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ENVIRONMENTAL SOLUTIONS TO UNCERTAINTIES IN
MERGERS AND ACQUISITIONS

Using Environmental Liability Insurance Products to Mitigate Risks

iNn M&A Transactions

By Gregory Schilz, Michael McGinn, and Curtis Toll, J.D.

As merger and acquisition (M&A) activity
continues to increase, the complexity
and size of these transactions warrants a
sophisticated approach to deal with the
broad range of uncertainties and potential
liabilities. While buyers and sellers involved
in these transactions are both exposed

to a wide spectrum of risks, there are
usually distinct differences between their
assessment of the relevant risks and the
Sizes of those risks.

Almost every M&A transaction will include
some level of known and unknown envi-
ronmental liability. Environmental insurance
products can be extremely effective tools in
addressing these environmental risks and
for closing the gap between the perceived
risks of the buyer and seller or a gap in their
willingness to retain or assume that risk.

In addition, the financiers of these
transactions often require additional
measures to address risk, which may
include the purchase of environmental
insurance to provide comfort with the
nature and size of the various environmental
exposures.

Finally, environmental insurance can offer
protection to directors and officers for
their own environmental liability that may
be associated with these transactions;
environmental insurance can also provide
a backstop in the event that the company
does not have the financial capacity

to indemnify the directors and officers.
Environmental insurance products can

be used by directors, officers and other
members of the executive suite to enhance
their decision-making process at times
when traditional expert advice does not
provide an adequate level of security or
comfort.

What about transactional liability
products?

Most of the products that are designed to
protect and insure against specific liabilities
during the course of a transaction (e.g.,
representation and warranty insurance),
often limit protection for environmental
liabilities. Environmental representations
can present a significant exposure,
especially when the level of contamination
is considerable and data gaps exist. A

Almost every transaction will include some level of

known and unknown environmental liability.
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pollution incident can have a significant
impact to a client’s financial results, can
harm their public reputation, and can lead
to long-term environmental impacts that
require costly cleanup and present the
potential for future toxic tort liability claims.

Unique risk management challenges

Environmental liabilities present a unique
risk management challenge to both buyers
and sellers in most corporate transactions.
Depending on the nature of the transaction
(e.g., stock or asset only purchase for
example), and the complexity of existing
pollution conditions and/or operational
exposure(s), there are environmental
insurance products that can be used

to address the transactional liability and
provide investors with enhanced entry

and exit strategies. These products can

be combined and tailored to address the
hazards of a particular transaction; each is
described in greater detail below:

e Environmental impairment liability
insurance (EIL)

e Excess of indemnity

e Remediation cost cap

e Lenders’ collateral environmental liability

ENVIRONMENTAL IMPAIRMENT
LIABILITY INSURANCE (EIL)

Also known as pollution legal or site-
specific pollution liability, coverage is
afforded when there is potential for legacy
(historical) known and unknown liability, or
from operational exposures of the insured
(e.g., manufacturing, chemical processing,
pharmaceutical utility, oil and gas, real
estate portfolios, etc.). The environmental
impairment liability product can cover a

wide range of environmental risk and, as
such, offers the most utility of any single
insurance product.

EIL coverage can include the following
coverage triggered by one or more pollution
incidents (defined as discharge, dispersal,
release, escape, migration, emanation of a
pollutant or waste from / through an insured
location, etc.):

e On-site and offsite cleanup costs
discovered by the insured or as required
by a third party, such as a regulator

e Third-party bodily injury or property
damage claims, as well as
corresponding legal / defense expenses

¢ Non-owned disposal sites which result
in generator liability

e (laims arising out of transportation
exposures (e.g., spills) from the insured
or contracted third-party haulers

e Business interruption, extra expenses,
and delay costs as a result of pollution
incidents

Environmental
representations can
present a significant

exposure, especially when

the level of contamination

is considerable and data
gaps exist.
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e Cleanup costs and bodily injury
coverage can include claims arising
from:

— Microbial matter
— Legionella
— Bacterial substances

— Lead-based paint or asbestos-
containing materials and cleanup of
these materials as contaminants in
soil and groundwater

e lllicit abandonment (aka “midnight
dumping”) of hazardous materials on an
insured property

e Emergency response costs to remediate
and respond to immediate threats to
human health and safety and imminent
environmental damage

e (Cirisis response management costs
— public relations management costs
in connection with negative media
attention as a result of a pollution
condition, including mold or Legionella

The EIL policy can be transferred in

whole or part to another party with carrier
approval, which usually requires that the
assignee demonstrates the financial ability
to pay for any deductible, hasn’t violated

any environmental laws, and hasn’t been
subject to legal proceedings related to
environmental claims. While EIL policies
are most common in the United States,
this coverage is available globally and can
be structured to comply with most foreign
insurance regulations.

EXCESS OF INDEMNITY

In M&A transactions, there often is a
broader or negotiated limited indemnity
offered by the sellers to address
uncertainties inherent in the transaction.
However, in most cases the indemnity

will have limitations in terms of the extent
of the indemnity, the duration and/or the
amount of indemnification offered. Escrow
accounts also can be set to address
uncertainties but again will have notable
limitations. Many corporate transactions
utilize a “cap and basket” approach where
one party indemnifies the other in excess
of a negotiated “basket” that is returned
by the non-indemnifying party and up to a
negotiated “cap” amount.

EIL coverage can be tailored to work in
conjunction with the indemnity or escrow
account. EIL policies will typically exclude

1
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known pollutants for which regulators
require cleanup action, and this liability for
the cleanup will likely be covered under
the indemnity or escrow agreements. In
this case, the EIL coverage can be tailored
to provide “excess” insurance over any
indemnity agreement or escrow account.
Additionally, should the Indemnitor fail to
meet its obligations under the contract or
if pollution events arise that fall outside of
the scope of the indemnity, EIL coverage
can respond, subject to the terms and
conditions of the policy. Carriers that offer
this type of coverage underwrite both the

indemnity and the environmental conditions

associated with the transaction and
particularly focus on the solvency of the
Indemnitor. As such, they require review of
the financial statements of the Indemnitor
before committing to take an “excess-of-
indemnity” position.

The excess-of-indemnity EIL policy
structure is most useful when there is

a commitment from the seller to take

on responsibility for known (and some
unknown) pollution incidents. The excess
of indemnity insurance program can be a
very effective tool for reducing the amount
of the required indemnity or escrows,

As the M&A marketplace
continues to thrive, the
need for these customized
insurance products will

lbe more prevalent and
will often become critical
components of the
transaction itself.

thereby increasing the chances to close
the transaction more quickly and at a lower
cost.

REMEDIATION COST CAP

The cost cap product is designed to
protect owners or remediation firms from
potential cost overruns associated with

the execution of a cleanup. Through use of
this policy, a greater level of certainty can
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be provided with respect to the total cost
of implementing a remediation project by
providing insurance protection for costs
that exceed a certain amount. Therefore,
cost cap policies can provide assurance
as to the size of a firm’s total liability for an
environmental cleanup when involved in a
merger or divestiture, and thereby facilitate
M&A transactions that have otherwise
stalled due a disagreement over the size
and allocation of known and unknown
liabilities.

LENDERS COLLATERAL
ENVIRONMENTAL LIABILITY

Specifically designed for financial institutions
or other lenders and real estate Investors,
this product protects against environmental
risk that can arise from providing loans
that are secured by real estate. Coverage
is triggered by the borrower’s default on
the mortgage after one or more pollution
conditions have occurred. Once triggered,
the policy pays for either the lesser of the
remediation costs or the outstanding loan
balance. In addition, coverage is provided
to the named insured “lender” for third-

party bodily injury and property damage
arising from environmental conditions at the
insured site(s).

IN CLOSING....

Environmental uncertainty exits in virtually all
M&A transactions, whether the transaction
is a stock sale or an asset purchase. There
are a range of environmental insurance
products that can be used to offset the
unigue environmental exposures from these
transactions and provide investors with
appropriate entry and exit strategies.

It is critical to have a broker that is
technically proficient in the use of
environmental insurance and actively
engaged in negotiating terms, conditions
and pricing in tandem with the deal team.
Outside counsel is typically involved

and provides valuable insights in the
components of the due diligence process.

As the M&A marketplace continues to
thrive, the need for these customized
insurance products will be more prevalent
and will often become critical components
of the transaction itself. §
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