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Introduction
IN THIS POST-ENRON WORLD, it seems that disclosure has become the primary product
manufactured by public companies in this country. Certainly, corporate management has re-
cently spent a great deal of energy trying to understand and comply with new and existing
disclosure requirements. Although there may be some movement afoot to scale back some of
Sarbanes-Oxley’s1 more onerous requirements, clearly the emphasis on corporate candor is
not going away any time soon.

Accountants are now required to review clients’ disclosure procedures, and determine
whether the procedures and the disclosure itself are adequate. On the environmental front,
the Environmental Protection Agency recently introduced the ECHO project2 and advised
the Securities and Exchange Commission (SEC) to pay more attention to environmental is-
sues. At the same time, the Government Accountability Office has recommended that envi-
ronmental issues need to be more completely disclosed.3

Taken together, the result is that companies at all levels are more regularly monitoring en-
vironmental issues than in even the recent past. Companies are generating reports and sharing
information regarding environmental concerns with people involved in the public reporting
process, both inside and outside the company.

At the same time, merger and acquisition activity is on the rise, approaching levels not
seen in several years. Many, if not most, acquisitions involve taking control of land and build-
ings, either through outright purchases of assets or assumed as part of the assets included in
the acquired company. More reports and information mean there are more sources from
which an acquiring company can obtain facts regarding the target company’s environmental
status. Even run-of-the-mill property transfers will be affected by these new procedures.

Public and Private Companies?
These are not just the concerns of large, publicly traded corporations; privately held compa-

nies can also be subject to Sarbanes-Oxley (SOX).4 Lenders and customers can require a com-
pany to adopt SOX-style procedures. A company’s accountants and directors’ and officers’
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insurance carriers can also prompt them to
do so. Companies may want to voluntarily
comply with some SOX requirements in
preparing for an initial public offering or the
company’s sale.

Introduction to 
Disclosure Requirements

There are three main sources for federal
corporate disclosure requirements: Regula-
tion S-K, FASB No. 5, and SOX. Most rele-
vant federal laws actually pre-date SOX, but
the current disclosure climate has focused at-
tention on them.

Regulation S-K
Regulation S-K5 acts as an instruction

manual for public companies filing their pe-
riodic reports with the SEC. Environmental
concerns are particularly implicated in three
items of Regulation S-K.

Item 101 requires reporting companies to
describe their businesses. In particular, com-
panies must disclose the anticipated costs of
environmental compliance, and any material
effects that these costs may have on their
earnings and competitive position.

Item 103 requires disclosure of any pend-
ing, non-routine legal proceedings to which
they are a party. In particular, Item 103(5) calls
for disclosing environmentally-oriented ad-
ministrative or judicial proceedings if: (1) the
company’s potential liability is material to the
company’s business or financial condition;
(2) its potential liability exceeds ten percent
of the company’s assets; or (3) a governmen-
tal agency is a party to the proceeding and
the company’s probable liability could exceed
$100,000. In the latter case, a situation where
a company is cited for a minor violation can
quickly escalate to where it needs, by law, to
be included in the company’s SEC filings.

Item 303 of Regulation S-K requires a
company’s management to discuss known
trends and events that could have a material
effect on its business (the so-called Manage-
ment Discussion & Analysis, or MD&A, re-
port). Some commentators suggest that Item
303 requires a company to discuss, for ex-
ample, the effect of global warming on its
business. While that might be a stretch, a
company might want to discuss the uncer-
tainties arising from the barrels just discov-

ered underneath the plant that it acquired
two months ago.

FASB No. 5
Statement of Financial Accounting Stan-

dards No. 5: Accounting for Contingencies,
issued by the Financial Accounting Standards
Board, deals with disclosing loss contingen-
cies. Observing FASB No. 5 is part of com-
plying with generally accepted accounting
principles, and is a key element to the audit
letter process that many are familiar with. It
requires a company to establish a loss contin-
gency in its financial statements if: (1) avail-
able information indicates that it is probable
that the company has suffered a loss; and
(2) the amount of that loss can be reasonably
estimated. Even if a loss is only possible, or the
value of the loss suffered cannot be reasonably
estimated, it must be described in a footnote
to the company’s financial statements.

Sarbanes-Oxley
The new provisions receiving all the pub-

licity come out of the Sarbanes-Oxley Act,
adopted in 2002. Most important here are
Sections 302 and 404.

Section 302 of SOX requires a company’s
chief executive officer and chief financial of-
ficer to personally certify certain items about
the report being filed. This personal respon-

sibility is causing senior executives to demand
more detailed information from environmen-
tal managers.

Under Section 404, a company has to es-
tablish and maintain adequate internal con-
trol structures and processes to allow for
accurate financial reporting. In the compa-
ny’s annual report, its senior executives need
to report on the effectiveness of these control
processes. Further, the company’s auditors
must provide an independent report on man-
agement’s assessment.

Taken together, these measures can be
seen to require reporting companies (and
companies otherwise observing these re-
quirements) to:

• implement and periodically evaluate in-
ternal controls and procedures for envi-
ronmental issues;

• include environmental matters in their
Item 303 MD&A;

• disclose environmental enforcement ac-
tions in periodic reports;

• disclose and value contingent environ-
mental liabilities in financial statements;

• follow their internal controls and pro-
cedures, including maintaining inter-
nal records, regularly reviewing known
problems, and searching out new prob-
lem areas, and provide reports up and
down the management chain;

• have all of the above reviewed, evalu-
ated, and certified by senior manage-
ment; and

• have all of the above formally reviewed
and audited by their accountants.

Due Diligence Resources
Any company with an interest in acquir-

ing real estate has to look at that list of infor-
mation sources and be glad. Many companies
are now generating information much greater
in quantity and quality than that available
just two years ago, resulting in a paper trail
consisting of reports, evaluations, and assess-
ments that have never been available.

Savvy acquiring companies (and their
lenders) will jump at the chance to learn
about their targets’ environmental issues from
the inside. Savvy targets will keep in mind
that even reports that are being generated for
‘‘internal’’ review may actually become avail-
able to outsiders.

Fast  Facts
✔ Companies are generating 

reports and sharing information
about their environmental issues
with the people involved in the
public reporting process, both
inside and outside the company.

✔ It is no longer sufficient to just
poke some holes in the dirt,
check on the status of permits,
and ask some general questions
about environmental history.

✔ This brave new world presents
both in-house and outside
environmental counsel with
significant opportunities to show
the importance of their functions
to senior management.
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due diligence checklists to the new informa-
tional reality. It is no longer sufficient to just
poke some holes in the dirt, check on the
status of permits, and ask general questions
about environmental history. Acquiring com-
panies now need to:

• expand their review of publicly available
information to include the EPA ECHO
list and SEC reports;

• specifically inquire about a target’s in-
ternal review processes and procedures;

• review the target’s internal environmen-
tal policies;

• examine the internal committees charged
with monitoring and assessing the tar-
get’s environmental compliance;

• consider whether other internal proce-
dures might touch on environmental is-
sues (e.g., as part of the target’s account-
ing and legal functions); and

• obtain all minutes, reports, memoranda,
and valuations generated through inter-
nal procedures.

Information gathered this way not only
tells the buyer about the property itself, it
can also be used to better value the transac-
tion, i.e., help establish whether the purchase
price is right. It can help value and allocate
risks coming out of the transaction, making
for a more accurate and meaningful indem-
nification provision. It can also serve as a
check on disclosure provided by the seller in
the transaction’s base purchase agreement,
and perhaps provide an indication regarding
the company’s overall management structure.

In a recent situation we were involved in,
our client was purchasing one plant from a
public company with several plants around
the country. In reviewing the selling compa-
ny’s SEC filings, we noticed a pattern to the
impact issues that the seller identified at some
of its other facilities. Based on that review, we
expanded the sample parameter list in our
Phase II environmental review, and the seller
was forced to admit this increased scope was
reasonable in light of its prior experiences.

Compliance After the Closing
After closing, the acquiring company will

have to include the new assets in its future
reporting and integrate the new assets into its
existing internal controls and procedures. If

the acquisition is significant, or consists of a
stand-alone business, the buyer may have to
develop new internal controls and procedures
to cover the new assets. Perhaps in a worst
case, the target has developed its own proce-
dures that the buyer now has to evaluate and
either adopt or discard and replace.

In this light, pre-acquisition due diligence
must be considered as part of the post-acqui-
sition reporting process. On a more practical
basis, acquiring companies may want to look
at the calendar when scheduling transaction
closings to gain a few more weeks to inte-
grate the acquired entity and its potential
problems into the buyer’s financial reports.

Opportunities for 
Environmental Counsel

This brave new world has brought signif-
icant change to the way environmental issues
need to be handled. It also presents both in-
house and outside environmental counsel
with significant opportunities to demon-
strate the importance of their functions to
senior management.

On the internal compliance side, environ-
mental counsel must prepare internal controls
and procedures that are both comprehensive
and workable. Once those procedures are in
place, preparing detailed yet concise reports
will help management provide the SOX Sec-
tion 302 certifications. In evaluating poten-
tial liabilities that may exist, environmental
counsel can play a vital role in fostering com-
munication among managers, engineers, and
accountants to arrive at a proper reserve valu-
ation. All of these functions must be per-
formed on time, as missing an SEC filing
deadline can be very damaging to a reporting
company and its management.

On the acquisition side, environmental
counsel should make sure that due diligence
checklists cover all the new information
sources. When an acquisition comes along,
they should get involved in the due diligence
process at the outset, and stay involved. It
is important to keep an eye on the report-
ing calendar, and anticipate post-closing re-
porting requirements while doing the pre-
closing review.

Counsel for sellers, or potential sellers,
should review (or establish) reporting proc-
esses and systems, and prepare (or monitor)

the resulting reports as though they were
the subject of a due diligence request.

Above all, environmental counsel should
stay visible, available, and involved. Informa-
tion is a product that becomes more valuable
every day; environmental counsel have access
to some of a company’s most valuable infor-
mation. Monitoring, organizing, and distrib-
uting that information is a critical function
that, when done well, can materially benefit
a company and all its constituents. ♦

The author would like to thank his col-
leagues, Sharon R. Newlon and J. Bryan Wil-
liams, for their assistance in preparing this
article. This article is based on the author’s
presentation made at the State Bar of Michi-
gan’s Environmental Law Section Fall Program
held on December 9, 2004.

Footnotes
1. Sarbanes-Oxley Act of 2002, Pub L No 107-204, 116

Stat 745 (codified as amended in scattered sections of
18 USC), is a broad-ranging statute adopted in the
wake of several high-profile corporate accounting
scandals. In relevant part, it seeks to increase the level
of corporate disclosure, and places increased responsi-
bility on top corporate officers to verify that the dis-
closure is accurate.

2. EPA’s Enforcement and Compliance History Online
database, or ECHO, is an online summary of state
and federal environmental permit, compliance, and
enforcement histories covering the past three years
for the over 800,000 companies regulated under
EPA or EPA-delegated programs. The database is
available at http://www.epa.gov/echo.

3. United States Government Accountability Office,
Environmental Disclosure: SEC Should Explore Ways 
to Improve Tracking and Transparency of Information,
1, GAO-04-808, July, 2004, available at http://www.
gao.gov/new.items/d04808.pdf.

4. See Justin Klimko, The Sarbanes-Oxley Act: Possible
Impacts on Privately Held Companies, 83 Mich BJ 36
(2004); Ben L. Pfefferle, III, The Sarbanes-Oxley Act:
Implications for Environmental Management, Baker &
Hostetler LLP Executive Alert, Sept. 2004.

5. 17 CFR Part 229, adopted under the Securities Act
of 1933, 15 USC 77a et seq., and the Securities Ex-
change Act of 1934, 15 USC 78a et seq.
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