4 Legal Challenges SEC's Climate Proposal Will Likely Face
By Jackie Vallette and Katie Gray (May 2, 2022)

On March 21, the U.S. Securities and Exchange Commission voted 3-1 to
propose new rules that would require public companies to, among other
things, provide audited financial statements containing climate-related
financial impact and expenditure metrics, report greenhouse gas
emissions, and disclose details of how climate change is affecting their
businesses.[1]

The proposal signifies a substantial change to existing law and, if adopted,
would have wide-ranging implications for companies' disclosure
requirements and internal procedures. As SEC Commissioner Hester Peirce
described it in her dissenting statement, the proposal "turns the disclosure
regime on its head."[2]

Opposition to the proposal has been swift and strong.[3] If the proposal is
adopted as a final rule in its current or a substantially similar form,
affected companies, trade associations or state officials are likely to
challenge the new disclosure rules.

There are at least four potential bases on which legal challenges could be
made:

e The SEC lacks statutory authority to adopt mandatory disclosure
rules on climate change because such rules are outside the subject matters and
purpose prescribed by Congress;

e The new rules involve major policy questions that should be decided by duly elected
members of the legislature, not a single executive branch agency;

e The rules compel speech in violation of the First Amendment; and

e Depending on the SEC's explanation for its ultimate decision, the final rule is
arbitrary and capricious under the Administrative Procedure Act.

1. The SEC lacks statutory authority to promulgate rules requiring climate-related
disclosures.

Opponents of the proposal claim that rules requiring detailed and extensive disclosure of
climate-related information exceed the SEC's statutory rulemaking authority.

As 16 state attorneys general argued in a letter to SEC Chair Gary Gensler in June 2021, the
SEC's rulemaking powers must stay within the bounds of the purposes set forth in the SEC's
enabling statutes, which "make clear that legitimate mandatory disclosures are those
required to protect investors from inflated prices and fraud, not merely helpful for investors
interested in companies with corporate practices consistent with federally encouraged social
views."[4]
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The Securities Act and the Securities Exchange Act authorize the SEC to promulgate rules or
regulations requiring disclosure of information that the SEC believes is "necessary or
appropriate in the public interest or for the protection of investors."[5] In making that
determination, the SEC must consider, in addition to the protection of investors, "whether
the action will promote efficiency, competition, and capital formation."[6]

The U.S. Supreme Court has "consistently held that the use of the words 'public interest' in
a regulatory statute is not a broad license to promote the general public [welfare; rather],
the words take meaning from the purposes of the regulatory legislation," according to its
1976 decision in NAACP v. Federal Power Commission.[7]

Thus, the SEC's authority to regulate in the public interest is not a concept without
ascertainable criteria, and, as detailed below, there is a reasonable argument that statutory
context, legislative history and other evidence of congressional intent authorize the SEC to
require only disclosure of information that is material to the prospect of a company's
financial returns.

First, the Securities Act and the Exchange Act limit the SEC's power to promulgate rules
governing disclosure of specific types of information closely related to a company's value
and prospects for financial success. Accordingly, Congress, with some exceptions, has
restricted the subjects of mandatory disclosures to financial statements, core business
information, directors and management, and a description of the securities.

Legislative history further suggests that Congress deliberately enumerated these categories
of information for company disclosure and did not confer on the SEC unconfined authority to
elicit any information whatsoever.

Rather, when Congress wished to later expand the subject matter of mandatory disclosures
beyond financial matters, it specifically did so by statute, including for topics such as
executive compensation, corporate governance and conflict minerals.

In 2016, the SEC itself acknowledged that "a specific congressional mandate" would be
required before it adopted rules ordering climate change disclosures.[8]

In addition, Congress has mandated environmental reporting requirements with specificity
in other contexts. Congress authorized the U.S. Environmental Protection Agency to collect
reports from emission sources and make them available to the public, which resulted in the
EPA implementing an annual reporting program that mandates public disclosure of GHG
emissions.

Challengers of the proposal may seek to use this dichotomy of authority to argue that the
SEC lacks, and cannot not act without, equally clear statutory authority.

2. The proposal exceeds the limits on regulation of major policy questions.

The "major questions" doctrine arose from the notion that important choices of social policy
should be made by Congress.[9] An agency's exercise of regulatory authority over a major
policy question requires a clear delegation of authority by Congress. Thus, litigants could
invoke this doctrine to argue that, in the absence of a clear congressional command, the
regulation of climate disclosures is too significant of a question to rest in the hands of a
single Article I regulator like the SEC.
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For courts reviewing legal challenges to the SEC's new climate-related disclosure
requirements, one key question will be whether the SEC's rules regulate a major policy
question of great economic and political importance. Expansive climate-related regulations
that have never before been in the province or mandate of the SEC may well fit this
criterion.[10]

Indeed, the nation's response to climate change and the topic of climate change disclosures
presents major and contentious policy questions that are unresolved, including within
Congress itself.

Assuming the proposal does involve a major policy question, it could be difficult for the SEC
to argue that Congress has spoken clearly to confer on the SEC the authority to promulgate
regulations requiring reporting of climate-related information. Congress granted the SEC
regulatory authority to protect investors; facilitate capital formation; and maintain fair,
orderly and efficient markets.

As Peirce pointed out, "Congress, however, did not give [the SEC] plenary authority over
the economy and did not authorize [it] to adopt rules that are not consistent with applicable
constitutional limitations."[11]

The proposal's opponents can point to recent Supreme Court precedents that invoke the
"major questions" doctrine. Just three months ago, the Supreme Court held in National
Federation of Independent Business v. Occupational Safety and Health Administration that a
vaccine mandate issued by OSHA "significantly expand[ed] OSHA's regulatory authority
without clear congressional authorization" and was thus unlawful.[12]

Similar challenges may be leveled against the SEC's new climate-related disclosure rules,
which arguably expand disclosure requirements beyond the core principle of financial
materiality that has animated SEC regulation from inception.

Moreover, legal challenges may be advanced through a related, albeit rarely invoked,
constitutional separation-of-powers principle known as the nondelegation doctrine.[13] The
Supreme Court has repeatedly held that Congress may authorize an agency to regulate in
an area so long as it gives the agency an "intelligible principle" on which to base the
regulations.[14]

The Supreme Court has not struck down a statute for violating that principle since the New
Deal. However, several current justices have suggested that the U.S. Constitution places
additional limits on Congress' power to authorize agencies to issue regulations.[15]

It is not clear what the additional limits would be. Nonetheless, litigants have invoked those
statements to argue that congressional delegations of rulemaking authority are
unconstitutional.

Proposal challengers likewise could argue that the statutory authority that the SEC invokes
to promulgate the rule is an unconstitutional delegation of legislative power by Congress,
and the proposal, therefore, is invalid. Although that argument is unlikely to prevail under
the current nondelegation doctrine, this is an area to watch for potential developments in
the law.
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3. The proposal unconstitutionally compels speech.

Challengers of the new disclosure requirements also may invoke the First Amendment to
argue that mandating environmental impact disclosures is unconstitutional compelled
speech.

If public companies are required to comply with the SEC's proposed climate-related
disclosure requirements, the argument goes, some companies would be forced to make
remarks about their operations that are subjective or disparaging. This is something the
First Amendment may protect against.

Some recent precedents suggest that a court reviewing the new disclosure rules may
require the SEC to show (1) a substantial government interest that is (2) directly and
materially advanced by the rules, and (3) that the rules are narrowly tailored.[16] Litigants
would have potential arguments for each of these prongs.

First, opponents of the proposal could argue that compelling issuers to speak on information
that is not material to financial performance is outside the SEC's core mission and that
responding to public demand for increased information about companies' climate measures
is not a sufficiently substantial governmental interest to compel such speech.[17]

Second, a great deal of uncertainty exists about the correct values, assumptions and
scenarios for SEC's proposed climate-related disclosure requirements,[18] and therefore the
resulting disclosures may be inaccurate or controversial, such that they cannot directly and
materially advance any government interest that may exist.

Finally, litigants could argue that less restrictive means are available because they already
exist, namely through materiality-based disclosure standards, other existing regulations[19]
and peer comparability.[20]

Litigants may also draw parallels to the U.S. Court of Appeals for the D.C. Circuit's 2014
decision in National Association of Manufacturers v. SEC, which concluded that the First
Amendment prevented the SEC from compelling companies to describe their products as not
"DRC conflict free."[21]

The court found that the SEC's purported interest in adopting a forced disclosure regime to
ameliorate the humanitarian crisis in the Congo rested on speculation and, therefore, the
SEC could not demonstrate the adopted measure would "in fact alleviate" the harms recited
"to a material degree."[22]

Accordingly, the court partially invalidated the conflict minerals disclosure requirement, a
holding that could be used to support a legal challenge to the proposal.

4. The final rule is arbitrary and capricious under the Administrative Procedure
Act.

If the SEC adopts the proposal as a final rule, another challenge could be that it is arbitrary
and capricious in violation of the Administrative Procedure Act.[23]

Depending on the language of the final rule and the SEC's justifications for adopting the
rule, challengers may argue that the SEC's underlying rationale or factual assertions are
inconsistent, unsupported, unreasonable or fail to offer sufficient justification for choosing a
given proposal over alternatives.[24]
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If the reasoning in the final rule is similar to that in the proposal, challengers could argue
that the SEC unreasonably concluded that the rule will generate comparable, consistent and
reliable disclosures.

For example, industries may take issue with the SEC's estimates related to the cost of
increased compliance burdens.[25] Courts have vacated other SEC rules under the APA for
failure to adequately consider economic consequences.

In vacating the SEC's rule expanding proxy ballot access, for instance, in 2011 the D.C.
Circuit found in Business Roundtable v. SEC that the SEC had

inconsistently and opportunistically framed the costs and benefits of the rule; failed
adequately to quantify the certain costs or to explain why those costs could not be
quantified; neglected to support its predictive judgments; contradicted itself; and failed to
respond to substantial problems raised by commenters.[26]

Additionally, according to Title 15 of the U.S. Code, Section 77b(b), the SEC must consider
"whether the action will promote efficiency, competition, and capital formation."[27]

Opponents of the proposal may argue that the SEC has failed to adequately articulate why
the current principles-based system of climate-related disclosures — in which companies
determine on a case-by-case basis whether a reasonable investor would consider the
disclosure important — does not provide sufficient protections to enable investors to make
informed decisions.[28]

Conclusion

We anticipate a heavy volume of comments on the proposal.[29] There is already intense
interest in, and scrutiny of, the SEC's asserted authority to regulate climate change, a
subject matter arguably outside its mission and mandate, without any additional
congressional grant of authority.

Pursuant to standard administrative law principles and procedures, the SEC must consider
and respond to any important arguments or data presented by public commenters.

Should the proposal eventually be adopted, significant litigation challenges will likely follow.
It may take years for any facial legal challenges to work through the federal courts. Even
then, the battle may continue as defendants in SEC enforcement proceedings assert "as
applied" challenges to the new rules.

Jackie M. Vallette is a partner and Katie M. Gray is a senior associate at Mayer Brown LLP.

The opinions expressed are those of the author(s) and do not necessarily reflect the views
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