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The SEC Is Getting Hot And Bothered Over Climate Change

Peter L. Gray

MCcKENNA LONG & ALDRIDGE LLP

Warning/Disclaimer: This article dis-
cusses climate change (a topic over which
reasonable individuals may disagree) and
its implications for publicly traded compa-
nies that must disclose to investors infor-
mation that is material to financial perfor-
mance. The author is not responsible for fits
of rage or physical outbursts that readers
may experience.

Let’s begin with the bottom line: Pub-
licly traded companies should evaluate
whether global warming (or, if you prefer,
climate change) is reasonably likely to have
a material impact on the company’s future
financial performance. If the company con-
cludes that there is a material impact, it
must disclose that conclusion to the U.S.
Securities Exchange Commission (“SEC”)
in the various periodic reports. Whether
you believe human activities that emit car-
bon dioxide (“CO,”) are a cause of global
warming has absolutely no bearing on this
conclusion. Regardless of the cause, the
Earth is warming according to the over-
whelming majority of scientists studying
the issue. As the Intergovernmental Panel
on Climate Change (“IPCC”) states in its
2007 report, evidence of climate change “is
unequivocal, as it is now evident from
observations of increases in global average
air and ocean temperatures, widespread
melting of snow and ice, and rising global
average sea level.”" Thus, the only question
is whether the potential consequences these
physical effects of global warming on the
company — such as damage to company
property, interruption of revenue streams
that such property generate, increased costs
to comply with regulations attempting to
minimize global warming, and potential
liability in lawsuits seeking damages from
parties perceived as causing global warm-
ing — are “reasonably likely” to have a
“material” impact on a company’s financial
performance. How to interpret these two
squishy quoted terms and to apply them in
the context of climate change, given the
unknown time horizons during which the
financial impacts may arise? That is the dif-
ficult task that publicly traded companies
must now face.

SEC Disclosure Requirements and
Climate Change
Under the Securities and Exchange Act
of 1934, publicly traded companies must
file periodic reports disclosing information
that would be material to investment deci-
sions. The SEC has promulgated three sep-
arate disclosure requirements, which are
contained in Regulation S-K. These regula-
tions set forth non-financial disclosure
guidelines for annual reports (Form 10-K),
quarterly reports (Form 10-Q), and episodic
reports (Form 8-K). Following is a sum-
mary of each disclosure requirement and its
potential applicability to climate change-
related impacts on a business.

Item 101: Description Of Business

Item 101 requires a description of the
“general development of business,” includ-
ing plan of operation, “any anticipated
material acquisition of plant and equipment
and the capacity thereof,” and “other mate-
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rial areas which may be peculiar to the reg-
istrant’s business.”” Notably, Item
101(c)(1)(xii) expressly requires disclosure
of the cost of complying with environmen-
tal laws where such compliance costs are
material:

Appropriate disclosure also shall be
made as to the material effects that
compliance with Federal, State and
local provisions which have been
enacted or adopted regulating the dis-
charge of materials into the environ-
ment. The registrant shall disclose any
material estimated capital expenditure
for environmental control facilities for
the remainder of its current fiscal year
and its succeeding fiscal year and for
such periods as the registrant may
deem material.

The cost of complying with greenhouse
gas emission limits is precisely the type of
cost that is covered by Item 101(c)(1)(xii).
Contrary to popular belief, such emission
limits are not some theoretical possibility;
they are already on the books and in the
process of being implemented. Although
the United States has yet to adopt green-
house gas limits, numerous states — and
groups of states — have done so. For exam-
ple, ten northeastern states are signatories
to the Regional Greenhouse Gas Initiative
(“RGGI”), which establishes a cap-and-
trade program to reduce carbon dioxide
(CO,) emissions from power plants. Under
RGGI, CO, emissions will be capped start-
ing in 2009 at then-current levels, and
thereafter must be reduced by 1 percent
annually until 2019 — for a total reduction
of 10 percent. A similar initiative — the
Western Climate Initiative (“WCI”) — has
been adopted by six western states and sev-
eral Canadian provinces and Indian tribes.

Companies with operations regulated by
these multi-state initiatives must disclose
estimated compliance costs under Item 101
if the company considers such costs to be
“material.” The SEC defines “material”
broadly: “A fact is material if there is a sub-
stantial likelihood that the disclosure of the
omitted fact would have been viewed by
the reasonable investor as having signifi-
cantly altered the ‘total mix’ of information
made available.” Whether a given com-
pany’s anticipated costs of complying with
such regional climate change initiatives (or
the myriad of state and local climate change
requirements that have been enacted in the
last few years) qualifies as “material” infor-
mation obviously cannot be reduced to a
simple calculation or formula. Clearly,
however, companies that are subject to such
a climate change initiative have a manda-
tory duty to evaluate materiality, and
should be prepared to defend any decision
against disclosure.

Item 103: Legal Proceedings

Item 103 requires registrants to
“describe any material pending legal pro-
ceedings, other than ordinary routine litiga-
tion incidental to the business, to which the
registrant or any of its subsidiaries is a
party or of which any of their property is
the subject.” Additionally, the SEC has
made clear that a company subject to such
litigation must accrue a charge if it is prob-
able that the liability has been incurred and
can be reasonably estimated.’ Climate
change has already generated significant lit-
igation, mostly aimed at compelling the
federal government to regulate CO, emis-
sions® or to take CO, emissions into consid-
eration when evaluating the impact of pro-
posed regulations or other federal actions,
pursuant to the National Environmental
Policy Act (“NEPA”).” Less common is lit-

igation against publicly traded companies
seeking damages for the impact of opera-
tions on the climate. Such lawsuits have
failed for a variety of reasons, including
failure to prove causation® and lack of juris-
diction under the “political question™ doc-
trine.’” Thus, at this juncture disclosure of
climate-related litigation under Item 103
remains primarily a hypothetical concern
for publicly traded corporations.

Item 303: M t Discussion &
Analysis (“MD&A”)

By contrast, there is nothing hypotheti-
cal about the potential obligation to dis-
close the impacts of climate change under
Item 303, which requires a company to dis-
cuss its financial condition, changes in
financial conditions and results of opera-
tions in the MD&A portion of 10-K and 10-
Q reports. In particular, forward-looking
information is required in the MD&A
where there are known trends, uncertainties
or other factors enumerated in the rules that
will result in, or that are reasonably likely
to result in, a material impact on the com-
pany’s liquidity, capital resources, revenues
and results of operations, including income
from continuing operations. A company
must focus on known material events and
uncertainties that would cause reported
financial information not to be necessarily
indicative of future operating results or of
future financial condition."

The SEC’s December 2003 interpretive
guidance makes clear that the discussion of
the future challenges facing corporate man-
agement is central to MD&A: “A good
introduction or overview would ... provide
insight into material opportunities, chal-
lenges and risks, such as those presented by
known material trends and uncertainties, on
which the company’s executives are most
focused for both the short and long term, as
well as the actions they are taking to
address these opportunities, challenges and
risks.”"

For some companies the requirement to
address “known trends and uncertainties”
in the MD&A may very well encompass the
potential impacts of climate change, even
though the severity of the impacts is
unknown and the associated cost is ines-
timable. In this regard, the SEC has stated:

The requirement to discuss uncertain-
ties in MD&A encompasses both
financial and non-financial factors that
may influence the business, either
directly or indirectly. In many cases,
there will be current or immediate
accounting implications associated
with an uncertainty, as occurs when
the likelihood of a loss contingency
becomes probable and the amount of
loss is reasonably estimable. However.
the need to discuss such matters in
MD&A will often precede any
accounting recognition when the reg-
istrant becomes aware of information
that creates a reasonable likelihood of
a material effect on its financial condi-
tion or results of operations ...."

Most of the physical impacts associated
with climate change are predicable at this
point: rising temperatures, and more violent
and more frequent hurricanes and tropical
storms; longer droughts; rapidly melting
glaciers and rising sea levels. All of these
changes obviously could have an impact on
a company at some point in the future. The
question is whether that future impact is
“reasonably likely” and “material” to the
company’s financial performance, such that
disclosure is required. Reasonable minds
may differ on that analysis, to put it mildly.

To illustrate the point, consider the

impact of climate change on insurance com-
panies with policies covering property on
the hurricane-prone Gulf of Mexico. The
insurance industry suffered $80 billion of
insured weather-related losses in 2005 —
much of that stemming from Hurricanes
Katrina and Rita."” Insurance industry mod-
elers forecast that significantly more costly
storms than Katrina are possible — indeed
inevitable — and could bankrupt as many as
40 insurers." A number of insurance com-
panies have concluded that this type of cli-
mate-change related impact is both “reason-
ably likely” and “material,” and therefore
disclosed the potential impact in MD&A fil-
ings. But most insurers do not disclose the
impact of climate change-related risks in
their MD&A."®

It is difficult enough to identify the myr-
iad potential impacts of climate change on a
company’s financial performance, but that
task seems downright concrete alongside
the more difficult conundrum of quantifying
subtle effects of global warming, such as a
rise in the sea level, and that is before
addressing the time horizon of such
impacts.

Focus On Climate Change-Related SEC
Disclosures Is Increasing

Publicly traded companies can expect to
face increasing scrutiny on whether they are
in compliance with SEC disclosure obliga-
tions for climate change-related impacts on
financial performance. Two recent events
signal such increased scrutiny. First, on
September 14, 2007, New York Attorney
General Andrew Cuomo sent subpoenas to
five of the nation’s largest energy compa-
nies — AES Corporation, Dominion
Resources, Xcel Energy, Dynergy, and
Peabody Energy — demanding that they dis-
close the financial risk of their greenhouse
gas emissions to shareholders. In the case of
AES, Cuomo asserts that the company is
one of the largest producers of greenhouse
gas emissions, yet did not disclose the
impact of upcoming greenhouse gas regula-
tion on the company’s financial picture in
its 2006 Form 10-K. As to the other compa-
nies, Cuomo seeks disclosure of risks asso-
ciated with plans to build coal-fired power
plants.

Second, on September 18, 2007, a group
of state pension plans and institutional
investors joined with environmental groups
to petition the SEC to issue an opinion stat-
ing that companies must consider climate
change-related risks in their review of infor-
mation that may be material and subject to
disclosure.'® This was not the first time that
a group of investors requested the SEC to
clarify the disclosure requirements for cli-
mate change issues. Twice in 2004 and once
in 2006, the Investor Network on Climate
Risk (“INCR”), a group of public pension
plans and private investors claiming to con-
trol $1 trillion in assets, wrote letters to the
SEC seeking clarification of disclosure
obligations concerning the risks of climate
change impacts.” A similar request was
filed in 2002 by the Rose Foundation (an
environmental group); the SEC has never
formally responded.'®

Some of the climate change bills that
have been introduced in the Senate would
mandate the SEC to issue regulations clari-
fying the applicability of the disclosure
requirements to climate change. Regardless
of whether such legislation is enacted, how-
ever, publicly traded companies can expect
scrutiny of their SEC filings to increase.
Given such scrutiny, companies that have
yet to squarely confront the question should
consider taking a closer look in preparing
future filings.
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