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By Jeffrey A. Smith *

The potential environmental, social, and political
impacts of global climate change are, in many respects,
unprecedented. It is already clear that adaptation to
climate change will have major implications for the
worldwide economy. In addition, the consequences of
any sudden, severe events or dramatic shifts in world
ecosystems could create economic upheaval, particularly
in markets in which risk is concentrated.

Macroeconomic surveys using sophisticated modeling
techniques, such as the recent University of Maryland
study on the hidden costs of climate change' and the
Stern Review,” have forecast significant economic costs
resulting from climate change in the United States and
worldwide. Government-sponsored surveys on climate
change science by such organizations as the U.S.
Climate Change Science Program now predict with
certainty that there will be long-term physical changes to
the environment with potentially far-reaching
consequences. The recent InterAcademy Council
report,” which develops a framework for a transition to
sustainable energy, is an example of the rapidly
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developing thought on how human economic behavior
might adapt.

On the regulatory front, the Kyoto Protocol to the
United Nations Framework Convention on Climate
Change, established in 1997 and entered into force in
2005, sets binding greenhouse gas (GHG) emission
limits for the 175 developed countries that signed it.
The European Union Emission Trading Scheme
(EU/ETS) has established the world’s largest GHG
emission trading system, with over 11,000 participating
industrial entities.” In the U.S., regional GHG
regulatory initiatives involving multiple states” have
emerged in the absence of federal legislation controlling
GHG emissions.® Even without federal legislation,
much of the U.S. economy seems likely to be affected by
a GHG emission regulatory regime. Profound and long-
lasting consequences for the economy seem almost
certain, although careful and timely planning can spread
the costs over affected sectors and over time.
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|. DISCLOSURE BACKGROUND AND RECENT
DEVELOPMENTS

In many respects, the response of investors and the
marketplace to these developments and to the prospect
of further profound changes in the regulatory and
economic landscapes has been both predictable and
understandable: Give us information so that we can
assess and price the risks and opportunities.

As a result, in the past five years alone, there have
been over 50 white papers on climate change-related
topics published by major investment banks, addressing
issues such as the implications of climate change for
investors and new business opportunities arising from
the physical effects of rising temperatures.” More than a
dozen studies commissioned by various non-
governmental organizations (NGOs) over this same
period have examined the limitations of business
reporting under existing rules. Other NGO reports have
compared disclosure of climate risk in SEC filings under
both the Securities Act of 1933 (the Securities Act) and
the Securities Exchange Act of 1934 (the Exchange
Act), including recent industry-specific analyses for the
insurance and petrochemical industries, as well as
energy-related businesses likely to be most immediately
affected by climate change.

Voluntary climate change disclosure also has
increased dramatically in volume, depth, detail, and
sophistication over the past five years. Organizations
such as the Global Reporting Initiative and the Carbon
Disclosure Project have issued guidelines for
corporations seeking to disclose climate change-related
information voluntarily.® A coalition of investors,
including Ceres,’ has issued a Global Framework for
Climate Risk Disclosure.'® It is not an exaggeration to
say that the climate change disclosure market has been
largely privatized, and that most of the best and most
thorough reporting on climate change has been done
outside disclosure mandated by the Securities Act and
the Exchange Act, and through frameworks that the SEC
did not participate in creating.

Many aspects of these developments are positive, and
have resulted in a significant transfer of information to
the marketplace. It would be a mistake, however, to
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believe that this voluntary activity, no matter how
sophisticated and well-intentioned, could become a
permanent substitute for mandatory reporting. Because
there is no agreed-upon format or objective for these
reports, notwithstanding the effort with which they are
compiled and verified, they do not create ready basis for
comparison among and between themselves, or an
accessible measurement against a recognized benchmark
vetted through well-recognized channels under well-
established principles.

To date, there has been no formal, specific
clarification from the SEC on how traditional disclosure
standards should be applied to climate change. This has
created two issues: (1) a wide variation in the depth,
quality, and format of formal SEC reporting on climate
change; and (2) an unprecedented divergence between
the scope and quality of mandatory reports on the one
hand and voluntary reports on the other.

Some investor groups have framed the marketplace’s
demand for climate change information as a dilemma
pitting big investors against little investors, implying that
information is being hidden from those without the
resources or acumen to find it. This is a
mischaracterization. Most big investors, such as mutual
funds and public pension funds, are an agglomeration of
little investors, and their trustees are operating at the
highest levels of market sophistication and under well-
established fiduciary restraints. The real issues are two-
fold: (1) the integrity and scope of climate change
information in the marketplace as a whole; and (2) how,
whether, and when that flow of information is going to
be standardized, modulated, and/or regulated in a
manner that allows an assessment of each market
participant for which the issue is material and
meaningful comparisons among all competing market
participants.

Il. ENVIRONMENTAL DISCLOSURE

There are well-established and useful regulations in
place under long-standing SEC protocols for reports to
investors required by the Securities Act and the
Exchange Act. Over the past 30 years, it has been
demonstrated that these requirements are broad and
adaptable enough to have mandated significant
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disclosure in response to a wide array of environmental
challenges and regulatory developments, ranging from
the passage of Superfund in 1980, to the extensive
revisions of the Clean Air Act in 1990, to the EPA’s
complex multimedia regulation of specific industries,
such as the so-called “cluster rules” for the pulp and
paper sector in the late 1990s."'

We have arrived at a time, however, in which the
application of these requirements to climate change is
uncertain in light of the unprecedented scope and speed
of change, and the market’s appetite for information.
SEC attention to climate change disclosure would
accomplish three significant objectives:

(1) to reassert the SEC’s preeminence in the
information marketplace and reestablish its
gatekeeper role for climate disclosure;

(2) to allow the information marketplace to
develop a normative body of disclosure in
controlled circumstances; and

(3) to establish a set of disclosure expectations that
will meet what will doubtlessly continue to be both
rapid and profound changes in market needs.

There are pitfalls to be avoided on both sides. On the
one hand, the comparative paucity of some aspects of
Securities Act and Exchange Act disclosure to date is
increasingly disquieting to the marketplace, which is
hearing from multiple sources that major changes are
inevitable. On the other hand, there are many elements
of climate change that remain unknown and
fundamentally unknowable. Prematurely releasing
information labeled as data and compelling disclosure
that is little more than informed speculation merely to
fill a perceived void in the marketplace or to placate an
investor group will be counterproductive to the market in
general, to individual companies, and ultimately to
investors.

Against the backdrop of this dynamic activity, the
remaining sections of this article set forth an overview of
existing environmental disclosure requirements; several
applications of these requirements to the risks and
opportunities posed by climate change; and two
examples of how the SEC has addressed similar
marketplace stresses in the past.

Ill. THE MANDATE OF REGULATION S-K?2

The specific framework of current disclosure
requirements can be summarized briefly.
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Item 101 — Costs of Compliance

Under Item 101 of Regulation S-K, a company must
disclose any material effects that costs of environmental
compliance may have on its earnings, capital
expenditures, and competitive position."” Item
101(c)(xii) requires the disclosure of contingent effects,
as well as those that are known or certain, including
material expenditures for environmental control facilities
for the remainder of the current reporting year and the
succeeding year, as well as for any further periods the
registrant deems material. " Itis noteworthy that this
requirement compels the issuer to make whatever
disclosure about the future is necessary to make the
disclosure about current plans not misleading. For
industries such as coal-burning utilities, cement or
aluminum smelters, which might have material capital
obligations under some, but not all, pending climate
change regulatory scenarios, Item 101 requires ongoing
attention both to technical and legislative developments
and the disclosure of material contingent capital plans.
Common sense and self-interest also dictate that a public
company not surprise the marketplace with news of a
material capital expenditure that had, in fact, been
developed as a contingency plan for several years. Note
that the filter of materiality appears throughout these
requirements. This is an equally well-established, albeit
flexible, benchmark, which will be discussed briefly in
the following section. It screens out the trivial and
focuses investor attention on important issues. It also
focuses management’s attention on matters that will
really make a difference.

The SEC has made it clear that “to the extent any
foreign environmental provisions may have a material
impact upon the company’s financial condition or
business, such matters should be disclosed.”" Thus, a
multinational company with facilities in both the U.S.
and Europe is currently required to determine whether
disclosure is required under Item 101 concerning capital
expenditures undertaken as an alternative to purchasing
credits in the EU/ETS. If regional rather than national
regulatory regimes remain the dominant source of GHG
emission reduction mandates in the U.S., a reporting
company will likely reach differing conclusions
concerning the economics of such capital expenditure on
a region-by-region basis within the U. S.

Item 103 — Disclosure of Legal Proceedings

Under Item 103, a company must disclose material
pending legal proceedings to which it is a party or to
which its property is subject, including proceedings
“known to be contemplated” by governmental
authorities.'® An administrative or judicial proceeding
arising under environmental law must be disclosed if
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(A) it is material to a company’s business or financial
condition; (B) it includes a claim for damages or costs in
excess of ten percent of current consolidated assets; or
(C) a governmental authority is a party to the
proceeding, or is known to be contemplating such
proceedings, unless any sanctions are reasonably
expected to be less than $100,000.'7 While this amount
is clearly not material for many reporting companies,
this threshold reflects the SEC’s long-held view that
environmental performance is signiﬁcant enough to
investors to merit close scrutiny.'®

Although Item 103 does not specifically require a
company to predict the effects of litigation, it has
become increasingly common to disclose whether
management believes that the results of environmental
litigation will be material. In addition, aggregation of
sanctions is required for purposes of Instructions 5 (A)
and (B) in proceedings “which present in large degree
the same issues.”

The climate change litigation docket is increasingly
active, and the vast majority of cases are of relatively
recent vintage. Most of the significant pending cases
can be grouped into one of four categories. The first
category is represented by Massachusetts v. EPA,*® and
consists of governmental (or other) plaintiffs suing to
compel the EPA (or other regulatory agencies) to act. In
the second group of cases, typified by a matter in the
U. S. District Court for the Eastern District of California,
Central Valley Chrysler-Jeep v. Witherspoon,®'
plaintiffs are challenging regulations that have been
adopted or authorized.”> The second group of cases also
involves governmental plaintiffs seeking relief other
than action by a regulator. The defendants in these cases
are private entities, typically industry representatives of
major GHG emitting businesses, such as power
generators or automobile manufactures. Typical of this
group of cases is Connecticut v. American Electric
Power Company (AEP),? which was dismissed by the
District Court of the Southern District of New York in
September 2006 and is currently on appeal to the Second
Circuit. The theory of liability is public nuisance, and
plaintiffs are seeking a commitment by defendants to
reduce their GHG emissions by a certain percentage over
a stated period of time. In a similar vein, but seeking
different relief, is California v. General Motors®* in
which, like the plaintiffs in Connecticut v. AEP, the
Attorney General of California (on behalf of the people
of California), attempted to use a theory of public
nuisance against one of several sources of GHG
emissions. Unlike the Connecticut v. AEP case, the
California Attorney General sought monetary
compensation for the costs of the harms already caused
and yet to be caused by global warming allegedly
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attributable to the defendant’s products — tailpipe GHG
emissions.”

In the third category of cases, private plaintiffs,
usually advocacy groups, are suing either private
defendants or governmental agencies to compel them to
take climate change into account when they are
considering environmental permitting decisions. For
example, in Northwest Environmental Defense Center v.
Owens Corning,? an environmental advocacy group
was granted standing by the District Court in Oregon in
part on the basis of harms its members allegedly would
suffer from global warming as the result of defendant’s
failure to obtain a so-called prevention of significant
deterioration (PSD) permit under the Clean Air Act for
alterations to its plant.

Finally, there is a fourth group of cases, spurred in
part by Hurricane Katrina, which pit private plaintiffs
against a widening circle of private defendants and, by
implication, their insurance carriers. In Comer v.
Murphy Oil,*” for example, private citizens who suffered
damage to their homes sued a group of oil companies for
their contribution to global warming and thus, by
extension, to the intensity of Hurricane Katrina. These
cases look like traditional mass toxic tort suits, but their
outcomes will turn on issues of proof inextricably linked
to the science of climate change.28 To date, none of
these matters has sought relief involving payments that
have traditionally been classified as “sanctions” under
SEC guidance.”

Each of these types of proceedings has obvious
implications for other significant GHG emitters should
they, or similar causes of action, prove successful.
These cases also may have indirect effects on non-
defendant companies, both in terms of costs and
disclosure obligations, as the threat of legal or regulatory
consequences becomes real or more foreseeable. It is
widely recognized that precedent established by other
parties may be controlling on an issuer. The scope of
Item 103 is comparatively clear. As a result, disclosure
of climate change litigation, both by the parties involved
and by those potentially affected by the outcomes, has
been the most robust and detailed of all SEC-mandated
climate disclosure to date.*

Item 303 — Management Discussion and Analysis
(MD&A)

To supplement the mandates of Items 101 and 103,
the SEC casts a broader, more subjective net, through its
requirements for MD&A disclosure under Item 303.”'
The SEC views MD&A disclosure as an opportunity to
give investors “a look at the company through the eyes
of management.” In practice, this exercise generally
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requires the company to disclose “currently known
trends, events, and uncertainties that are reasonably
expected to have material effects.”

Item 303 has been interpreted to require two distinct
inquiries. First, management must determine whether an
uncertainty is reasonably likely to occur.®* Unless
management can conclude that the event is not
reasonably likely to occur, management must assume
that it will occur.>® Second, the trend or event must be
disclosed, unless management can determine that its
occurrence is not reasonably likely to have a material
effect on the cornpany.36 Disclosure is optional when
management is merely anticipating “a future trend or
event, or anticipating a less predictable impact of a
known trend, event, or uncertainty.”37

To attempt to capture this balance, Item 303 requires
the disclosure of “known uncertaintic—‘:s,”3’8 that is,
knowable possibilities that are less than trends but that
could result in material consequences. The SEC has also
required disclosure of trends that are “currently known”
and “reasonably expected to have material effects.”*
The predictability of the event at issue has as much
significance for disclosure purposes as the size of its
potential consequences.

The instructions to Item 303 state that the information
provided in the MD&A “need only include that which is
available to the registrant without undue effort or
expense and which does not clearly appear in the
registrant’s financial statements.”*’ The SEC requires
registrants to state “the amount, or describe the nature or
extent of the potential liabilities” in their disclosure.*'
Even when an exact calculation of potential liability is
not possible, the effects of such liability should be
“quantified to the extent reasonably practicable.”42

For disclosure purposes, climate change is now
ripening from being an “uncertainty” or a “trend” to
being an “event.” Five years ago, a fair reading of
Item 303 might have justified silence on climate change
on the part of most public companies for several reasons.
The scientific view, while rapidly coalescing, was far
from certain and was being publicly dismissed as
speculative.” The Kyoto Protocol had not been ratified
and there was no established GHG emission trading
marketplace. As a consequence, the effects on
production, demand for products, risks to physical
assets, requirements for capital expenditure, and other
traditional business metrics were unquantifiable,
irrespective of the level of effort on the part of
management. In fact, any disclosure involving the
“math” of climate change arguably would have been
misleading, in that it would have created an illusion of
precision.
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Today, while there are still significant uncertainties
regarding future federal regulation in the U.S., a
reasonably broad-based consensus for federal action,
involving either a cap-and-trade program or a carbon
tax, is forming. Several GHG emission trading
marketplaces have been established. There are
numerous developing regional and local regulatory
mandates for GHG emission reductions. Several
individual states already have proposed implementing
regulations for regional GHG emission compacts.* The
Supreme Court has determined that the EPA has the
authority to regulate tailpipe carbon dioxide emissions as
a pollutant under the Clean Air Act. California is
seeking a federal waiver which would allow it to
regulate tailpipe GHG emissions.” Thirteen other states
have adopted California’s regulations.

Silence on climate change by any publicly traded
company for which stringent regulation or unfavorable
economic trade-offs could translate into material
economic or strategic consequences is no longer
supportable under Item 303. At the same time, however,
many reporting companies are still far enough removed
from any of the immediate consequences of climate
change that they can justifiably remain silent, because
the forces that will shape any definable, material
economic effects of GHG emissions on their customers
are still too abstract or uncertain, and their application to
the issuer’s business is unclear. Compelling such
companies to disclose would serve no useful purpose in
the market and could undermine the integrity of
mandated data and material market developments.

For a summary of the way these elements of Reg S-K
might work ideally in the climate change arena, a
snapshot comparison with the four basic requirements of
the Global Framework for Climate Risk Disclosure*® is
instructive.

1. Emissions disclosure. Except for a few GHG-
intensive industries, a company’s actual “carbon
footprint,” no matter how it is eventually defined, would
be immaterial under Reg S-K. Large volumes of
emissions data are highly unlikely to be useful to
investors or markets.

2. Assessment of Physical Risks of Climate Change.
Again, except for a company extraordinarily ill-
positioned — for example, with a material gas pipeline
subject to proven and ongoing subsidence of the Arctic
permafrost — this disclosure would either be immaterial
or premature, or both.

3. Strategic Analysis of Climate Risk. For an
increasing number of companies, the material trends and
uncertainties examined in this analysis should be part of
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MD&A disclosure under Item 303 of Reg S-K. In
addition, as described in Section VI below, a discussion
of the degree of preparedness of companies in a sector
that may become highly regulated may also be material.

4. Analysis of Regulatory Risks. This is currently
mainstream disclosure required under Item 101 and 103.
As regulations continue to be developed, their
consequences will become clearer, and disclosure will
become more robust.

It is worth noting that the crucial concept of
materiality appears throughout Regulation S-K and is, of
course, the cornerstone of Section 10b-5 of the
Securities Act, which prohibits material misstatements
or omissions of material information by public
companies.?” The Supreme Court has held that a matter
is material if a reasonable investor would view it as
significantly altering the “total mix” of information
made available to an investor.”® SEC Staff Accounting
Bulletin No. 99 states that “a matter is ‘material’ if there
is a substantial likelihood that a reasonable person would
consider it important.” There is no bright line test of
materiality. The SEC has warned against numerical
formulas or rule of thumb percentages.49 Both
qualitative and quantitative factors must be used.

IV. ACCOUNTING STANDARDS

Regulation S-K provides the parameters of what is to
be included in financial statements, but does not dictate
how specific items are to be accounted for and
disclosed.® The standards governing such financial
matters are established by the accounting profession.
The Financial Account Standards Board’s (FASB)
principles governing the disclosure of contingent risk,
FAS No. 5, Accounting for Loss Contingencies," is the
most frequently invoked, even though it addresses risks
far broader than environmental ones, because most
environmental issues pass through a stage in which the
financial outcome is contingent on a number of technical
and legal factors. FAS 5 mandates that a loss
contingency be accrued by a charge to income, and that
the nature of the contingency be described in a footnote
to the financial statement, if it is probable that a loss has
been incurred and the amount of the loss can be
reasonably estimated.’” If a loss contingency is only
reasonably possible, or if the loss is probable but the
amount cannot be reasonably estimated, then the
company is not required to accrue for it, but its nature
must be disclosed in a footnote.>

In the past, the SEC has used a variety of techniques
and guidance to clarify specific expectations under the
broad construct of existing financial disclosure
principles. For example, Staff Accounting Bulletin No.
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92 (SAB 92) clarified certain accounting and disclosure
issues for contingent environmental liabilities.>*
Broadly speaking, SAB 92 was intended to “elicit more
meaningful information concerning environmental
matters in filings” than had been made available to the
marketplace.”®> The measurement of a liability must be
based on “currently available facts, existing technology,
and presently enacted laws and regulations, and should
take into consideration the likely effects of inflation and
other societal and economic factors.”*® Although
“significant uncertainties” may exist, SAB 92 made it
clear that “management may not delay recognition of a
contingent liability until only a single amount can be
reasonably estimated.”’ When that amount falls within
a range of reasonable likely outcomes, the registrant
should recognize the minimum amount of the range.”®

At a practical level, however, many complexities arise
in determining whether an event is probable and the
liability is estimable. For example, under the EU/ETS,
there is no question of probability of emission
regulation, and the price of a ton of GHG emissions has
been established by the market. As a result, we are
starting to see financial disclosure which quantifies
GHG emission risk in these markets.”® In the u.sS,,
however, neither the regulatory regime nor the cost of
emission or compliance has been established, so there is
currently no financial statement disclosure driven by
climate change. Although that absence is increasingly
unsettling to the markets, it is unavoidable in the short
term.

Furthermore, whether a contingent loss — such as a
need to install pollution control equipment at substantial
cost in response to pending regulatory requirements — is
probable and estimable will vary by industry, company,
plant, and jurisdiction. How the SEC’s requirements are
to be applied in each case is a question to which the
answers will continue to change rapidly, particularly in
industrial sectors with significant GHG emission
profiles. The inherent limitations of determining
probability and estimability, however, coupled with the
complexity of the questions surrounding climate change,
have already resulted in a wide variety of disclosure
decisions. In most instances, this variety is justified, and
should (and will) continue.

V. THE MARKETPLACE IS DEMANDING
INFORMATION

Against the backdrop of these long-standing
disclosure principles, the marketplace is looking for
information and data to help it solve a four-dimensional
equation in which there are multiple variables. This
uncertainty has created a level of investor involvement,
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interest, and insistence which is unprecedented in my
experience. The passage of Superfund is the second-
place event, but it is a distant second.

Among the questions for which the marketplace is
seeking analysis and answers are the following:

What will be the outcome of federal legislative initiatives
and the regulations that the Supreme Court has ruled the
EPA has the authority to issue, and what will the
relationship of these outcomes be to local, state, and
regional legislative efforts?

The current regulatory landscape is balkanized, yet
very active, running the gamut from compulsory
programs, to strictly voluntary information disclosure, to
financial incentives, to information sharing, to cap-and-
trade initiatives.® This has multiplied the usual
uncertainties that arise in a time of major regulatory
shifts.

To what extent will the courts act to compel federal
regulation, ratify state initiatives, or to create new and
independent avenues of liability?

As discussed, the climate change litigation docket is
rapidly expanding. It is clear that it has already had a
forcing effect on legislation and regulation. While
lawsuits based on public nuisance theories have thus far
been dismissed as posing non-justiciable political
questions, that outcome may vary across states and
federal districts, and additional theories of liability may
emerge. Cases seeking monetary damages present
difficult questions of causation and other potential
pitfalls for plaintiffs, yet may expose entire industries or
broad sectors of the economy to liability.®'

Which sectors are going to bear the greatest cost and
risk of climate change, directly and indirectly? How will
these risks be spread over time? To what extent will
costs be recoverable from customers or rate payers?

These are, of course, the Holy Grail issues for
investors. The uncertainty of the national regulatory
picture, combined with the still undetermined role of the
developing economies in GHG emission reduction,
means that there are no readily available answers.
Because there already have been some arguably
discernible shifts in consumer markets, however, such as
the popularity of the Toyota Prius or the willingness of
some utility customers to pay a green premium for wind
power, investors continue to scour the landscape for
clues, and are seeking whatever information
management is willing or compelled to share.
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Where are the opportunities embedded in climate
change? For example, who will be the technology
winners in the alternative energy markets or in emerging
technologies to enhance energy efficiency?

As climate change affects the regulatory and physical
environment, new business opportunities will arise.
State and regional regulation already has jump-started
markets for alternative energy and carbon emissions
credits. Investors are always interested in determining
which companies are best situated to capitalize on
climate change opportunities.

What are the likely business consequences for non-
industrial sectors such as the insurance and financial
industries, and how can companies that are well-situated
to address these challenges be differentiated from those
that are not?

The insurance sector, because of its longer-term
financial horizons and its exposure to the consequences
of climate change through property and casualty
coverage lines, life insurance, and direct ownership of
physical assets, was among the first to call attention to
climate change as a business phenomenon.®* The
market wants information to allow it to separate the
well-positioned from the vulnerable.

How will these risks and opportunities play out up and
down the supply chain?

Climate change will doubtlessly have consequences
throughout the commercial supply chain in the U.S. and
abroad. General Electric, for example, has already made
a widely publicized move to “green power” through its
“ecomagination” initiative.” With GE as a major mover
in the wind turbine industry, makers of components
might be tempted to disclose this opportunity to
investors in their SEC filings. Given some of the recent
failures in siting wind farms® and the ongoing
uncertainty about the tax status of such projects, returns
are certainly not guaranteed and capital investment may
be premature. Detailed disclosure might obscure the fact
that the overall wind power market is still miniscule and
unlikeg to be material to any company for years to
come.

How will these developments play out on the global
stage and in international negotiations with the
developing world, particularly the Chinese and Indian
economies?

International developments will certainly have
significant implications for U.S. reporting companies.
The United States and the G8 group of major
industrialized nations recently agreed in principle to
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reduce greenhouse gas emissions by 50 percent by the
year 2050.°° The string of international summits —
such as the Heiligendamm Summit, June 7-8, 2007,
which included the world’s largest developing countries
(Brazil, China, India, Mexico, and South Africa) — may
portend federal regulation of high GHG emitting
sectors.”” Investors are eager to see how domestic
companies will respond and how their overseas assets
and production will be affected.

VI. MARKET RESPONSES

Public money and private interests have recently
combined at an unprecedented level to support the
numerous disclosure and reporting initiatives outlined at
the beginning of this article. It is a fair barometer of this
confluence of public and private interest that the Ceres
Petition was signed by ten state attorneys general or
treasurers. In addition, numerous marketplace initiatives
have begun to spring up. The Ceres Petition accurately
notes that numerous prominent investment firms and
consultants now offer advisory services, investment
research, funds, and indices that analyze business
responsiveness and positioning in relation to climate
change.®®

In the information marketplace, sharecholder
resolutions on climate change and emissions policies
have increased rapidly, from six in 2001% to almost 50
in 2007. They account for over ten percent of all
shareholder resolutions filed.”’ These resolutions are
reaching levels of success unimaginable just a few years
ago, averaging slightly below 20 percent shareholder
approval. ! Approximately one-third of these
resolutions have resulted in negotiated withdrawals.”

VII. NEXT STEPS AND POSSIBLE SOLUTIONS

When faced with challenging circumstances, lawyers
like to look for precedents. Although this is arguably a
situation without true precedent, there are two
corollaries, one from the environmental arena and one
from outside, that are instructive in what next steps by
the SEC might help public companies and the
marketplace develop consistent and more informative
climate change disclosure.

When Superfund was enacted in 1980, it introduced
substantial doubt about legal and regulatory outcomes of
hazardous waste cleanup. In particular, Superfund’s
new liability scheme, which provides for liability that is
strict (without regard to fault), joint and several (through
which contributors to contamination are liable both
individually and as a group for the entire cost of a
cleanup), and retroactive (in which liability is not
dependent on the legality of the original disposal
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activity), created significant concerns in the marketplace
about the scope of the costs to responsible parties.
Superfund also displaced some of the traditional notions
of individual and corporate liability, by providing that an
individual corporate officer or a parent corporation could
be responsible for the costs of cleanup if they had
exercised control over a corporation’s handling and
disposal of hazardous waste.

As aresult, for reasons grounded in both physical and
fiscal reality — How many waste sites am I involved in?
What will be required to clean them up? How much will
it cost? — and in the uncertainty of legal doctrine,
corporate ability to analyze exposure correctly and
succinctly, and then to quantify it and disclose it to the
marketplace, was murky at best.” Before any extensive
experience with cleanup could be amassed by the
companies that were responsible, Superfund also posed
many of the same challenges involving estimation of
contingencies under FAS 5, as have been discussed.

Over time, and under some pressure from investors,
the SEC provided a series of clarifications in several
areas including the scope of Item 103 disclosure of
“sanctions” in the Superfund context;”* concerns such as
management’s responsibility to conduct independent
diligence on the likely outcome and cost of remediation
at a disposal site;”* the role of insurance as a potential
offset to existing liabilities; ® the appropriate financial
statement treatment of contingencies that were
susceptible to some, but not a definitive, estimation;’’
and, finally, to clarify how materiality itself was to be
defined.”® The most substantive aspects of this guidance
were accompanied by a widely publicized speaking tour
by then-Commissioner Roberts, during which the SEC’s
expectations were further clarified.”

The market heard that the SEC was watching these
issues closely. The market also heard that the SEC and
EPA were sharing data on Superfund cleanup.*® While
the response of most public companies in their
disclosure was neither perfect nor immediate,
meaningful disclosure of the depth and breadth of
Superfund and hazardous waste remediation liability
developed over a comparatively short period of time.®'

Outside the environmental arena, the SEC’s response
to a crisis that was potentially worldwide in scope and
uncertain in effect is instructive. In the late 1990s, there
was great concern over the potentially devastating
effects of the so-called Millennium, or Y2K, bug. The
Y2K problem led to speculation that the year 2000
would be represented by 00 and interpreted by software
as the year 1900. The feared result was that critical
industries would be affected by computer systems that
produced either delayed or erroneous results, and that
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markets would be undercut by their reliance on computer
programs. ™

Faced with a situation in which there were substantial
market concerns about the potential for calamitous risk
and market uncertainty about how such risk might
actually be manifested in any particular company’s
operations, the SEC chose to reissue a Staff Legal
Bulletin® to mandate disclosure. It is noteworthy what
the SEC chose to require. First, the staff stated that any
company that had not assessed the Y2K problem in its
operations should disclose that fact, because it was a
material “known uncertainty” under Item 303. While
reasonable minds can differ about whether businesses’
reliance on computers was more widespread (and
critical) than the current threats of climate change to
business, the interesting thing is that the SEC recognized
that investors would benefit from a statement on the
degree (or absence) of preparedness to meet the
challenges, irrespective of the substance of the results.

Second, the Staff required companies to disclose in
“specific and meaningful” language, the results of their
inquiries about Y2K effects up and down their supply
chains, recognizing that a critical weak link there could
be as disruptive as a failure on the part of the issuer’s
own systems. Similarly, a company with no significant
direct GHG emission exposure, but in a high energy use
business, might find its cost structure altered
dramatically by the consequences of GHG emission
regulation on the public utility providing its power.
Finally, disclosure was required if the issue was material
“without regard to related countervailing
circumstances,” such as plans to cure the problem.

Disclosing companies largely responded to the
timeliness and clarity of this guidance. While
(mercifully) the underlying problem never truly
manifested itself in the marketplace, the degree of
awareness and the levels of preparedness by public
companies were assisted by the disclosure process.

VIIl. CONCLUSION

It has become important for the SEC to move with
deliberate speed to reassert its gatekeeper role for the
market and to clarify its expectations, but to do so within
the rubric of well-settled principles. Overreaction or
radical change will create confusion and could unleash a
flood of defensive filings of immaterial and premature
information, which ultimately will be damaging to
investors and the marketplace. It is also important for
the SEC to recognize that it must give climate change
ongoing attention, because the lessons of Superfund
disclosure strongly suggest that, no matter how well-
intentioned, public companies will not get it completely
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right the first time, and that changing circumstances will
dictate changing responses. m
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