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§ HAZARDOUS WASTE

FINANCIAL ASSURANCE -

Th1s amde dlscusses and compares the fmancxal instruments commoniy used to meet fi-
nancial assurance reqmrements for hazardous waste facilities as well as the competltwe
and environmental policy implications. of various regulatory and financial market limita-
tions on these instruments. The authors of this artlcle argue that changes to the: ‘existing
regulatory system must be made. Financial assurance reform, they say, should be aimed at
curing the financial assurance. regulatory system’s actual problems such as inaccurate cost
estimation, while fostermg a “level playing field” for i 1ssuers of financial assurance instru-
ments, thereby ensurmg the WideSt posszble range of secure flnanmal mstruments for com-

phance purposes

Hazardous Waste Fmanclai Assurance' A Comparison of Th:rd Party Risk
Mana _.ment Mechamsms—Suggestaons for Reform

BY LINDENE E PA’ETON AND .IAMES L .}'OYCE

he 19795 saw the first Wldespread awareness of the
T scope of environmental ¢hallenges posed by facili-

ties dealing with hazardous waste. Litigation re-
lated to environmental liability increased in volume
throughout the 1980s as did widespread efforts to regu-
late facilities handling hazardous materials and wastes
to prevent problems before they arose. ’I‘oday, industry
and government in the United .States are working to-
gether diligently to ensure those regulations are effec-
tive and evenhanded. Today’s environmental regula-
tions also often seek to ensure adequate nontaxpayer-
funded:resources are available to retire facilities in an
envirenmentally responsible manner at the end of their
useful lives. Such regulations commonly are referred to
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as “financial assurance™ (FA} requirements.! Expen—
ence has shown, however, that existing financial assur-
ance’ regula’aons do not always work as intended, and
as a result reguiators and site operators alike can face
difficulties in obtalmng the funding needed to rétire fa-
cilities, resulting in possible increased fiscal’ burdens
for taxpayers. There.are several reasons why existing
regulations are flawed; but-to understand the regula-
tions’ flaws one first must-have'a detailed understand-
ing’of the way they work i practice. A'central feature
of the operation of financial assurance: ‘regitlations is'a
series of third-party financial instruments-—insurance,
irrevocable letters of credit; surety bonds, and trust
funds—used to provide fmanmal assurance. Under ex-
isting federal .and state regulations, such FA instru-
ments (or what is deemed comparable financial protec-
tion) must be: avaﬂabie pnor to permzt issuance for cer-
tain fac:111tles :

! A}though there is room for debate about whether fmancxal
assurance should be required for.all types of environmental Ii-
abilities, there are cogent environmental policy. and fiscal rea-
sons. why financial assurance should be available to provide
adequate funds to-achieve responsible elosure,- post-closurs,
and long-term care for-the-kind: of facilities-discussed. in this
article. No:matter what types of facilities they apply to, how-
ever, financiadl assurance regulations effectively will meet their
goals only under certain conditions described here. .

- -2 This -article is: limited to. an-analysis of financial instru-
ments used for financial assurance compliance with federal
regulations governing closure, post-closure, and foreseeable
corrective action for certain treatment, storage, and disposal
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ANALYSIS & PERSPECTIVE

This article discusses and compares the financial in-
struments commonly used to meet financial assurance

requirements. It describes: the basic characteristics of-

each type of FA instrument. The'article then discusses
major common features of these instruments as well as
key differences in their regulatory treatment and in the

types of environmental and financial risks they protect
against. Finally, it discusses the competitive and envi-

ronmental policy implications of various regulatory and
financial market limitations on these FA instruments
and recommends the study of possible changes in FA
regulations to ensure the continued widest possible
range of alternative FA mechanisms.?

Several preliminary points about the limitations of
FA instruments and their use in the FA regulatory sys-
tem are noteworthy. First, all financial assurance in-
struments are created based on a regulatory system of
cost estimation for the costs of closure, post-closure,
and foreseeable corrective action at regulated facili-
ties.* No financial assurance instrument, no matter how
robust, can overcome the fundamental problem posed
by inadequate or improper cost estimation.® Further,
the amount of funding regulators can require any FA in-
strument to provide is limited by cost estimates for the
assured activities, so the amount of closure FA that can
be required is limited to the current cost estimate for
closure activities, for example.® Each FA instrument
then is responsible only up to its stated Iimits, not for

facilities for environment waste (40.CFR 264.140-148). The
scope of the article does not include the following issues: 1)
EPA customary practice regarding financial assurance under
the superfund program, where the agency has not *promul-
gated FA regulations and proceeds instead under its settlement
authority where it requires financial assurance; 2) potential
differences between Resource Conservation and Recovery Act
Subtitle C standards governing hazardous waste management
and other standards (e.g, underground injection control).
Here it is important to note that differences in the economic
composition of the communities (private vs, public entities,
large vs. small companies, concentrated markets, etc.) regu-
lated under different regimes may yield different effects with
respect to pricing and competition; and 3) except in passing,
various laws in states with authorized programs, which may
impose more stringent FA standards. However, many of the
policy concerns discussed in this article would apply to these
other situations as well.

3 For recent EPA discussions of some of the risk issues ad-
dressed in this article, see Preamble, 66 Fed. Reg. 52,192
(10/12/01) and Preamble, 70 Fed. Reg. 53,420 (9/8/05).

* Technically, 40 CFR 264,100 and 264.161 (which delineate
the standards for FA for corrective action) establish a perfor-
mance standard for FA. There are no presumptive, prescriptive
requirements. That said, the agency issued model consent lan-
guage that mirrors aspects of 40 CFR 264, but regulators re-
serve the right to negotiate FA terms on a site- and case-
specific basis. Also, the timing by which the company must
demonstrate FA for corrective action is arguable. See http//
Www.epa.gov/camp}iance/resources,’policiesicieanup/rcra/
3008h-aocfa-mod-mem.pdf.

5 The cost estimation methodology required by RCRA Sub-
title C presumes an engineering cost approach and does not
correlate with either generally accepted accounting principles
for environmental obligations or basic net present value analy-
sis. Cost estimation is the subject of a current EPA Environ-
mental Financial Advisory Board workgroup effort.

6 Fven in the case of interim status facilities with trust fund
monijes above the cost estimate for closure, 40 CFR
265.143(a)(6) and (7) allow a site operator {0 request a release
of the excess amount, which the administrator may or may not
order. 40 CFR 265.143(b)(7) allows a bond’s penal sum to be

any coneeivable environmental harm scenario that may
arise beyond the stated activities in the company’s clo-
sure, post-closure, and/or_corrective action plans that
may require funds beyond those listed on the face of the
instrument to correct. None of the instruments consti-
tutes an unlimited performance guarantee; rather, they

all are limited financial assurance mechanisms with the

‘potential toleave various risks unassured.”

All FA instrument issuers have legal relationships
and duties of varying kinds to the parties that procure
and benefit from those instruments. Under existing fi-
nancial assurance regulations, each type of third-party-
purchased financial assurance instrument (also re-
ferred to here as a “mechanism’ or “method” of finan-
cial assurance) has different characteristics and thus
presents a somewhat different set of challenges to regu-
lators and regulated entities alike. Some FA instru-
ments may present challenges to the regulators who
need to access them stemming from the relationship be-
tween site operators who procured the instruments and
the entities that issued.them, for example, while others
present risks of inadequate coverage or raise affordabil-
ity or long-term risk concerns.

Insurers have a particularly strong relationship by
law and contract with their insureds. In certain FA con-
texts, the insurer-policyholder relationship creates the
possibility that insurers may face conflicting duties to
policyholders on the one hand and regulators on the
other. Nonetheless, the insurance relationship allows
for policy affordability and for environmental risk scru-
tiny, which benefits regulators and taxpayers alike. A
recent decision from the U.S. Court of Appeals for the
Ninth Circuit affecting insurance held that for FA pur-
poses insurers in certain circumstances may have to ac-
cept the risk of fraud by their policyholders, which may
result in significant insurance cost increases.® The law
is unclear about whether this holding would extend to
any other form of FA. That said, as will be discussed be-
low, potential fraud in applications for other types of FA
instruments may be easier to detect, a fact with implica-
tions for regulatory policy.

Trusts established for FA purposes have government
authorities as their beneficiaries, in most cases gvoiding
conflicts between trustees and site operators over trust
obligations. The FA trust agreement language found at
40 CFR 264.151(a) allows the owner/operator to direct
trust investments. Also, trust administrative fees can be
drawn from the corpus of the trust. Additionally, there
is a question whether the corpus of the trust is secured
in a bankruptcy proceeding.? Futhermore, if strictly en-
forced to meet FA goals, trusts are less affordable than
other financial assurance mechanisms because they

lowered. The same is true for a letter of credit (40 CFR
265.143(c) (7)) and insurance (40 CFR 265.143(d)(9)).

7 For example, in most cases financial assurance instru-
ments cannot trump the operation of federal bankruptcy law.
Given that the greatest need for financial assurance may
emerge coincidentally with the occurrence of a permitee’s pos-
sible or actual bankruptcy, understanding the performance of
each instrument in the event of bankruptcy also is essential,
However, detailed evaluation of the impact of bankrupicy law
on particular financial assurance instruments is beyond the
scope of this article.

Furich American Ins. Co. v. Whittier Properties, 356 F.3¢
1132, 57 ERC 2098 (9th Cir. 2004).

9 In bankruptcy, conflicts between regulators, site opera-

tors, and third parties over trust assets may arise.
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take up a far greater amount of a site owner’s current
resources. Their use also may not facilitate clear analy-
sis.of FA risks because independent, third-party risk re-
view often is absent. This situation occurs because the
trustee simply agrees to accept and pay monies in ac-
cordance with the trust documents and does not review
the adequacy or timing of underlying closure; post-
closure, remedial action, or other plans forming the ba-
sis-of the cost estunation that determmes the amounts
to be funded.

" Bonds provide assurance as long' as the issuer re-
mains solvent. However, a bond issuer’s liability is far
miore limited than regulators would prefer; and enforc-
ing performance or payment by the bond issuer may re-
quire significant transaction costs. Also, bankruptcy
again may present challenges to collection rights de-
spite the fact that proceeds may be paid into a spill-over
trust upon declaration of default or permit canceilatwn
by the regulator.

Finally, letters of credit present a different set of chal—
lenges and may severely impact the principal’s ability to
borrow funds. Reguiations applicable to letters of credit
may leave gaps in coverage. Fuither, certain éxtensions
of letter of credit instruments may result in collectibility
challenges (see discussion below).

In'sum, none of the‘available thard~party financial as-
surance instruments will ‘cure certain basic problems
facing the financial assurance regulatory system, in-
cluding the operation of federal bankruptcy law, Limit-
ing the availability of affordable FA instruments, how-
ever, may drive up the costs of remediation and compli-
ance obligations for a broad range of companies and
industries. Limiting the availability of such FA ihstru-
ments may.leéad to further consolidation within-certain
regulated- industries, which could have adverse public
policy implications.: Therefore, FA: reform s$hould ‘be
aimed at curing the'FA regulatory system’s actual pirob-
lems, such as inaccurate cost estimation, :whilte foster-
ing a “level playing field” forissuers of FA instruments,
thereby ensuring the widest possible range of secure FA
financial instruments for compliance purposes. As the
discussion below will show, in many Ways. ‘today’s regu-
latory playing field for FA instruments is not a level one.

FA regulations therefore may ‘need to be modified to
improve, cost estimation and minimize risks presented
by particular FA mstruments The followmg actlon in
particular are needed:

(1) Cost estimation reqmrements should. be modified
to. make them accurate, comprehenswe efficient, and
transparent to all instrument issuers. 10

(2) Rules. regardlng required pay-in levels to trusts
should be revised to reflect 11fe~cycle costs and mm;
mize long-term credxt risks.

(3) Rules governing when FA' instrument issuers
bear the burden of apphcant fraud should be revised to
deter fraud, and these revisions should apply equaliy to
all FA instrument issuers.

(4) Insurers should be relieved of doubie~payment li-
ability risks potentially imposed on them by state law.

10 As will-be discussed below, under current regulations,
once a facility enters post-closure it no longer is required to
provide inflationary adjustments to its cost estimate for post-
closure. It is unclear from the regulations when a company is
required to develop a cost estimate—and provide correspond-
ing FA—-for corrective action. Yet these may be the largest en-
vironmental costs posed by the regulated facility.

.(8) Use of a financial means test or corporate guar-
antee for FA compliance should be reviewed to mini-
mize long-term credit risks. .

"~ {6) The relationship between legaily required expira-
tion dates and coverage dates for letters of credit should
be clarified.

- (D Consaderatxon should be glven to whether FA
regulations on.increased coverage. limits for FA costs
should be rev;se_d to. create practical options other than
facility closure -when site. operators -cannot .afford the
cost of increased limits.

The general purpose of envzronmental ﬁnancmi as-
surance regulation.is to provide adequate funding for
closure and post-closure -care and for corrective action
at regulated facilities. These goals are met using two ba-
sic methods: first; by requiring site owner/operators to
plan to meet such costs; and second; by requiring site
owner/operators to demonstrate they have adequate fi-
nancial resources to meet them.!! Without financial as-
surance, site owners and operators might not have the
resources to-carry out needed remediation activities, re-
sulting in the shifting of costs from the responsibie
party to taxpayers and the possibility of lnadequate clo-
sure work, post-closure care, or corrective action.!

- The regulations-attempt-to meet-the first goal of fi-
nancza} assurance—showing future costs have . been ad-
equately - planned - for—through . the . requirement . for
written estimates of these. costs.”® However; this.goal
may not be met if the cost estimates do not. adequately
consider potential changes-in the law, changes in sci-
ence, and the ongoing puinc policy debate surrounding
the “how clean is clean” question. Some estimates -also
may fail to.consider human factor issues, such as an im-
properly or ‘inadequately trained engineer who acciden-
tally mixes clean dirt and hazardous: dirt; regulatory or
management approval delays that cause critical path
delays resulting in increased costs fo-third parties; im-
properly-trained regulators who mandate the use of in-
appropriate methods -er: technology; or other unfore-
seen ‘closure ‘events occur.. Still other estimates may
contain simple computational errors, which also con-
tribute to failure of financial assurance even 1f the FA
méchanism performs as it should.

- "Some financial assurance mechamsms partlcularly
insurance, provide an additional opportunity:for inde-
pendent thlrd-«party review of the facility. owner or op-

1 45 Fed. Reg 33,260 (5/19/80) :

12 RCRA and Superfund: A Practice: Guide, 3d Sectmn Sec-
tion 4: 34 .(2007) {citing U.S. v. Ecko Housewares, Inc.,.62 F.3d
806 (Bth.Cir.. 1995) and South.Carolina Dept. of. Health and En-
vironmental Control v. Commerce and Industry.Ins. Co., 372
F.3d 245 (4th Cir. 2004). See also 45 Fed..Reg. 33,260 (5/19/80)
It is worth noting two pomts here about the availability of FA
resources to EPA, First, in some cases regulators are required
to make a RCRA Section 3008 demonsiration -before FA re-
sources will become available; in other cases, such as where a
site operator faces FA canceliation and cannot provide alterna-
tive FA, this will not be required. Second, RCRA provides ex-
plicit authority for EPA to collect funds without facing the re-
strictions. of other federal financial legislation, such as.the Mis-
cellaneous Receipts Act; query whether the Comprehensive
Environmental  Response, Compensation, and Liability Act
provides comparable authority. EPA has chosen to.proceed un-
der its litigation authority and to negotiate FA requirements on
a case-by-case basis in the superfund context rather than pro-
mulgating regulations under that program, although it has au-
thority to.do so under CERCLA Section 108(b}.

13 45 Fed. Reg. 33,260, 33,261 (5/19/80).
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erator’s cost estimates, by enlisting entities with exten-
sive experience in assessing environmental risks. Other
mechanisms typically do not pr(mde this addltmnal
level of environmental risk analysis.**

The Environmerital Protection Agency allows a vari-
ety of methods to be used to meet financial assurance
requirements, in part becauseé the avallablhty of a
brodder range of FA aptions allows for cost savings by
potentially - responsible ' parties. More *FA providers
means greater competition, increasing the likelihood af-
fordabte financial assurance will be available. This vari-
ety also ‘allows owner/operators’ greater’ flexibility to
blend  differesnt-instruments. (“hybrid compliance”),
which can smooth costs, dwersxfy risk, and limit credit
exposure to any one FA igsuer. This should make it
easier for owners and operators of régulated facilities to
achieve compliance.'® ‘Permitting the use of hybrid
complidnce- meéthods may--be-an impertant- consider-
ation if regulaters are to avoid a recurrence-of the his-
torical problems created when FA regulations first were
promulgated and implemented because somme assurance
tools were difficult to obtain.*® Each of the FA instru-
ment types ‘has its own advantages and disadvantages
in ensurmg a sufficient quantity of funds-at an-appropfi-
ate price, réducing the amount of the purchaser’s capi-
tal that must-be set aside, guaranteeing the funds pro-
vided by'the Vvehicle are avaﬂable ina timely fashlon
and ensunng the avallabﬂlty ‘of coverage

How the Avatlahie Instruments Work

Generally. Fmanmai assurance regulataons requ;re all
FA instruments to provide a specified amount of fund-
ing.Fhe FA regulations reguire the limits of. liability of
the insurance policy, .amount of the letter of credit,
bond penal sum, or trust balance te be equal to the es-
timated -cost ‘of closure, post-closure, or corrective ac-
tion as approved by the regulating entity. 7 However, all
of the FA instruments also limit the issuer’s (that is, the
bond guarantor’s; insurer’s, letter of credit issuer’s, or

14 Tames William Boyd, Financial Responsibility for Envi-
ronmental Obligations: Are Bonding and Assurance Rules Ful-
filling Their Promise? (August 2001). Resources for the Future
Working Paper No. 0142 at 20; available on the Web at hittp:/
ssrn.com/abstract=286914. (Article available for download at
end of abstract.) However, it is important to note any such re-
view only will be performed for the benefit of the insurer and
will assess risk only up to the exposed limits of the requested
instrument in the cohitext of the viability ‘of the projected pay-
out term. Obviously, if the cost estimate'is inadequate, the un-
derwriter may assume the payout will occur faster and earlier
than the submitted plan. So if thé instrument amount required
by the regulator is less than the amount an underwriter be-
lieves may be required 1o achieve the régulatory endpoint, the
underwriter will ‘consider the speed with which such funds
might be spent (as well as othet insured risks), which might be
faster than the 30 year pay out period and will rate (i.e., to de-
termine the policy premium) accordingly, but that rating infor-

mation may not be available te-the regulator:

15.45 Fed. Reg. 33,260 (5/19/30).

% John S. Cenniff; Financial Responsibility Assistance for
Underground Storage Tanks: Can Washingion Siate Run a
Pollution Reinsurance Company? 14 U. Puget Sound L. Rev. 1,
4 (Fall 1990).

“ V7 See, e.g.,-40 CFR 258.74 (municipal'solid waste landfilis)
and 40 CFR 264.143 and 264.145 (hazardous waste freatment,
storage, and disposal facilities). Even third-party guarantees
often have coverage limits. See 40°CFR 280.96 (UST guaran-
tors® lability limited).

trustee’s) FA compliance - liability. Bonds, ‘instrance,
and letters of credit all are limited to the face amount of
the instrument, while' trusts are limited by the funds
they hold at the time reimbursemerit is requested

As a condition of the permrt regulators require. cost
estimates underlying FA requirements to be adjusted
annually for inflation,’®. and the owner/operator must
agree -to alter FA limits whenever cost. estimates
change, whether for inflation or any other reason.!® As
a consequence, the liability limits for all types of. FA in-
struments may be requested to increase or-.decrease
with changes in estimates for covered costs. ‘Site opera-
tors may face corresponding increases in the cost.of the
FA instruments as a result because, for example, a-trust
may require additional funding and fees, a-bond issuer
may require more collateral:and fees, or an insurer may
require additional premium for increased coverage asa
result of increased estimated costs.*

In theory, these requlrements mean each FA method
should be equally able to provxde the necessary comph«
ance funds; assuming the issuér of the FA instrumentis
itself solvent when funds are needed, which may be'in
the distant future. However, in the event the site owner/
operator is unable to pay the increaséd fees or premium
and/or'is ‘unable to otherwise post the additional limits
or.collateral required, the regulators may be presented
with a difficult choice: terminate the permit ‘and force
closure .or. re-evaluate ihe requirements. Althdugh
RCRA regulatmns allow site operators to offer “hybrid”
compliance in some cases, and EPA has enforcement
discretion to permit such hybrid compliance at. least in
cases such as bankruptey proeeedings the practical re-
ality is-that the .agency often is forced to choose be-
tween permit-termination and. re-evaluation of FA. re-
quirements, To avoid this unfortunate result; regulatory
changes should be considered regarding increased limit
obligations or use of other settlement authorities to as-
sure continued operation where an alternative postmg
is in the publiciinterest.

To better guarantee the avaﬁablhty of funds the
regulations for each’ financial assurance instrument
also prowde fhat cancellation or termination of the in-
strument is poss1ble with written notice to the reguiator‘
Once ‘notice is received, the owner/operator has a lim-
ited time frame to provide and réceive regulator ap-
proval for an alternate financial assurance instrument.
In general, the reguiator will release the pre-existing FA
instrument if a new assurance prowder has been found
or if financial assurance no'longer‘is needed.?” In the
event financial assurance is required and the company
is unable to procure an alternate financial assurance in-
strument, the regulator may pursue whatever remedy is
necessary to draw upon the pre-existing financial assur-
ance instrument, including forced closuré of the facility
under RCRA Section 3008.

18 See 40 CFR 264.142-03), 264.144(b), 265.142(by, and
265.144().

1% See. e.g., 40 CFR 264.143(0)(7), (c){7) (dy(7), and &{N
and 265.14307), (T, and (& (). -

20 punds also may be released if the estimates are lowered.
See, “eg, 40 CFR 25874d)(7), 264143()(6), and
264.145(b) (7).

21 See, e.g., 40 CFR 264.143 (@)(1D), (0)(9), (©) (), (@(10),
and (&)(10).
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Insurance. Facility owners and operaters required to
maintain assurance of financial responsibility may use
msurance pOllClES to cover costs such as-closure,?? - post-
closure,” or corrective action.?* When insurance . is
chosen as the FA instrument for closure activities .or
post-closure care, the-facility owner/operator obtains a
policy*® from an insurer “licensed to transact the busi-
ness of insurance . . . in one or more States.”’2® The is-
sued:.policy is a contract that will cover.specific risks
stated-in the policy and pay or reimburse the policy-
holder on the occurrence of events included within such
covered risks (and-assuming other policy requirements
such as proper notice are met). An insurer may require
that part or all of the policy premium be paid “up front”
or over a period of time, and premiums are based on the
risks involved i the project.?” As is true of other FA
mechanisms, io meet FA requirements the amount of
the insurance policy must be equal to the.current esti-
mated cost for the event covered.?® Insurers generally
take the position that they legally cannot be compelied
to increase policy limits beyond amounts stated in their
pohmes unless they receive adequate additional policy
premium.

 Unlike the contractual relationship geverning most
insurance policies, federal regulations for-operators of
hazardous waste facilities require the insurer to agree
to pay out funds upon the direction of and to the party
specified by the EPA regional administrator or-the ad-
ministrator’s delegate rather than to the insured.®® In-
surers who regard themselves -as having an-obligatiorn
under state Jaw to pay ‘their insured upon the occur-
rence of certain risks, or not pay-out policy funds or
proceeds when the insured objects to such payment on
valid legal‘grounds, believe they face the risk of double
paymient liability when their insured claims ‘entitlement
to pelicy’ amounts”and regulators concurrently direct
them to pay those policy amounts to third parties.® Be-
cause trusts name the régulatory authority as benefi-
ciary, and bonds make the issuer liable when the gov-
ernment declares an event of default, they can avoid
similar issues.®! Insurers double payment problem

22 See e. g., 40 CF'R 264.143(e).
3 1d.

2‘* See, Memorandum from EPA, Susan E. Bromm, Director,
te Regional Counsels, RCRA Program Managers, and RCRA
Branch Chiefs for Reg‘lons I-X (2/8/06), on the Web at hitp://
www.epa.gov/compliance/resources/policies/cleanup/rcra/
3008h-accfa-mod-mem.pdf. '

2 The wording of the policy is specified by 40 CFR
264.151().

26 See, e.g.; 40 CFR.264.143(e)(1).

- ?7 See James:‘William Boyd, Financial Responsrblltty for En-
vironmental Obligations: Are Bonding. and Assurance Rules
Fulfilling Their Promise? (August 2001). Resources for the Fu-
ture Working Paper No. 01-42 at 20. Available on the Web at
hitp://ssrn.com/abstract=286914. (Article available for down-
load at end of abstract.) )

28 40 CFR 264.143(e)(3).

2% 40 CFR 264.143(e)(4).

30 Federal regulations also require reimbursement requests
to go through the regional administrator for approval before
reimbursements are paid. There is an apparent exception for
municipal solid waste landfills under RCRA. See 40 CFR
264.143(e) (5); for a similar regulation, Cal..Code Regs. Title
27, Sectlon 22248(h).

3! California regulatory authorities have proposed regula-
tions that take the further step of requiring the insurer to pay
the California Integrated Waste Management Board (CTWMB)

might be mitigated by (1) clear advance regulatory des-
ignation .of sole beneficiary status for regulatory au-
thorities under FA policies,. A2 federal preemption of
state law, and (3) express waivers in the policy and
policy apphcatmn by pohcyhoiders of thexr pohcyholder
rights,

FA regulations recognize that pohcxes can be can-
celled, terminated, ‘or not renewed for nonpayment of
premiums.>? However, federal regulations also provide
that the occurrence of certain defined events, such as
permit révocation, closure, or bankmptcy prior'to can-
cellation, términation, or non-renewsl may prevent in-
surers from canceling, terminating, or fajling to renew
policies for operators of hazardous waste facilities prior
to the expiration date, even if premiums owed are not
paid:*® These regulatory limits on cancellation mean in-
surers will be unwilling to issue FA policies in some
cases or that the pohc;es will be unaffordable because
insurers will require full “up front” paymént of policy
premiums for the entire possible policy term to avoid
site operator insolvency risks, and those “up front” pre-
miums will be based on conservative estimates of those
risks over an exceptionally: long period. Another effect
of certain newly proposed FA insurance regulations re-
qum.ng payment directly to a reguiatory authority is
that insurers no longer can exercise cost control over
closure, post-closure, or corrective action activities, pre-
Cludmg mdependent thzrd~party cost scrittiny of those
costs that would lead to more efficiént use of funds in
such activities. Because the FA regulations require the
policy liriit to’ increase as the closure ‘plan cost estimate
increases, even an up-front’] premmm payment “m full”
may not be sufficient to induce ap insurer to'issue such
policies except on a basis 50 conservative it would ren-
der them "unaffordablée. Thus, unanticipated losses
through nonpayment of premium are not the only prob-
lem imperiling the continued avallablhty of insurance
as an FA alternative. '

The unfortunate net effect of the tensmn between
regulators’ efforts to ensure the avaﬁablhty of fiinds to
meet costs in “all risk” scenarios and an insurers’ nieed
to manage its exposure could be the decline of insur-
ance as a viable FA' mechanism, either through market
withdrawal or because premium costs become pI‘Ohlbl-
tive to dite operators ‘The hallmark of insurance” is
quantifiable risk; insurers are in the business of accept-
ing such risk of loss. - Closure and: post-closure. insur-
ance policies originally. contemplated the risk that a
given site would be placed-into closure orwould require
pﬂst-closure care during a given- policy year, with a
given premium paid. However, as the universe of pos-
sible risks increases—ie., as the regulators ingist on
continued performance by the insurer notwithstanding
the occurrence of greater and greater variables, such as
bankruptcy of the insured, permit transfer, “abandon-
ment” of the:site, and the like—insurers are less in-
clined to participate'in-"the FA system..This is particu-

directly rather than the insured party if the eperator-or other
person authorized. to. perform -covered activities fails to. per-
form. CIWMB also is considering the possibility of instituting
standards to penalize delays in payment on FA policies, which
effectively would deny insurers’ traditional ability to adjust
claims. Proposed Cal. Code Regs. Title. 27, Section 22248(h).

32 Cal. Code Regs. Title 27, Section 22248(;) (2002); see also
40 CFR 264.143(e)(8),.40 CFR 258 74(d)(6).

3 40 CFR 264.143(e)(8).
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larly true because of the long-term nature of site post-
closure maintenance, which often requires insurer
funding for decades into the future 3*

Trust Funds. A trust is :a legal mechanism under
which a designated person or entity, the trustee, holds
funds it is obligated to conserve and expend on behalf
of a third party, known as the beneficiary, as directed
by the mstrument that creates the trust. EPA regula-
tions allow trust funds to be used for financial assur-
ance with the regulatory body as the beneficiary of the
trust.3 If a facility owner or operator chooses to create
a trust fund for FA purposes, it must use the trust agree-
ment specified in 40 CFR 264.151(a) (1) and make speci-
fied annual payments into the trust until it is funded up
to the amount of current cost estimates. Payments
made in to the FA trust, as with other trusts, give legal
possession of the funds to the trustee, who in this case
“must be an entity which has the authority to act as a
trustee and whose trust operations are regulated and
examined by a Federal or State agency.”*® The trustee
holds these funds for the benefit of, and owes a fidu-
ciary duty to, the trust’s designated beneficiary, which
in the case of FA trusts is EPA or the designated state
authority.®” The trustee then makes payments from the
trust fund at the direction of the regulator to cover the
costs of closure or post-ciosure care.

A unique feature of trusts under federal FA regula-
tions is the “pay-in period” when minimum payments
must be made into the trust but the trist may or may
not be fully funded.®® The length of such a pay-in period
will vary depending on the governing FA regulation,
however, and may be very short or even nenexistent.>
Under current federal regulatory requirements, pay-in
periods for trust funds can range from no allowable
pay-in period for existing facilities to a period equal to
the length of time of an initial operating permit for
newly constructed facilities (i.e., generally between five
and 10 years).

In cases where a pay-in period is allowed, the owner/
operator is required to make annual payments equal to
the amount of the current estimate of costs to be cov-
ered by the FA, minus the current valuation of the trust,
divided by the number of years remaining in the al-
lowed pay-in period, with adjustments for inflation and

3% As noted, cost estimates (and thus FA requirements) are
required to be updated only during the Jife of the facility and
no inflationary adjustments are required during the potentially
decades-long post-closure period. See 40 CFR 264.144(b)-and
265.144(b). .

35 40) CFR 264.151(g), Form CIWMB 100 (12/01).

36 See, e.g., 40 CFR 264.143(a)(1).

37 See 40 CFR 264.151(a)(1) at Section 3. _

38 See, e.g., 40 CFR 264.143(=2)(3) and 264.145(2) (3).

3 In the case of interim status facilities, which had to be in
existence either before Nov. 19, 1980, or the effective date.of
statutory or regulatory changes that rendered the facility sub-
ject to RCRA (42 USC 6925 (2004)), the pay-in period lasts for
20 years from the promulgation of the regulations (so all trusts
for interim facilities should be fully funded) or the remaining
operating life of the facility, whichever is shorter (40 CFR
265.143(a)(3) and 265.145(a) (3)). In the caseé of permitted fa-
cilities, the pay-in period lasts for the term of the initial RCRA
permit (typically five years) or the remaining operating life of
the facility, whichever is shorter (40 CFR 264.143(2)(3),
264.145(a)(3)). For standardized permits, the pay-in period is
three years or the remaining operating life of the facility,
whichever is shorter (40 CFR 267.143(@&@)(1)).

for changes in cost estimates.®® In those cases where
owners/operators are allowed the flexibility of paying in
to a trust fund over time, companies that can afford the
initial-costs of the setup and deposit of a trust mecha-
nism- hold a significant competitive advantage over
those who must use other mechanisms because they
must post much less financial assurance than the face
amount required for other instruments. This approach
also leaves the regulator with risk exposure that is not
posed by other third-party FA mechanisms. This same
risk exposure—long-term credit risk of the entity pro-
viding the financial assurance—also unquestionably is
posed by the use of corporate financial tests or guaran-
tees for FA compliance.*?

Although regulators require a final payment at the
end of the pay-in period to “true up” the trust fund so it
is equal to the current estimated cost of covered activi-
ties, the use of pay-in periods may result in only a por-
tion of the total estimated costs being covered during
part of the life of the facility. As a result, in instances
where a pay-in period exists, the trust fund is the only
third-party (i.e., excluding financial test or guarantee)
financial assurance mechanism that does not make the
fully funded amount (i.e., an amount of money equal to
the current cost estimate for covered activities) avail-
able immediately upon acquisition of the assurance in-
strument. This creates some risk to regulators and to
the general public if problems arise during the pay-in
period because the trust fund may not have the funds to
provide the necessary assurance, :

On the other hand, at any given time the trust may
have funds in excess of the current costs of covered ac-
tivities*? and, if such costs increase in a linear fashion,
funding a trust over time should provide adequate as-
surance that costs can be met, assuming the internal
rate of return of the investment portfolio of the trust is
sufficient to cover inflationary adjustments and
administrative/trustee fees. Yet again, trusis, unlike let-
ters of credit, are exposed to investment and inflation
risk. Additionally, administrative fees can (and do)
erode the corpus of trust funds. .

Accordingly, it may be useful to re-examine the issue
of the appropriate levels of financial assurance that
should be required at different points in a facility’s life-
cycle and how this affects different types of FA instru-
ments. This re-examination (which would require very
careful attention to detail with respect to cost estima-
tion) should assure equitable treatment for the use of all
FA instruments and appropriate linkage to actual costs
for covered activities.

Bonds. Bonds, which bind signatories to pay a sum
certain upon occurrence of a particular event,** may be
used either to guarantee the owner/operator will per-
form closure or post-closure duties in accordance with

See 40 CFR 265.143(a), 264.145(s), 265.143(a),
265.145(a), and 267.143(a).

** Note that California does not make any specific pay-in
requirements, thus creating an interesting risk profile for sites
where the trust is used as the FA instrument. See Cal. Code
Regs. Title 27, Section 22240 and Form CIWMB 100 (12.01).

*2 Nevertheless, if the trust contains funds in excess of cur-
rent closure cost estimates, the owner or operator can request
the release of those funds above the current cost estimate. 40
CFR 264.145() (7). -

4312 Am. Jur. Bonds § 1 (2007). This “sum certain” is re-
ferred to as the “penal sum.”
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its RCRA permlt44 .or -guarantee. a facility owner/

operator . will establish. and pay.in to.a standby trust
fund.®® A surety company?® guarantees either payment
to a standby trust fund or performance of closure/post-
closure activities. If the 6wner/operator:fails to perform
its obligations, the regulator notifies the surety,:who
then becomes liable.*” In the case of a’bond guarantee-
ing payment to a trust, the surety must fund the trust;*
if the bond is a performance guarantee, the surety ex-
ther may fund a standby trust or, perform the closure/
post-closure duties itself.’ e

When-a bond-is: used as fmanmal assurance the
agreement simply makes the guarantor liable up to the
full penial sum of the bond- i the principal fails to per-
form the assured duties. 50 The guarantor’s llabﬂlty is
limited to the penal sum of the bond even if the bond
guarantees performance Of_course, bond  sureties
will not-be willing to fake on suoh long-term liability for
free; in fact, EPA has recognized that collateral require-
ments or costs-of surety bonds may be prohibitively
high for smaller companies.” Moreover, the current FA
requirements under RCRA. Subtitle C, govermng haz»
ardeus waste management, and Subtitle D, governing
nonhazardous solid waste disposal, make no provisions
to measure the credit worthiness of the issuing surety,
resulting-in- potential risk exposure to the public if the
FA issuer and the ownerfoperator face financial distress
at the same ume

To._erisure bond proceeds wﬂl be readily avallable
When the surety becomes liable on the bond, EPA re-
quires-the use of a standby trust fund.>® This prevents
the proceeds’ from thie bond from going into the U.S.
Treasury, where by law additional legislation would be
needed to use the funds.> A standby trust fund is re-
quired-even if the bond is used to guarantee perfor-
mance because the funds used by the facility owner/
operator snll would come: from the surery 55

T gee. eg 40 CFR 264. 143(b); Cal. Code Regs. Title 27
Section 222440 (4)-(6).

*® See, eig., 40 CFR 264.143(¢); Cal Code Regs Title 27,
Sectxon 22244()(1)-(3) (2006).

#6.Sureties have to be among those ilsted as acceptable se-
curities-for federal bonds:in Circular 570.0f the Treasury De-
partment (40 CFR 264.143(b)(1) and 264.145(b) (1)).

7 See 40 CFR 264. 143(b)(5) and {c)(5), 264.145(b) (5) and
©. '

*'40'CFR 284.151(b).

4 40 CFR 264.151(0).

50 See, e.g., 40 CFR 264.143(b) (5).

91 40 CFR 264.151(c) {2006). The 13th paragraph of the re-
quired bond language reads in pertinent part, “in no event
shall the obligation of the Surety(ies) hereunder exceed the
amount of said penal sum.” .

© %253 Fed. Reg. 43,322, 43,353 (10/26/88).

%3 40 CFR 264.143(b) (3) 264.145(0)(3), and 258, 74(b)(4)

% 53 Fed. Reg. 43,322, 43,355 (10/26/'88) ‘In the case of
CERCIA FA proceeds, this requirement is avoided by the use
of provisions in negotzated administrative orders on consent.

9 California regulations allow but do not réquire CIWMB to
order the establishment of a standby trust from which CTWMB
directly may withdraw funds in the event the principal ‘de-
faults. Cal, Code Regs. Title 27, Sectmns 22237 and 22244{e)
(2007).

. Letters of Credit. Irrevocable standby letters of credit_
issued by federally-regulated. . or. state-examined
banks®® provide another financial assurance tool.%” Let-
ters of credit are payment-ensuring contracts wherem a
bank promises to pay a specified sum on. presentation
of specified documents.?® Most, standby letters of credit
are one supporting part of a series. of contracts ng
the buyer of the letter, the beneficiary, and the isstier of
the lefter. Typically, the buyer'and “beneficiary: have
agreed to an underlying transaction, and the letter of
credit is a promise on the part of the "i"ssmng bank to pay
the “beneficiary -when ‘specified ‘documents- are : . pre-
sented: md:catmg the' buger has failed to perform onthe
underlying transaction.>® In the FA context, the docu-
ment presented by the. benef:mary {in this- case, the
regulator) must 'be a sight draft or a signed statement
from the regional administrator that simply states ““the
account is payable’ pursuant to RCRA-authorized: regu-
lations.®® The regulations allow the regional adminis-
trator to provide such-notice’ when there has been an
administrative determination of a failure to perform
pursuant to RCRA Section 3008%* or the regulator has
received notice of cancellation from the: -owner/operator
or ‘bank and the owner/operator is iinable to provide
timely ev;dence of alternate fmanezai assurance for cov-
ered costs.®
. EPA regulatlons requlre Eetters of credit used as FA
to be irrevocable and have a penod of at least a year,

renewed automatically unless the issuer notifies the

EPA in writing that it has decided not to extend the let-
ter of credit within 120: days of the’ anniversary date of
the letter of credit. If the letter of credit is not renewed
by the issuer, EPA has the authority to draw on the ex-

' isting letter of credit-if the 31te operator cannot obtam

aiternate financial assurance.®

As with the other financial assurance methods dis-
cussed here, the EPA regional. administrator or.autho-
rized state plays a direct role in the letter of credit rela-
tionship because the controlling authority may draw on
the letter of credit if the owner/operator has failed to
perform final closure. in accordance with the permit or,
in the event of notice of cancellation, fails to obtain al-
ternate financial assurance acceptable to the regula-
tor.%* California requires the issuing institution to be-
come liable upon operator default, essentially as with a

- bond, but-as is true of bonds, issuer liability is capped

by the face amount of the instrument.’® Another paral-
lel between bonds and letters of credit is the mgmﬁcant

%6 Spe-40 CFR 264.143(d)€1). See also 2L of Chemlca.l Reg
and Hazardous Waste Section 5:72 (2007). -

57 See 40 'CFR 258.74(c), 40- CFR 264. 143(d), Cal: Code
Re%s Title 27, Section 22243, .

%.1 Corp.-Counsel’s Guide to Letters of Credit Secnon 1.2,

59 1d. at Section 1:90.

80 40 CFR 264.151(d). This section provides. mandatory Ian~
g‘ua‘ge for the Jetter of credit. ’

40 CFR 264.143(d)(8) and 40 CFR 264.145{d)(9).

52'Gee 40 "CFR 264. 143(d)(5) and (9) and 40 CFR
264 I45(d)(5) and (105.

53 40 CFR 264.143(d)(3), 264.145(d)(9). As is the case with
bonds, hazardous waste facﬂ1ty owner/operators using letters
of credit to satisfy FA requirements under RCRA must main-
tain a standby trust fund that will receive payments under the
letter of credit to avoid diversion of the funds to the Treasury.
See 40 CFR 264.143(d)(3) and 40 CFR 264.145(d)(3).

6% See, é.g., 40°CFR 264.143(d)(8).
8 Cal. Code Regs. Title 27, Section 22243(g).
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cost many owners or operators may have to incur to'ac-
quire them, costs that at least historically were (and
probably still ar€) typically much higher than FA insur-
ance under standard business practices.®®

Key Differences Between Financial Assurance

Mechanisms _

In general, when insurance serves as an FA mecha-
nism, the insurer is required to pay when. presented
with covered claims regardless of the insured’s sol-
vency and thus has to estimate the likelihood and mag-
nitude of covered risks.5” This makes insurers’ calcula-
tions more sensitive to differences in regulation and site
conditions,*® which likely will result: in greater price
sensitivity to changes in regulations or variations in
site-specific characteristics, which in turn can provide
desirable feedback to regulators regarding environmen-
tal risks. ' . '
~ Trust funds are financial instruments of a different
sort than bonds, insurance, and letters of credit. They
provide ready access to funds and likely will have fewer
disputes over who can order the payment of funds be-
cause. the government is the named beneficiary of the
trust, but they encounter an important issue some of the
other mechanisms described do not. That is, the funds
set aside in trust are not available for the owner/
operator to use for other purposes, Similarly, issuers of
bonds or letters of credit often will require the customer
to put up some form of substantial security or deposit,
reducing the customer’s available credit and tying up
capital. ) :

In general, trusts are similar to insurance to the ex-
terit the trustee must pay for costs incurred regardless
of the solvency of the owner/operator.®® However, if the
trust is funded insufficiently, the trustee only is liable
for the funded amount, not the shortfall. Most FA insur-
ance regulations, on the ‘other hand, provide that the
regulatory entity may be able to- compel insurer pay-
ment up to policy limits regardless of whether the in-
stallment premium has been paid in full. However, this
ability to compel payments may be limited to the ability
to demand reimbursement and not to demand immedi-
ate liquidation into a trust. As such, there would be an
ongoing series of reimbursements during the closure,
post-closure, or corrective action process from insur-
ance. proceeds, not a' single lump sum payment. Fur-
ther, the regulator must declare and represent that
costs forwhich reimbursement is demanded are consis-
tent with the insured plan.

With bonds and . letiers of credit, the issuer acts as a
backstop to the facility owner or operator and takes on
liability up to the stated finaneiat limits in the event of
a failure to perform rather than when environmental
events occur.”” Therefore, pricing is based on the mag-
nitude of risk and the likelihood of insolvency on the
part of the principal.” _

In short, while insurers cover environmental risk,
bonds and LOCs are based on credit risk and do not
provide additional review of the owner or operator’s en-

68 53 Fed. Reg. 43,322, 43,353 (10/26/88).

87 Boyd at 20. :

88 Id.

8% 40 CFR 258.74(2)(7), 264.143(2) (10), and 264.145(a) (11).

70 See 40 CFR 258.74(1)(3), 264.143(b)(5), 264.143(c)(5),
and 264.143(d)(8).

7} Boyd at 20.

vironmental risk assessment: In the case of bonds and
letters of credit, the person seekinig the bond or letter of
credit often must provide a substantial credit or other
form.of financial security by pledging assets to the bank
or surety-company in addition to the surety’s or bank's
significant fee.”™ Such collateral requirements sharply
limit or eliminate the owner or operator’s ability to use
the assets pledged as security to obtain credit for other
purposes, such as capital reinvestments, facility im-
provements, or monitoring and maintenarce expenses.

If regulators alter FA regulations in ways that limit
the availability of insurance and other affordable FA
mechanisms, they effectively will be making FA instru-
ments available only to large -entities with high. net
worth that can meet financial means tests, obtain par-
ent corporate guarantees, or obtain financial assurance
based on tying up significant capital. A decline in the
availability of financial assurahce instruments likely
will drive up compliance costs and may lead to consoli-
datiort inthe regulated-industry; while at the same time
ignoring the relationship between site operator activi-
ties and the environmental risks they create, - -

Insurance. Among other risks, insurers who issue FA
policies also face the problemn of policyholder fraud.
Under well-established insurance law principles, if an
insured party knowingly makes false statements or ma-
terial misrepresentations to its insurer, the insurer is al-
lowed to rescind the policy.” An insurer’s ability to re-
scind for fraud is an essential part of its risk evaluation.
Insurers often must rely on the representations of the
potential insured because it is the potential insured who
has the greatest knowledge of the facts surrounding the
risk.” However, in Zurich v. Whittier, a case invoiving
FA coverage, the insured represented to its insurer that
a site covered by the policy:was not contaminated when
in fact the insured had known of substantial contamina-
tion for some years. Had this information been dis-
closed, Zurich, the insurer, would not have issued the
policy.” The Ninth Circuit nevertheless denied rescis-
sion despite Zurich’s claims, inter alia, that denying re-
scission would create an extreme potential for loss.”®
The result of this interpretation of the FA regulations is
that insurers must accept the uncompensated risk of
fraud by their insureds with respect to FA instruments.

When issuers of other FA instruments, such as bonds
or letters of credit, are faced with fraud by the parties
who procured such instruments, it is unclear whether
FA regulations will modify or eliminate their existing le-
gal rights, if any, to decline payment under those instru-
ments. Regulators and taxpayers will be required to
bear the burden of fraud in issuance of FA instruments
other than insurance if the issuers of those instruments
are not legally required to do so (and recovery against

72 1 Corp. Counsel Guide to Letters of Credit Section 1:3
(2007). ;

3 Zurich American Ins. Co. v. Whittier Properties, 356 F.3d
1132, 57 ERC 2008 (9th Cir. 2004). See also Brief of Appellee
at 8, Zurich American Ins. Co. v. Whittier Properties, No. 02-
36101 (Bth Cir. July 2003). ) )

4 An insurer cannot reasonably verify site conditions with-
out exposing itself to excessive environmental liability during
physical investigation activities and/or excessive costs associ-
ated with extraordinary due diligence,

5 Brief of Appellee at 6, Zurich American Ins. Co. v. Whit-
tier Properties, No. 02-36101 (9th Cir. July 2003).

8 Id. at 45.
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the party committing the fraud is not possible, which
seems likely). However, FA instrument issuers other
than insurers should be able to detect fraud more easily
because they are assessing credit risk, not the risk-of
environmentai harms. This suggests that t6 énhance
and promote competition by maintaining a level regula-
tory playing field;'FA regulations should be amended to
reinstitute strong disincentives to the procurement of
FA instruments through fraud.- FA regulations:should
not require issuers -of FA instruments of any type to
bear the risk of fraud by their customers (e.g., account-
ing fraud for bank-issued instruments). '

Trust Funds. Trust funds are financial instruments: of
a different sort than: bonds, insurance, and letters of
credit, While bond, insurance, and letter of credit cli-
ents may pay for their financial assurance, the -pay-
ments required to obtain such FA instruments typically
do not have a dollar-for-dollar relationship to liability,
as is the case with a trust.”" In instances where the FA
rules allow for the use of pay-in periods, the full amount
of financial assurance coverage required miay not be
available for use until the end of the prescribed pay-in
period, if at all. By contrast, the full value of bonds, in-
surance policies, and letters of credit is available from
the date these measures go into effect.” The fact that
owner/operators who use trusts for FA sometimes only
are required to pay in over time gives the permitees in
such cases who can afford the initial costs of the set up
and deposit of a trust mechanism a significant competi-
tive advantage over those who must use other mecha-
nisms because they must post much less financial as-
surance af the outset than the face amount required for
other instruments. However, this approach also ex-
poses the regulator to the long-term credit risk of the
owner/operator paying into the trust, a risk not posed
by other third-party mechanisms but which certainly
also is posed starkly by the use of a corporate financial
test or guarantee for FA compliance. o

Bonds. As previously mentioned, bonds are priced
based on the credit risk presented by the facility owner
or operator rather than the environmental risks pre-
sented. Thus, they are much better at providing assur-
ance for known costs than unpredictable ones.” For
example, corrective action cost estimates are among the
most unpredictable of costs confronted at the time of a
facility closure.*” These costs vary depending on the
type and length of facility operations and third-party
impacts to the facility property. As a result, bond prices
covering long time windows that seek to anticipate such
costs may be prohibitively expensive for smalier facility

7 John H. Turner, The U.S. EPA 40 CFR 258 Fi inancial Test/
Corporate Guarantee—New Environmentally Protective, Cost-
Effective Mechanisms for the Demonstration of Financial Re-
spo_’%sibility, 9 Fordham Envtl. L. J. 567, 574 (1998).

Id.

7 Boyd at 20.

80 pyursuant to guidance issued by EPA, financial assurance
for corrective action only is required as part of an adjudicated
consent order or at the time of remedy selection. Prior to that
peried, although a company may be booking an environmental
reserve on their financial statements for corrective action
costs/activities, financial assurance technically is not required.
This means some of the largest potential costs theoretically ad-
dressed by the FA system may not actually be anticipated m
practice.

owners and -ogoerators (i.e.; those-not able to meet the fi-
nancial test) ** .. - - o o
Because bond issuers become liable when they are
notified of a facility owner or operator’s default on their
obligation, one problem that has arisen is the degree to
which the bond issuer (i.e., the guarantor) may be li-
able. For instance, in People ex rel. Ryan v. Envtl.
Waste Res. Inc.,** an Illinois trial .court found site op-
erator Environmental Waste Resources (EWR) had vio-
lated the closure and post-closure requirements of its
operating permit. and that its bond ‘guarantor, United
Pacific, ‘either could pay the penal sum of the bond or
perform’ the closure and post-closure itself. Howaever,
an appeals-court reversed the trial court, finding that if
Unitéd Pagific chose to ‘perforim, it would be lable for
the full cost of performance regardless of the perial sum
of the bond.® The court ruled the wording of the agree-
ment (which is identical to what EPA requires for FA
bonds at 40 CFR Section 264,151 (b)) limited United Pa-
cific’s liability to the penal sumy of the bond even in the
event of performance 3 v S
One of the state’s concerns in' People ex. ref. Ryan
was that bond guarantors are permitted to abandon a
project before all of the costs of performance are in-
curred,*a result-permitted by-the court’s ruling. A
similar problem -could arise with any of these FA
mechanisms because they all employ liability limits, but
establishment of such limits is necessaryfor the instru-
ments to exist in the first place because ajl FA issuers
must be‘able to calculate their financial risks with some
degree of certainty if they are going to be willing to is-
sue the FA'instrument in the first instance. - :

Letters of Credit. One advantage of letters of credit in
commercial practice is that, as long as the letter is valid,
the “independence principle” ensures the presentation
of the proper documents by the letter of credit
beneficiary—typically, a third party not related to the.
party that originally obtained the letter of credit—will
entitle it to payment.®® Although letters of credit are
similar to bonds to the extent their pricing is based on
the owner/operator’s credit risk, and they are similar to
bonds and insurance to the extent the full amount of as-
surance generally is availabie from the beginning, they
also present a unique liability issue if expiration dates
and effective coverage dates.do not match one another.
For example, in Fina Supply Inc. v. Abilene Nat.
Bank,*” a bank extending the expiration date of a letter
of credit was sued for allegedly misrepresenting the ef-
fect of that expiration. While the change in expiration
date meant Fina had more time to present requests to
draw on the letter, this did not change the effective pe-
riod for occurrences for which Fina could draw on the
letter and made Fina’s attempted draft invalid.3® In the
FA context, this liability issue likely only arises in cases
where the issuing financial institution has provided N0-
tice of cancellation and opts to extend the expiration
date at either the owner/operator or regulator request.

81 47 Fed. Reg. 15,032, 15,041 (4/7/82).

82 782 NE.2d 201 (Il1. App. 2003).

83 1d, at 296,

84 Id,

35 1d, at 297.

8 Richard A, Lord, 1 Williston on Contracts Section 2:23
(4th ed,, updated 2007).

87 726 SW.2d 537 (Tex. 1987).

58 Id. at 540-541. ’
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This issue is unlikely to resuit from normal renewal of
the letter of credit on its anniversary date, as prescribed
by regulation.

If an extension of the expiration date without .con-
comitant extension of the effective period were granted
in the FA-context, it could result in-a loss of assurance,
While EPA and certain states’ regulations require ex-
tensions of the expiration date, they do not explxcltly re-
quire extensions of the coverage period.*® This issue is
most likely to-arise when regulators receiving notice of
cancellation of the letter of credit negotiate an exten-
sion of the expiration date without negotiating an ex-
tension-of the effective period: Such an oversight, par-
ticularly at a time when other FA is not available and
cancellation involves a troubled facility operator, could
leave the public exposed. Depending on how the FA
regulations are interpreted, this potentially could result
in -significant coverage gaps not addressed by the cur-
rent regulations.

Furthermore, letters of credlt raise a financial prob-
lem somewhat similar to that of trusts because they re-
duce-the site operator’s credit available for other pur-
poses. Just as pufting money-into a trust reduces the
funds available to keep an gperator solvent, the fact that
letters-of credit are issued by the same financial institu-
tions that would supply other credit. products (like
loans) means fewer funds may be available from lend-
ers.” Issuing banks also can require a site operator to
prowde secured collateral or deposits before agreeing
to issue a letter of credit,” a possibility made all the
more likely by the extended time window of liability in
the environmental context (and in fact referred to by
EPA in promulgating some of its FA regulations).** This
not .only would make loans and other credit financing
less:availablé but would tie up capital that otherwise
could be used for the costs of covered activities. Al-
though the amount of funds effectively frozen by the
bank as part of its agreement to issue the letter of credit
would not necessarily be equal to the payments into a
trust, it couild be very substantlal

Conclusions

Both regulators and site owner/operators will benefit
froin the broadest possiblé competition between types
of FA instruments because increased competition will
reduce the cost of obtaining FA as much as market con-
ditions will' permit. In order to rhaximize competition,
FA regulations must provide a “level playing field” for
different FA mechanisms. It follows that financial ‘as-
surance regulations must recognize the distinctions be-
tween assurance methods if they are to provide this
level playing field. As shown above, there are signifi-
cant differences between the risk anaiysas conducted by
the issuers of various FA instruments; some issuers fo-
cus primarily on environmental risk, while others focus
almost exclusively on credit risk. These differences in
risk analysis have important consequences for the FA
regulatory system. There also are different types of
risks to the FA system itself embedded in FA instru-
ments or current policy on their use, such as the long-
term credit risk posed by current policy regarding trust
funding and the use of corporate financial tests and

8 See, e.g., 40 CFR 264.151(d).

%0 Turner at 575.

#l Bayd at 24.

53 Fed. Reg. 43,322, 43,353 (10/26/88).

guarantees, each of which needs to be carefully-consid-
ered in reshaping FA regulations. At present, FA regu-
lations impose important burdens on certain types of
FA instruments, such as the requirement that insurers
bear the costs of policyholder fraud, which are not im-
posed at least explicitly, on other FA mstruments

It also is essential to recognize that none of the in-
struments used for financial assurance has the capacity
to prevent inadequate funding of financial assurance re-
quirements if regulators do not (1) require site opera-
tors to prowde accurate, comprehensive, and current
information regardmg costs for closure, post-closure,
and corrective action activities; and (2) ensure all stake-
holders have a means to verify the precision-and:.actu-
racy of such estimates that take into account fortuitous
and nonfortuitous-events likely to-affect such estimates.
Certain‘ FA instruments may exacerbate this problem
while others may improve the situation somewhat; at
the end of the day, however, a regulatory system for fi-
nancial assurance must be based on accurate informa-
tion on closure/post-closure and corrective action re-
quirements and their costs. Beyond this, however, FA
instruments do differ in' their effectiveness depending
on the risks posed by a given site, the fiscal ability of the
purchaser/permitee, and other site- -specific factors.

Insurance, for instance, may be an. appropriate tool
for providing funds for third-party liability and correc-
tive action because specialty underwriters generaily are
well -trained to focus on the environmental risks in-
volved with each facility covered and insurance pro-
vides full coverage for the FA risk from policy inception
forward. Although the FA regulations potentially. alter
the fundamental relationship of insurer to insured be-
cause regulators contend they can decide how and

. when funds should be allocated, under current regula-

tions insurance may be one of the more affordable FA
mechanisms. Insurance may be a less expensive FA
mechanism if regulations are revised to provide, for in-
stance, that an insurer would be relieved of liability if
installment premiums due from the policyholder are not
in fact paid in cases where its policy so provides. If,
however, regulators do not resolve some of the substan-
tial existing regulatory difficulties faced by insurers,
such as the potential for conflicting obligations. and
fraud exposure, insurance will become more expensive
and less available as an FA mechanism over time.

Trusts generally take up a greater portion of the prin-
cipal’s capital, raising affordability concerns. In the ab-
sence of bankruptcy, FA. trusts do not confront the
problem of to whom duties are owed: because the regu-
lator is the trust beneficiary. However, the effect of
bankruptcy on the performance of the trust instrument
can be similar to that of other instruments depending
upon the structure of the trust, who has the right to the
residual (actuai or theoretical) *‘excess” deposits,
and/or the timing of events of bankruptey and regula-
tory determinations that attempt to trigger the trust in-
strument. Permitting a pay-in period also means the fiill
assurance amount may not be available while the trust
is being funded.

Full funding also is available from bonds and letters
of credit only after a declaration of default or upon can-
cellation of the instrument, and then only through a
standby trustee. Furthermore, bonds are priced based
on credit risk rather than environmental risk-and often
require large collateral or a deposit, as do letters of
credit, again raising affordability concerns. Moreover,
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special risks associated with extensions of letters of

credit as noted above may pose notable concerns to FA

regulators.

In sum, the mtent of flnanmai assurance. isto ensare
funds are readily available when and in the amount nec-
essary to cover costs associated with environmental ob-
ligations if owner/operators are unable to meet their fi-
nancial responsibilities. Proper regulation of financial

assurance must take into account differences between' -

FA instruments and ensure equitable treatment across

instruments to avoid adverse effects on site owners and

operators, their customers, and ultimately taxpayers.

Poorly conceived and implemented regulations inevita-

“bly will lead to the ballooning of FA prices, unavailabil-
. ity'of some instruments, {mcludlng inadequate availabil-

ity of fmanczai assurance funds), and thé potential con-
solidation of ownership and control of impaired site due
to the inability of site owners and operators to obtain af-

. fordable FA coverage. Finally, no type of financial in-

strument discussed in this article can meet regulatory
demands for unrealistically long coverage time periods
that extend beyond the willingness of capital markets to
accept covered risks for such periods.
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