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I. Introduction

The United States Security and Exchange Commission (‘SEC”) has promulgated regulations that require publicly-traded companies to comply with extensive disclosure requirements. The disclosure requirements are contained in Regulation S-K.
 These regulations set forth non-financial disclosure guidelines for annual reports (Form 10-K); quarterly reports (Form 10-Q); and episodic reports (8-K).

The SEC reporting requirements establish disclosure under four circumstances: At the time when new securities are issued to the public
, periodic reporting on a quarterly and annual basis
, proxy disclosure in connection with annual shareholder meetings
, and during extraordinary events such as tender offers, mergers of sales of a business.

Regulation S-K requires financial statements to be prepared in accordance with Generally Accepted Accounting Practices (“GAAP”) that may be established by the Financial Accounting Standards Board (“FASB”) and the American Institute of Certified Public Accountants (“AICPA”). Together, there rules provide guidance on when loss contingencies such as future environmental liabilities must be recognized and disclosed.   

The SEC environmental reporting requirements are set forth in three sections of Regulation S-K in Items 101, 103 and 303. In 1989, the SEC clarified the environmental disclosure requirements in Secu​rities Act Release (SAR) 6835.
 In addition, Staff Accounting Bulletin No. 92 (SAB 92),
 which was issued in 1993, provides further guidance on identifying and reporting contingent environmental losses.

Additional environmental reporting obligations may also exist under the Wil​liams Act
 for tender offers, section 10(b) of the Securities Exchange Act of 1934
 and Rule 10b-5
 prohibit the making of false statements or omissions in connection with the pur​chase or sale of securities. Registrants who fail to make the required disclosures or fail to make amendments to prevent prior disclosures from becoming mislead​ing can be subject to civil or criminal enforcement actions. Moreover, sharehold​ers and investors may bring private actions against registrants for losses caused by misleading statements or omissions of material information.

This article will review the SEC environmental reporting requirements and how they are being used in connection with GHG and Sustainability Issues.

II. Historical Discussion

The SEC proposed in environmental disclosure requirements to comply with a 1971 executive order of President Nixon
 requiring all federal agencies to develop procedures and policies to comply with their requirements under the National Environmental Policy Act (NEPA)
.  SEC then issued regulations in 1971 requiring registrants to disclosure material effects of environmental compliance on the registrant’s business or profits.
 

The NRDC along with the Project on Corporate Responsibility filed a rulemaking petition seeking expanded civil rights and environmental disclosure.
 Two years later, the SEC issued amended regulations that slightly expanded the environmental disclosure obligations.
 However, NRDC felt that the changes were inadequate and file a lawsuit in federal district court challenging the SEC action.

The United States District Court for the District of Columbia held that SEC had not complied with the requirements of the Administrative Procedures Act (APA) and remanded the case back to the SEC for further proceedings.
 The court found that SEC had not adequately assessed whether information about environmental and civil rights issues should be considered to be material information that a reasonable investor would consider important.

On remand, the SEC conducted extensive hearings involving 19 days of testimony and over 10,000 pages of written comments. In the end, the SEC concluded that because the primary reason for investing is to receive an economic return, investors were primarily concerned with economic and not social issues. In addition, the SEC said that to the extent social disclosure was sought to influence corporate conduct, it did not have the authority to require such disclosure. Therefore, the Commission determined it would continue to rely on financial information for materiality determinations. 

In announcing its decision in 1975, the SEC proposed broader disclosure requirements than were ultimately adopted.
 Once again, NRDC challenged the rules and the district court again found that the SEC had failed to comply with the APA. 
While the court found that the Commission had met the procedural requirements and had sufficiently explained its decision, the court determined that the SEC’s decision not to require expanded environmental or civil rights disclosure was not supported by the record, and was therefore arbitrary and capricious. The court found that SEC had largely based its decision on the belief that expanded disclosure would not provide investors with meaningful basis for choosing among competing investment opportunities. In doing so, the court said the Commission had failed to adequately evaluate the impact on the ability of shareholders to vote in annual meetings and in proxy communications since the record indicated that shareholders intended to use the expanded disclosure in proxy voting. The court also found that the SEC had not complied with NEPA’s requirement that federal agencies consider to the fullest extent possible alternatives that would reduce the environmental damage caused by their actions.
 The court emphasized that the SEC had the authority to require disclosure of “economically significant” information that is not material. 

The SEC appealed to the Court of Appeals which reversed and upheld the Commission’s actions.
  By the time the appeals court heard the case, the SEC had already initiated comprehensive public hearings on general disclosure issues, shareholder communications and corporate governance. The court found that the SEC’s decision to study the issues in more detail was entitled to considerable deference. The Commission did reconsider expanding the scope of the mandatory disclosure to include “socially significant” information but ultimately declined to do so. Instead, the SEC staff said that individual companies should respond to requests of shareholders, particularly where the shareholder proposal process alerts the company that a meaningful percent of its shareholders are interested in such disclosure.
 The environmental disclosure obligations that emerged from this proceeding in 1979 is the basic structure that remains with us today.  

III. Overview Of Environmental Disclosure Obligations Under Regulation S-K

While Regulation S-K does establish categories of information that must be disclosed, registrants are generally only required to disclose information that is “material”.  This term can be quite elusive. The standard definition of “materiality” is information in which there is a substantial likelihood that a reasonable investor would have found the omitted information important or that the missing facts would have altered the “total mix” of information available to the investor.
 As discussed in Section II above, the SEC has traditionally taken the view that shareholders are primarily concerned with financial information and not ethical or social issues. However, the dramatic increase in social investment may force SEC to change that view.

A. Item 101

1. Registrants must describe the “material” effects that compliance with federal, state and local environmental laws regulating the discharge of materials into the environment will have on earnings, capital expenditures and the competitive position of the company and its subsidiaries
2. Capital expenditures estimates only for two years. However, the SEC has indicated that estimates for additional years should be made if necessary to prevent the disclosed information from being misleading or if the registrant reasonably believes those future costs would be materially higher than the disclosed costs. Levine v. N.L Industries
 held required to disclose estimated compliance costs and potential fines if such fines were material.

3. Item 101 can pose particular difficulty to registrants as environmental statutes are enacted or amended to create new or expanded future obligations. For exam​ple, a registrant may know that it will have to incur compliance costs in the future under the Clean Air Act to comply with more stringent air emissions standards.

4. It may be difficult to determine the effect future expenditures will have on the capital expenditures, earnings and competitive position because regulations (e.g. GHG) not developed.

B. Item 103

The section requires disclosure of pending legal proceedings unless the legal proceedings involve ordinary routine litigation inci​dental to the business. Most of the information required to be disclosed in this section is essentially historical in nature and thus does not adequately inform investors on future contingent liabilities. Moreover, this section does not require disclosure of all violations but just those associated with material legal proceedings. 

1. The scope unclear because “legal proceeding” undefined: 

a. Administrative orders involving environmental matters even if the orders are not a result of formal proceedings. 

b. A notice of violation (NOV) is not automat​ically “legal proceeding” since NOVs are often settled.
 

c. SAR 6835 said a PRP notice does not automatically qualify as a “legal proceeding”.
 Instead, the registrant must look at particular circumstances and whether PRP status might give knowledge to the registrant that the government was contem​plating a proceeding so that disclosure would be required. 

2. Instruction 5 to Item 103 said an administra​tive or judicial proceeding commenced or that is “known to be contemplated” by the government under environmental laws regulating the discharge of materials into the environment will not qualify for the “ordinary routine litigation incidental to the business” exception and must be disclosed if:

a. The proceeding is material to the business or financial condition (17 C.F.R. 229.103, Instruction 5(A).) or

b. The proceeding involves a claim or potential monetary sanctions, capital expenditures, deferred charges or charges to income that will exceed 10% of the current assets on a consolidated basis (Instruction 5B), or

c. Government proceeding involves potential monetary sanctions, unless the registrant reasonably believes that the sanctions will be less than $ 100,000 (Instruction 5(c)). 

3. It is important to note that remedial costs are not “sanctions”.

4. Availability of insurance, contribution or indem​nity is relevant in determining if the disclosure criteria for 5(A) and (B) have been met.

C. Item 303 Management Discussion and Analysis (MD&A)

This section contains a narrative report discussing liquidity, capital resources, results of company operations and any other information necessary to provide investors with an understanding of the registrant’s financial condition. 

1. Differs from Items 101 because required to dis​close any “known trends . . . events or uncertainties” known to management “reasonably likely” to have a material effect on the registrant’s financial condi​tion or operating results.  

2. Instruction 3 to Item 303 management should focus on material events or contingencies that would cause reported finan​cial information not to be necessarily indicative of future operations or of future financial conditions.
 The two-prong test:

a. Is the known trend, etc. reasonably likely to occur? If management deter​mines that it is NOT reasonably likely to occur, no disclosure is required. 

b. If management cannot make the determination that the uncertainty is not reasonably likely to occur, management must objectively determine if it will have a material effect on the registrant’s financial conditions or op​erating results. 

c. Judicial materiality standard: “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 avail-able.” TSC Industries v. Northway, Inc. 

3. SAR 6835 illustration: The Company has no firm cash commitments at end of calendar year. However, was en​acted that may require certain vehicles used in the Company’s business to have safety equipment four years later. Regulations have been proposed which, if promulgated, would require the expenditure of $30M over a three years. Under this example, registrants are required to disclose environmental compli​ance costs associated with proposed regulations. 

4. Superfund illustration: Three sites with multiple PRPs but con​tribution or insurance coverage was unknown, extent of the cleanup not known so management could not determine at the time if this liability would have a material effect on the company’s financial condi​tion or operating results. 

a. Disclosure required under Item 303 although it might not be required under Items 101 or 103. 

b. Availability of insurance or contribu​tion may influence if the event would have a ma​terial effect on the financial condition of the registrant 

c. The SEC has said both in SAR 6835 and SAB 92 for joint and several liability, registrants should consider such facts as the periods in which contribution or indemnification claims will be realized, the likelihood that such claims will be contested and the financial condition of the third parties from whom recovery will be sought.

D. SAB 92 (Quantifying Contingent Liabilities)

After determining if a potential environmental liability is disclosable, the next question that a registrant must face is when must it be reported? Environmental liabilities are particularly difficult because they may be a result of acts or omissions in the past that may result in liabilities in the future. These future, potential liabilities are known as contingent liabilities. In SEC parlance, the question is when must a company recognize environmental liabilities as a contingent loss and how are they to be cal​culated in the company’s financial statement or balance sheets?

1. The SEC initially focused on the extent of disclosure in the narrative portions but it has begun to focus on the disclosure of contingent environmental liabilities associated with remediation costs under CERCLA and RCRA. The SEC has generally cho​sen to handle deficient disclosures informally by either requesting that the regis​trant supply additional information or provide further information in future filings. 

2. FASB 5 (1975) says estimated losses from loss contingen​cies must be charged to income on the balance sheet if it is probable that a liability has been incurred and it is reasonably estimated.

3. FASB 5 defines a loss contin​gency as an “existing condition, situation, or set of circumstances involving uncertainty as to possible ... loss ... to an enterprise that will ulti​mately be resolved when one or more future events occurs or fails to occur. Resolution of the uncertainty may confirm the ... impairment of an asset or incurrence of a liability” 

5. Companies must recognize or accrue an estimated loss from a loss contingency when:

a. Information available prior to the issuance of the financial statements indicates that it is probable that an asset has been impaired or a liability has been incurred at the date of the financial statements; and 

b. The amount of the loss can be reasonably estimated. 

6. Confusion followed regarding prob​able losses that could not be precisely estimated. Some provided a range of losses while others said losses were not reasonably estimable and did not have to be accrued.

7. FASB 14
 indicates that it is inappropriate to delay accrual of a loss until only a single amount can be reasonably estimated. If the particular loss contingency and the reasonable estimate of the loss falls within a range, FIN 14 says that a company should recognize the number within the range that represents the better estimate. When no amount within the range is a better estimate than any other amount, FIN 14 states that the minimum amount should be accrued.

a. One difficulty for companies is that lawyers and account​ants may differ on how they estimate environmental liabilities. Environmental lawyers may develop estimates of potential environmental liabilities based on statutory liability and practical experience that far exceed the kinds of loss contingencies accountants believe are required to be accrued and disclosed. 

b. Furthermore, when a multi-plant company sells a business, which will be vacating a leased facility that it previously operated, FASB 5 may not require accountants to include the liability associated with the facility since that asset is not being transferred. However, the business being transferred might have CERCLA liability as an operator of the facility so the environmental attorney performing due diligence will want to include liabilities associated with that facility.

8. Insurance and cost recovery? Some companies presume maximum possible recovery in their financial statements without considering the viability of the third party or the validity of its insurance coverage. Registrants have also used the offsets to mask their management estimates of liability to discourage lawsuits from third parties or to assist in settlement negotiations.

a. SAB 92 says potential sources of recovery may be factored into the determination of whether there is a material event that is reasonably likely to occur. However, a different standard applies for reporting loss contingencies. 

b. SAB 92 indi​cates that pursuant to FIN 39
 losses arising from recognized environmental liabilities ordinarily may not be offset or reduced by potential claims for recovery but instead should be listed separately as a gross liability. 

c. If the claim is probable of realization or likely to occur so that it effectively amounts to a right or setoff, then the environmental claim could be reduced by the amount of the potential claim. 

d. SAB 92 cautions that registrants who offset liabilities with a claim for recovery will be expected to report an increase in total reported assets. 

9. Calculating loss contingencies for superfund sites 

a. SAB 92 says that when there is a reasonable basis for apportioning the costs among the other PRPS, it is not necessary to include the costs apportionable to other PRPS. 

b. If it is probable that other PRPs may not fully pay their apportioned costs because they are insolvent or liability is disputed, registrant must include an estimate of those additional costs of the orphan shares it may have to pay before considering potential recoveries from third parties. 

c. In estimating such liability, the regis​trant should use not only use site-specific information, but also rely on past experience with other sites and data compiled by the EPA. Where a specific remedy has not yet been selected, the registrant should use estimates for the kinds of remedies that may be available.

10. SAB 92 indicates that registrants should discuss the following to the extent they are material: 

a. Recurring costs associated with managing hazardous sub​stance and pollution in ongoing operations; 

b. Capital expenditures to limit or monitor hazardous substances or pollutants; 

c. Mandated expenditures to reme​diate previously contaminated sites; and 

d. Other infrequent or non-recurring cleanup expenditures that can be anticipated but are not presently required. 

11. For recorded and unrecorded environmental liabilities, the registrant must discuss judgments and assumptions that were used to evaluate the underlying environmental liability including: 

a. Circumstances affecting the reliability and accuracy of loss estimates; 

b. The extent that unasserted claims are reflected in accruals or may affect the magnitude of the contingency;

c. Uncertainties regarding joint and several liability that may affect the magnitude of the contingency. The aggregate remedial costs for sites that are individually material should be disclosed if the likelihood of contri​bution cannot be established; 

d. Nature and terms of any PRP cost-sharing arrangements; 

e. The extent that disclosed but unrecognized contingent losses may be offset through insurance, indemnification or other sources and any material limitations on those recoveries; 

f. Uncertainties regarding sufficiency of insurance coverage or solvency of insurance carriers; 

g. Time frames for the payment of accrued or presently recognized losses; 

h. Material components of any accruals and significant assumptions for the underlying estimates. 

12. A statement that the contingency is not is expected to be material not enough if there is a reasonable possibility that a loss exceeding amounts already recognized may have been incurred and the additional loss would be material. In such a case, the registrant must either (1) disclose the additional loss or (2) state that the estimate cannot be made.

13. SAB 92 has specific disclosure requirements for closure and post-closure costs, as well as other site restoration expenses that may be required upon the sale or abandonment of property, should be disclosed in financial notes. 

a. These disclosures should include the nature of the costs, total anticipated costs, and total accrued costs to date;

b. Balance sheet classification of accrued costs and range of or amount of reasonably possible additional costs. 

c. Furthermore, if an asset must undergo remediation upon its sale or prior to development, the registrant must make a disclosure indicating how these costs were considered in evaluating the asset’s net realizable value.

14. SAB 92 states that registrants should also disclose liabilities as​sociated with assets or businesses previously disposed of unless there is only a remote likelihood of an unfavorable material outcome. 

15. Good faith judg​ments regarding liability estimates for purposes of determining disclosure obliga​tions will provide no defense to SEC violations if the judgment is deemed to be unreasonable by the SEC.

a. Management’s disclosures will be judged objectively under the circumstances existing at the time.

b. For first-time disclosures, the SEC may look backwards to prior filings and determine that sufficient information existed at an earlier time to warrant disclosure under Item 303.

E. ASTM Standards 

1. ASTM Guide for Estimating Monetary Costs and Liability for Environmental Matters [E2137-01] 

The American Society for Testing and Materials issued the E2137-01 standard to provide guidelines on estimating contingent environmental liabilities. This standard indicates that cost estimates should be expressed in terms of expected value, most likely value, 
range of values and 
known minimum value.
2. ASTM Standard Guide for Disclosure of Environmental Liabilities (E2173-01)

This standard establishes guidelines for determining when material environmental liabilities may be disclosed. It is intended to supplement and be consistent with Generally Accepted Accounting Principles (GAAP).
· Materiality is misstatement or omission of such magnitude that reasonable person would have been influenced or view as significantly altering information

· Materiality can be evaluated by the individual circumstances of a particular issue or in the aggregate.

· Liabilities include damages attributed to products or processes, cleanup, fines and litigation costs
In August 2002, 25 charitable foundations petitioned the SEC to issue a new rule mandating environmental disclosure for public companies in accordance with the two ASTM standards that were issued in 2001 for disclosing environmental liabilities and estimating environmental liabilities. The foundations pointed to the 1998 EPA study that 74% of public companies failed to adequately disclose environmental-liabilities in their 10-Ks. EPA had also pointed out that 16% of filers had not disclosed court-ordered SEPs and just 4% disclosed RCRA corrective actions. 

The foundations said one of the biggest loopholes in the existing regulations was not requiring companies to aggregate all environmental liabilities when determining if the liabilities exceed the materiality threshold for disclosure. Executives of seven socially responsible investment funds with $13 billion in assets also wrote a joint letter to the SEC urging the commission to focus attention on environmental disclosure

F.  AICPA SOP 96-1 Environmental Remediation Liabilities

This statement of position provides guidance on when environmental liabilities should be accrued and benchmarks for determining when environmental liabilities should be recognized. 

It only addresses only remedial liabilities and not the matters covered by Item 101 Compliance. Remedial liabilities include compliance with environmental laws, response actions, defense and legal fees, and damages arising from ecological damage, property damage, business interruption, and tort claims. Liabilities cannot be measured by net recoveries (EITF 93-5, FIN 39) 
The accrual rules are based on FASB 5 (Loss Contingency). The liability must be recognized when it is probable that asset is impaired, is reasonably estimable, and the liability is material. If the liability is probable but not estimable, disclose in footnotes
F. SEC Self-Reporting Guidance

Like EPA and other government agencies, the SEC has established a program that provides for reduced penalties for companies that voluntary disclose violations. The SEC has identified the following 13 factors that it would consider when determining to refrain from exercising its enforcement discretion or reducing penalties:
 

· What is the nature of the misconduct involved? Did it result from inadvertence, honest mistake, simple negligence, reckless or deliberate indifference to indicia of wrongful conduct, willful misconduct or unadorned venality? Were the company's auditors misled? 

· How did the misconduct arise? Is it the result of pressure placed on employees to achieve specific results, or a tone of lawlessness set by those in control of the company? What compliance procedures were in place to prevent the misconduct now uncovered? Why did those procedures fail to stop or inhibit the wrongful conduct? 

· Where in the organization did the misconduct occur? How high up in the chain of command was knowledge of, or participation in, the misconduct? Did senior personnel participate in or turn a blind eye toward obvious indicia of misconduct? How systemic was the behavior? Is it symptomatic of the way the entity does business or was it isolated?  

· How long did the misconduct last? Was it a one-quarter or one-time event, or did it last several years? In the case of a public company, did the misconduct occur before the company went public? Did it facilitate the company's ability to go public? 

· How much harm has the misconduct inflicted upon investors and other corporate constituencies? Did the share price of the company's stock drop significantly upon its discovery and disclosure? 

· How was the misconduct detected and who uncovered it? 

· How long after discovery of the misconduct did it take to implement an effective response?

· What steps did the company take upon learning of the misconduct? Did the company immediately stop the misconduct? Are persons responsible for any misconduct still with the company? If so, are they still in the same positions? Did the company promptly, completely and effectively disclose the existence of the misconduct to the public, to regulators and to self-regulators? Did the company cooperate completely with appropriate regulatory and law enforcement bodies? Did the company identify what additional related misconduct is likely to have occurred? Did the company take steps to identify the extent of damage to investors and other corporate constituencies? Did the company appropriately recompense those adversely affected by the conduct? 

· What processes did the company follow to resolve many of these issues and ferret out necessary information? Were the Audit Committee and the Board of Directors fully informed? If so, when? 

· Did the company commit to learn the truth, fully and expeditiously? Did it do a thorough review of the nature, extent, origins and consequences of the conduct and related behavior? Did management, the Board or committees consisting solely of outside directors oversee the review? Did company employees or outside persons perform the review? If outside persons, had they done other work for the company? Where the review was conducted by outside counsel, had management previously engaged such counsel? Were scope limitations placed on the review? If so, what were they? 

· Did the company promptly make available to our staff the results of its review and provide sufficient documentation reflecting its response to the situation? Did the company identify possible violative conduct and evidence with sufficient precision to facilitate prompt enforcement actions against those who violated the law? Did the company produce a thorough and probing written report detailing the findings of its review? Did the company voluntarily disclose information our staff did not directly request and otherwise might not have uncovered? Did the company ask its employees to cooperate with our staff and make all reasonable efforts to secure such cooperation? 

· What assurances are there that the conduct is unlikely to recur? Did the company adopt and ensure enforcement of new and more effective internal controls and procedures designed to prevent a recurrence of the misconduct? Did the company provide our staff with sufficient information for it to evaluate the company's measures to correct the situation and ensure that the conduct does not recur? 

· Is the company the same company in which the misconduct occurred, or has it changed through a merger or bankruptcy reorganization? 

IV. Disclosure Obligations under Rule 10b-5

Registrants may be liable to stockholders and investors under Rule 10b-5 for material misstatements or omissions made in connection with the purchase or sale of a security.
 

Liability may be imposed on a registrant even where mandatory disclosure is not required under Regulation S-K. To be liable, a defendant must 

· knowingly fail to disclose or misstate 

· material facts;

· that the plaintiff has relied upon and 

· that have caused the damage or loss suffered by the plaintiff in connec​tion with the purchase or sale of securities. 

Courts will employ the “probability/magnitude test” for deter​mining materiality under Rule 10b-5 which requires a “balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in the light of the company activity.” 

No interpretative release or other agency guidance has been issued to help management determine what is an adequate disclosure under Rule 10b-5. Thus, management often makes environmental disclosures that go beyond those imposed by Regulation S-K.

V. Bankruptcy Disclosure Statements

Debtors also have disclosure obligations under the federal Bankruptcy Code. Question 17 of Form 7 Statement of Financial Affairs requires debtors to disclosure the following environmental Information: 

· List sites where debtor has been identified as PRP or where violations of Environmental laws

· List sites where debtor has notified government of releases of hazardous substances

· List all judicial and administrative actions including settlements or orders under environmental laws where the debtor was a party to the proceeding. 
Closely related to the SEC S-K regulation is the disclosure statement that a chapter debtor must prepare in a plan of reorganization. The debtor must provide information that a reasonable creditor would feel is required to evaluate the merits of a plan or reorganization.
  

VI. Studies Suggest Insufficient Environmental Disclosure

In 2001, the World Resources Institute ("WRI") recently released two reports which indicated that environmental liabilities were being significantly underreported in SEC and that these potential environment liabilities could were likely to have negative impacts on the financial performance of companies.

In "Pure Profit: The Financial Implications of Environmental Performance," WRI developed a comprehensive method for assessing corporate environmental risks and tested 13 companies in the pulp and paper industry The study revealed that environmental issues could significantly influence input costs, revenues, asset values, competitive advantage, and shareholder values. WRI concluded half of the companies investigated were likely to face negative impacts from environmental issues equal to 5% or more of total shareholder value. 

In "Coming Clean: Corporate Disclosure of Financially Significant Environmental Risks", WRI reviewed various financial statements filed by the 13 companies in 1998 and 1999 and found that few of the companies adequately disclosed these financial risks or potential competitive impacts arising from their exposures to known environmental concerns. WRI also reviewed 5,000 administrative proceedings initiated by the SEC over the last 25 years and found that the agency had only brought 3 actions for insufficient disclosure of environmental risks or liabilities. WRI called on the SEC to strengthen its enforcement rules pertaining to environmental risk reporting.

The WRI reports were consistent with the findings of an earlier study by Martin Freedman of Binghamton University and A. J. Stagliano of Saint Joseph's University. The report entitled “Environmental Disclosure by Companies involved in Initial Public Offerings” found that many companies ignore or only minimally comply with the SEC disclosure rules for environmental liabilities.  

The study indicated that of the approximately 20,000 PRPs identified at 1,200 sites on the 1993 National Priority List, 900 of these entities were subject to SEC disclosure requirements. 45 of the PRPs had been identified as a PRP prior to their initial public offering (“IPO”).  The study then compared the disclosures of the IPOs with annual reports and Form 10-Ks of comparable companies. 

The environmental disclosures were classified into five categories: disclosure that the company was named a PRP; disclosure of the number of sites for which the company was named a PRP; names of specific sites with a description of the progress and problems of cleaning up the site; discussion if the costs are, or will materially impact the company's financial statements; the dollar amount of Superfund liability exposure.

Despite the fact that companies going through an IPO are under intense scrutiny and engage in extensive due diligence, the study found that the IPOs had the same relatively low level of disclosure as companies that were already subject to SEC disclosure obligations. The authors theorized that if the environmental disclosures of IPOs firms was significantly greater than companies that were already publicly-registered, this might indicate that greater due diligence could lead to enhanced disclosure and that further regulation would not be needed to ensure compliance with environmental disclosure laws.  However, since the study found that the IPOs did not disclose information about Superfund liability, the authors concluded that strict disclosure requirements and expected public scrutiny did not appear to ensure the adequate disclosure of environmental liabilities. The data suggested to the authors that companies will make full environmental disclosures only when they perceive there will some risk for failure to comply. In the face of minimal SEC enforcement and only a modicum of encouragement to make such disclosures from accountants, the authors predicted that environmental disclosures would continue to be inadequate
In 1998, a study by the EPA Office of Enforcement and Compliance Assurance (“OECA”) found that 74% of publicly-traded companies had failed to adequately disclose the existence of environmental legal proceedings in their 10-K registration requirements as mandated by Regulation S-K, Item 103. As a result, OECA recently issued a guidance document advising regional offices when they should inform targets of EPA enforcement actions that enforcement proceeding may be a reportable legal proceeding under Item 103 of Regulation S-K. 

The guidance indicated that any enforcement action initiated by EPA is potentially a “legal proceeding” that is subject to SEC’s environmental disclosure requirements. The guidance states that a “Notice of SEC Registrants’ Duty to Disclose Environmental Legal Proceedings” should be distributed to parties that are subject to an EPA initiated enforcement action or where the agency has the lead for prosecuting the case. The notice is to be distributed to the agent of the company upon the commencement of a formal proceeding that the guidance defines as the filing of an administrative complaint, issuance of an administrative order or sending of a letter demanding payment of stipulated penalties. The administrative legal proceeding must have been taken in response to a violation of a federal, state or local law or regulation with the primary purpose of environmental protection. The notice should not be distributed if the target of the enforcement action is a federal, state or local government entity, or if the case has been or is expected to be referred to the Department of Justice. Moreover, if the lead enforcement personnel reasonably believe that Item 103 would not apply based on the facts or circumstances of the case, the notice need not be distributed. For example, an administrative order for access or a PRP information request would not likely have to be distributed.   

VII. Sarbanes-Oxley and its Effect on Environmental Disclosure

On July 30, 2002, President Bush signed into law the Sarbanes-Oxley Act of 2002 (“SOX”)
. The law required SEC to promulgate a series of regulations that will likely prove to have an impact on environmental lawyers or others addressing environmental liabilities. 

A. CEO and CFO Certification Rules

Pursuant to sections 302 and 906 of SOX, the SEC issued an order in August 2002 requiring CEOs and CFOs of companies with revenues during their last fiscal year of greater than $1.2 billion to personally certify under oath that financial statements and reports are materially truthful and complete or explain why such a statement would be incorrect. 

Because of this certification requirement, some companies are now performing more extensive environmental audits. These companies are conducting more comprehensive environmental assessments because the CEOs want to make sure that financial statements are not understating the impact that environmental liabilities may have on company operations. For example, in the past some companies may have estimated closure costs based on assumptions of the extent of soil contamination beneath lagoons and other waste management units. Now, some companies have retaining environmental consultants to conduct extensive soil and groundwater sampling or environmental compliance audits so that the remediation or environmental compliance estimates in financial statements are based on actual data.

B.  Improper Influence on Conducts of Audits

A lesser known provision of SOX may have an impact on how environmental due diligence is conducted and reported. Section 303 of the law makes it unlawful for an officer, director or any other person acting under their direction to fraudulently influence, coerce, manipulate or mislead any accountant engaged in preparing an audit of the company. SEC proposed a rule in October 2002 to implement these requirements.

Often times, environmental consultants are asked by a client or its environmental attorney to revise recommendations or conclusions in a draft environmental report. Consultants as well as environmental lawyers requesting changes to reports will have to be careful when revising environmental audit reports that they know will be relied upon by accountants in evaluating the environmental liabilities of a company, especially when the reports are prepared in connection with securitizations. If the revised reports can result in misleading audit reports, the consultant or lawyer could find itself liable under SOX section 303. 

Some conduit lenders are becoming increasingly concerned about the quality of the Phase I Environmental Site Assessments (“ESAs”) being used for securitized loans. ESAs function like stock analyst reports in securitizations since conduit lenders disclose the results of the ESAs to rating agencies and buyers of their commercial mortgage-backed securities (“CMBS”). With investors and regulators now scrutinizing financial reports, some lenders are concerned that the “commodity-style” ESAs commonly used in CMBS transactions might not be sufficiently examining the environmental conditions of properties that are serving as collateral for the deals. 

As a result, some lenders are starting to direct their business away from consultants with reputations for producing “commodity-style” Phase I ESAs and towards full-service environmental consulting firms that perform more thorough site assessments. Other lenders are asking their environmental lawyers to thoroughly review commodity-style Phase I reports or asking consultants to beef-up their reports and fill in information gaps identified by the lenders’ environmental counsel. 

With the public and politicians demanding that regulators prosecute professionals who are perceived to have participated in the preparation of misleading or fraudulent financial reports, attorneys and consultants need to be careful about how they edit language in the ESAs. Attorneys need to be careful not to change factual observations made by consultants in Phase I reports. Similarly, consultants should not be so eager to delete or alter factual observations, conclusions or recommendations to please or accommodate their lending clients

C. Rules of Professional Responsibility for Attorneys - 

The SEC was required to issue regulations establishing minimum standards of conduct under section 307 of SOX
. The rules were issued on January 23, 2003.
  

The section 307 rules require lawyers to report evidence of a material violation of securities laws or a breach of a fiduciary duty to the chief legal counsel or chief executive officer of the company. If they do not appropriately respond to the evidence, an attorney is required to go “up-the-ladder” and present the evidence of the violation to an audit committee, a committee of independent directors or the full board of directors. 

The SEC rules have implications for environmental lawyers. Initially, environmental lawyers did not believe that they would be subject to the provisions of section 307 because it applies to attorneys “appearing or practicing” before the SEC on behalf of issuers of public-traded stock. However, the SEC took an expansive view of the phrase so that the rules may apply to attorneys preparing or participating in the preparation of documents that will be submitted to the SEC.

The SEC rules do not provide much guidance on what constitutes a “material” violation. The rules simply state that the reporting obligations are triggered when an attorney becomes aware of information that would lead a reasonable attorney to believe that a material violation has occurred, is occurring or is about to occur. Presumably, a material violation will have the same meaning contained in the existing disclosure obligations of Regulation S-K.     

This section in connection with the section 303 may have a dramatic impact on how environmental liabilities are handled in disclosure statements.      

VIII. Beyond Sarbanes-Oxley: Other Trends Influencing Environmental Disclosure

As discussed in section II above, the SEC previously declined to mandate broader environmental disclosure in the NRDC proceedings because of the perception that non-economic information was not material to investors and that it had no authority to require disclosure for purposes of influencing corporate governance. The Commission did, in fact, issue regulations towards the end of the NRDC proceedings that were unrelated to economic materiality and to increase corporate accountability.
 The SEC’s authority to regulate corporate governance was certainly enhanced by SOX. The combination of SOX and the increased shareholder interest in environmental issues certainly suggests that the SEC’s rationale in the NRDC proceedings is no longer valid.  

The accounting scandals that rocked Wall Street in 2002 not only focused shareholder attention on how companies calculate and disclose liabilities but have also empowered shareholders to demand that companies make disclosures that go beyond the law to evaluate how the companies are responding to socially popular causes. 

Socially Responsible Investors have begun using the EPA Environmental Performance Track Program as a criterion for developing their investment ratings. Companies that join the EPA Performance Track program make commitments to exceed regulatory requirements, implement environmental management systems (EMS), work closely with local communities and make three-year goals to protect the environment and public health. 

Innovest Strategic Value Advisors announced that it will use the criteria used by the EPA Performance Track Program for rating the environmental compliance record of companies.  Innovest is an investment advisory firm that issues investment reports for many industrial sectors including pharmaceuticals, auto parts and equipment, manufacturing, chemicals and forest products. 

Innovest has found that companies demonstrating strong environmental performance and a commitment to environmental improvement usually are well managed overall.  Currently, 46 Performance Track members are rated in Innovest’s reports.

Calvert Group, Ltd will use Performance Track membership to identify potential companies to include in its socially responsible mutual funds.  KLD Research & Analytics, Inc. plans to use Performance Track data to assess how well companies prevent pollution and eliminate wasteful byproducts.

A. Greenhouse Gas Emissions

With over 160 countries now committed to following the Kyoto Protocol, countries in the EU beginning to adopt legal mechanisms to implement the goals of the treaty, and many states in the United States starting to regulate GHG emissions, management in certain industrial sectors may face the need to evaluate potential climate change impacts on businesses in their MD&A.  Indeed, the World Resources Institute reported in June 2002 that shareholders of petroleum companies could lose 6% or more of their investment value because of regulations to reduce emissions of greenhouse gases (“GHG”). Only 3 of 17 energy companies studied in the report discussed the possible impacts of future GHG regulations on their future business operations. Other recent reports indicate that because of the need to reduce CO2 emissions by 2008, European automakers are spending 50% of their research and development budgets to improve fuel efficiency, including exploring new generations of turbochargers, gasoline and diesel high pressure direct injection systems, new transmissions systems such as dual clutch transmissions, starter-alternators, electric steering and new air-conditioning systems. 

Corporate directors and officers could possibly face liability under the “Business Judgment Rule” if they can be shown to have failed to exercise due care by disregarding information about the potential adverse financial consequences or reputational risk of climate change on their business. Administrators of institutional investment funds may also feel that they have a fiduciary duty to determine the impacts of climate change and seek changes in corporate strategies towards their GHG emissions. 

Some insurers believe they are already feeling the impacts of climate change as a result of weather-related losses. Some insurers such as Swiss Re have begun to review what their insureds' are doing to manage GHG emissions and are considering excluding companies and directors from coverage. 

Not surprisingly then, publicly-traded companies are facing increased pressure from shareholders to disclose the impacts of the upcoming GHG regulatory programs in their SEC filings.  For example, in May 2002, the Rockefeller Philanthropy Advisors organized the Carbon Disclosure Project which now consists of 87 institutional investors that manage over $ 9 trillion in assets contacted 500 large corporations asking them to quantify their GHG emissions  and discuss their plans to reduce GHG emissions. In October 2003, the Carbon Disclosure Project sent follow-up letters to the 500 largest companies requesting that they disclose their GHG emissions. 

The investment group believes that investors need to know how the companies they invest in could be affected by changes in energy policy and regulation. They are concerned that Climate Change may not only affect the financial results of the companies but also pose reputational risks as well. 

According to the Investor Responsibility Research Center, shareholders have filed 51 resolutions in 2004 demanding that companies to respond to energy and environmental issues.  As a result, some of the companies are making the disclosures in response to pressure from shareholders.  For example, American Electric Power (AEP) and Cinergy Corp. (Cinergy) recently agreed to disclose potential impacts of GHG emissions in their SEC filings. Both companies also agreed to appoint a committee of independent directors to oversee the GHG disclosure.  

Connecticut Retirement Plans and Trust Funds, Christian Brothers Investment Services, Trillium Asset Management, Board of Pensions of the Evangelical Lutheran Church in America, the Pension Boards of the United Church of Christ, and the United Church Foundation filed the AEP resolutions. 

The Cinergy resolution was filed by the Presbyterian Church (USA). Similar resolutions have been filed at other utilities and companies by the Interfaith Center on Corporate Responsibility (ICCR), a coalition of 275 religious institutional investors, and CERES, a coalition of investors and environmental group

A study by KPMG has found that 45% of the 250 largest companies in the world are disclosing information about environmental and social issues that are not required by disclosure laws. While the survey found that Health, Safety and Environment (“HSE”) reports remain the most common types of disclosures, companies are beginning to shift from environmental compliance to sustainability and other social issues. 

A study by the Friends of the Earth (“FOE”) indicated that 38% of publicly-traded companies in the United States now discuss the potential impact of climate change in their SEC filings. FOE indicated that that a majority of integrated oil and gas companies and large electric utilities now provide climate reporting to investors while domestic automobile, petrochemicals and insurance companies report at lower rates.  Among reporting companies, 40% forecast that climate risks will adversely impact their firms while 15% maintain that global warming poses little to no risks. Approximately 27% state that the impact of climate change cannot be estimated while 18% of reporting companies avoid addressing the issue of financial risk altogether. 

The Investor Network on Climate Risk (“INCR”) recently requested that the SEC, corporate boards and Wall Street management firms to require increased corporate disclosure on the risks posed by climate change to investors. This "call for action" was made at the Institutional Investor Summit on Climate Risk held at the United Nations on November 21st. INCR currently includes treasurers from California, Connecticut, Maine, New Mexico, Oregon and Vermont, Comptrollers from New York City and New York State, the SEIU National Industry Pension Fund Director and the CWA/ITA Negotiated Pension Plan. 

INCR developed a 10-point action plan that includes: requesting that the SEC to enforce corporate disclosure requirements under regulation S-K on material risk and to re-interpret or change its proxy rules under Section 14(a)-8 relating to "ordinary business" so that shareholders have the right to vote on resolutions seeking reporting on financial risks from climate change; asking boards of directors to exercise their authority under the principle of "duty of care" to have management provide them with information and analysis on the potential financial risks from climate change as well as plans to mitigate such risks; requiring companies in sectors that are the major source of GHG to prepare financial analysis for shareholders showing how a company may be affected by regulatory, competitive, legal, and physical impacts of climate change, for companies that are not direct sources of GHG emissions  but whose operations may be affected by climate change to analyze the potential impact of climate change on the company and report the results of that analysis to shareholders; requests investment managers to include potential financial impact of climate change in company analysis; urges institutional investors to adopt proxy voting guidelines to support the disclosure of the potential financial risk climate change and to vote for shareholder resolutions requesting disclosure of such information;  requests Congress and the President to develop policies to address GHG emissions and assess the future financial impact of climate change; requests that state governments assess the potential financial impact of climate change on their states and businesses; supports the creation of an INCR.

A study commissioned by the Coalition for Environmentally Responsible Economies (CERES) and written by the Investor Responsibility Research Center (IRRC) revealed a disparity between European and United States-based companies. 
The report, “Corporate Governance and Climate Change: Making the Connection” profiled the 20 largest CO2 emitters in electric power, auto and petroleum industries as well as five other industry leaders. These companies are core holdings in most institutional investment portfolios. IRCC used a 14-point "Climate Change Governance Checklist" to analyze the companies’ response actions in the areas of board oversight, management accountability, executive compensation, emissions reporting and material risk disclosure. 

The report found that while all 20 profiled companies will be measuring GHG emissions from their facilities by the end of 2003, only 11 companies have set historical emissions baselines (dating back at least 10 years) and only nine companies have made forward-looking emissions projections. According to IRRC, one of the more glaring deficiencies was the lack inventories or projections for GHG emissions resulting from the use of their products. 

Slightly more than half of the companies discussed climate change in their 2001 Form 10-K filings but less than half mentioned the issue in the front section of their 2001 annual report. Eight companies did not mention climate change at all in their filings. For those companies that do mention climate change in their securities filings, IRRC said disclosure tended to be only a couple of sentences suggesting that the risks might be material but the precise impact could not be determined at the time. The study suggested that domestic companies were more likely to discount the climate change threat while companies located in Europe and Japan were more likely to report on the financial risks and undertake climate change mitigation strategies. 

The boards of 17 of the profiled companies discussed climate change. All 20 companies link environmental performance to compensation, and 19 of the 20 companies have their top environmental officer reporting directly to the CEO or one level below. However, only three of the companies linked attainment of GHG targets to executive compensation.

According to IRCC, the electric power industry scored lowest on the checklist even though it was the largest source of domestic GHG emissions and most prone to potential regulation. The domestic auto industry also failed to adequately measure and disclose the emissions of its products. IRCC said the vehicle emissions accounted for more than 95% of the auto industry's GHG emissions.  The widest disparity in corporate governance responses to climate change was in the oil industry. IRCC said that BP and Royal Dutch/Shell have pursued all 14 items listed on the Climate Change Governance Checklist while ChevronTexaco, ConocoPhillips and ExxonMobil have pursued only four or five actions. 

The report also observed that U.S.-based oil companies are devoting virtually all of their development resources towards fossil fuels while European competitors are increasingly focusing on renewable energy technologies that are among the fastest-growing energy sources. Similarly, American electric utilities are investing heavily in renovating old, coal-fired power plants and derive most of their profits from carbon-emitting fuels.

The report also found that some industrial sectors are going to face significant hurdles in reducing their impacts on climate change because the vast majority of GHG emissions come from end-use applications and not the manufacturing of their products. For example, manufacturing only accounts for 3% of the GHG emissions in the auto industry with the balance coming from driving. Likewise, production and refining of petroleum only accounts for 15% of GHG emissions associated with the petroleum industry. The other 85% of GHG emissions comes from customer use of petroleum products.

IRCC speculated that the new governance listing standards requiring corporations to have a majority of independent directors, the greater independence of research analysts at large investment firms, increasing pressure from shareholders and insurers concerned about growing legal and economic exposure for GHG emissions will lead to greater climate change disclosure. 

The report recommends that corporations consider future financial risks from changing weather patterns, such as increased torrential rains.

Meanwhile, the Coalition for Environmentally Responsible Economies is coordinating efforts to target smaller companies involved in exploration and production of oil and gas. The group believes that these businesses are more vulnerable than energy giants Exxon Mobil and ChevronTexaco to regulatory changes involving GHG emissions. Indeed, pension fund managers representing public employees in Connecticut, New York, Maine and New York City have also filed shareholder resolutions asking 10 North American oil companies to disclose their plans for dealing with potential impact of climate change on their businesses. 

Banks have often served as surrogate regulators on environmental issues. Indeed, much of the early environmental due diligence was performed because of the insistence of lenders and pursuant to standards established by the individual financial institutions.  Now, it appears that banks are slowly beginning to slowly wade into the climate change arena. 

Ten of the world's leading banks representing 30% of the world's project loan syndication have announced they would follow a set of voluntary environmental and social guidelines when making decisions about financing development projects. The guidelines which are known as the "Equator Principles" are based on principles adopted by the World Bank and its private-sector lending arm, the International Finance Corporation ("IFC"). The banks endorsing the Equator Principles are Citigroup Inc., WestLB AG, Barclays PLC, Credit Lyonnais, Credit Suisse Group, HVB Group, Rabobank, Royal Bank of Scotland, Westpac Banking Corp. and ABN AMRO Bank, N.V

Under the "Equator Principles," each bank has agreed to issue loans only to projects that comply with requirements to develop "in a socially responsible manner according to sound environmental management practices." Borrowers will be required to conduct environmental assessments to evaluate sustainable development, biodiversity, pollution prevention, human health, hazards, land use and socioeconomic impacts. They will also have to demonstrate compliance with country-specific laws as well as World Bank and IFC guidelines on pollution prevention and abatement, and IFC Safeguard Policies which regulate natural habitats, forestry and dam safety. Borrowers will also have to implement environmental management plans to address mitigation and monitoring issues. 

The agreement comes in the wake of increasing criticism from environmentalists who have been especially critical of Citigroup. The bank recently came under attack for financing the OCP natural gas pipeline project in Ecuador. The pipeline cuts through seven national parks, including a World Bank-financed biodiversity reserve. Citibank and its partners have claimed the project complies with the World Bank environmental policy. However, World Bank officials have asked  the bank to independently verify compliance with the World Bank's environmental policy or cease making those claims.

Citigroup recently adopted a corporate policy to evaluate the social and environmental impacts of proposed infrastructure projects. Under the policy, the company will screen financing requests to determine if they would adversely impact to critical natural habitats, will impose a ban on lending for commercial logging in primary tropical forests, decline loans to companies engaged in illegal logging, develop a lending program for investments in sustainable forestry and renewable energy projects, and reporting on GHG emissions from power projects in its portfolio.

B. Sustainability

Other companies are issuing separate reports on sustainability and social responsibility issues. A study by PriceWaterhouseCoopers (“PWC”) indicated that 32% of respondents indicated that they have issued sustainability reports, 18% said they planned to do so within two years and another 23% said they anticipated discussing sustainability issues within 3-5 years. Of those companies in the PWC study that said they were discussing sustainability, 67% had revenues over $25 billion. 

75% of the 140 businesses that participated in the PWC study said they had adopted some sustainability practices. The top five sustainability initiatives adopted by companies include pollution prevention (91%), environmental management systems (88%), employee volunteering (77%), community outreach (74%) and corporate philanthropy (74%). 

89% of all the companies surveyed thought there would be an increasing emphasis on sustainability issues within the next five years. 53% of these companies said that reputational risk was the most important external driver for adopting sustainability practices. The other top reasons were customer demand (40%) and industry trends (39%).

Of the companies that have not yet adopted or do not plan to address sustainability issues, 82% said there was not a clear business justification for these measures. The other most common reasons were lack of stakeholder interest (62%), lack of management commitment (53%), difficulty in measuring results (47%) and absence of legal requirements (41%).  

Some large manufacturing companies are now also requiring their suppliers to adopt sustainable practices. Suppliers to these corporations could lose significant business if they do not adopt environmentally sensitive practices.   

IX. SUMMARY

As discussed above, the SEC has broad authority under section 14(a) of the Securities Exchange Act of 1934 to require disclosure that is necessary or appropriate in the public interest. The shareholder activity of the past few years suggests that there is meaningful percentage of shareholders seeking expanded disclosure for GHG emissions and sustainability issues. As a result, SEC could require disclosure on these issues particularly for industries that have intensive GHG emissions that go beyond mere compliance with law.

Further buttressing this view is that given the enactment of international and domestic requirements for GHG emissions reductions, there is an increasingly likelihood that companies to fail to adequately address their GHG emissions could suffer financial effects from government sanctions, lost business, and reputational damage. Management that does not adequately disclose these trends and how the company plans to adopt to these changing market conditions will not only continue to become subject to intensified pressure from shareholders to expand disclosure of these trends but quite possibly find itself embroiled in shareholder litigation for omitting material facts or material misstatements. 
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