Head of Stewardship & ESG Investing, Aberdeen Standard Investments
Amalgamated Bank

American Federation of Labor and Congress of Industrial Organizations (AFL-CIO)
American Federation of State, County and Municipal Employees (AFSCME)

Natasha Lamb, Managing Partner, Arjuna Capital

As You Sow

Boston Common Asset Management, LLC.

California Public Employees' Retirement System (CalPERS)

John Streur, Chief Executive Officer, Calvert Research and Management
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Jim Coburn, Senior Manager, Disclosure, Ceres
Clean Yield Asset Management
Congregation of Sisters of St. Agnes
CtW Investment Group
Degas Wright, CFA, CEO/CIO, Decatur Capital Management, Inc.
New York State Comptroller Thomas P. DiNapoli
Domini Impact Investments LLC
Holly A. Testa, Director, Shareowner Engagement, First Affirmative Financial Network
Tllinois State Treasurer Michael W. Frerichs
Jeffery W. Perkins, Executive Director, Friends Fiduciary Corporation
The Fund for Constitutional Government
Green Century Capital Management
Interfaith Center on Corporate Responsibility
Rabbi Joshua Ratner, Director of Advocacy, JLens Investor Network
JUST Capital
Clare Payn, Head of Corporate Governance North America, Legal & General Investment
Management
Luan Jenifer, Chief Operating Officer, Miller' Howard Investments, Inc.
The Missionary Oblates/ OIP
Morningstar, Inc.
Connecticut State Treasurer Denise L. Nappier
The Nathan Cummings Foundation
Natural Investments LLC
Bruce T. Herbert, AIF, Chief Executive, Newground Social Investment
NorthStar Asset Management, Inc.
Joseph F. Keefe, President, Pax World Funds
Provinee of Saint Joseph of the Capuchin Order (SJP)
Oregon State Treasurer Tobias Read
Rockefeller Brothers Fund
School Sisters of Notre Dame Cooperative Investment Fund
leffrey 8. Davis, Executive Director, Seattle City Employees” Retirement System
Frank Sherman, Executive Director, Seventh Generation Interfaith Inc.
Sanford Lewis, Director, Shareholder Rights Group
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The Sustainability Group of Loring, Wolcott & Coolidge
Trillium Asset Management, LLC.

Trinity Health

Tri-State Coalition for Responsible Investment

U.N. Principles for Responsible Investment

US SIF: The Forum for Sustainable and Responsible Investment
Timothy Smith, Walden Asset Management/Boston Trust
Wallace Global Fund

Zevin Asset Management, LLC.

Securifies law specialists

Professor Eric C. Chaffee
Professor of Law
The University of Toledo College of Law

Professor Wendy Gerwick Couture
Professor of Law
University of Idaho College of Law

Professor Aaron A. Dhir
Associate Professor
Osgoode Hall Law School
York University

Florence Rogatz Visiting Professor of Law & Oscar M. Ruebhausen Distinguished Senior

Fellow
Yale Law School

Professor Tamar Frankel
Professor Emerita of Law and Michaels Faculty Research Scholar
Boston University School of Law

Professor Donald C. Langevoort
Thomas Aquinas Reynolds Professor of Law
Georgetown University Law Center

Professor Donna M. Nagy
Executive Associate Dean and C. Ben Dutton Professor of Law
Indiana University Maurer School of Law

Professor Lisa H. Nicholson
Professor of Law
University of Louisville Louis D. Brandeis School of Law
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Professor Alan Palmiter

William T. Wilson ITI Presidential Chair for Business Law
Associate Dean of Graduate Programs

Wake Forest University School of Law

Professor Frank Partnoy
Professor of Law
University of California, Berkeley, School of Law

Professor Janis Sarra
UBC Presidential Distinguished Professor
University of British Columbia Peter A. Allard School of Law

Professor Jeff Schwartz
William H. Leary Professor of Law
University of Utah S.J. Quinney College of Law

Professor Michael Siebecker
Professor of Law
University of Denver Sturm College of Law

Professor Faith Stevelman
Professor of Law
New York Law School

Professor Ciara Torres-Spelliscy
Leroy Highbaugh Sr. Research Chair and Professor of Law
Stetson University College of Law

Professor Constance Z. Wagner
Professor of Law and Fellow, Center for Comparative and International Law
Saint Louis University School of Law
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