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he Biden Administration is actively seeking

KEY TAKEAWAYS ) )
to “combat” climate change through financial
regulation.! In a May 20, 2021, executive order,
President Joe Biden stated that it is the policy of his

Administration

President Biden is using executive orders
to address climate change with financial
regulations, directing officials to submit
reports and solutions by November.

to advance consistent, clear, intelligible, comparable,

and accurate disclosure of climate-related financial risk,
Such regulations will have little impact on including both physical and transition risks; act to mit-
climate change, but will raise costs, create igate that risk and its drivers, while accounting for and
barriers to entry, and reduce productivity,
among other consequences.

addressing disparate impacts on disadvantaged com-
munities and communities of color and spurring the
creation of well-paying jobs; and achieve our target of a
The existing legal framework gives net-zero emissions economy by no later than 2050.2
the government enormous discretion.
Companies should be allowed to gauge
their own risks without new government
mandates.

The executive order directs various government
officials to deliver reports to the President with
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recommendations for further action by mid-November 2021. Soon there-
after, a wide range of regulatory actions by agencies throughout government

can be expected. White House officials involved include the Assistant to

the President for Economic Policy, the Director of the National Economic

Council, the National Climate Advisor,® and the Director of the Office of
Management and Budget.

The Treasury Secretary, after consultations with the multi-agency Finan-
cial Stability Oversight Council (FSOC),*is to make recommendations. The
Secretary of Labor is directed to identify climate-related agency actions that
can be taken under the Employee Retirement Income Security Act and the
Federal Employees’ Retirement System Act.

The Secretary of Agriculture, the Secretary of Housing and Urban Devel-
opment, and the Secretary of Veterans Affairs are to “consider approaches
to better integrate climate-related financial risk into underwriting stan-
dards, loan terms and conditions.”

The Federal Acquisition Regulatory Council, in consultation with the
Chair of the Council on Environmental Quality, is to consider amending
the Federal Acquisition Regulation to achieve climate-related objectives.

Exactly what the Administration and the various independent agencies will
do remains unclear, but the existing regulatory framework provides more than
enough flexibility to implement a wide variety of new climate-related regula-
tions without new legislation and, in many cases, with no new rulemakings.’

Some of the Administration’s recent moves provide a hint to what might
be on the horizon, including new taxes, disclosure requirements, and other
capital market regulation.® New regulations can be expected to raise costs
for both consumers and businesses, create barriers to entry that help large
incumbent firms by reducing competition, reduce the productivity and
competitiveness of U.S. employers, harm wages, and have other adverse
social consequences. Such regulations are poorly conceived, as they will
have virtually no impact on climate. They are primarily about virtue signal-
ing, creating political pressure on companies to further progressive political
and social goals, and the ability to grant regulatory favor to politically con-
nected businesses.

In the securities regulation area, the most likely avenues to progres-
sive ends are to exploit the Security and Exchange Commission’s (SEC’s)
disclosure regime designed to protect investors by, among other things,
redefining what is “material” and what must be disclosed, to further fed-
eralize corporate governance and to pressure or assert political control
over the disturbingly small group of proxy advisory firms and investment
advisers’ that exercise effective control over most public companies.
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The Administration can also be expected to use banking regulations to
allocate credit by favoring firms that further its political goals and to disfa-
vor firms in industries that disturb progressive sensibilities (such as fossil
fuels, firearms, and non-organic agriculture). Limits on access to banking
services and payment systems for disfavored firms or those holding disfa-
vored points of view may also be forthcoming. There will be a major effort by
the federal government to capitalize a “National Climate Bank” or a “Clean
Energy and Sustainability Accelerator” to provide many tens of billions of
dollars of additional federal funds to green energy firms, and potentially
incur contingent liabilities of hundreds of billions of dollars.?

The acting U.S. Securities and Exchange Commission (SEC) Chair
recently requested public input on climate-change disclosures for public
companies, and the newly confirmed Chair, Gary Gensler, supports new
climate-risk disclosure requirements of some sort.” Treasury Secretary
Janet Yellen recently named John Morton to lead a climate hub within
Treasury, a group that will coordinate “wide-ranging efforts to fight climate
change through economic and tax policies,” and even “focus on financing
for investments needed to reduce carbon emissions.”® Secretary Yellen
also recently outlined her department’s international priorities, including

“working closely with our international partners and international orga-
nizations to implement ambitious emissions reduction measures...and
promote the flow of capital toward climate-aligned investments and away
from carbon-intensive investments.”"

The regulatory framework would give federal regulators multiple ave-
nues through which to impose such regulations even if the Dodd-Frank
Act were repealed in its entirety. This Backgrounder provides an overview
of proposals to revamp SEC disclosure requirements. It also summarizes
the clearest pathways that federal financial regulators could use to impose
new climate-change-related regulations on companies. This Background-
er’s authors argue that, given the enormous uncertainties surrounding
climate-change predictions and the tenuous connection between financial
disclosure and, for example, emissions, regulations based on such esti-
mates are unlikely to affect the climate, and will have an adverse impact
on the economy.

It is likely, however, that such federal regulations will result in an
army of well-paid consultants, lawyers, and accountants who will provide
compliance advice to public companies subject to these rules, or to cor-
porations seeking capital from the government on favorable terms, and
that those living off this compliance and credit eco-system will become
effective lobbyists for maintenance of the system. Furthermore, federal
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financial regulators simply do not have the scientific expertise to police the
accuracy of various climate models and of corporate prognostications on
how climate change will affect operations a decade or more hence. A much
better approach would be to allow companies to gauge their own risks with-
out new government mandates, and to determine which of their risks are
material to investors. Indeed, energy efficiency has been improving for the
past three decades because of private efforts, not government mandates.*?
Finally, government should not be in the business of allocating credit to
politically favored interests, and regulatory agencies should not have the
enormous level of discretion that they currently do to impose regulations
on financial institutions.

Climate Model Uncertainty

Objective, transparent science can help to guide public policymaking
and investments made by the private sector. However, the centraliza-
tion and standardization of how the private sector assesses risk typically
does far more harm than good. With respect to climate risk, failing to
acknowledge the uncertainties and limitations of climate models, and
climate risk-assessment models, will only exacerbate the harm inflicted
by federal regulations.

For instance, in a February 2021 article in Nature Climate Change, cli-
mate scientists warn of the longer time horizons that climate models use
compared to shorter-term data that may be of better use to the financial
sector.’®* While businesses tend to need projections for the next few months
or years, most climate models make projections over multiple decades. As
one author noted, “In the same way that a Formula One Grand Prix car is
not what you would use to pop to the supermarket, climate models were
never developed to provide finessed information for financial risk.”**

Other climate experts have also criticized the veracity of climate
analytics,'”” and overreliance on these models and data could seriously
misrepresent any climate-related risks. As Tanya Fiedler, lead author of
the Nature Climate Change study, remarked, “Businesses like using models,
because the numbers give them a sense of security. It doesn’t necessarily
mean the numbers are reliable.”® The federal government forcing compa-
nies to disclose risks and make investments based on unreliable data would
only add to uncertainty in markets and waste economic resources. Further-
more, federal financial regulators lack even the most basic environmental
science expertise and are wholly unprepared to determine which climate
disclosures and which climate models are accurate and which are not.
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A full evaluation of the scientific evidence reveals substantial uncertainty
about the future of climate change and its estimated impacts and costs."”
For instance, there is considerable debate in the climate community over
how a doubling of carbon-dioxide emissions would affect global surface
temperatures (equilibrium climate sensitivity). The Intergovernmental
Panel on Climate Change range of 1.5 degrees Celsius to 4.5 degrees Celsius
has stayed the same since the organization’s first report in 1990. Despite
attempts to narrow the range using climate models and historical climate
data, there is still a great deal of uncertainty.

Another point of debate is the use (and misuse) of different future
greenhouse-gas concentration trajectories (known as representative con-
centration pathways). The worst-case concentration pathway, for example,
assumes unlikely projections of coal use,'” high population growth, low
economic growth, and little technological progress. Using the worst-case
scenario of these emissions concentration pathways as the business-as-
usual scenario will mislead the private sector, policymakers, and regulators
on the estimated climate impacts and costs.”

Some of this uncertainty is revealed in the fact that actual climate change
has not always matched up with what models predicted, though climatolo-
gists have tried to explain away the differences.?

Furthermore, the integrated assessment models used to justify the

“social cost” of carbon dioxide and other greenhouse gas emissions are not
credible for policymaking. The output from these models changes signifi-
cantly with reasonable changes to the inputs. In particular, reasonable
adjustments to inputs for climate sensitivity and discount rates dramati-
cally lower the estimated social cost of carbon. Finally, attempts to forecast
economic damages centuries into the future, as the integrated assessment
models do, significantly strains credibility when moving to the real world
of risk assessment and policy implementation.*

Federally mandating risk disclosures based on these models will induce
a greater amount of uncertainty into financial markets. It will substantially
increase issuer expenses and expose public companies to new liability
exposure from private litigation and heighten regulatory risk. It will likely
be one more significant factor in the continued decline in the number of
public companies. Neither the SEC nor banking regulators have the techni-
cal expertise to evaluate climate science and the relative efficacy of climate
models. The SEC is certainly incapable of policing the accuracy of issuers’
prognostications on the potential impact of climate change on their finan-
cial prospects a decade, or even many decades, from now.
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SEC Disclosure Rules

The SEC states that “[t]he mission of the U.S. Securities and Exchange
Commission is to protect investors, maintain fair, orderly, and efficient
markets, and facilitate capital formation.”?* The core purpose of securi-
ties law is to deter and punish fraud.?® Fraud is the misrepresentation of
material facts or the misleading omission of material facts for the purpose
of inducing another to act, or to refrain from action, in reliance upon the
misrepresentation or omission.?* Federal law prohibits fraudulent securi-
ties transactions.?® So do state blue sky laws.?°

The second important purpose of securities laws is to foster disclo-
sure by firms that sell securities to investors of material facts about the
company needed to make informed investment decisions.?” Appropriate
mandatory disclosure requirements can promote capital formation,
the efficient allocation of capital, and the maintenance of a robust,
public, and liquid secondary market for securities.?® The reasons for
this include (1) that the issuer is in the best position to accurately and
cost-effectively produce information about itself;* (2) that information
disclosure promotes better allocation of scarce capital resources or has
other positive externalities;®® (3) that the cost of capital may decline
because investors will demand a lower risk premium;* (4) that disclo-
sure makes it easier for shareholders to monitor management;** and
(5) that disclosure makes fraud enforcement easier because evidentiary
hurdles are more easily overcome.3?

Regulatory changes requiring amorphous disclosure about cli-
mate-change risks based on highly contentious models and assumptions,
often about the distant future, do nothing to further these objectives. To the
extent that climate-change risk disclosure is actually material, it currently
must be disclosed under current securities law principles.

The baseline for measuring the benefits of mandatory disclosure is not
zero disclosure. Firms would disclose considerable information even in
the absence of legally mandated disclosure. Itis, generally, in their interest
to do so.3* Before the New Deal securities laws mandating disclosure were
enacted, firms made substantial disclosures, and stock exchanges required
disclosure by listed firms.?® Firms conducting private placements today
make substantial disclosures notwithstanding the general absence of a legal
mandate to do s0.2° The reason is fairly straightforward: In the absence of
meaningful disclosure about the business, and a commitment, contrac-
tual or otherwise, to provide continuing disclosure, few would invest in the
business and those that did so would demand substantial compensation for
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the risk they were undertaking by investing in a business with inadequate

disclosure.?” Voluntary disclosure allows firms to reduce their cost of cap-
ital and, therefore, they disclose information even in the absence of alegal

mandate.

Regulation S-K* is the key regulation governing non-financial state-
ment disclosures of registered (that is, public) companies. Regulation S-X*
generally governs public company financial statements in registration state-
ments or periodic reports. These two rules, including the various rules and
accounting policies that they incorporate by reference, impose the vast
majority of the costs incurred by public companies.

Excessive disclosure mandates, however, have two adverse effects. First,
the costs imposed impede capital formation and have a disproportionate
negative impact on small and start-up companies. This, in turn, harms
economic growth and job creation. Largely because of current disclosure
burdens, the number of public companies has declined sharply over the past
two decades and companies remain private longer.*° This means that most
of the gains from successful start-up companies accrue to already affluent
accredited investors rather than the broader public.* Second, once disclo-
sure documents reach a certain length, they obfuscate rather than inform.**

The concept of materiality has been described as “the cornerstone” of the
disclosure system established by the federal securities laws.** The Supreme
Court has held that information or facts (or omitted information or facts)
are material if there is a substantial likelihood that a reasonable investor
would consider the information important in deciding how to vote or make
an investment decision.** The Court has also indicated that information is
material if there is a substantial likelihood that disclosure of the omitted
fact would have been viewed by the reasonable investor as having signifi-
cantly altered the “total mix” of available information.*

There is no definition of “material” or “materiality” in the Securities Act
or in the Securities Exchange Act, although the term “material” is used in
both many times. The SEC has defined the term “material” in its regula-
tions and changed its definition over the years, often to conform to Supreme
Court holdings. The current definition found in 17 CFR § 240.12b-2 is:

Material. The term “material,” when used to qualify a requirement for the
furnishing of information as to any subject, limits the information required
to those matters to which there is a substantial likelihood that a reasonable
investor would attach importance in determining whether to buy or sell the
securities registered.
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The Supreme Court and regulatory definitions are fine as far as they go but
they are quite general and provide little practical guidance to issuers. There
is a spirited debate about whether “principles-based” or more “prescriptive,”
bright-line rules should govern disclosure by issuers of material information.

There is a major effort to redefine what is material, to include informa-
tion that is directed at achieving various social or political objectives.** The
effort to redefine materiality usually takes the form of saying that investors
are “demanding” information relating to environmental or social matters. A
closer look, however, shows that ordinary investors are demanding no such
thing. It is usually politically motivated actors, such as government-run
pension funds or a few increasingly “woke” proxy advisory firms or invest-
ment advisers, that support such disclosures.

The effective duopoly*” in the proxy advisory business, largely a reg-
ulatory creation, means that two advisory firms can change the votes of
potentially as many as 38 percent of corporate shares of public companies in
the United States.*® This raises serious concerns, particularly when paired
with the high degree of concentration in the fund advisory business. For
example, the top 10 mutual fund advisers control approximately two-thirds
of all net assets under management.** Mutual funds, in turn, account for
about 82 percent of assets managed by registered investment companies.*
The top 15 mutual fund advisers have assets under management (all types,
foreign and U.S.) roughly equal to the total U.S. stock market capitaliza-
tion.” Some of these assets under management are invested abroad. Itis not
clear how much. Overall, institutional investors control about 71 percent
of the shares held in the United States.”* This concentration means that an
extremely small group, perhaps as few as 15 to 20 proxy advisory firms and
investment fund managers can exercise effective control over most public
corporations in the United States. Fund management firms are generally
compensated from sales commissions (often called loads) and investment
management fees are typically based on assets under management. Their
compensation is not closely tied to performance.

Thus, these firms will often see an advantage in selling “socially responsible”
products that perform no better, and often worse, than conventional investments.
They can both court political favor from progressive politicians and organi-
zations and enhance profitability from moving customers to different funds.
Congress and the regulatory agencies®® need to make it clear that investment
advisers managing investment funds, or those managing retirement funds or
accounts, have a duty to manage those funds and vote the shares held by the
funds in the financial, economic, or pecuniary interest of millions®* of small
investors and not in furtherance of managers’ preferred political objectives.>
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Investors are free to invest in benefit corporations that explicitly have
a dual purpose (social or philanthropic, and profit). Few do so. They may
invest in funds that have a social as well as an investment purpose. A small
proportion do so. When afforded the opportunity to vote on shareholder
resolutions that would instruct management to pursue social goals, very
few do so.”®

The focus of the materiality standard should remain on what investors
need to know to meet their financial, economic, or pecuniary objectives,
not a regulator’s preferred political or social objectives. Congress should
statutorily define materiality in terms generally consonant with Supreme
Court holdings on the issue, and should specifically exclude social and polit-
ical objectives unrelated to investors’ financial, economic, or pecuniary
objectives.®”

Traditionally, the purpose of a business has been to earn a return for its
owners by cost-effectively combining the capital and entrepreneurial spirit
of its founders and owners with the labor and talent of its employees in a
competitive environment to satisfy the wants and needs of its customers.
The relationships among owners, management, workers, suppliers, and
customers are (subject to certain broad constraints imposed by law) pri-
vately decided and voluntary.

The effort to redefine materiality in the securities laws is part of an
increasingly strident effort to redefine the purpose of businesses more
generally in order to achieve social or political objectives unrelated to
earning a return, satisfying customers, or treating workers or suppliers
fairly. This is being done under the banner of social justice; corporate
social responsibility (CSR); stakeholder theory; environmental, social, and
governance (ESG) criteria; socially responsible investing (SRI); sustain-
ability; diversity; business ethics; common-good capitalism; or corporate
actual responsibility.*®

If successful, these attempts to redefine the purpose of business would
have marked adverse social consequences. To wit:

e Management would be even less accountable to anyone since the met-
rics of success will become highly amorphous and change constantly.

¢ Businesses would become less productive and less competitive. Jobs
would be lost, and wages would grow more slowly.

¢ Thereturn to investors can be expected to decline.
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e Bycreating large inefficiencies in the economy and allocating
resources politically, the social welfare cost of going down this road
would be considerable.?

Federal Banking Regulatory Framework

Financial firms’ activities are highly regulated, more than those of most
nonfinancial businesses. Bank activities are highly regulated by both state
and federal regulators, more so than those of most types of nonbank finan-
cial firms. Although this dual state-federal system has existed for more than
a century, the bank regulatory framework is now more federalized than ever
because the 1991 Federal Deposit Insurance Corporation Improvement
Act (FDICIA) requires that any FDIC-insured state bank not engage in
any activity impermissible for national banks—and nearly all state banks
are FDIC-insured.®® Many federal agencies can influence bank activities
through the federal regulatory framework.

Depending on the specific activity, at least seven federal regulators—(1)
the Federal Reserve; (2) the FDIC; (3) the SEC;® (4) the Commodity Futures
Trading Commission (CFTC); (5) the Consumer Financial Protection Bureau
(CFPB); (6) the Federal Housing Finance Agency (FHFA); and (7) various
agencies within the U.S. Treasury Department®*—could supervise, examine, or
otherwise regulate a bank.®® One way to make sense of the massive regulatory
framework is to broadly group the regulatory functions as follows: (1) chartering
and entry restrictions; (2) regulation and supervision; and (3) examination.*

In most cases, banks are supervised and examined by more than one
regulator. In general, federally chartered banks are subject to supervision by
the Office of the Comptroller of the Currency (OCC). State-chartered banks
that are members of the Federal Reserve System are subject to oversight by
both the Federal Reserve Board and by state regulators. Non-Fed-member
state-chartered banks that are insured by the FDIC are regulated by the
FDIC and state regulators.

Additionally, the Fed is the primary regulator of all bank holding com-
panies, even though such holding companies are also subject to state
regulations.®® Separately, a statutory formula generally dictates many
specific responsibilities for the various federal banking regulators. For
example, the Federal Deposit Insurance Act®® defines the “appropriate Fed-
eral banking agency” for purposes of which agency regulates which bank,®”
and determines which federal agency is responsible for approving bank
mergers.% Each federal regulator has wide discretion to regulate financial
institutions under its jurisdiction.
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Separately, the 2010 Dodd-Frank Act created the Financial Stability
Oversight Council and expanded the ability of federal regulators to impose
regulations on the financial sector in the name of promoting the ill-de-
fined concept of financial stability.®® The FSOC is a 15-member council
that includes 10 voting seats and five nonvoting positions. The 10 voting
seats are filled by the heads of nine federal financial regulatory agencies,
including the Treasury Secretary (serving as the Chair of the FSOC) and
the Chair of the Federal Reserve.”” The FSOC’s main purpose is to identify
risks to the financial system and to recommend regulations to primary
financial regulators, but it can require the Fed to regulate certain nonbank
financial firms. Moreover, one of its explicit (yet undefined) purposes is

“to respond to emerging threats to the stability of the United States finan-
cial system.””

Thus, there are many federal agencies that could potentially impose
climate-change-related regulations on both banks and nonbank financial
firms. The following list describes the main pathways—which are not mutu-
ally exclusive—for regulators to implement such regulatory actions.

The Examination Process. Federal regulators examine banks, depend-
ing on the size of the institution, at least once per 18-month period.” At
these on-site “full-scope” inspections, federal examiners give each bank a
CAMELS rating under the Uniform Financial Institutions Rating System.”
The letters in the CAMELS acronym stand for capital adequacy, asset quality,
management capability, earnings quality (and level), liquidity adequacy,
and sensitivity to market risk.” Both component and composite ratings
are given on a scale of 1 to 5, with 1 indicating the strongest rating and 5
the weakest. Examiners have a great deal of discretion in calculating the
CAMELS ratings, and each “component rating is based on a qualitative
analysis of the factors comprising that component and its interrelationship
with the other components.””®

The CAMELS rating is much more than a mere supervisory tool. A poor
rating can affect a bank’s ability to operate, as well as its operating costs.
For instance, the composite CAMELS rating helps to determine a bank’s
eligibility for primary credit at the Fed’s discount window,”® and regulators
can use a poor rating to deny approval for mergers and acquisitions.”” The
FDIC deposit insurance assessment also depends, in part, on the composite
CAMELS rating and a weighted average of the component ratings.” The
capital component rating—as well as, more broadly, the capital adequacy
of the bank—can also trigger multiple regulatory restrictions on a bank’s
ability to operate, ranging from funding source and asset size constraints”
to the inability to appoint new officers and directors.®°
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Capital Requirements. Federal banking agencies regulate banks’
capital adequacy and have the discretion to define what constitutes
adequate capital levels. Congress created this authority with the 1983
International Lending Supervision Act.?! Each appropriate federal
banking agency must establish minimum levels of capital for banks,??
and the statutory law provides regulators wide discretion to accom-
plish this task. For instance, federal agencies can regulate banks’
capital levels “by establishing minimum levels of capital” and “by
using such other methods as the appropriate Federal banking agency
deems appropriate.”s?

Failure to maintain adequate capital levels may “be deemed by the appro-
priate Federal banking agency, in its discretion, to constitute an unsafe and
unsound practice,”®* ultimately terminating a bank’s ability to provide
customers with FDIC deposit insurance.® Precisely what constitutes ade-
quate capital is also a matter of regulatory discretion, and the statutory
code explicitly gives regulators the authority to determine adequate capital
levels as they judge “to be necessary or appropriate in light of the particular
circumstances of the banking institution.”s¢

The fact that the federal banking agencies have jointly decided to use
the Basel I1II rules as their guidelines for the federal regulatory capital
framework has provided much structure to the regulatory capital frame-
work.?” Still, this decision provides wide discretion within that structure.
For instance, one key component of the Basel I11 rules is the risk-weighted
capital requirements, whereby regulators determine which risk weights to
apply to individual assets and activities. Not only does the Fed have discre-
tion in developing risk weights, but,

[i]f the Board determines that the risk-weighted asset amount calculated
under this part by the Board-regulated institution for one or more exposures is
not commensurate with the risks associated with those exposures, the Board
may require the Board-regulated institution to assign a different risk-weighted
asset amount to the exposure(s) or to deduct the amount of the exposure(s)
from its regulatory capital .88

The Federal Reserve also has the authority to apply capital planning and
stress testing requirements to any top-tier bank holding company with
total assets of at least $100 billion,?* as well as to apply capital adequacy
requirements to any state member bank and U.S. bank holding company.*®
Separately, federal banking law explicitly provides that the
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Chairman of the Board of Governors of the Federal Reserve System and the
Secretary of the Treasury shall encourage governments, central banks, and
regulatory authorities of other major banking countries to work toward main-
taining and, where appropriate, strengthening the capital bases of banking
institutions involved in international lending.”

Thus, regulators have a great deal of leeway to implement higher capital
requirements for specific types of activities or assets that they deem risky.

Reputational Risk. Starting in the 1990s, federal banking agencies
began to identify “reputational risk” as part of their broader efforts to
manage financial institutions’ overall risks.?? Since that time, most federal
agencies have clarified their views on reputational risks.?® Subsequently,
both the FDIC and the OCC have justified forcing banks to change their
operating behavior based on concerns over reputational risk.**

According to the OCC, “[r]eputation risk is the risk to current or projected
financial condition and resilience arising from negative public opinion,”
and “[r]eputation risk is inherent in all bank activities.”*® According to the
OCC’s examination handbook, examiners now consider a bank’s “quantity
of reputation risk and quality of reputation risk management.”®® These
risks include many different factors, ranging from the “types of third-party
relationships” and the “types of assets” that are under management, to the

“market’s or public’s perception of the quality of the bank’s products” and
the “market’s or public’s perception of the bank’s financial stability.”*”

Similarly, the Fed’s official guidance states: “Principles of sound man-
agement should apply to the entire spectrum of risks facing a banking
institution including, but not limited to, credit, market, liquidity, opera-
tional, legal, and reputational risk.”*® The Fed defines reputational risk as

“the potential that negative publicity regarding an institution’s business
practices, whether true or not, will cause a decline in the customer base,
costly litigation, or revenue reductions.”® (Emphasis added.)

The FDIC has not been as explicit in defining reputational risks, but its
examination manual states that (1) reputation risk is one factor in assessing
asset quality; (2) the institution’s reputation can be damaged from noncom-
pliance with consumer protection laws; and (3) “[d]epending on the nature
and scope of an institution’s activities, management practices may need to
address some or all of the following risks: credit, market, operating or trans-
action, reputation, strategic, compliance, legal, liquidity, and other risks.”'%°

Regardless, there is precedent for enforcement actions based on repu-
tational risks. Both the OCC and the FDIC, for instance, have forced banks
to close customer accounts based on concerns over reputational risks.'”!
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For their part, the FDIC has had a controversial history with the payday
lending industry that dates to at least 2003. According to an FDIC Inspector
General Report, the

FDIC’s payday lending guidance, which was established in 2003 and updated
in 2005, increased expectations and placed heightened scrutiny on institutions
that were engaged in payday lending. As a result of the guidance and related
supervisory actions, the relatively few FDIC-supervised institutions that were
making payday loans stopped doing so in 2006.102

The FDIC’s 2003 guidance warns banks of dealing directly with payday
lenders and even with third-party firms that deal with payday lenders. It
states that “institutions face increased reputation risks when they enter
into certain arrangements with payday lenders, including arrangements to
originate loans on terms that could not be offered directly, by, the payday
lender.”'°® It also warns that “[playday lending raises many consumer
protection issues and attracts a great deal of attention from consumer
advocates and other regulatory organizations, increasing the potential for
litigation.”**

Regulators also have wide discretion in how they remedy problems with
compliance. For instance, the FDIC’s guidance states,

Examiners will work with institutions on a case-by-case basis to determine ap-
propriate supervisory actions necessary to address concentrations. Such action
may include directing the institution to reduce its loans to an appropriate level,
raise additional capital, or submit a plan to achieve compliance.'>

In 2005, the FDIC revised this guidance to limit the specific terms under
which banks could provide payday loans to customers.'°¢

The FDIC’s interactions with payday lenders gained widespread notori-
ety in 2013 through Operation Chokepoint, a Department of Justice (DOJ)
initiative that (ostensibly) was “intended to protect consumers from fraud
perpetrated by fraudulent merchants, financial institutions, and finan-
cial intermediaries known as third-party payment processors (TPPP).”1%7
Amidst numerous public reports, several Members of Congress expressed
concern over the FDIC working with the DOJ to pressure banks into deny-
ing accounts to customers in certain “high-risk” industries.'?® Ultimately,
the Inspector General absolved the FDIC of any major wrongdoing in Oper-
ation Chokepoint, and its report shows just how much discretion the FDIC
has in such regulatory matters:
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We determined that the FDIC's supervisory approach to financial institutions
that conducted business with merchants on the high-risk list was within the
Corporation’s broad authorities granted under the FDI Act and other relevant
statutes and regulations. However, the manner in which the supervisory ap-
proach was carried-out was not always consistent with the FDIC’s written pol-
icy and guidance. We found no evidence that the FDIC used the high-risk list
to target financial institutions. However, references to specific merchant types
in the summer 2011 edition of the FDIC’s Supervisory Insights Journal and in
supervisory guidance created a perception among some bank executives that
we spoke with that the FDIC discouraged institutions from conducting busi-
ness with those merchants. This perception was most prevalent with respect to
payday lenders.... The heightened level of concern for payday lending by finan-
cial institutions and related ACH [automated clearing house] processing was
reflected in the negative tenor of internal email communications among senior
FDIC staff and others that we reviewed. In some cases, these communications
involved instances in which FDIC personnel contacted institutions and used
moral suasion to discourage them from adopting payday lending products or
providing ACH processing for payday lenders. The FDIC does not have a formal
definition of moral suasion in its policies. However, examiners commonly use
moral suasion in an attempt to influence risk management practices at finan-
cial institutions before perceived problems rise to a level that necessitates an
informal or formal enforcement action.*?

Eventually, the FDIC changed its guidance and clarified its policy,
explaining that its internal policy does not allow termination of customer
deposit accounts based solely on reputational risks."® Nonetheless, the
FDIC clearly has the authority to create a new guidance policy that changes
its current stance on reputational risk. Even without a formal rulemaking,
this type of policy can clearly affect a bank’s willingness to do business with
certain customers. Moreover, the Fed and the OCC have similar authority
and guidance that warns banks of dealing with third parties that might harm
the banks’ reputation. As with payday lending and Operation Chokepoint,
banks are very hesitant to push back against any sort of pressure from fed-
eral regulators.

Unsafe or Unsound Practices. The FDIC has an enormous amount
of leverage over financial institutions because it can terminate a bank’s
status as an insured depository institution if it finds that the bank has
engaged in or is “engaging in unsafe or unsound practices in conduct-
ing the business of such depository institution.”'> The FDIC, along with
the other federal banking agencies, is responsible for determining what
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constitutes unsafe or unsound practices. When regulators determine that
an insured depository institution has (or is about to) engage in an unsafe
or unsound practice, they can issue a “cease and desist” order."® The law
explicitly gives federal regulators “the authority to place limitations on
the activities or functions of an insured depository institution or any
institution-affiliated party.”''*

Lending Limits. Federal law limits how much money a bank can lend
to any one customer or to a group of related customers. For loans and
extensions of credit that are not fully secured with collateral, the total

“to a person outstanding at one time” may not exceed 15 percent “of the
unimpaired capital and unimpaired surplus” of the bank."® For those that
are fully secured, the total cannot exceed 10 percent, but this restriction
is “separate from and in addition to” the limitation on loans that are
not fully secured."® The OCC has the authority to promulgate rules and
regulations for these lending limits for national banks, including “rules
or regulations to define or further define terms used in this section,” as
well as “to establish limits or requirements other than those specified in
this section for particular classes or categories of loans or extensions of
credit.”” (Emphasis added.) Thus, the OCC has the explicit authority to
promulgate a rule that further restricts the types of loans that national
banks are allowed to make.

The Community Reinvestment Act (CRA). The CRA"® was passed in
1977 when banks were the main funding source for home loans, and banks
operated in aless competitive environment.!® Under this law, each federal
banking regulator is required “to use its authority when examining financial
institutions, to encourage such institutions to help meet the credit needs
of the local communities in which they are chartered consistent with the
safe and sound operation of such institutions.”2°

The law has long been a source of intense debate, partly because it allows
regulators to apply vague and inconsistent standards to, for example, put-
ting a hold on mergers, acquisitions, and expansions, as well as to, (in effect)
allocating credit.”* Some groups are pushing regulators to update the CRA
in order to “spur lending, investment, and other services that address cli-
mate resilience in low-income communities of color, which are particularly
vulnerable to extreme weather and climate-related events.”'**

Dodd-Frank, Section 165. Section 165 of the 2010 Dodd-Frank Act'*
requires the Federal Reserve Board of Governors (on its own, or pursuant
to recommendations by the FSOC)'#* to develop prudential regulatory stan-
dards for the nonbank financial firms they supervise as well as bank holding
companies with assets equal to or greater than $250 billion.
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The purpose of these special regulations is “to prevent or mitigate risks to
the financial stability of the United States that could arise from the material
financial distress or failure, or ongoing activities, of large, interconnected
financial institutions.”? The law requires that these regulations be “more
stringent than the standards and requirements applicable to nonbank finan-
cial companies and bank holding companies that do not present similar risks
to the financial stability of the United States,”'?° and that they “increase in
stringency, based on the considerations identified in subsection (b)(3).”*%”

Subsection (b)(3) requires the board to consider several factors when
developing the special regulations. These factors include differences in
the companies based on (among other things) “nonfinancial activities and
affiliations of the company,”?® and “any other risk-related factors that the
Board of Governors determines appropriate.”'?* (Emphasis added.) The law
also requires the board to “take into account any recommendations”**° of
the FSOC, as well as to consider differences based on “the factors described
in subsections (a) and (b) of section 5323 of this title.”*!

This last set of factors (in “section 5323 of this title”)!*2 refers to Section
113 of Dodd-Frank, the FSOC’s authority to designate nonbank financial
companies for prudential regulations.”®® As Section 115 of Dodd-Frank
states, the purpose of recommending these prudential standards is “to
prevent or mitigate risks to the financial stability of the United States that
could arise from the material financial distress, failure, or ongoing activ-
ities of large, interconnected financial institutions.”** (Emphasis added.)
The law does not define “financial stability,” so it gives the FSOC a great
deal of flexibility to make such recommendations. While the FSOC cannot
directly implement these prudential standards, it can explicitly make rec-
ommendations to the Board of Governors “concerning the establishment
and refinement” of the regulations.’®

When making its recommendations to the board, the FSOC also has the
explicit authority to “differentiate among companies that are subject to
heightened standards on an individual basis or by category, taking into con-
sideration their capital structure, riskiness, complexity, financial activities
(including the financial activities of their subsidiaries), size, and any other
risk-related factors that the Council deems appropriate.”’*® (Emphasis added.)
The law also lists several specific factors that the FSOC should use to develop
the prudential standards, including a company’s leverage and off-balance-
sheet exposures, as well as “the nature, scope, size, scale, concentration,
interconnectedness, and mix of the activities of the company,”*” and “any
other risk-related factors that the Council deems appropriate.”'*® (Emphasis
added.) Separately, Dodd-Frank states that the FSOC’s recommendations
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may include items such as “risk-based capital requirements, leverage
limits, liquidity requirements, resolution plan and credit exposure report
requirements, concentration limits,” and also “enhanced public disclosures,
short-term debt limits, and overall risk management requirements.”**°

In 2019, the Fed released its final rule on prudential standards for large bank
holding companies.'*° This rule, which might provide a clue to how regulators
could structure climate-related regulations, establishes “four categories to
apply enhanced standards based on indicators designed to measure the risk
profile of a banking organization.”**! The categories are essentially based on
size, with progressively more stringent requirements applied to the larger
banks.* The most stringent prudential regulations are under Category I, and
they are reserved for U.S.-based global systemically important banks (GSIBs).

The specific standards for the GSIBs are essentially those agreed on by
the international Basel Committee on Banking Supervision (BCBS). They
include a special GSIB capital surcharge, an enhanced supplementary lever-
age ratio, stress tests, liquidity standards, and counterparty limits."** The
(less stringent) standards for Category II apply to banks with $700 billion
or more in total assets that are not GSIBs. The standards for Category I11
apply to banks with $250 billion or more in assets (that are not in the first
two categories), and those for Category IV apply to banks with $100 billion
or more (that are not in Categories I, II, or IIT)."**

Regarding nonbank financial firms, the FSOC recently issued guid-
ance explaining its “activities based” approach to identifying, assessing,
and addressing “potential risks and emerging threats on a system-wide
basis.”™* According to that guidance, the FSOC will “pursue entity specific
determinations under Section 113 of the Dodd-Frank Act only if a potential
risk or threat cannot be adequately addressed through an activities-based
approach.”*® (Section 113 recommendations are discussed below.) Also,
according to the same guidance, the FSOC will only make Section 120 rec-
ommendations after determining whether the primary regulatory agency
for a given company would conduct a cost-benefit analysis based on the
recommendations.’*” (Section 120 recommendations are discussed below.)

As the guidance explains, in order to implement the FSOC’s activi-
ties-based approach for nonbank financial firms, the FSOC will “examine
a diverse range of financial products, activities, and practices that could
pose risks to U.S. financial stability.”**® The guidance also notes that the
FSOC’s “annual reports highlight the types of activities the Council will
evaluate,” and that these activities include “the extension of credit, maturity
and liquidity transformation, market making and trading, and other key
functions critical to support the functioning of financial markets.”**
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Although the FSOC has not recommended specific heightened regula-
tions for such activities yet, it has “evaluated” risks, such as “cybersecurity
events associated with the increased use of information technology, the
concentrations of activities and exposures in central counterparties, and
transition issues related to the move away from LIBOR [London Interbank
Offered Rate].”**° Thus, it would not be at all unusual—and not outside the
scope of its authority—for the FSOC to, at the very least, evaluate the risks
associated with climate change.

Dodd-Frank, Section 113. This section of Dodd-Frank'" gives the FSOC
the authority to determine “that a U.S. nonbank financial company shall be
supervised by the Board of Governors and shall be subject to prudential
standards,” provided that the FSOC determines “that material financial
distress at the U.S. nonbank financial company, or the nature, scope, size,
scale, concentration, interconnectedness, or mix of the activities of the U.S.
nonbank financial company, could pose a threat to the financial stability of
the United States.”**2 As mentioned, the law does not define “financial stabil-
ity.” Under current policy, the FSOC generally pursues an activities-based
approach for Section 113 recommendations, rather than singling out specific
firms. The FSOC could, however, easily change that stance.

Dodd-Frank, Section 120. This section of Dodd-Frank gives the FSOC
the explicit authority to make recommendations to “the primary finan-
cial regulatory agencies” to apply heightened regulations. Specifically, the
FSOC can make such recommendations “for a financial activity or practice
conducted by bank holding companies or nonbank financial companies” if
the FSOC determines that “the conduct, scope, nature, size, scale, concen-
tration, or interconnectedness of such activity or practice could create or
increase the risk of significant liquidity, credit, or other problems spreading
among bank holding companies and nonbank financial companies, finan-
cial markets of the United States, or low-income, minority, or underserved
communities.”**3

The FSOC has not yet issued such standards, but Dodd-Frank states that
these regulations can include those enumerated in Section 115 of Dodd-
Frank.'>* Therefore, the standards can include items ranging from overall
risk-management requirements to leverage limits."»®

Combined, these sections of Dodd-Frank give the FSOC and the Board
of Governors a great deal of flexibility to develop prudential regulations for
anything that they qualify as a risk factor, including climate change. How-
ever, even if Congress repealed the Dodd-Frank Act in its entirety, federal
financial regulators would still have enormous flexibility to develop and
implement climate-risk-related regulations for banks.
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Policy Recommendations

Policymakers should oppose efforts to redefine the purpose of business in
the name of social justice; corporate social responsibility (CSR); stakeholder
theory; environmental, social, and governance (ESG) criteria; socially responsible
investing (SRI); sustainability; diversity; business ethics; or common-good
capitalism. The purpose of business enterprises should be determined privately.

For purposes of the securities laws, the focus of the materiality stan-
dard should remain on what investors need to know to meet their financial,
economic, or pecuniary objectives, not the preferred political or social
objectives of a regulator, proxy advisory firm, investment advisers, or fidu-
ciary. Congress should statutorily define materiality in terms generally
consonant with Supreme Court holdings on the issue, and should specifi-
cally exclude social and political objectives unrelated to investors’ financial,
economic, or pecuniary objectives.!*¢

Furthermore:

e Congress and the regulatory agencies'” need to make it clear
that managers of retirement funds or accounts, and investment
advisers managing investment funds, have a duty to manage
those funds and vote the shares held by the funds or accounts in the
financial, economic, or pecuniary interest of millions of small inves-
tors, and not in furtherance of managers’ preferred social or political
objectives. The law governing fiduciary duties should specifically
exclude social and political objectives that are unrelated to investors’
financial, economic, or pecuniary objectives.

¢ Congress should require banking regulators to consider solely
economic and financial factors when promulgating regulations,
rather than factors that might affect the public’s view of a bank. Con-
gress should reassert its control over financial policy and reduce the
regulatory authority and discretion of financial regulators. Repealing
Title 1 of the Dodd-Frank Act, thus eliminating the FSOC, is but one
step in a positive direction.'”®

e Congress should prohibit banking regulators from considering
social or political objectives, including climate change, in the
supervision and examination of banks or credit unions regarding
assets rating, capital adequacy, reputational risk, lending limits, “pru-
dential” standards, and financial stability.
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¢ Policymakers should oppose efforts to allocate capital or credit
based on political or social objectives, including climate-change
objectives. They should oppose efforts to establish a National Climate
Bank or a Clean Energy and Sustainability Accelerator.

Conclusion

The Biden Administration is actively seeking to fight climate change
through financial regulation. A May 20, 2021, executive order, which
directs agency officials to deliver reccommendations to the President by
November 2021, is the Administration’s latest action. Although it remains
unclear exactly what the Administration and regulatory agencies will do,
itis clear that the existing financial regulatory framework provides more
than enough authority to implement a wide variety of new climate-re-
lated regulations. Even without the new provisions from the Dodd-Frank
Act, the U.S. Code provides enormous discretion to independent regula-
tory agencies.

The types of regulations that officials are discussing can be expected to
raise costs to both consumers and businesses, create barriers to entry that
help large incumbent firms by reducing competition, reduce the produc-
tivity and competitiveness of U.S. employers, harm wages, and have other
adverse social consequences. As a strategy to mitigate climate change, such
types of financial regulations—including new taxes, disclosure require-
ments, and other capital market regulation—are poorly conceived, as they
will have virtually no impact on climate change. They are primarily about
virtue signaling, creating political pressure on companies to further pro-
gressive political and social goals, and the ability to grant regulatory favor
to politically connected businesses.

The existing regulatory framework is highly flawed, and it gives federal
financial regulators multiple avenues for imposing climate-related regu-
lations, even though they will likely be based on highly imprecise metrics
and ill-defined concepts. Given the enormous uncertainties surrounding
climate-change predictions and the tenuous connection between financial
disclosure and, for example, emissions, regulations based on such estimates
are unlikely to affect the climate—but are certain to have an adverse impact
on the economy.

Of course, there can be little doubt that these regulations will resultin an
army of well-paid consultants, lawyers, and accountants who will provide
compliance advice, and that those living off this compliance ecosystem will
become effective lobbyists for maintenance of the system.



BACKGROUNDER | No. 3634 JUNE 24, 2021| 22
heritage.org

A much better approach is to allow companies to gauge their own risks
without new government mandates, and to determine which of their risks
are material to investors. The government should not be in the business of
allocating credit to politically favored interests, and regulatory agencies
should not have the enormous level of discretion that they currently do.

Norbert J. Michel, PhD, is Director of the Center for Data Analysis, of the Institute for
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