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U.S. INVESTMENT RISKS

Overview of Environmental Risks
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Environmental Risks
Discussion Outline

Overview of Common Environmental Risks in the U.S.
e Releases of hazardous substances
* Violations of environmental laws
e Regulation of specific industries (e.g. energy and agriculture)
o Tort liability
o Other operational risks
e (Case Studies — Recent developments for big corporations
o P.H. Glatfelter Co. — CERCLA apportionment defense
o Teck Cominco Metals, Ltd./BNSF Railway — Liability for air emissions

Identifying and Managing Environmental Risks
e Due diligence
o Purpose
o Methods
e Allocation of risk
o Deal structure and terms
o Lender issues
« Environmental insurance
e (Case Study — Creative due diligence breaks impasse over environmental issues
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Environmental Risks
Overview of Common Environmental Risks

Releases of Hazardous Substances

A purchaser of a business (whether equity or assets) may have liability for
historical releases of hazardous substances to the extent caused by, or the
responsibility of, the purchased business.

Environmental risks may include liability for environmental response costs and
natural resource damages at:

— Contaminated properties presently or formerly owned, used or operated by the
purchased business (including any off-site impacts);

— Contaminated properties impacted by operations of the purchased business; and

— Landfills, hazardous waste sites and other properties on which hazardous substances
generated or transported by the purchased business have been disposed of or
released.

A purchaser may also be liable for historical releases by corporate predecessors
and affiliates of an acquired business.
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Environmental Risks
Overview of Common Environmental Risks

Laws Imposing Liability for Releases of Hazardous Substances
Include:

e Comprehensive Environmental Response, Compensation, & Liability Act
(CERCLA or “Superfund”)

e Resource Conservation & Recovery Act (RCRA)
e State Equivalents of CERCLA and RCRA
e QOil Pollution Act (OPA)

Morgan Lewis



RTEUAD
—REIBREUADOHEE

EEVEOMBICH UTERZRT EE:

o BIEHIIRIEXIAL - #H{E - F X% (CERCLA X (& 'Superfund])
o HEAREB4EE (RCRA)

e CERCLA KU RCRAICHE T 3%

o ;HART1E;E (OPA)

Morgan Lewis



Environmental Risks
Overview of Common Environmental Risks

CERCLA (also known as “Superfund™):

Federal statute that can require environmental work to respond to releases of hazardous
substances that threaten public health or the environment

Liable Parties:
— Current owners and operators
— Former owners and operators at the time of disposal
— Generators
— Arrangers
— Transporters

Standard of Liability:
— Strict (applies even if release was not intentional or negligent)
— Retroactive (generally applies even to releases before CERCLA’s enactment in 1980)

— Joint & several - liable parties are each generally liable for all costs except for:
« Contribution (liable parties generally can sue each other only for cost allocation)
 Divisibility (liability may be limited if the harm can be “apportioned”)

Morgan Lewis (11
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Environmental Risks
Overview of Common Environmental Risks

CERCLA — Recent Developments

Recent case law further defines CERCLA's broad reach, holding parties liable for
response costs at properties where hazardous substances from their air
emissions settled (citation).

Recent case law underscores limits on a liable party’s ability to recoup costs,
holding that parties that settle claims by others must show that the costs they
reimbursed were recoverable under CERCLA before they can seek contribution

from others (citation).

Recent case law sets limits on state agencies’ discretion in settling CERCLA
claims, holding that the settlement amount in a CERCLA consent decree with a
state agency must be proportionate to the liability attributed to the settling party,
and noting that courts will pay less deference to State agencies than to the U.S.
EPA (State of Arizona v. Ashton).

Morgan Lewis @
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Environmental Risks
Overview of Common Environmental Risks

RCRA — Recent Developments

e New rule issued December 18, 2014 with technical requirements for disposal of
coal combustion waste from electric utilities; possible legislative override

e Remanufacturing of certain higher-value solvents excluded from RCRA’s definition
of solid waste in 2015 revisions regarding recycling

e In 2015, a court required EPA to delete the “comparable fuels” and “gasification”
rules that excluded fuels manufactured from hazardous waste from RCRA’s
definition of “solid waste,” holding that, even if such fuels are comparable to
commercial fossil fuels, they must still be requlated as hazardous waste

Morgan Lewis @



RTEUAD
—REIBREUADOHEE

RCRA — IEDE[A]

o 2014512 18H(ICATSINIHRAL, EXRFXZFHNRET A RMRHREEZEDOLN
BICEATIRMNEHEET; BRICINEESNS ATREE

o HEN., INEBELBFDBERER. JFA1DUIVICEATH2015FERIEICHITS
RCRADEIZ EEINDE ZH ORI SN TS

o 2015F(CEFIFRIFEPAICK LT, BAEREMD bEESNTRF Z. RCRADI E 2B ZE
1o LTV B EE % # (comparable fuels) 1&I & &1t (gasification) 1DR Al
ZHIBR T3 CEEE BT, HFIFREENoDBREHIH RO R RHERZEFTHDELT
VEEREYELTRHISNLGCTIG oL HIBT L

Morgan Lewis (16



Environmental Risks
Overview of Common Environmental Risks

Violations of Environmental Laws:

A purchaser of a business may be liable for violations of environmental laws or permits by
the purchased business.

Laws imposing liability for violations include:
e Clean Air Act

e Clean Water Act

 CERCLA

« RCRA

 Qil Pollution Act (OPA)

« Toxic Substances Control Act (TSCA)

« Safe Drinking Water Act (SDWA)

* Endangered Species Act (ESA)

e Occupational Safety and Health Act (OSHA)

« Emergency Planning & Community Right-to-Know Act (EPCRA)
« Various State, County, District and Municipal Laws

Morgan Lewis Q
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Environmental Risks
Overview of Common Environmental Risks

Risks for violations include potential:

— Civil fines and penalties for past, on-going and future
violations

— Criminal liability (fines, penalties and possible
imprisonment) against (i) the purchased company and
(ii) officers and employees of the purchaser in the event
of ongoing, willful violations after closing

— Capital expenditures to bring purchased business into
compliance with such laws or permits (such as facility
upgrades, installation of pollution control systems or
cleanup costs);

— Exclusion from participation in public bids until violations
are resolved

— Temporary or permanent shutdown of all or a portion of
any non-compliant facilities of purchased business

— Negative publicity

Morgan Lewis
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Environmental Risks
Overview of Common Environmental Risks

While thousands of environmental laws and regulations have been enacted at the federal, regional,
state and local levels, different regulations predominate for different types of operations. For example:

Oil and Gas Production (“Upstream”). Environmental laws and regulations significantly affecting
this industry include:

e For siting, planning and development: local zoning ordinances, CEQA (in California), NEPA (for
federal land), ESA

e For drilling and pumping: operational requirements typically left to states; on federal land, U.S.
Dept. of the Interior contract requirements and regulations often predominate; OSHA regarding
worker safety

e For hydraulic fracturing (“fracking”): some states and local governments have enacted laws and
regulations with specific conditions, requirements and, in some cases, prohibitions on fracking

e For materials and waste handling: TENORM restriction on brine sludges, chemical disclosure
requirements

e For surface water management: state water laws, erosion and sediment control
e For air emissions: CAA NSPS, state air quality law, methane emissions

e For accidents, spills and releases: CERCLA and state spill requirements, may trigger EPCRA and
other statutes requiring notice to government agencies

Morgan Lewis ©
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Environmental Risks
Overview of Common Environmental Risks

Many statutes apply broadly across different industries (e.g., RCRA), while others focus on
specific types of materials (e.g., FIFRA) or resources (e.g., ESA). To illustrate:

Agriculture Industry. Environmental laws and regulations significantly affecting this industry
include some of the same as for oil and gas production but with notable differences:

e For siting, planning and development: local zoning ordinances; CEQA (in California); NEPA (for
federal land); ESA

e For water safety and wetland protection: SDWA; CWA spill prevention and discharge
requirements; NPDES permits required for some operations; specific EPA rules for certain
types of operations; Coastal Zone Management Act (CZMA); ESA; state water laws

e For materials management: RCRA for hazardous waste and USTs; TSCA; [cut text] Federal
Insecticide, Fungicide, and Rodenticide Act (FIFRA); Federal Food, Drug, and Cosmetic Act
(FFDCA); ESA; OSHA regarding worker safety; MSDS

e For air emissions: CAA (for PM, ozone NAAQS, VOCs, etc.); potential NESHAPS; Title V permits
and New Source Review may be required; state air quality laws; methane emissions

e For accidents, spills and releases: CERCLA and state spill requirements; may trigger EPCRA
and other statutes requiring notice to government agencies

Morgan Lewis ©
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Environmental Risks
Overview of Common Environmental Risks

Environmental Health & Safety Laws:
A Complex Web

Endangered
Species /&

'_: Pollution Emergency

Response

Hazardous Wastes

Water Pollution

—
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Environmental Risks
Overview of Common Environmental Risks

Tort Liabilities:

A purchaser of a business may be liable for personal injury, property damage or other harm
allegedly caused by, in whole or in part, the purchased business or its affiliates and

predecessors.

e Common examples of such claims:

— Exposure to hazardous substances attributable to discharges into water, emissions into
air, and releases or disposal into soil, surface water, groundwater or indoor air;

— Exposure to products manufactured, assembled, sold or distributed by the purchased
company (or its predecessors);

— Exposure to hazardous materials in the work place (e.g., asbestos, lead, urea
formaldehyde, TCE and PCE); and

— Other types of product liability legal theories.

o Recent development: CERCLA does not preempt state statutes of repose for hazardous
substance related tort claims (citation).

Morgan Lewis @
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Environmental Risks
Overview of Common Environmental Risks

Other Operational Risks:

The purchase of a business can trigger requirements attributable to changes in ownership or
operational control of the business that have the potential to delay the closing or to impact

operations after the closing.

e Common examples of such risks:

o Need to transfer, amend or revoke and reissue key operating permits (e.g., air permits,
wastewater discharge permits, water withdrawal permits, mining-related permits);

— May require public hearings, extensive background checks and significant delays before
closing.

— For permits where such transfers occur after closing, purchaser could bear risk if permit
is not transferred, amended or reissued.

— May result in need for installation of pollution control technologies or other costly capital
improvements.

o Transaction triggered obligations to investigate and remediate certain properties
(particularly in NJ and CT)

Morgan Lewis @
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Environmental Risks
Identifying and Managing Environmental Risks

Due Diligence
Purpose:
— Identify and quantify environmental liabilities
— Allow parties to allocate liabilities between purchaser and seller
— Anticipate impediments to closing
— Evaluate operational constraints
— Re-evaluate purchase price
— Allow parties to structure the deal to avoid liabilities
— Prepare a post-acquisition plan to manage risks
— Anticipate lenders’ questions and concerns

Morgan Lewis
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Environmental Risks
Identifying and Managing Environmental Risks

Due Diligence

Methods:
— Phase I Environmental Site Assessments

— Desktop Reviews
— Phase II Subsurface Investigations

— Gather and Review:

— Environmental reports, audits, data, permits, notices of violation, correspondence,
hazardous waste manifests, environmental insurance and other documents disclosed by

seller
— Agreements relating to previous acquisitions and dispositions of businesses and real
property
— Regulatory Compliance Review / Audit

Morgan Lewis @
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Environmental Risks
Identifying and Managing Environmental Risks

Due Diligence

Phase I Environmental Site Assessment:

An inquiry by an environmental professional to ascertain whether there is reason to believe the property is
contaminated. It includes:

— Interviews with owners, operators and others

— Review of historical sources

— Review of government records

— Inspection of site

— Review of information provided by seller

Standard of Care

— EPA Final Rule, published 11/1/05; or

— ASTM E1527-13 (published 11/5/2013)
— Redefines Historical Recognized Environmental Conditions (HRECs)
— Re-conceptualizes Controlled Recognized Environmental Conditions (CRECs)
— Potentially expanded regulatory file reviews
— Must now address the vapor migration pathway
— Makes mandatory certain user responsibilities for disclosing property information

— Affected parties may continue to perform Phase I ESAs pursuant to the E1527-05 standard, but
should become familiar with the revisions contained in E1527-13

Morgan Lewis O
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Environmental Risks
Identifying and Managing Environmental Risks

Due Diligence
Phase II Subsurface Investigation

— Is there contamination?
— Nature, extent and source of contamination?
— Estimated time and cost to remediate?
— Impacts to on-going operations or proposed development?
— Do the business operations comply with environmental laws?
— Does the business have all permits?
— Are there pending violations or enforcement actions?
— Are major expenditures required to achieve compliance?
— Any pending changes in law that will make compliance difficult or expensive?
— Is there a risk of citizen suits?

Morgan Lewis
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Environmental Risks
Identifying and Managing Environmental Risks

Allocation of Risk
Deal structure (e.g., stock purchase vs. asset acquisition)

Purchase price adjustment

Representations and warranties

Indemnification from seller

— Allocate and define remediation obligations

— Allocate other liabilities
— Fines, penalties and capital expenditures associated with violations of law
— Tort claims
— Natural resource damage claims

— Deductibles, thresholds, caps and cost sharing

Potential Statutory Limitations on Liability
— Brownfields and Superfund Revitalization Initiative
— Prospective Purchaser Agreements

Morgan Lewis
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Environmental Risks
Identifying and Managing Environmental Risks

Special Considerations for Oil and Gas Purchase Agreements

e Pre-Closing Due Diligence

— Access Rights — Invasive activities; ownership and disclosure of data; confidentiality; access
indemnification

e Representations and Warranties

— Disclosure of permits, consent orders, notices of violation and known issues; knowledge
qualifiers

e Environmental Defects
— Notice and Survival
— Remedies — Cure rights; purchase price reduction; indemnification
— Thresholds, Deductibles and Caps

— Indemnification — Plugged and abandoned wells; pre-closing operations
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Environmental Risks
Identifying and Managing Environmental Risks

Environmental Insurance

e Types of Policies
— Pollution Legal Liability ("PLL") Policies
— Cleanup Cost Cap (“Cost Cap”) Policies
— Blended PLL/Cost Cap Policies

e Considerations Regarding the Acquisition of Coverage
— Availability of certain types of policies in the insurance marketplace

— Ability to satisfy insurance company requirements regarding the degree of certainty of
future cost estimates (e.g., final agency approval of the remedial action may be pre-
requisite)

— Especially early on in the site investigation, the impact of contingency factors (percentage
add-ons to account for unknowns and potential cost over-runs) on the cost of coverage

— The precise scope of coverage offered and any exclusions that may limit a future payout
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This material is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It does not constitute, and should not be construed as,
legal advice on any specific matter, nor does it create an attorney-client relationship. You should not act or refrain from acting on the basis of this information. This material
may be considered Attorney Advertising in some states. Any prior results discussed in the material do not guarantee similar outcomes. Links provided from outside sources
are subject to expiration or change.
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