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intensity (per unit of economic value or production). The Scope 3, if
material, or if the company has set a GHG emissions target or goal that
includes Scope 3 emissions, in absolute terms, not including offsets, and
in terms of intensity.

In addition, the company would also require to disclose publicly set
climate-related targets or goals if they have any, including progress
toward those targets or goals and how the company is planning to
meet those targets. These disclosures need to be reported for all years
reported in financial statements.

All these disclosures are subject to internal control over financial
reporting (ICFR) and hence need to be evaluated by businesses on an
annual basis. These disclosures would be subject audits like the rest of
information on annual financial statements information. However, Scope 1
and Scope 2 emissions would initially be subject to limited assurance and
then reasonable assurance.

Furthermore, all proposed disclosures would be subject to Sarbanes-
Oxley Sections 302 and 906 certifications and need management
endorsement of disclosed information.

SEC proposed a phased implementation of above proposal based on

companies filing status. These proposed regulation are presented for

public comments and inputs before finalized as part regulatory disclosure

requirements.

Conclusion
Individual investors, Investment companies, valuations and rating
agencies, etc are demanding to see the environmental, social and
governance performance of the companies. They would like to compare
companies performance on this area with their peers and companies
targets. There are researches that shows a positive correlation between
companies performances and management implemented practices,
procedures, target setting, evaluation and performance reporting on
environmental, social and governance.

There are a number of challenges on ESG reporting including lack of
clear regulatory reporting requirement which could help to enforce
required reporting factors, consistency, reliability and comparability of
ESG information across different industries.

US securities and exchange commission is trying to address the investor’s
concern over companies ESG performance through setting a new
accounting standard which requires certain disclosure on companies

financial statements. ®

SO



investment strategies (Esty & Cort, 2017).

Challenges on ESG data standards

Beyond above presented positive research results, there are some key
questions on the role of ESG as a driver of corporate financial results
that have not been answered: What specific ESG metrics affect financial
outperformance and under what circumstances? Which ESG factors are
dependent on each other? Do top-tier ESG scores lead to—or follow
from—financial success? In other words: Is strong ESG performance
best understood as a leading indicator of top-quality management, but
not an important independent factor in determining financial results? Are
ESG effects sufficiently consistent across sectors to enable comparisons
between industries as well as among companies? Given these unanswered
questions and the persistent critiques of ESG methodologies and data
(Esty & Cort, 2017), investors have brought a very broad array of strategic
approaches to sustainable investing (Cort, et al, 2020).

In the absence of established ESG metrics that clearly drive financial
performance, investors must seek a wide range of information and develop
bespoke methodologies to analyze the data that are available—and then
transform their analyses into implementable investment decisions.
Measuring the social and environmental impact of a company or
investment is an emerging area of study and practice. At an initial level,
the measurement of impact is highly stakeholder dependent. Take,
for example, an investment in job creation for a city. The city might be
interested in measuring overall reduction in unemployment rates as a
measure of job placement, whereas community activists might be more
interested in changes in average wages as a measure of living standards.
This subjectivity of measuringimpact makes efforts to standardize the data
more complicated. At a deeper level, there are also different expectations
as to whether we can measure the input (e.g., the money or time invested
in creating the hypothetical jobs program), the output (e.g., the direct
output of the investment such as the number of job training courses made
available), or the outcome (e.g., the impact on people or the environment
such as jobs created or reduction in unemployment). While measuring
outcome is generally desirable from an impact investor’s standpoint, it is
frequently costly and difficult to gather useful data on outputs. As a resullt,
impact assessments are frequently a mix of input, output, and outcome
metrics. Adding to the difficulties of impact assessment standards are
important questions around attribution and multipliers. Attribution refers
to the question of how much of the observed outcome is attributable to
the input. In our example, if we observe a 1% drop in unemployment within
the city, how much of that change can be attributed to the jobs program
that we invested in? Multipliers refer to unintended consequences of our
investment. Again, taking our example, perhaps the jobs program has the

unintended consequence of increasing education rates and eventually

employment of the children of the previously unemployed (Cort, et al,
2020).

Additionally, Integrity and the correctness of ESG data must be proven
and cannot be assumed. Thus, we believe that ESG data need to be
validated or verified through: (a) government regulatory standards and
review, (b) third-party auditing of the company producing the data—
including by the established reporting platforms such as Global Reporting
Initiative (GRI) or Carbon Disclosure Project (CDP).

The other challenge is the need for comparability between companies
or assets within a class or sector focused on ensuring that comparisons
address the critical issues within an industry. How do we compare ESG
data between ExxonMobil and Royal Dutch Shell? How do we assess
a bond issuance for renewable energy development against energy

upgrades for a building portfolio (Cort, et al, 2020)?

New SEC proposed ESG disclosure
requirement

US securities and exchange commission is trying to address the investor’s
concern over companies ESG performance through setting a new
accounting standard which requires certain disclosure on companies
financial statements. Investors have expressed that they need for more
structured, reliable and comparable ESG information by listed companies
and how they are addressing climate-related risks when doing thier
operations and developing their business strategy and financial plan.
On March 21, 2022 the Securities and Exchange Commission (SEC)
issued a proposed climate disclosure rule that would require public
companies to disclose their greenhouse gas (GHG) emissions and other
climate change risks

The highlights on new SEC proposed rules contains required disclosures
on climate- related impact and how companies are managing those.
These disclosures include greenhouse gas (GHG) emissions. GHG
emissions disclosure should include both direct and indirect emissions of
greenhouse gases and they should be presented in metric tons of carbon
dioxide equivalent (CO2e). These include emissions from scopes 1,2
and 3. Scope 1 emissions are direct GHG emissions from operations that
whether they are owned or alternatively controlled by the company. Scope
2 emissions are indirect GHG emissions from the generation of purchased
or acquired electricity, steam, heat or cooling, etc that is consumed by
direct operations of the company or the operations that are controlled by
them. Scope 3 emissions are all indirect GHG emissions not otherwise
included in a registrant’s Scope 2 emissions, which could happen in the
upstream and downstream activities of the company.

The company Scope 1 and Scope 2 GHG emissions should separately
disclosed and presented both by disaggregated constituent greenhouse

gases and in the aggregate. , and in absolute terms and in terms of
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Security Exchange Commission has taken a view toward disclosures

based only on financial and short-term view of the materiality. While
Security Exchange Commission acknowledge that definition of materiality
may change in line with evolving standards of what investors deem

necessary, it still does not consider it “mandatory need” (Cheri, 2021).

ESG impact on market performance

A number of academic empirical research have reported statistically
relevant correlations between sustainability management practices,
performance, policies, controls, disclosure, or business strategy and
some sorts of financial success such as stock price, return on assets, or
cost of capital (Ameer & Othman, 2012; Borgers et al., 2013; Cai & He,
2014; Dhaliwal et al., 2011; Endrikat, 2015; Kitzmueller & Shimshack, 2012;
Kurapatskie & Darnall, 2013; Rezaee & Tuo, 2017; Yates-Smith, 2013)..
Investor interests on corporate responsibility has emerged significantly
over the past decade with a particular increase in interest in sustainability
in the past few years.

Much of this interest coming from investors trying to align their portfolios
with their values (whether those values are purely profit motivated or
include some degree of values orientation and commitment to “doing
good”). But the growth trend and the depth of interest also reflect empirical
research from academics and practitioners that seem to show positive
correlations between corporate sustainability and financial performance

at least in some cases (Cort, et al, 2020).

Some of these studies, including Eccles et al. (2014), shows that high
sustainability companies outperform their peers in both stock market and
accounting results. Khan et al. (2015) found similar positive correlations
with financial performance with a more focus on management practices
regarding specific material ESG issues within sectors.

A number of empirical research have now been undertaken in both the
academic and practitioner to test the correlation across a wide range
sustainability assessments, and marketplace outperformance. Friede et
al. (2015) conducted a meta-analysis of over 2,000 empirical studies and
found that almost half showed a positive correlation, while only about
10% showed a negative correlation, with the remainder showing mixed
or neutral results.

A team of Oxford University researchers and Arabesque Partners
reviewed 190 academic studies that examined the business case for
corporate sustainability—and found significant quantitative evidence
that strong standards and top-tier ESG performance result in better
operational results, lower costs of capital, and improved stock price
performance (Clark et al., 2015). More recently, Alshehhi et al. (2018)
reviewed 138 academic empirical studies from highquality journals and
found that 78% report a positive correlation. Like the growing asset
manager population integrating ESG into investment strategies, we
believe that the evidence supports the hypothesis that some (but not
ally dimensions of ESG leadership may translate into superior financial

performance—and therefore would be a useful component of successful



ESG disclosure trends
Business continuity, risk management, employee health and safety,
diversity and human capital, management, are ESG issues and topics that
have become priorities recently and in 2020 such topics are frequently
being addressed in US securities and Exchange Commissions (SEC)
filings. These are unprecedented times, and companies are facing
important issues as they navigate the current economic, political, and
social climate (Era et al., 2020).
In 2020, employee welfare, health and safety and business continuity
topics have presented the highlight in quarterly reports filed with SEC.
For example, in the first quarter filing, 38 out of 50 top companies by
revenue in the Fortune 100 (or 76%) included disclosure on employee
health and safety. Nearly all of these disclosures referenced COVID-19
and measures companies were saying to protect and enhance employee
welfare. Many companies also featured their business continuity planning
in disclosures considering potential COVID-19 related disruptions (Era
et al., 2020).
The recent survey on ESG reporting focused on 17 categories of common
ESG related disclosures in annual reports. Every company surveyed
increased its ESG disclosures in at least one category in their proxy
statement between 2019 and 2020 and 42% also increased their ESG
disclosure at least one category in their annual report between 2019 and
2020. The seven ESG topics on the rise in 2020 are:
*  Human capital management, corporate culture, ethical business
practice, Board oversight of E&S issues, social impact/ community

and E&S issues in shareholder engagement.

In 2020, the largest increase in ESG disclosure arising from human capital
management (HCM) . Overall, 45 of the 50 companies, surveyed (or 90%)
incorporated some form of HCM disclosure in their 2020 annual reporting.

In addition, 70% of surveyed companies demonstrated an increase in this

type of disclosure from 2019. The more details on disclosure on this area

include employee diversity, employee training and talent development and

employee pay/benefits (Era et al., 2020).

» The second topic that was on focus was environmental concerns.
Nearly all companies surveyed (94%) showed environmental
disclosure in their 2020 reports. Investment in sustainability,
climate change, emission reduction goals and renewable energies
were amongst the most topics reported on this area. Within the
environmental disclosures, there was also a significant increase
in the amount of quantitative disclosures. These were mainly
including quantitative metrics such as greenhouse gas emissions
reductions and renewable energy use.

*  The third topic on focus was corporate culture. There was 28%

increase in disclosure on corporate culture in 2020 reports.
Companies discussed about core values and importance of Board
in forming culture were on these disclosures.

«  The other topics on focus were Board oversight of environmental
and social issues, ethical business practices, social impact and

community and environmental issues in shareholder engagements.

This review explains that the trend towards increased ESG disclosure in
SEC filings are in an upward move. Investors have progressively focused
on and called for ESG disclosure, and companies should assess their
investors’ policies and deem engaging with investor in order to establish
which ESG information about their company is at higher importance for
them. However, once a company knows what to disclose to its investors
base, the nuance is to carefully consider where to place the ESG
disclosure. Not all these information need necessarily be disclosed in
annual reports and investors expect that sustainability report on company
website is also a good platform to disclose on ESG. In summary, the
decision whether to include ESG information in annual report or instead
provide it on a sustainability website is a nuanced one and should be

made with care (Era et al., 2020).

Challenges on ESG reporting in different
industries

While ESG disclosure demands have been, and continue to be, aimed
at numerous industries, certain sectors such as fast fashion, automotive,
oil, gas, and tech have to satisfy these demands more intensely. Among
these industries, there are more demand on ESG reporting on companies
within oil and gas industry. Adopted in 2016, the Paris agreement
established an “enhanced transparency framework” that aims to disclose
actions taken by its parties to mitigate climate change (Gokce, 2018).
Another effort is the oil and gas initiative, an industry effort to comply with
Paris Agreement’s goal of limiting temperature rise to less than 2 C. Many
companies including Exxon, Chevron and Occidental joined to this effort
(Hanna, 2019).

Cheri believes that the US companies are willing to disclose the climate
related information but the main issue is the lack of consistent reporting
standard which makes it difficult to compare reports amongst oil industry.
Also the other impediment for oil and gas companies is the threat of
litigation due to inaccurate disclosure of information.

The main issue is the concept of materiality, which has defined by
regulatory as defined in Security Exchange Commission rule 405,
limits these required disclosure and has become a point of debate for
ESG disclosure. If the standard of materiality is unnecessarily low,
management’s fear of exposing itself to substantial liability may cause it

simply to bury the shareholder in an avalanche of trivial information.
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Introduction

Many public companies are being assessed and rated on their
environmental, social and governance (ESG) performance by various
individual investors, third party providers, rating, valuations and investment
companies. Institutional investors, asset managers, financial institutions
and other stakeholders are increasingly relying on these reports, rating
to assess, and measure company ESG performance overtime compared
to peers.

What is ESG?

ESG (environmental, social and governance) refers to three groupings of
factors that can be used to measure the sustainability and ethical impacts
of an investment in a company or business. These factors are used by
financial services the future financial performance of companies.

The ESG factors listed below are not comprehensive. What makes
an acceptable set of ESG criteria is subjective, and it might varies

from industry to industry or business environments, so it is important

for investors and investment firms to do their own research to identify
investments that match their own values.

Environmental criteria address how a company is performing in respect
to the natural environment. Examples include air and water pollution,
Animal treatment, Biodiversity, climate change impact/greenhouse gas
emissions, deforestation, energy efficiency, fracking, methane emissions,
plastics and nuclear energy, sustainable land use, waste management
and water scarcity (Johnson, 2020).

Social criteria examine how a company manages relationships with its
employees, suppliers, customers and communities where it operate:
Employee relations, gender equality, health and safety, human rights,
labor standards, working conditions etc (Johnson, 2020).
Governance deals with a company’s leadership, executive pay, audits
and internal controls and shareholder rights, anticorruption and bribery,
Board independence, code of ethics, cybersecurity, executive pay, risk

management, shareholder rights and tax transparency (Johnson, 2020).
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