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L INTRODUCTION
A Background

Preparing environmental disclosure for Securities and Exchange Commission (“SEC”) filings has
always been a complicated task. Although most of the securities and accounting rules governing
environmental disclosure have been in place for some time, environmental costs and liabilities can take
various forms, the key facts are often difficult to ascertain and the underlying environmental laws (and
their enforcement) are constantly changing. Further complicating matters is the fact that many publicly
traded company operations are subject to multiple jurisdictional requirements, from very local to
international or supranational regimes. Finally, and particularly problematic for disclosure purposes, is
the fact that environmental matters often take many years to investigate, address and resolve, which raises
significant estimation and other challenges.

This memorandum describes the current requirements relating to environmental disclosure in
SEC filings. Many of the disclosure obligations relate to costs and liabilities that are familiar to all
companies—such as costs to investigate and remediate contamination and costs and liabilities arising
from the failure to comply with laws or the existence of environmental litigation—but there are some
recent developments that companies must consider.

Certain new and proposed changes to environmental accounting rules may affect current and
near-term qualitative and quantitative disclosure. In particular, the Financial Accounting Standards Board
(“FASB”) is looking for more footnote disclosure about a company’s environmental liabilities. There is
also a general movement towards “fair value” (or mark-to-market) accounting. Complying with these
changes can be difficult given the uncertainty in the timing and cost of many environmental liabilities, as
noted above.

Climate change must also be considered when preparing SEC disclosure. While there are many
uncertainties, and the current profound international economic crisis may adversely affect the ability of
the new U.S. administration to move forward with aggressive climate change laws, costs relating to
climate change are already affecting some companies and will, in the future, affect many others. Certain
environmental interest groups and regulators have made climate change disclosure a focus of their
agendas, and companies must therefore consider practical and political issues in addition to purely legal
requirements.

Finally, it is worth noting that some of these developments may result in a need for companies to
collect information not currently being collected (from the measurement of carbon emissions to new “fair
value” estimates to careful tracking of legal developments).

This memorandum discusses these recent developments and provides practical guidance on how
to analyze and address the related disclosure issues facing your company.

B. Executive Summary
e A duty to disclose actual or potential environmental liabilities in SEC filings may arise under:

o the specific disclosure requirements of Regulation S-K promulgated under the Securities
Act of 1933, as amended (the “Securities Act”);

This memorandumis a summary for general information only. Itisnot a full analysis
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o the general antifraud provisions of the Securities Act or the Securities Exchange Act of
1934 (the “Exchange Act”); and

o the requirements of Form 20-F with respect to foreign private issuers filing annual reports
or registration statements pursuant to the Securities Act or the Exchange Act.

While it is impossible to summarize all the relevant environmental requirements in a bullet
point format, and we therefore encourage you to read this entire memorandum, the key
environmental issues a public company must disclose are generally the same as for any other
issues:

o Any environmental matter that might have a material effect on its business, liquidity or
financial condition.

o Any other material information necessary to make its disclosure not misleading.

Specifically, with respect to its Management’s Discussion and Analysis of Financial
Condition and Results of Operations (“MD&A”) section and its financial statements
and related disclosure in the accompanying footnotes:

o Any known trend, demand, commitment, event or uncertainty that the company cannot
conclude would not reasonably have a material effect on its financial condition or results
of operations, must be disclosed.

o Environmental liabilities for which the company has information that creates a reasonable
likelihood of a material effect on its financial condition or results of operations, should
also be disclosed.

o Details of any off-balance sheet transaction or contractual arrangement that either
materially affects or is reasonably likely to materially affect its financials must also be
disclosed.

o Environmental accounting policies, if “critical”, should be described.

o Certain environmental liabilities and obligations may need to be recognized in its
financial statements and discussed in the accompanying footnotes.

With respect to the company’s business description and description of litigation, the
following must also be disclosed:

o The effects compliance with environmental laws may have on its capital expenditures,
earnings and competitive position, and the actual amounts budgeted for such compliance,
if material.

o Any legal proceeding:

* involving a domestic governmental agency and a potential fine or penalty in
excess of $100,000;

= that could result in costs to the company in excess of ten percent of its
current consolidated assets; or

This memorandumis a summary for general information only. Itisnot a full analysis
of the matters presented and should not be relied upon as legal or accounting advice.
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= that is otherwise “material” to the company’s business or financial condition.
With respect to its Risk Factors section, the company must disclose:

o Significant environmental risks affecting it, such as those relating to climate change,
contamination, noncompliance, litigation and hazardous material exposure issues.

Section II of the memorandum provides a more thorough discussion of these rules, including
what “material” may mean in the particular context in which the term is used.

As noted above, there are several key accounting standards and guidance governing
environmental liabilities. Historically, most environmental liabilities have been governed by
an accounting standard called “FAS 5, which requires companies to accrue a liability if that
liability is probable (i.e., likely) and reasonably estimable. After the issuance of FAS 5,
accounting regulators clarified its scope and application in a number of guidance documents.
More recently, certain types of environmental liabilities have been carved out of the FAS 5
framework and now must be quantified at their “fair value”, including: (i) environmental
asset retirement obligations; (ii) certain environmental guarantees and indemnities; and (iii)
environmental liabilities acquired in a business combination. Section III describes these
accounting standards and guidance and some of the practical realities of their application.

There are a few SEC enforcement actions and other cases interpreting environmental
disclosure requirements, which may provide some useful perspectives as disclosure decisions
are being made. Section I'V describes these.

Developments in the science, law and politics of climate change will need to be considered in
the context of a company’s business and financial condition. Certain climate change risks
may already be required to be disclosed under existing SEC requirements, and there are
ongoing efforts by shareholder/environmental groups and certain (non-SEC) regulators to
develop and impose new requirements. Section V describes these current requirements and
developments.

Finally, we have attempted to provide some practical guidance to help comply with the
increasingly complicated and comprehensive environmental disclosure requirements outlined
above, with a particular focus on climate change disclosure and environmental accounting.
Section VI provides that guidance and Section VII provides some general concluding
remarks.

SPECIFIC DISCLOSURE REQUIREMENTS

Regulation S-K sets forth specific requirements for the disclosure that a company' must make in
its registration statements filed pursuant to the Securities Act and in its periodic reports and proxy and
other information statements filed under the Exchange Act.

! Whether Regulation S-K (or any of the other rules discussed in this memorandum) applies to a particular registrant
depends on the form the registrant will be filing. Most public filings by United States companies will be subject to numerous
Regulation S-K disclosure requirements. In contrast, fewer Regulation S-K requirements apply to filings by foreign issuers. See
Section II.E of this memorandum for additional information.

This memorandumis a summary for general information only. Itisnot a full analysis
of the matters presented and should not be relied upon as legal or accounting advice.
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A Item 101 — Description of Business

Item 101(c)(1)(xii) of Regulation S-K sets forth two requirements for disclosure of environmental
matters affecting a company’s business. The first requires disclosure of “the material effects that
compliance with federal, state and local provisions which have been enacted or adopted regulating the
discharge of materials into the environment, or otherwise relating to the protection of the environment,
may have upon the capital expenditures, earnings and competitive position” of the company and its
subsidiaries. The second requires disclosure of “any material estimated capital expenditures for
environmental control facilities for the remainder of [the company’s] current fiscal year and its
succeeding fiscal year and for such further periods as the [company] may deem material.”

In 1979, the SEC published an interpretive release in which it defined “material” in the context of
Item 101(c)(1)(xii) by reference to the definition provided in Securities Act Rule 405 and Exchange Act
Rule 12b-2.> These definitional rules, using almost identical language, provide that information is
“material” if there is a substantial likelihood that a reasonable investor would view the information as
important in making an investment decision.”

The language of Item 101(c)(1)(xii) only mandates a specific estimate of capital expenditures for
a two-year period (consisting of the current and succeeding fiscal years) and for such further periods as
the registrant may deem to be material. Item 101(c)(1)(xii) is silent, however, with respect to a time
period for which material expenses for compliance with environmental regulations must be disclosed.
The 1979 Interpretive Release, however, seems to apply this two-year requirement to expenses (such as
fines and penalties) incurred in complying with environmental regulations.” The release does not clearly
state this, however, and could arguably be read to require the disclosure of compliance expenses for the
two-year period only if necessary to prevent the disclosure from being misleading. The less -than-precise
1979 Interpretive Release language reads as follows:

[T]f the registrant has estimates suggesting that after the two-year period there will nevertheless
remain material capital expenditures necessary to comply with [environmental regulations], or
material penalties or fines for non-compliance are reasonably likely to be imposed [if compliance is
not achieved], disclosure of such additional known or estimated costs, penalties, or fines may be
necessary to prevent the mandatory disclosure from being misleading.’

217 C.F.R. § 229.101(c)(1)(xii) (2008).

* Environmental Disclosure Requirements, Securities Act Release No. 6130, Fed. Sec. L. Rep. (CCH) ¥ 23,507B, at
17,203-4 n.2 (Sept. 27, 1979) [hereinafter “1979 Interpretive Release”] (citing Securities Act Rule 405, 17 C.F.R. § 230.405
(2008) and Exchange Act Rule 12b-2, 17 C.F.R. § 240.12b-2 (2008)). See also TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438,
449 (1976) [hereinafter “TSC”].

4 See 17 C.F.R. §§ 230.405, 240.12b-2 (2008). In August 1999, the SEC published SAB 99, which provides guidance
on evaluating the materiality of misstatements identified in the audit process or preparation of financial statements. Materiality,
SEC Staff Accounting Bulletin No. 99, 64 Fed. Reg. 45,150 (Aug. 19, 1999) [hereinafter “SAB 99’]. See Section III.A.6 of this
memorandum for a description of SAB 99. Although SAB 99 was “not intended to provide definitive guidance for assessing
‘materiality’ in other contexts”, in practice, the principles set forth may provide additional useful guidance in determining
whether environmental information is sufficiently material to warrant disclosure pursuant to Items 101, 103 and 303 of
Regulation S-K. SAB 99, supra, at 45,151 n.1.

51979 Interpretive Release, supra note 3, at 17,203-5.

61979 Interpretive Release, supra note 3, at 17,203-5 (emphasis added); see also In re United States Steel Corp.,
Exchange Act Release No. 16,223, [1979-1980 Transfer Binder] Fed. Sec. L. Rep. (CCH) 82,319, at 82,383 (Sept. 27, 1979)
[hereinafter “Inre U.S. Steel”]. The Second Circuit in Levine v. N.L. Industries, 926 F.2d 199, 203-204 (2d Cir. 1991) affirmed
this statement. See Section IV.B of the memorandum for a discussion of this case.

This memorandumis a summary for general information only. Itisnot a full analysis
of the matters presented and should not be relied upon as legal or accounting advice.
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Regardless of whether or not the “two-year period” also applies to expenses for compliance with
environmental regulations, it is clear that if the registrant believes the costs of compliance with
environmental regulations, whether in the form of expenses or capital expenditures, may be material,
those costs should be disclosed in sufficient detail to ensure that the investor understands the importance
of the disclosure. In addition to possibly preparing and disclosing cost estimates, it may also be necessary
for the company to set forth the basis for its estimates, the assumptions and methods used in reaching
such estimates, and the extent of uncertainty that projected future costs may be expended in order for the
disclosure not to be misleading.’

Under a new regulation adopted in late 2007, the SEC simplified a number of reporting
obligations in Regulation S-K, including Item 101, for smaller reporting companies.” Effective February
2008, a smaller reporting company may satisfy its obligations under Item 101 by describing the
development of its business during the previous three years (as opposed to five years), which description
should include, “to the extent material to an understanding of the smaller reporting company,” the “[c]osts
and effects of compliance with environmental laws (federal, state and local).”'® Two features of this
provision stand out in comparison with the language in Item 101(c)(xii). First, the language is very
general and, in some respects, broader than the language in Item 101(c)(xii). For example, the provision
does not specify what type of effects should be discussed, unlike Item 101(c)(xii) which asks for the
effects of environmental compliance on capital expenditures, earnings and competitive position. Second,
the provision appears to require a discussion only of historical, and not future, costs and effects, unlike
Item 101(c)(xii) which explicitly requires projections of material environmental capital expenditures.

In Staff Accounting Bulletin No. 92 (“SAB 92”), the SEC briefly mentions additional disclosure
that might be required under Regulation S-K to “enable a reader to understand” the environmental
contingencies facing the registrant. Specifically, the registrant may be required to provide a separate
description of:

) recurring costs associated with managing hazardous substances and pollution in ongoing
operations,
(i1) capital expenditures to limit or monitor such substances or pollutants,

(i)  mandated expenditures to remediate previously contaminated sites, and

(iv) other infrequent or nonrecurring cleanup expenses that can be anticipated.’

71979 Interpretive Release, supranote 3, at 17,203-5.
817 C.E.R. § 229.101(h)(4)(xi) (2008).

% A “smaller reporting company” is generally an issuer (other than an investment company, an asset-backed issuer or a
majority-owned subsidiary of a parent that is not a smaller reporting company) that: (i) has a public float of less than $75 million
as of the last business day of its most recently completed second fiscal quarter; (ii) in the case of an initial common stock
registration statement under the Securities Act or Exchange Act, has a public float of less than $75 million within 30 days of the
date of the filing; or (iii) in the case of an issuer whose public float is calculated as zero, it had annual revenues of less than $50
million during the most recently completed fiscal year for which audited financial statements are available. 17 C.F.R. §
229.10(f)(1) (2008).

1017 C.F.R. § 229.101(h)(4)(xi) (2008).

' Accounting and Disclosures Relating to Loss Contingencies, SEC Staff Accounting Bulletin No. 92, 58 Fed. Reg.
32,843, 32,845 (June 8, 1993) [hereinafter “SAB 92”]. SAB 92 is discussed in greater detail in Section III.A.3 of this
memorandum.

This memorandumis a summary for general information only. Itisnot a full analysis
of the matters presented and should not be relied upon as legal or accounting advice.
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B. Item 103 — Legal Proceedings

Item 103 of Regulation S-K'? mandates disclosure of certain types of legal proceedings in which
a company or its property is involved.” This section requires disclosure only of actions that have actually
been brought or that are known by the company to be contemplated by governmental authorities or
private parties. It does not require disclosure of potential actions which could be brought (but which have
not been brought and which are not known to be contemplated) against the company for violations of
environmental law or the existence of conditions that could give rise to liability.'* In addition, this
provision does not require disclosure of proceedings that are completed prior to the reporting date.

Item 103 provides generally that any material pending legal proceedings, “other than ordinary
routine litigation incidental to the business,” must be described by the company.”> However, Instruction 5
to Item 103 specifically provides that litigation “arising under any federal, state or local provisions that
have been enacted or adopted regulating the discharge of materials into the environment or primary [sic]
for the purpose of protecting the environment” shall not be deemed “ordinary routine litigation incidental
to the business” and instead mandates disclosure of three different types of environmental litigation:

(1) any administrative or judicial proceeding which is material to the business or financial
condition of the company;

(i1) any administrative or judicial proceeding which involves primarily a claim for damages,
or involves potential monetary sanctions, capital expenditures, deferred charges or charges to income and
the amount involved, exclusive of interest and costs, exceeds ten percent of the current assets of the
company and its subsidiaries on a consolidated basis; or

(iii) any administrative or judicial proceeding to which a governmental entity is a party and
such proceeding involves potential monetary sanctions, unless the company reasonably believes the
proceeding will result in no monetary sanctions, or in monetary sanctions of less than $100,000, exclusive
of interest and costs."®

The instruction thus sets out three independent bases for the disclosure of environmental
proceedings: the proceeding is material or the amount involved exceeds ten percent of current
consolidated assets or it is a governmental proceeding involving monetary sanctions of $100,000 or more.

1. Is There an Environmental “ Proceeding” ? In the 1979 Interpretive Release, the SEC
explained its view of the types of environmental “proceedings” required to be disclosed by Item 103.
Stating that it had never adopted a narrow definition of the types of administrative proceedings required

1217 C.F.R. § 229.103 (2008).

13 Note that the following analysis also applies to those businesses using the SEC’s small business disclosure system.
Regulation S-B, Item 103, 17 C.F.R. § 228.103 (2008).

4 A company may nevertheless be required to disclose, pursuant to the requirements of Item 303 of Regulation S-K or
under the general antifraud provisions, the possibility that enforcement actions or other proceedings could be brought against it as
the result of its violations of environmental regulations or as a result of environmental conditions which could give rise to
material liability. See Sections II.C and III of this memorandum for more information.

1517 C.F.R. § 229.103 (2008). Such description must include the name of the court or agency in which the proceedings
are pending, the date instituted, the principal parties thereto, a description of the factual basis alleged to underlie the proceeding
and the relief sought.

16 1d. at § 229.103, Instruction 5.

This memorandumis a summary for general information only. Itisnot a full analysis
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to be disclosed, the SEC noted that governmental enforcement actions may take a number of different
forms, including issuance of informal or formal notices of violation, administrative orders, civil suits in
which a party seeks injunctive relief and civil fines, or criminal prosecutions. In addition, “administrative
proceedings” could be initiated by the company as well as by the government.'”’

The SEC also noted that it interprets the term “proceeding” to include “all administrative orders
relating to environmental matters, whether or not those orders literally follow a ‘proceeding.””'® The
release recognizes that a situation may arise in which a corporation consents to the entry of, or negotiates
the terms of, an order against it, yet such an order may not be established through a formal proceeding.
The release states unequivocally, however, that this type of order must be disclosed, despite the absence
of a formal proceeding, because “the consequences of an administrative consent order, just as those of a
judicial consent order, may be just as significant as the consequences of a fully litigated proceeding.”"’

Disclosure of actual or contemplated proceedings must include the nature of the relief sought.”
In the 1979 Interpretive Release, the SEC stated that it

does not consider mere disclosure that the government seeks to compel new pollution control efforts
to constitute adequate disclosure of relief sought. Instead, the [SEC’s] regulations contemplate that
an estimate of the level of expenditures required to install the pollution control equipment sought by
the governmental authority be provided if such expenditures are likely to be material.”

2. Three-Prong Disclosure Test

(1) Materiality. The first prong of the disclosure test under Item 103—disclosure of
proceedings material to the business or financial condition of the company—uses the materiality standard
set forth in Securities Act Rule 405. A proceeding is material and thus should be disclosed if there is a
substantial likelihood that a reasonable investor would attach importance to the information in making an
investment decision.”> This requirement can be invoked in a number of ways. For example, in Wielgos v.
Commonwealth Edison Company > a shareholder, Wielgos, charged that Commonwealth Edison
(“Edison”) violated Item 103 by failing to disclose in its registration statement that its application for a
license to operate a nuclear power plant (Byron 1) was pending before the Atomic Safety Licensing Board
(the “ASLB”), a division of the Nuclear Regulatory Commission (the “NRC”). In January of 1984, the
ASLB “did something it had never done before . . . it denied the application outright, implying that Byron
1 must be dismantled.”* Edison’s stock price fell the next day, but rebounded after an appeals board
reversed the ASLB’s denial of the license. Wielgos filed suit between the time of denial and the reversal.

17 S22 1979 Interpretive Release, supra note 3, at 17,203-6 n.14. Note, however, that one court has ruled that a notice
of violation is not, per se, a “proceeding” because such notices often lead to a negotiated settlement. Crouse-Hinds Co. v.
Internorth, Inc., 518 F. Supp. 416, 474-475 (N.D.N.Y. 1980).

%1979 Interpretive Release, supranote 3, at 17,203-6.

P 1d.

* Seeid.

21 |d. This interpretation arose out of a proceeding against U.S. Steel. SeeInreU.S. Steel, supra note 6, at 82,384

22 5ee 17 C.F.R. § 230.405 (2008); see also Gerard A. Caron, Comment, SEC Disclosure Requirements for Contingent
Environmental Liability, 14 B.C. Envtl. Aff. L. Rev. 729, 744 (1987).

3892 F.2d 509 (7th Cir. 1989).
#1d. at 510.
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Wielgos charged that Edison was required to disclose the pending application pursuant to Item
103, stressing that Instruction 5(B) (relating to the ten percent test) was particularly relevant. The district
court found that disclosure was not required because the “status of the application was not ‘material.””*’
The appeals court interpreted materiality to depend “not only on the magnitude of an effect but also on its
probability.”*® Since the likelihood that the ASLB would deny the application outright was extremely
small, the court reasoned, the proceeding was not material, even though the costs of denial could be quite
high.

The appeals court chose not to follow the lower court’s reasoning. Rather, it decided the case
“without regard to materiality,” reasoning that Edison had disclosed the proceeding in sufficient detail to
comply with the requirements of Item 103. Edison had disclosed that it was building five nuclear reactors
and was applying for operating licenses from the NRC, and that environmental groups were opposing its
applications for licenses. The court stated:

What it did not say is that the application for Byron 1 was before the ASLB rather than some other
part of the NRC, and that if the ASLB denied its application costs would go up while it tried to obtain
a reversal. This is rather like revealing pending litigation without saying that the case is pending
before a magistrate, and that costs will go up if the magistrate should make an adverse (and erroneous)
but influential recommendation.”’

Edison did not have to reveal that the application for Byron 1 was before the ASLB because
“Item 103 does not call on registrants to describe the internal organization of courts or administrative
bodies or even to state the status of the pending case.””®

(i1) Ten Percent Test. The second prong of the disclosure test requires identification of any
proceeding which “involves primarily a claim for damages, or involves potential monetary sanctions,
capital expenditures, deferred charges or charges to income and the amount involved, exclusive of interest
and costs, exceeds 10 percent of the current assets of the [company] and its subsidiaries on a consolidated
basis.”® An environmental proceeding is generally more likely to trigger this economic materiality
standard than is a non-environmental proceeding because environmental proceedings often involve
potentially large fines and remedial costs which may exceed ten percent of the current consolidated assets
of a company.*

In applying the ten percent test, a company must aggregate actions that present “in large degree
the same legal and factual issues as other proceedings pending or known to be contemplated.”' In other
words, if a number of actions have been instituted by or against a company and those actions are
sufficiently similar legally and factually, the company must aggregate the potential liabilities from all
such actions to determine whether its total potential liability exceeds ten percent of its current
consolidated assets.

2 1d. at 517.
24,
7d.

2 1d. It is interesting to note that both the district court and the appeals court assumed without any discussion that an
application for a license is a “proceeding” under Item 103.

¥ 17 C.E.R. § 229.103 Instruction 5(B) (2008).
3% See Caron, supranote 22, at 745.
3117 C.F.R. § 229.103 Instruction 2 (2008).
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The SEC included “deferred charges or charges to income” in the ten percent test “to encompass
those situations in which, for example, the [company] chooses to shut down a relatively insignificant
plant, rather than make the necessary capital expenditures, and therefore must make a charge against
: 9932
income.

If the ten percent threshold is met, a company must disclose all potential costs arising from an
environmental proceeding, whether those costs consist of cleanup costs, other remedial costs, capital
expenditures that may be required as the result of the proceeding, or charges against income from the
closure of environmentally unsound operations.

(iii)  The Government as a Party. The third prong of the test applies to proceedings to which
any government, foreign or domestic, is a party” and presents a few more complications than the other
two prongs of the Item 103 disclosure test. Instruction 5(C) to Item 103 includes a “reasonable belief”
standard under which there is no disclosure duty if the company reasonably believes that the action will
result in monetary sanctions of less than $100,000. The SEC has explained that the $100,000 threshold
does not “automatically require disclosure of any proceeding in which the possible maximum fine which
could be imposed is $100,000 or more, but rather . . . permit[s companies] to consider both the amount of
any potential fine and the probability that this maximum penalty, as opposed to a lesser fine, actually will
be imposed.”*

The SEC has stated that the company’s “reasonable belief would have to exist at the time the
disclosure document is filed, and such belief would have to be reevaluated in connection with future
filings if circumstances change with respect to a particular proceeding.”

The reasonableness test is composed of both a subjective and an objective element. A company
must actually hold a belief that the fines will total less than $100,000 and that belief must be reasonable
under the circumstances known to the company at the time.”* A company cannot defend itself with the
argument that its judgment was made in good faith if the SEC determines that, given the facts known by
the company, the judgment was unreasonable.’’

Instruction 5(C), unlike Instructions 5(A) and 5(B), does not require a company to aggregate
similar proceedings to determine if, grouped together, they could result in penalties of more than

32 proposed Amendments to Item 5 of Regulation S-K Regarding Disclosure of Certain Environmental Proceedings,
Securities Act Release No. 6315, [1981 Transfer Binder] Fed. Sec. L. Rep. (CCH) 9 82,867, at 84,288 (May 4, 1981) [hereinafter
“Proposed Amendments”].

33 See SEC Department of Corporate Finance Compliance & Disclosure Interpretations, Regulation S-K, last updated
July 3, 2008, available at http://www.sec.gov/divisions/corpfin/guidance/regs-kinterp.htm [hereinafter “CD&I”]. The SEC
explained in the CD&I that the reference in Instruction 5 to “local provisions” is “sufficiently broad to require disclosure of
environmental actions brought by a foreign government.”

34 Proposed Amendments, supra note 32, at 84,288.

31d. A commentator has noted two ways in which a company can increase the likelihood that its belief about the
amount of potential fines is reasonable: first, in estimating possible penalties, the company should review the course and outcome
of its prior dealings with the government on similar issues; second, the company should examine the results of similar
proceedings involving other companies. See Caron, supra note 22, at 747.

3¢ See Caron, supranote 22, at 747 n.160.
7 Seeid. at 747.
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$100,000.** The SEC rejected the aggregation approach for purposes of the Instruction 5(C) test to avoid
imposing on companies “a burdensome data collection and evaluation effort.”* Although Instruction 5(C)
does not mandate aggregation for purposes of applying the disclosure test, it does permit a company to
group, and describe generically, similar proceedings which individually meet the disclosure threshold.

Companies often have to face the question of whether disclosure is required when a company has
been designated a potentially responsible party (a “PRP”) either by the U.S. Environmental Protection
Agency (“EPA”) under the Comprehensive Environmental Response, Compensation, and Liability Act of
1980 (“CERCLA” or “Superfund”) or pursuant to a similar state statute. Two particular issues are raised
by that question: (a) is there a proceeding to which the government is a party? and (b) are the costs of
remediating a Superfund site “sanctions”?

According to a 1989 release,*’ “[d]esignation as a PRP does not in and of itself trigger disclosure
under [Instruction 5 of] Item 103 . . . because PRP status alone does not provide knowledge that a
governmental agency is contemplating a proceeding.””*' Although designation alone does not trigger a
disclosure duty under Instruction 5, the SEC goes on to warn that the “particular circumstances [of a
company], when coupled with PRP status, may provide that knowledge.”** Thus, if a company has been
designated as a PRP and its particular circumstances suggest that the government is in fact contemplating
a proceeding against it, the company must determine whether such proceeding satisfies any prong of the
Item 103 test.

The SEC also considered whether the costs of remediation associated with a Superfund site
constitute “sanctions” within the meaning of Instruction 5(B) (the ten percent test) or Instruction 5(C) (the
government-as-party test). The release states:

While there are many ways a PRP can become subject to potential monetary sanctions, including
triggering the stipulated penalty clause in a remedial agreement, the costs anticipated to be incurred
under Superfund, pursuant to a remedial agreement entered into in the normal course of negotiation
with the EPA, generally are not “sanctions” within either Instruction 5(B) or (C) to Item 103. Such
remedial costs normally would constitute charges to income, or in some cases capital expenditures.*

Although the release may absolve a company named as a PRP from a disclosure duty under the
government-as-party test of Instruction 5(C), the company may nevertheless have a disclosure obligation
if the company’s share of the cleanup costs at the site (as a charge to income or as a capital expenditure)
meets the ten percent test of Instruction 5(B) or is otherwise material.

3% Adoption of Integrated Disclosure System, Securities Act Release No. 6383, [1982 Accounting Series Transfer
Binder] Fed. Sec. L. Rep. (CCH) 72,328, at 63,004 (Mar. 3, 1982).

¥d.

40 See Management’s Discussion and Analysis of Financial Condition and Results of Operations; Certain Investment
Company Disclosure, Securities Act Release No. 6835, Fed. Sec. L. Rep. (CCH) § 72,436 (relevant section reproduced at Fed.
Sec. L. Rep. (CCH) § 73,193, at 62,844 n.17) (May 18, 1989) [hereinafter “MD&A Release”]. Although this release focuses on
the disclosure required in the MD&A section, it also provides guidance in interpreting Item 103.

“I'1d. A company may, of course, independently be required to disclose its designation as a PRP under either Item 101
or Item 303 of Regulation S-K.

24,

“d. (citing Thomas A. Cole, Esq., SEC No-Action Letter, [1989 Transfer Binder| Fed. Sec. L. Rep. (CCH) § 78,962,
at 78,814 (Jan. 31, 1989) [hereinafter “Cole”]). See also CD&I, supra note 33.
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In determining its disclosure duty under Instruction 5(A) or 5(B), a PRP may consider the
“availability of insurance, indemnification or contribution”.** In assessing its exposure, the PRP must
consider the creditworthiness of the indemnitor or other potential contributing parties, the nature and
amount of insurance coverage and the likelihood that litigation may be necessary to compel payment or

contribution.®

C. Item 303 — Management’s Discussion and Analysis of Financial Condition and Results of
Operations

Item 303 of Regulation S-K*® describes the disclosures required in the MD&A section of a
company’s filings. While environmental matters may be implicated by any of the requirements of Item
303," three of these deserve special attention from an environmental perspective: the requirements to
disclose material events and uncertainties; off-balance sheet arrangements; and certain contractual
obligations.

1 Material Events and Uncertainties. Item 303 generally requires a company to disclose
“material events and uncertainties known to management that would cause reported financial information
not to be necessarily indicative of future operating results or of future financial condition.”*®

Although Item 303 does not refer expressly to disclosure of environmental matters, the SEC
issued a 1989 interpretive release in which it used a potential environmental liability to illustrate the
requirements of Item 303.*’ In the release, the SEC attempted to clarify the distinction set out in Item 303
between two types of forward-looking information: (i) “prospective information,” which a registrant must
disclose, and (ii) “voluntary forward-looking information,” disclosure of which is optional.™ It stated that
prospective information is information “based on currently known trends, events, and uncertainties that
are reasonably expected to have material effects” on the company’s business, financial position or results
of operations, while voluntary forward-looking information involves “anticipating a future trend or event
or anticipating a less predictable impact of a known event, trend or uncertainty.”' Essentially, voluntary
forward-looking information is less certain than prospective information.

“|d. The availability of insurance and indemnification is relevant not just in situations in which a company has been
designated as a PRP, but in all situations in which contribution, insurance and/or indemnification may be a factor. For a
discussion of such recoveries in the context of financial statements, see Section III of this memorandum.

*In a letter issued prior to Securities Act Release No. 6835, the SEC clarified that the issue of indemnification is not
relevant in disclosures pursuant to Instruction 5(C) because that item only requires disclosure of sanctions, not remedial costs.
See Cole, supra note 43. Note, however, that the existence of an indemnification might be an issue in financial statement
disclosure. See Section V of this memorandum.

417 CFR. § 229.303 (2008).

4T For example, significant Superfund or other remediation-related payments may need to be disclosed under Item
303(a)(1), which requires a company to identify “any known trends or any known demands, commitments, events or uncertainties
that will result in or that are reasonably likely to result in the [company’s] liquidity increasing or decreasing in any material way.”
Id. at § 229.303(a)(1).

8 |d. at § 229.303(a), Instruction 3.
4 MD&A Release, supra note 40, at 62,844.
%0 1d. at 62,842 (emphasis omitted).
51
Id.
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In the release, the SEC identified a two-step test for determining whether information is
prospective information which must be disclosed:

(1) Is the known trend, demand, commitment, event or uncertainty likely to come to fruition?
If management determines that it is not reasonably likely to occur, no disclosure is required.

(i1) If management cannot make that determination, it must evaluate objectively the
consequences of the known trend, demand, commitment, event or uncertainty, on the assumption that it
will come to fruition. Disclosure is then required unless management determines that a material effect on
the registrant’s financial condition or results of operations is not reasonably likely to occur.’

The SEC then presented the following hypothetical situation to which it applied these principles:

Facts: A registrant has been correctly designated a PRP by the EPA with respect to cleanup of
hazardous waste at three sites. No statutory defenses are available. The registrant is in the process of
preliminary investigations of the sites to determine the nature of its potential liability and the amount
of remedial costs necessary to clean up the sites. Other PRPs also have been designated, but the
ability to obtain contribution is unclear, as is the extent of insurance coverage, if any. Management is
unable to determine that a material effect on future financial condition or results of operations is not
reasonably likely to occur.

[Answer:] Based upon the facts of this hypothetical case, MD&A disclosure of the effects of the
PRP status, quantified to the extent reasonably practicable, would be required. For MD&A purposes,
aggregate potential cleanup costs must be considered in light of the joint and several liability to
which a PRP is subject. Facts regarding whether insurance coverage may be contested, and whether
and to what extent potential sources of contribution or indemnification constitute reliable sources of
recovery may be factored into the determination of whether a material future effect is not reasonably
likely to occur.”

This materiality test for MD&A disclosure differs from the materiality test under the general antifraud
provisions in some respects. The general antifraud materiality test requires a company to weigh the
probability and magnitude of a possible future event to determine whether it must be disclosed.”® The
MD&A materiality test requires disclosure if the Company cannot conclude (i) that the event, trend or
uncertainty is not reasonably likely to occur or (ii) assuming occurrence, that a material future effect is
not reasonably likely to occur.”

As the SEC notes, Item 303 requires a company to consider the maximum Superfund liability it
might incur under joint and several liability. The company may, however, then be able to take into
account the extent to which it will be able to obtain contribution or indemnification from other PRPs or
obtain coverage from its insurance carrier in determining whether or not disclosure is required.*

521d. at 62,843. The SEC further reminded registrants that each final determination resulting from management’s
assessments must be objectively reasonable, as viewed at the time the determination is made.

33 1d. at 62,844, 62,845.
 Seeiid. at 62,843 n.14 (citing Basic, Inc. v. Levinson, 485 U.S. 224 (1988)).

55 The SEC has stated that the disclosure threshold of “reasonably likely” is lower than “more likely than not”.
Commission Statement about Management’s Discussion and Analysis of Financial Condition and Results of Operations,
Securities Act Release No. 33-8056, 2002 SEC LEXIS 148 (January 22, 2002) [hereinafter “2002 MD&A Statement”].

56 But see Section I1I of this memorandum for a discussion of accrual of contingent liabilities and financial disclosure.
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Although case law relating to environmental disclosure required pursuant to Item 303 is sparse,
one decision suggests that companies should pay close attention to certain “boilerplate” language often
used in presenting forward-looking information. In Endo v. Albertine,”’ the plaintiffs filed a complaint
against various officers, directors, accountants, investment advisors and underwriters of Fruit of the Loom,
Inc. alleging, among other matters, that a registration statement and prospectus failed to disclose that the
company had retained substantial contingent environmental liabilities in connection with its former
subsidiaries. The language in the prospectus stated:

The Company and its subsidiaries are parties to certain legal proceedings and have retained certain
liabilities with respect to the sale of certain discontinued operations, including “Superfund” and other
environmental liabilities. The Company believes that these matters will not have a material effect on
its business or financial condition.™®

While the court held that the language “[t]he Company believes that these matters will not have a
material effect on its business or financial condition” was protected by Securities Act Rule 175 as a
forward-looking statement,” it nonetheless denied defendants’ summary judgment motion, noting that
plaintiffs had presented evidence that raised inferences that the statement lacked a reasonable basis in fact
and was not made in good faith. Plaintiffs’ evidence indicated that defendants failed to disclose that the
company might be potentially responsible for $60 million of environmental liabilities. While, as noted
above, the defendants did state that the company had retained certain environmental liabilities from the
sale of a subsidiary, the court found that reasonable minds could differ on the question of whether the
omission of the magnitude of these liabilities was material to the investors.”” Therefore, the boilerplate
statement that “the Company believes” the matters will not be material was not necessarily sufficient
disclosure as a matter of law, and the issue could not be resolved on summary judgment.

In 2006, the SEC’s Division of Corporate Finance (the “Division”) issued new guidance on
disclosing loss contingencies under Item 303.°" The Division noted that a company may need to disclose
a loss contingency, such as environmental contamination, even before accounting recognition of such
contingency, if it becomes aware of information that creates a reasonable likelihood of a material effect
on its financial condition or results of operations.®” It also explained that such disclosure should include:

57863 F. Supp. 708 (N.D. Ill. 1994), aff'd, Endo v. Arthur Andersen & Co., 163 F.3d 463 (7th Cir. 1999).
31d. at 714-15.

% Rule 175 is a so-called “safe harbor” rule protecting both kinds of forward-looking statements (prospective
information and voluntary forward-looking information), if they meet certain criteria. No such statement shall be deemed to be
fraudulent unless it is shown that “such statement was made or reaffirmed without a reasonable basis or was disclosed other than
in good faith.” 17 C.F.R.§ 230.175(a). A “forward-looking statement” means, among other things, a statement containing a
projection of “revenues, income (loss), earnings (loss) per share, capital expenditures, dividends, capital structure or other
financial items.” 17 C.F.R. § 230.175(c)(1).

% Endo, 863 F. Supp. at 720. The court discounted the fact that the nature and amount of such liabilities had previously
been disclosed in newspaper articles. 1d.

8! Current Accounting and Disclosure Issues in the Division of Corporation Finance, Prepared by Accounting Staff
Members in the Division of Corporation Finance, November 30, 2006, available at
http://www.sec.gov/divisions/corpfin/cfacctdisclosureissues.pdf.

82 While the guidance does not define “reasonable likelihood”, the Division makes clear that a reasonable likelihood of
a material effect will often occur before the likelihood of a loss contingency becomes probable and the amount of the loss is
reasonably estimable. Id. at 45.
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(1) the reasonably likely impact of the loss contingency or, if the company is unable to
estimate such impact but a range of amounts is determinable based on the facts, such amounts;

(i1) a quantification of the accruals and adjustments, costs of legal defense and reasonably
likely exposure to additional loss;

(ii1) the assumptions management has made concerning the amounts described in (ii), the
reasons these assumptions best reflect the company’s exposure and the extent to which the resulting
estimates of loss are sensitive to changes in these assumptions;®

(iv) when the underlying event associated with the loss contingency occurred and the
developments during the intervening periods which resulted in the establishment or adjustment of
accruals;

v) the timing of the accounting effects in order to properly convey information about
variability; and

(vi) if a company provides indemnification for matters associated with a discontinued
operation and management determines it is reasonably likely the company will incur a material liability, a
discussion of the relevant terms of the indemnification, including the duration of the agreement and the
extent of coverage or exposure.64

The Division also advised companies to consider whether it is necessary to discuss loss contingencies on
both an aggregated and disaggregated basis, since the particular characteristics of and uncertainties
regarding certain loss contingencies may make aggregated disclosure insufficient to provide material
information necessary to an understanding of the loss contingency position.®

2. Off-Balance Sheet Arrangements.  Item 303(a)(4) requires companies to disclose off-
balance sheet arrangements that materially affect, or are reasonably likely to have a material effect on,
their financial condition, changes in financial condition, revenues or expenses, results of operations,
liquidity, capital expenditures or capital resources.”® The disclosure must convey the nature, magnitude,
timing and likelihood of risks of loss that are reasonably likely to occur under the off-balance sheet
arrangement.

An “off-balance sheet arrangement” includes “any transaction, agreement or other contractual
arrangement to which an entity unconsolidated with the company is a party”®” under which the company
has either:

1) an obligation under certain guarantee contracts (including most financial and
performance guarantees and certain indemnification arrangements);

63 The Division noted that the need to address the underlying assumption is “especially important” when there is a
material difference between the range of reasonably possible loss and the amount accrued. 1d. at 46.

4.

4.

6 17 C.E.R. § 229.303(a)(4) (2008).

57 Item 303(a)(4)(ii) of Regulation S-K.
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(i1) “[a] retained or contingent interest in assets transferred to the unconsolidated entity or
similar arrangement that serves as credit, liquidity or market risk support to such entity for such assets”;*®

or

(iii) an actual or contingent obligation arising out of a material “variable interest” in the
unconsolidated entity, the value of which interest changes with changes in such entity’s net asset value, if
the unconsolidated entity provides financing, liquidity, market or credit risk support to the company, or
engages in leasing services with the company.

For instance, it is not uncommon for companies to acquire or hold contaminated assets through
unconsolidated special purpose entities. Indeed, a number of companies have moved environmental
liabilities off their balance sh