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U.S. Securities and Exchange Commission Provides Guidance

on Climate Change Disclosure

On February 2, 2010, the U.S. Securities and
Exchange Commission issued Release Nos. 33-9106;
34-614.69, titled “Commission Guidance Regarding
Disclosure Related to Climate Change.” (the
“Release”), available at http://www.sec.gov/rules/
interp/2010/33-9106.pdf. Because this interpretive
release becomes effective upon publication in the
Federal Register, the SEC’s guidance on climate
change disclosure is applicable to upcoming annual
reports on Form 10-K, as well as other SEC filings,
such as registration statements, quarterly reports and
reports filed by most foreign private issuers.

The Release does not implement any new disclosure
rules or modify any rules currently in effect. Rather, it
describes how the SEC believes its current regulations
apply to the issues raised by climate change.

Existing Disclosure Requirements
Applicable to Climate Change

The Release describes existing Regulation S-K items
that may require climate change disclosure in appro-
priate circumstances. For example, Item 101, the
description of business section, expressly calls for
disclosure of the material effects that compliance with
enacted federal, state and local environmental provi-
sions may have upon the capital expenditures, earnings
and competitive position. Similarly, Item 103, the legal
proceedings item, contains specific disclosure require-
ments for certain material environmental litigation.
Item 503(c) of Regulation S-K mandates disclosure of
risk factors. Item 303, management’s discussion and
analysis (MD&A), requires disclosures of known
trends, events, demands, commitments and uncertain-
ties that are reasonably likely to have a material effect
on financial condition and operating performance.
There are parallels to these disclosure requirements
that are applicable to most foreign private issuers.

Ways in Which Climate Change
May Trigger Disclosure

The SEC identified four topics to illustrate how
climate change may trigger disclosure obligations
under current SEC rules.

Impact of Legislation and Regulation. The Release
notes that there have been significant developments in
federal and state legislation and regulation regarding
climate change. To the extent that such legislation deals
with greenhouse gas (GHG) emissions, Item 101
requires disclosure of capital expenditures for environ-
mental control facilities. The Release advises
companies to consider how legislation and regulation
may specifically affect them when preparing risk factor
disclosure, noting that companies in the energy sector
may face significantly different risks from climate
change legislation or regulation than companies that
currently rely on products that emit greenhouse gases,
such as those in the transportation sector.

When drafting the MD&A, companies should assess
whether any climate change legislation or regulation
that has been adopted is reasonably likely to have a
material effect on their financial condition or results
of operation. Pending legislation or regulation should
be analyzed as a known uncertainty, meaning that
management must evaluate whether such legislation
or regulation is reasonably likely to be enacted. Unless
management determines that it is not reasonably
likely to be enacted, the Release specifies that compa-
nies must proceed on the assumption that the
legislation or regulation will be adopted.

Next, management must determine whether the
proposed legislation or regulation, if enacted, is

reasonably likely to have a material effect on the
company, its financial condition or results



of operation. Unless such a material effect is not
reasonably likely, the MD&A would have to disclose
the potential effect of such pending legislation or
regulation.

If material, the MD&A may disclose the difficulties in
assessing the timing or effect of such pending legisla-
tion or regulation. The Release notes that it is
appropriate to consider new opportunities arising
from pending legislation and regulation, as well as
negative consequences.

The Release provides the following examples of
possible consequences arising from pending climate
change legislation or regulation:

* Costs to buy GHG allowances or “offsets” under
a “cap and trade” system, as well as profits from
their sale;

* Costs required to improve facilities and equipment
to reduce emissions; and

» Changes in profits or losses arising from increased
or decreased demand for goods and services, whether
arising directly from such legislation or regulation
or indirectly from changes in costs of goods sold.

International Accords. The Release also advises
companies to disclose, if material, the impact of
treaties or international accords relating to climate
change. The potential sources of disclosure obligations
are the same as are applicable to U.S. climate change
legislation and regulation.

Indirect Consequences of Regulation or Business
Trends. Various developments relating to climate
change may create new opportunities and risks that
may have indirect consequences for companies. For
example, the Release suggests considering whether
the following should be disclosed as a risk factor, in
the MD&A or, in certain circumstances, in the
business description:

e Decreased demand for goods that produce signifi-
cant GHG emissions;

e Increased demand for goods that result in lower
emissions than competing products;

* Increased competition to develop innovative new
products;

e Increased demand for generation and transmission
of energy from alternative energy sources;

e Decreased demand for services related to carbon
based energy sources, such as drilling services or
equipment maintenance services; and

* Reputational damage from the public’s perception
of any publicly available data relating to GHG
emissions that potentially could harm a company’s
business operations or financial condition.

Physical Impact of Climate Change. The Release
specifies that companies that are vulnerable to severe
weather should consider disclosing the material risks
and consequences of such events in their public filings.
It identifies the following possible consequences of
severe weather:

e Property damage and disruptions to opera-
tions, either to manufacturing operations or the
transportation of products (for companies with
operations concentrated on coastlines);

e Indirect financial and operational impacts from
severe weather disruptions to the operations of
major customers or suppliers;

e Increased insurance claims and liabilities
(for insurance and reinsurance companies);

* Decreased agricultural production capacity; and

e Increased insurance premiums and deductibles,
or a decrease in the availability of coverage (for
companies in areas subject to severe weather).

Practical Considerations

Because the climate change guidance applies to
existing rules, public companies need to immediately
assess whether they should add or expand climate
change disclosure in their future SEC filings. Timing
is particularly crucial for calendar year-end compa-
nies that are in the process of preparing their annual
reports on Form 10-K.

It is important to monitor pending climate change
laws and regulations, as well as international accords,
in order to determine disclosure obligations. Companies
may want to develop a disclosure control or procedure to
address this concern.

Companies need to evaluate the extent to which they
are affected by the impact of climate change on other
entities with whom they have dealings. This is another
area in which a disclosure control or procedure may
be appropriate.
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Because of the SEC’s interpretation that reputational
damage related to climate change may need to be
disclosed, it may be appropriate for some companies
to consider including public relations personnel in the
disclosure control process.

The SEC has indicated that it will monitor the impact
of the Release on public filings as part of its ongoing
disclosure review program. Therefore, public compa-
nies should be aware that they might receive comments
on climate change disclosure from SEC staff.

The SEC’s interpretive guidance may not be its last
statement on climate change issues. The SEC ‘s
Investor Advisory Committee is considering climate
change disclosure as part of its mandate to provide
recommendations to the SEC. In addition, the SEC is

planning to hold a public roundtable on disclosure
regarding climate change matters this spring. Based
on this input and its review program, the SEC will
determine whether further guidance or rulemaking
relating to climate change disclosure is appropriate. ¢

Ifyou have any questions about the SEC's climate
change disclosure interpretations, or any other matter
raised in this Update, please contact the author, or
any of the partners in our Corporate & Securities
practice, our Climate Change practice, or our
Environmental practice.
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