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When the Tail Wags the Dog: Environmental
Considerations and Strategies in Business
Acquisitions, Sales and Merger Transactions

Charles P. Efflandt†

A.  INTRODUCTION

Business acquisitions and merger transactions involve a number of
obvious considerations: asset valuation, financing issues, accounting
problems, and tax consequences.  As a result of the enactment of ex-
pansive environmental legislation commencing in the late 1970’s and
early 1980’s, environmental risks have also become a critical considera-
tion in deciding whether and how to purchase, sell, or merge businesses.

Environmental representations, warranties, indemnities, and re-
lated provisions frequently occupy a seemingly disproportionate num-
ber of pages in transaction documents.  Indeed, it is not uncommon for
the negotiations to essentially be turned over to the “environmental
lawyers” once basic decisions regarding the structure of the transaction,
price, and timing are made.  As discomforting as that may be to clients,
the fact remains that environmental considerations and risk allocation
strategies will play a major role in many business acquisition or merger
transactions.  There are several reasons for this emphasis on environ-
mental risks and due diligence.  First, there is the fear of the unknown.
Unlike other risks, such as title defects, which can be ascertained at a
relatively low cost prior to the closing of the transaction and which can
be effectively managed through the agreements of the parties, environ-
mental defects associated with a business often cannot be identified
prior to closing; even after spending significant sums for environmental
due diligence.  Second, the complex, and sometimes counter intuitive,
nature of the legal framework of environmental risks makes it especially
difficult to identify environmental concerns and effectively represent a
client in the risk allocation process.  Finally, the potential economic im-
pact of environmental problems and risks goes far beyond the possibil-

† Partner and Leader of the Environmental and Natural Resources Practice Group, Foul-
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ity of losing some portion of the benefit of the bargain.  Environmental
laws which impose upon business owners strict, retroactive, and joint
and several liability to the government for a wide-range of environ-
mental problems creates a situation where the economic “stakes” are
much higher should due diligence be ignored or handled inappropri-
ately.

The purpose of this article is to provide the reader with a general
understanding of the environmental risks and liabilities inherent in
business sales, acquisitions, and mergers.  Further, this article will dis-
cuss the tools and strategies available to render such risks and liabilities
“manageable;” as opposed to such risks becoming insurmountable “deal
breakers.”

B.  THE LEGAL FRAMEWORK: WHY ENVIRONMENTAL DUE

DILLIGENCE IS NECESSARY
1

1.  The “Superfund” Law

Perhaps no other single law defines and dictates the environmental
risks and strategies of business acquisitions and mergers as the federal
“Superfund” law.  The purpose of the Comprehensive Environmental
Response, Compensation, and Liability Act (CERCLA),2 otherwise
known as the federal “Superfund” law, is to identify and clean up the
nation’s hazardous waste sites.3  This goal is achieved through legisla-
tion enabling the federal government to undertake clean up action
and/or to cause other parties, both private and public, to participate in
or pay for clean up activity.4  This participation is made possible through
the imposition of legal liability on broad categories of persons with a
connection to the site and by imposing severe penalties on those who do
not voluntarily cooperate.5

CERCLA’s provisions address the release into the environment of
a wide variety of “hazardous substances”—including most of the chemi-
cals, raw materials, and wastes associated with common industrial activi-
ties.6  It is the known or potential release7 of such hazardous substances

1. It is beyond the scope of this article to discuss in detail the liability provisions of environ-
mental laws potentially applicable to sale, acquisition, and merger transactions, nor is it possible to
provide an exhaustive list of all such laws and regulations.  This section, generally describing the
legal framework of environmental due diligence, is intended merely to put in context the risks, li-
abilities, and strategies discussed below.

2. 42 U.S.C. §§ 9601-9675 (1994 & Supp. III 1997).
3. 42 U.S.C. § 9604(a) (1994).
4. See 42 U.S.C. §§ 9601-9675.
5. See 42 U.S.C. §§ 9606, 9607 (1994 & Supp. III 1997).
6. 42 U.S.C. §§ 9601(14), 9602(a) (1994).  The list of hazardous substances presently includes

over 700 entries.  40 C.F.R. § 302.4 (1994).  Significantly, petroleum and derived products are spe-
cifically excluded.  42 U.S.C. § 9601(14) (1994).

7. See 42 U.S.C. § 9604 (1994).
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at, on, under, or from business property which creates the significant
“Superfund” liability risks in acquisition or merger transactions.

a.  Scope of Liability

CERCLA imposes liability on certain categories of persons for re-
sponse costs associated with the investigation, removal, and remediation
of hazardous substance contamination.8  Damages for injury to natural
resources and the environment are also recoverable.9  Under CERCLA,
the United States Environmental Protection Agency (EPA) may under-
take to directly investigate and clean up a contaminated site,10 issue
abatement orders, or commence litigation to compel responsible parties
to undertake remedial action.11  It is a rare site where the necessary
costs of response do not amount to millions of dollars.12

Private party liability under CERCLA is joint and several, meaning
that any one of several responsible parties can be made legally account-
able for paying all response costs when each party’s contribution to the
contamination cannot be “separated” from that of the other parties.13

Parties held liable to the government under a joint and several theory,
however, may have a right of contribution against other responsible par-
ties.14  Liability under CERCLA has also been held to be retroactive;
that is, it extends to releases of hazardous substances which occurred
before the enactment of the statute in 1980.15  Finally, CERCLA liabil-
ity is strict.  Thus, liability does not depend upon whether a business was
in any way at fault with respect to the contamination at issue.16  Historic
business operations which, at the time, may have been in complete con-

8. 42 U.S.C. § 9601(20) (1994 & Supp. III 1997).
9. 42 U.S.C. § 9607(a)(4)(C) (1994).

10. 42 U.S.C. § 9604.  The President, through the EPA, has discretion to respond to hazardous
substance releases.  CERCLA enables the EPA to respond to “releases” or threatened releases of
hazardous substances from a “facility” into the “environment.”  42 U.S.C. § 9604.  “Environment,”
“facility,” and “release” are broadly defined.  See 42 U.S.C. §§ 9601(8), 9601(9), 9601(22) (1994 &
Supp. III 1997).

11. 42 U.S.C. § 9606(a) (1994).  A person who, without sufficient cause, violates or fails to
comply with an abatement order may, in an enforcement action, be fined up to $25,000 for each day
of violation.  42 U.S.C. § 9606(b)(1) (1994).

12. See, e.g., United States v. Bestfoods, 524 U.S. 51 (1998) (detailing CERCLA liability ex-
ceeding ten million dollars).

13. United States v. Chem-Dyne Corp., 572 F. Supp. 802, 810 (S.D. Ohio 1983).
14. 42 U.S.C. § 9613(f) (1994).  The interrelationship between a person’s right to sue an al-

leged responsible party to recover costs under a joint and several liability theory pursuant to 42
U.S.C. § 9607(a) and the right to sue for equitable contribution under 42 U.S.C. § 9613(f) has been
the subject of substantial judicial interpretation over the past several years.  It appears to be settled
in the Tenth Circuit (and most other jurisdictions) that, regardless of how it is characterized, a claim
by one potentially responsible party (PRP) (as defined by 42 U.S.C. § 9607(a)) against another PRP
is properly a contribution claim under 42 U.S.C. § 9607(a), and not a cost recovery claim under 42
U.S.C. § 9613(f).  United States v. Colorado & E. R.R. Co., 50 F.3d 1530 (10th Cir. 1995).

15. See United States v. Northeastern Pharm. & Chem. Co., 810 F.2d 726, 732-37 (8th Cir.
1986), cert. denied, 484 U.S. 848 (1987).

16. See New York v. Shore Realty Corp., 759 F.2d 1032 (2d Cir. 1985).  See also 42 U.S.C. §
9601 (1994 & Supp. III 1997).
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formance with industry and governmental standards may nevertheless
lead to strict, retroactive, and joint CERCLA liability.17

b.  Persons Liable

Subject to only a few, very limited defenses, the following catego-
ries of “persons” are liable for response costs incurred as a result of a
release of hazardous substances at a facility:
& The current owner or operator of a facility from which there has

been a release/disposal of hazardous substances at any time;18

& Former owners or operators of a facility who owned or operated
the facility at a time a disposal of hazardous substances occurred;19

& Persons who, at any time, arranged for the disposal or treatment of
hazardous substances owned by such person at a facility owned by
another party or entity (“generators”);20 and

& Persons who transport hazardous substances for treatment or dis-
posal, where the transporter selects the disposal site.21

Parties who are liable or potentially liable under CERCLA,22 are
commonly referred to as “Potentially Responsible Parties” (PRPs).  In
the context of business sales, acquisitions, and mergers, the buyer,
seller, and merging companies most commonly face potential CERCLA
liability as present or former “owner/operator” and/or “generator”
PRPs.  In addition, employees, officers, and directors of both the buying
and selling entities may be at risk personally if they have directly par-
ticipated in conduct resulting in the disposal of hazardous substances or
had responsibility or authority with respect to such disposal.23  Share-
holders may be liable if the shareholder and the corporation are not dis-
tinct entities; that is, if the requirements for piercing the corporate veil

17. See, e.g., United States v. Shell Oil Co., 841 F. Supp. 962, 968 (C.D. Cal. 1993).
18. 42 U.S.C. § 9607(a)(1) (1994).  The broad definitions of “release” and “disposal” arguably

make the innocent owner of property which lies in the path of a migrating plume of contaminated
groundwater liable under 42 U.S.C. § 9607.  In other words, the mere movement of contaminated
groundwater through the soil underlying a property could be deemed to be a “release” for purposes
of CERCLA owner liability.  At least with respect to EPA enforcement actions, that risk has been
mitigated by a relatively recent EPA policy toward owners of property containing contaminated
aquifers.  60 Fed. Reg. 34,790 (1995).  This policy is designed to protect landowners who have not
caused or contributed to contamination, but who own property to which hazardous substances have
migrated in the aquifer from a source outside the property.  In those circumstances, the EPA has
indicated it will not pursue the property owner for response costs and will consider de minimis set-
tlements with such persons to protect them from private third-party contribution actions.

19. 42 U.S.C. § 9607(a)(2) (1994).  But see United States v. CDMG Realty Co., 875 F. Supp.
1077 (D.N.J. 1995), vacated on other grounds, 96 F.3d 706 (3d Cir. 1996) (indicating that the prior
owners of contaminated property are not liable under CERCLA if they did not actively dispose of
hazardous substances; that is, no liability exists for hazardous substances that merely leaked or mi-
grated during prior ownership).

20. 42 U.S.C. § 9607(a)(3) (1994).
21. 42 U.S.C. § 9607(a)(4) (1994).
22. 42 U.S.C. § 9607(a) (1994).
23. See United States v. Northeastern Pharm. & Chem. Co., 810 F.2d 726 (8th Cir. 1986);

United States v. Mottolo, 605 F. Supp. 898, 913-14 (D.N.H. 1985).
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are met.  A shareholder may also be liable if directly involved in the
corporate activity resulting in or related to a disposal of hazardous sub-
stances.24

2.  Hazardous Waste Management

a.  Resource Conservation and Recovery Act

The Federal Resource Conservation and Recovery Act (RCRA),25

regulates a business’ generation, transportation, treatment, storage, and
disposal of solid and hazardous wastes.26  Just as CERCLA is primarily
“remedial” in nature, RCRA is a prospective program designed to pre-
vent the releases of solid and hazardous wastes into the environment.27

“Hazardous wastes” regulated under RCRA include a large number of
specifically “listed” wastes as well as an equally large number of un-
listed wastes which exhibit certain hazardous “characteristics” such as
ignitability, toxicity, corrosivity, and reactivity.28  It is a rare industrial
business which does not generate one or more regulated hazardous
wastes.  If so, the business is subject to RCRA’s exceedingly complex
and pervasive regulatory scheme.  A business’ ongoing compliance with
RCRA’s operational requirements is primarily of concern in stock sale
or merger transactions which involve the assumption of the “sellers”
environmental liabilities by the purchaser.29

b.  Storage Tank Laws

Many businesses use underground and aboveground storage tanks
to store petroleum products, solvents, and other chemicals.  Under-
ground storage tanks (USTs) are of particular concern in business sales
and mergers for the obvious reason that their existence at the seller’s
facility may not be known or even discovered in the course of a typical
site inspection or assessment.  Prior to the enactment of federal and
state storage tank laws,30 such tanks and their associated piping often

24. The United States Supreme Court has recently provided significant guidance on parent-
subsidiary and shareholder liability under CERCLA in United States v. Bestfoods, 524 U.S. 51
(1998).

25. 42 U.S.C. §§ 6901-6992k (1994 & Supp. III 1997).
26. 42 U.S.C. §§ 6901, 6902 (1994 & Supp. III 1997).
27. RCRA and CERCLA do have areas of overlap.  For example, the spill or disposal of a

waste at an industrial facility might result in a hazardous substance release falling within the pur-
view of CERCLA, as well as within RCRA’s “corrective action” program.  See, e.g., 42 U.S.C. §
6928(h) (1994).  Generally, the scope of the RCRA corrective action program is narrower than
CERCLA because RCRA has applicability only to RCRA-regulated facilities whereas CERCLA
applies to all facilities and responsible parties as broadly defined.

28. 42 U.S.C. § 6903(5) (1994).  See also 40 C.F.R. § 261.3 (1998).
29. For a more specific discussion on how the nature of the business transaction may impact

environmental risks, liabilities, and due diligence see infra Part C.
30. 42 U.S.C. §§ 6991-6991i (1994 & Supp. III 1997) (providing the EPA with authority to es-

tablish a comprehensive regulatory program for underground storage tanks).  Included within this
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leaked or were improperly closed or abandoned.
State laws, including the Kansas Storage Tank Act,31 typically im-

pose liability for leaking storage tanks on both current and former own-
ers and operators of such tanks.32  As is the case with other hazardous
material spills, investigation and clean up of releases from storage tanks
are usually expensive.  The establishment of State trust funds,33 such as
the Kansas underground and aboveground storage tank trust funds, has
helped to mitigate potential liability.  However, an owner or operator
who is ineligible for trust fund reimbursement faces significant eco-
nomic loss and substantial transactional costs.

3.  Other Federal and State Laws

a.  Clean Air Act—Asbestos

Issues of liability under the federal Clean Air Act34 commonly arise
in business transactions in two situations.  First, the Act’s statutory and
regulatory provisions impose complex and costly permitting obligations
on facilities which emit certain air contaminants.35  A business’ ongoing
compliance (or non-compliance) with these laws and regulations creates
risks and liabilities for both the buyer and seller in acquisition transac-
tions.

Another Clean Air Act issue commonly encountered during envi-
ronmental due diligence activities associated with business acquisitions
is the regulation of asbestos-containing materials.  The Clean Air Act
regulations establish national emission standards for certain hazardous
air pollutants (NESHAPs), including asbestos.36  Asbestos regulations

                                                                                                                                   

federal program are requirements that owners and operators of tanks be able to demonstrate evi-
dence of financial responsibility for corrective action and other damages should spills or leaks oc-
cur.  42 U.S.C. § 6991b(c)(6) (1994).  It is this “financial responsibility” requirement that led, in
part, to the enactment of storage tank “trust funds” in most states, including Kansas.

31. KAN. STAT. ANN. §§ 65-34,100 to 65-34,130 (1992 & Supp. 1998).
32. KAN. STAT. ANN. §§ 65-34,102(i)-(k) (1992 & Supp. 1998).  The Kansas Storage Tank Act

was passed to address the requirements of 42 U.S.C. §§ 6901-6901i.  By enacting a RCRA-
compliant Storage Tank Act, the State essentially assumed the role of the “lead” agency in the en-
forcement of tank laws and regulations.  These laws and regulations include “operational” as well
as corrective action requirements.

33. KAN. STAT. ANN. § 65-34,114 (1992 & Supp. 1998) (Underground Petroleum Storage Tank
Release Trust Fund); KAN. STAT. ANN. § 65-34,129 (1992 & Supp. 1998) (Aboveground Petroleum
Storage Tank Release Trust Fund).

34. 42 U.S.C. §§ 7401-7671q (1994 & Supp. III 1997).
35. The Clean Air Act operating permit program and its requirements are generally set forth

in Subchapter V of the Act, which is codified at 42 U.S.C. §§ 7661-7661f, and the regulations prom-
ulgated thereunder.

36. 42 U.S.C. §§ 7412(b), (d) (1994).  See also 40 C.F.R. §§ 61.140-156 (1999) (establishing
national emission standards for asbestos).  The State of Kansas has also enacted a comprehensive
asbestos control act which relates primarily to the licensing of asbestos contractors, the certification
of asbestos workers, and training programs for employees of building owners who perform in-house
asbestos management programs.  Similar to the federal asbestos emission standards, the state law
also includes regulations pertaining to the removal of asbestos-containing building materials and
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specify, among other things, detailed and expensive work practice pro-
cedures for the demolition and renovation of facilities which contain
regulated asbestos-containing materials.  Where an acquisition may in-
volve buildings which require demolition or renovation, the purchaser
in particular must be alert to the risks of  liability for the removal and
disposal of asbestos.37

b.  Toxic Substances Control Act—PCBs

Polychlorinated biphenyls (PCBs) are commonly found in oils used
in electrical transformers and capacitors.  Spills and leaks of PCBs have
been determined to present an unreasonable risk of injury to human
health and the environment.  Generally, the manufacturing, processing,
and sale of PCBs is now prohibited.38  Under the Toxic Substances Con-
trol Act (TSCA),39 regulations have been implemented which require
the phasing-out of electrical transformers and capacitors containing
PCB contaminated oil.  Moreover, detailed regulations govern the clean
up and disposal of PCBs which have spilled or leaked from their con-
tainers.40  Such extensive regulation, of course, can translate into signifi-
cant cost liability for the purchaser of a business where such problems
exist.

c.  Federal Clean Water Act—Waste Water Discharges

The federal Water Pollution Control Act, commonly known as the
Clean Water Act,41 generally regulates two types of discharges into the
“navigable waters of the United States”42—a phrase very broadly con-
strued to include waters that are, in fact, not even “navigable.”43  First,
any direct discharge of a pollutant into the waters of the United States is
prohibited absent compliance with detailed regulatory and permitting

                                                                                                                                   

disposal of asbestos-containing waste.  KAN. STAT. ANN. §§ 65-5301 to 65-5315 (1992 & Supp.
1998).

37. In 1994, extensive Occupational Safety and Health Act (OSHA) regulations were also
promulgated imposing a new regulatory scheme for occupational exposures to asbestos-containing
materials.  The new rules impose significant obligations on owners of facilities with asbestos-
containing materials including the notification to workers of potential asbestos hazards and the
documentation of the presence, location, and quantity of asbestos.  29 C.F.R. § 1926.1101 (1999).
Such requirements may be of concern to purchasers in acquisition transactions.

38. 15 U.S.C. § 2605(e)(2)(A) (1994).
39. 15 U.S.C. §§ 2601-2692 (1994 & Supp. III 1997).  TSCA was enacted to identify and con-

trol chemicals that pose an unreasonable risk of injury to health or the environment through their
manufacture, processing, distribution, use, or disposal.  Under the Act, the EPA is generally
authorized to require industry to test chemicals for toxic effects.  PCBs are a primary focus of
TSCA.  15 U.S.C. § 2605(e) (1994).

40. See 40 C.F.R. § 761.125 (1998).
41. 33 U.S.C. §§ 1251-1387 (1994 & Supp. III 1997).
42. 33 U.S.C. § 1362(7) (1994).
43. See, e.g., United States v. Byrd, 609 F.2d 1204 (7th Cir. 1979) (including wetlands in the

definition of “navigable”); United States v. Oxford Royal Mushroom Prod., 487 F. Supp. 852 (E.D.
Pa. 1980) (including streams in the definition of “navigable”).
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requirements.44  Second, indirect discharges of contaminants through
publicly owned treatment works (POTWs) are also subject to complex
regulations.45  As with RCRA, it is a business’ ongoing compliance with
the permitting and regulatory requirements of the Clean Water Act
which give rise to environmental considerations and risks in business
transactions.

d.  Community Right-to-Know Law

Largely as a result of the deaths of thousands of persons following
the escape of toxic chemical gas at a facility in Bhopol, India in 1984,
Congress enacted the Emergency Planning and Community Right-to
Know Act (EPCRA),46 as part of the Superfund Amendments and Re-
authorization Act of 1986 (SARA).47  EPCRA’s primary purpose is the
accumulation and public distribution of information related to a busi-
ness’ storage and use of covered chemicals, as well as information con-
cerning releases of those chemicals.  The Act includes three significant
reporting obligations: (1) one-time reporting of chemicals used by cov-
ered facilities (generally through the submission of material safety data
sheets (MSDSs));48 (2) the submission of annual chemical inventory re-
ports;49 and (3) annual toxic chemical release inventory reporting.50  Re-
porting is generally made to Local Emergency Planning Committees
(LEPCs) and State Emergency Response Commissions (SERCs).

Unlike laws such as the Clean Water Act and Clean Air Act which
regulate activities which may pollute the environment, EPCRA is essen-
tially a “paperwork” law; that is, it focuses on certain public reporting
requirements.  This distinction, however, does not lessen the risks to a
purchaser in an acquisition transaction, particularly mergers and stock
purchases where the seller’s environmental liabilities are assumed.  The
Act provides for civil and administrative penalties (as well as criminal
fines and imprisonment) of up to $25,000 for each day of violation.51

The unwary purchaser of a business which failed for several years to
comply with the “paperwork” requirements of the Act could thus face
very significant liability.

44. 33 U.S.C. § 1311(a) (1994).  The Clean Water Act permit program is referred to as the
National Pollutant Discharge Elimination System (NPDES).  The NPDES program generally
regulates “point source” discharges into the waters of the United States.  33 U.S.C. § 1362(14)
(1994).

45. 33 U.S.C. § 1317(b) (1994).  See also 40 C.F.R. pt. 403 (1998).
46. 42 U.S.C. §§ 11001-11050 (1994 & Supp. III 1997).
47. 42 U.S.C. §§ 9601-9675 (1994).  See generally Timothy B. Atkeson et al., An Annotated

Legislative History of the Superfund Amendments and Reauthorization Act of 1986 (SARA), 16
ENVTL. L. REP. (Envtl. L. Inst.) 10,360 (1986).

48. 42 U.S.C. § 11021 (1994).
49. 42 U.S.C. § 11022 (1994).
50. 42 U.S.C. § 11023 (1994 & Supp. III 1997).
51. 42 U.S.C. § 11045 (1994).
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4.  Common Law Environmental Liabilities

In addition to federal and state statutes and regulations, common
law liabilities are an element of the legal framework of environmental
risks associated with business acquisition transactions.  Property dam-
age liability typically involves claims by adjoining or nearby property
owners or other third parties for injury to property resulting from the
release, and subsequent off-site migration, of a hazardous substance
from the business being acquired, sold, or merged.  Property damage
liability may be apparent at the time of the transaction, or may not arise
until well after closing due to the slow movement of contaminants
through the subsurface.  These claims may involve significant damages
for property restoration, loss of use, permanent diminution in the value
of property, and “emotional distress.”52  Such claims are often based
upon theories of strict liability, trespass, and nuisance.

Another common law liability risk is personal injury resulting from
exposure to hazardous substances released at the subject business.  Such
“toxic tort” claims present difficult questions of causation.  Further-
more, these claims present novel risk allocation issues—past releases
and exposures versus ongoing releases and exposures.  In addition to
actual physical injury, these claims may also involve emotional distress
for “fear of contracting a disease” by virtue of an exposure.

C.  NATURE OF THE TRANSACTION AS DEFINING ENVIRONMENTAL

RISKS AND LIABILITIES

The environmental risks and liabilities discussed in this article
should generally be considered by all prudent buyers and sellers re-
gardless of the nature of the transaction; that is, whether the transaction
is structured as an asset purchase, stock purchase, or merger.  Although
the author is unaware of any strategy which completely avoids potential
environmental liabilities, the extent of the risks being assumed, par-
ticularly with respect to historic environmental releases and regulatory
compliance problems, may vary depending upon how the transaction is
structured.

1.  Asset Purchases

A business acquisition may be structured as an asset purchase, in
part, to minimize potential environmental liabilities.  A company which
purchases another business’ assets generally does not assume the seller’s
environmental (or other) liabilities.53  Thus, if a business is acquired

52. For a good discussion of whether and under what circumstances a plaintiff may recover
emotional distress damages in the context of an environmental property damage case, see Maddy v.
Vulcan Materials Co., 737 F. Supp. 1528 (D. Kan. 1990).

53. City Envtl. Inc. v. United States Chem. Co., 814 F. Supp. 624, 634 (E.D. Mich. 1993), aff’d
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through a properly structured asset purchase agreement, the focus of
the purchaser’s environmental due diligence may very well be narrower
in scope than that which would likely be necessary in a stock purchase
or merger transaction.  There are, however, several important excep-
tions to the more limited liability generally associated with asset pur-
chase transactions:54

& The acquiring company expressly or implicitly agrees to assume the
selling corporation’s environmental liabilities;

& The transaction amounts to a consolidation or de facto merger;
& The acquiring corporation is a “mere continuation” of the seller co-

rporation; or
& The transaction is entered into fraudulently to escape liability.

There exists a substantial body of case law interpreting and apply-
ing each of the foregoing exceptions to specific transactions.  Suffice it
to say, a purchaser who structures a transaction as an asset purchase
primarily to minimize environmental risks must carefully consider
whether the transaction constitutes a de facto merger or a mere con-
tinuation of the seller’s business.55  If so, the strategy will not likely
achieve the desired objective.

Of course, even properly structuring a transaction as an asset pur-
chase at best merely serves to lessen environmental risk.  The purchaser
of assets, particularly where the assets include real property, becomes
the “owner or operator” of such property for purposes of potential
CERCLA response cost liability the moment the transaction closes.  If
the business’ real property is a source of contamination, the purchaser
may assume all or some portion of that liability, regardless of who
caused the contamination or when the release or spill occurred and re-
gardless of any fault or negligence on the part of the purchaser.

2.  Stock Purchases and Mergers

An entity which acquires a business through a stock purchase,
merger, or consolidation generally assumes the obligations and liabili-
ties of the predecessor corporation.56  In the context of environmental
liabilities, such an assumption of predecessor obligations can have far
reaching and sometimes unforeseeable consequences.  With respect to

                                                                                                                                   

sub nom. City Mgmt. Corp. v. United States Chem. Co., 43 F.3d 244 (6th Cir. 1994).
54. In re Acushnet River and New Bedford Harbor, 712 F. Supp. 1010 (D. Mass. 1989).
55. In evaluating an argument that a purchaser’s business is a “mere continuation” of the

seller’s enterprise, such that the purchaser is deemed to have assumed the seller’s liabilities, courts
typically consider several factors, such as:  (1) whether the purchaser retains the same employees
and production facilities, (2) whether the purchaser continues the same business enterprise or op-
erations, (3) whether the business name is retained, and (4) whether the purchaser holds itself out
to the public as a continuation of the prior business.  United States v. Carolina Transformer Co.,
978 F.2d 832, 838 (4th Cir. 1992).

56. United States v. Hardage, 750 F. Supp. 1460 (W.D. Okla. 1990).
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CERCLA liability, for example, a predecessor corporation’s environ-
mental liabilities may extend back in time many years and may involve
property and/or subsidiaries long since disposed of by the corporation.57

Consider a hypothetical in which the “seller” corporation divested itself
of a manufacturer subsidiary ten years prior to the presently contem-
plated stock purchase or merger transaction.  Assume also that the
company’s former subsidiary owned and operated contaminated facili-
ties (long since sold), arranged for the off-site disposal of hazardous
substances (long since forgotten), and failed to submit community right-
to-know reports required by EPCRA.  Obviously, under such a sce-
nario, the scope of environmental due diligence would need to be quite
extensive to even discover these very significant historic environmental
risks and liabilities which are soon to become the potential problem of
the “innocent” acquiring company.

For these reasons, any acquisition by stock purchase, merger, or
consolidation needs to include appropriately expanded environmental
due diligence.  In addition to a thorough investigation of the “selling”
corporation’s existing operations and assets, its historical operations,
and property asset sales, environmental compliance must be carefully
researched and considered.  Such inquiry should include the property
and operations of former subsidiaries of the company which may have
been divested many years ago.

D.  OBJECTIVES OF ENVIRONMENTAL DUE DILIGENCE

1.  Attainment of “Innocent Landowner” Status

A common objective of environmental due diligence in asset pur-
chase transactions is attainment of “innocent purchaser” status under
CERCLA.  The terms innocent purchaser or innocent landowner refer
to a class of facility owners who are relieved from CERCLA’s onerous,
retroactive, strict, and joint and several liabilities.  From a practical
standpoint, persons who are successful in obtaining “innocent pur-
chaser” status are a rare breed.

Somewhat deceptively, CERCLA proclaims that an “innocent pur-
chaser” is an entity which can demonstrate that, at the time of the ac-
quisition, it “did not know and had no reason to know that any hazard-
ous substance which is the subject of the release or threatened release,
was disposed on, in or at the facility.”58  To establish that the entity did
not know and had no reason to know of any hazardous substance re-
lease, the purchaser must prove that it  made “all appropriate inquiry

57. See supra note 24.
58. 42 U.S.C. § 9601(35)(A)(i) (1994).
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into the previous ownership and uses of the property consistent with
good commercial or customary practice in an effort to minimize liabil-
ity.”59  Unfortunately, “all appropriate inquiry” is not specifically de-
fined and has been strictly construed by the courts.  Moreover, once any
environmental “red flags” are identified as the result of an environ-
mental site assessment, further investigation is not likely to result in at-
tainment of innocent purchaser status under the foregoing statutory cri-
teria.  Given the nature of the assessment process, and the natural
inclinations of environmental consultants performing those assessments,
it is unusual indeed for the purchaser of industrial property, and many
commercial properties, to satisfy the innocent landowner requirements
through environmental due diligence.

The fact that innocent purchaser status is somewhat illusory does
not, however, mean that environmental due diligence is a meaningless
exercise.  Regardless of any innocent landowner objective, properly
planned due diligence is critical to the identification of specific envi-
ronmental problems associated with the business or property, the allo-
cation of environmental risks, and successful financing.60  Understand-
ing the real value and objectives of environmental due diligence in a
particular transaction is necessary to properly determine a course of ac-
tion, minimize due diligence costs, and obtain the information necessary
to achieve the desired objective.

a.  Innocent Purchaser Exception to CERCLA Liability

Although a defense to CERCLA liability is provided where con-
tamination is caused by an act or omission of a third party, the Act ex-
cludes from the definition of “third party” persons in a direct or indirect
contractual relationship with a liable property owner.61  Thus, if the con-
tamination was caused by a party in the chain of title, the third party de-
fense to liability may not exist.  In most situations, therefore, what the
Act giveth, it quickly taketh away.

One exception to the “contractual relationship” rule is where the
buyer can establish that it is an “innocent purchaser” under CERCLA;
that is, at the time the facility was acquired, the purchaser did not know
and had no reason to know that any hazardous substance was released
or disposed of thereon.62  As indicated above, to establish that it had no
reason to know of any hazardous substance release, the buyer must

59. 42 U.S.C. § 9601(35)(B) (1994).
60. Lender liability issues are beyond the scope of this article.  Suffice it to say, lender envi-

ronmental due diligence requirements in a transaction may be more extensive, time consuming, and
costly than those contemplated or reasonably needed by the parties themselves.  Generally, how-
ever, lenders are afforded significant liability protection under CERCLA.  42 U.S.C. § 9601(20)(E)
(1994 & Supp. III 1997).

61. 42 U.S.C. § 9607(b)(3) (1994).
62. 42 U.S.C. § 9601(35)(A)(i) (1994).
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show that it undertook, at the time of acquisition, all appropriate in-
quiry into previous ownership and uses.63

b.  The Innocent Landowner Exception is Strictly Construed

Obviously, if environmental due diligence results in actual knowl-
edge of the existence of a release or threatened release at a facility, such
knowledge will defeat the innocent landowner defense.  The innocent
landowner defense will likewise not be successful if the purchaser
“should have known” of the contamination.  Under CERCLA, judicial
determination of innocent landowner status is required “to take into ac-
count any specialized knowledge or experience on the part of the de-
fendant, the relationship of the purchase price to the value of the prop-
erty if uncontaminated, commonly known or reasonably ascertainable
information about the property, the obviousness of the presence or
likely presence of contamination at the property, and the ability to de-
tect such contamination by appropriate inspection.”64

c.  Environmental Due Diligence Standards

Neither CERCLA nor the case law provide a road map of the na-
ture and extent of environmental due diligence which must be under-
taken to satisfy the requirement of the innocent landowner defense.65

Several public and private entities have developed due diligence stan-
dards which are now widely used and accepted.  Commonly used envi-
ronmental due diligence standards include the following:
& Standards Developed By Financial Institutions—Many financial in-

stitutions, particularly large national banking institutions, have
adopted environmental site assessment procedures which must be
followed in connection with the making of loans on commercial
and industrial property.  These procedures are detailed and com-
pliance should provide a fair degree of comfort that the “all appro-
priate inquiry” requirement has been satisfied.

& Regulatory Agency Standards—Similarly, federal regulatory agen-
cies such as, the Federal Home Loan Bank Board and Federal Na-
tional Mortgage Association have published environmental as-
sessment procedures.

& American Society For Testing And Materials (ASTM) Standards—
A subcommittee of the ASTM has developed protocols for envi-
ronmental site assessments intended to assist in complying with the

63. 42 U.S.C. § 9601(35)(B) (1994).
64. 42 U.S.C. § 9601(35)(B).
65. For a general interpretation of CERCLA’s innocent purchaser requirements, see EPA,

Guidance on Landowner Liability Under Section 107(a)(1) of CERCLA, De Minimis Settlements
Under Section 122(G)(1)(B) of CERCLA, and Settlements with Prospective Purchasers of Con-
taminated Property, OSWER Directive No. 9835.9, 54 Fed. Reg. 34,235 (1989).
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innocent purchaser obligations of CERCLA.66  Those protocols,
which are typically followed by most environmental consultants,
include the well known procedures for “Phase I and II” inquiries
into the environmental condition of property.

& Insurance Standards—Several insurance companies have also
promulgated standards for environmental site assessments which
are required to be followed in order to obtain coverage against the
future discovery of contamination.

2.  Environmental Due Diligence to Ascertain and Allocate Risks

As previously noted, an equally important objective of environ-
mental due diligence in acquisition and merger transactions is to accu-
mulate the information necessary to undertake an appropriate alloca-
tion of risk between “buyer” and “seller.”  When used to accomplish
such an objective, the acquiring and/or selling business must take care
to plan an appropriately defined, cost effective environmental investiga-
tion.  Environmental consulting companies may attempt to “sell” both
Phase I and Phase II67 site assessments for environmental due diligence
regardless of the site or the circumstances of the particular transaction.
For example, if the property to be acquired is industrial with known or
suspected releases or is located in an area of documented soil or
groundwater contamination, the significant cost of a complete Phase I
site assessment may sometimes be avoided as unnecessary.68  In such
situations, a carefully planned limited site intrusive investigation of the
soil and/or groundwater quality (Phase II environmental site assess-
ment) is often more appropriate, and may result in an overall lower en-
vironmental due diligence cost.

The nature of the information obtained from environmental due
diligence, planned with this objective in mind, provides the factual basis
upon which purchasers and sellers in acquisitions and mergers can:
& Identify specific environmental problems associated with the busi-

ness being acquired or merged;
& Establish a “baseline” environmental condition of business prop-

erty at the time of the transaction; and
& Intelligently allocate environmental risks and liabilities (known and

unknown) in the transaction documents.

66. See, e.g., ASTM Standard E 1527-97.  This standard provides typical practices for per-
forming environmental site assessments.  These materials are copyrighted and may be purchased
directly from ATSM at 100 Barr Harbor Drive, West Conshohockery, PA 19428, 610-832-9585.

67. See infra Section E.
68. See infra Section E (discussing the elements of a Phase I environmental site assessment.

As indicated by that discussion, much of the information sought by a Phase I assessment may al-
ready be known with respect to this type of business property).
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E.  THE ENVIRONMENTAL SITE ASSESSMENT

An environmental site assessment performed in accordance with
established protocols is the accepted method of accomplishing envi-
ronmental due diligence in a business transaction.  More often than not,
the “phased” site assessment procedures incorporated in the ASTM
standards are utilized.  Some understanding of the scope, benefits, and
limitations of such procedures is important for the business engaged in
an acquisition, consolidation, or merger transaction.

1.  Phase I, II, and III Environmental Site Assessments

The Phase I environmental site assessment process incorporates
protocols by which a purchaser may satisfy the “all appropriate inquiry”
requirement of CERCLA (unless the results indicate further investiga-
tion is warranted) and/or obtain information critical to the allocation of
environmental risks between or among the parties to the transaction.
The Phase I assessment obviously should be performed by a qualified
environmental professional and will generally include the following
elements:
& Review of records—This aspect of the Phase I assessment typically

involves a review of historical facility records;69 pertinent EPA and
state environmental agency documents and electronic databases;70

local fire department records;71 title records;72 United States Geo-
logical Society (USGS) topographic maps; zoning/land use records;
and aerial photographs.73  This document and database review in-
cludes not only the property or facility which is the subject of the
transaction, but also other properties within a defined radius whose
operations may have adversely impacted the property being ac-
quired.74

69. In “hostile” acquisition transactions, records and information of the target company may
not be readily available.  Thus, limiting the document review to public information.

70. Key sources of this type of information include the Comprehensive Environmental Re-
sponse, Compensation, and Liability Information System (CERCLIS) which identifies potential
hazardous substance sites which must be investigated; the National Priority List (NPL) which in-
cludes the highest priority CERCLA sites; the Resource Conservation and Recovery Information
System (RCRIS) which identifies sites with RCRA compliance requirements and problems; and the
Emergency Response Notification System (ERNS) which constitutes a list of reported releases and
spills of hazardous substances exceeding certain reportable quantities maintained by the National
Response Center (NRC).  The State of Kansas also maintains similar databases which contain im-
portant information typically reviewed as part of the due diligence process.

71. Fire department records occasionally include historic information and diagrams showing
the location of USTs and the location of hazardous material storage areas which are not found in
other sources of publicly available information.

72. Land title documents may provide insight concerning how property has historically been
used and thus whether prior business activities on the property may be associated with the genera-
tion and disposal of hazardous waste or other environmental issues.

73. Aerial photographs often cover an extensive time period.  They are an excellent source of
information concerning prior property usage not otherwise readily available.

74. This information is usually obtained using electronic databases which “plot” the location
of other businesses with potential environmental problems and which include detailed environ-



1999] Environmental Considerations and Strategies 43

& Interviews—Generally, the person or persons with the greatest
knowledge about current and past operations of the facility or
property at issue are interviewed with respect to pertinent envi-
ronmental issues.75  If possible, interviews with adjoining property
owners or operators are also conducted.

& Site inspection—The site inspection is a planned visual inspection
of the business property and facilities, as well as nearby properties.
Experienced professionals are able to discern substantial environ-
mental information simply by viewing the condition of the vegeta-
tion, soils, facility equipment, facility drains and floors, and chemi-
cal storage areas.
Because the term “Phase I assessment” is often used loosely to de-

scribe any preliminary environmental assessment procedure, a company
involved in a business acquisition or merger should carefully evaluate
the scope of the proposed work to ensure that it will accomplish all de-
sired objectives in the context of the business being acquired or merged.
For example, typical Phase I site assessments do not include an assess-
ment of several significant environmental risks such as asbestos, lead
paint, radon, indoor air pollution, and the business’ compliance with en-
vironmental regulatory requirements.  In addition, depending on the
circumstances, the proposed Phase I assessment may be unnecessary or
may not produce sufficient relevant information to justify its cost.

The results of the Phase I site assessment are set forth in a written
report.  The report typically consists of several “narrative” sections de-
scribing and interpreting the scope and results of the site assessment
and one or more appendices which contain site diagrams, chain of title
information, aerial photographs, and the results of document and data-
base searches.  The conclusions of most consultants tend to be conserva-
tive in terms of identifying environmental “red flags.”76  More often
than not, therefore, the result of this process is that any hope of obtain-
ing innocent purchaser status evaporates after a Phase I investigation of
most industrial property.

If the Phase I assessment identifies recognized environmental con-
ditions, the performance of a Phase II assessment may be appropriate to
eliminate or, more likely, confirm and define those environmental con-
cerns.  A Phase II assessment normally involves the sampling and labo-
                                                                                                                                   

mental information pertaining to such other businesses.  It is the job of the retained environmental
consultant to interpret this information in the context of distance to the subject property, regional
groundwater flow directions, etc.

75. Topics discussed during these interviews include:  the type of environmental permits and
licenses held by the business, any history of agency enforcement actions against the business, and
facts related to the business’ compliance with applicable federal and state environmental
“compliance” laws and regulations.

76. The technical term for what I have been calling an environmental “red flag” is a
“recognized environmental condition” (REC) which, again, has its genesis in the ASTM standards.
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ratory testing of soil and/or surface or groundwater at or near the facil-
ity.  It may also involve locating and testing underground storage tanks
for purposes of identifying their contents and integrity.  Soil and
groundwater “background” information is commonly obtained as is in-
formation related to the direction of groundwater movement or “flow”
in the area of the subject property.

No specific protocols govern a Phase II site assessment.  The scope
and cost of a Phase II assessment depends to a large extent upon the in-
formation revealed by the Phase I activities and by general knowledge
of the business’ operations at the facility.  Because a Phase II investiga-
tion produces actual data, it is normally of more benefit to both pur-
chaser and seller than the Phase I assessment in terms of being able to
identify and allocate environmental risks in an acquisition or merger
transaction.

A Phase III environmental site assessment is merely a continuation
of the Phase II site investigation process; that is, its objective is to fill in
any gaps in the information which may be needed to attain innocent
landowner status or to allocate environmental risks and liabilities.

2.  Preliminary Considerations

Before embarking on the environmental site assessment process, it
is important to carefully consider the client’s objectives in undertaking
environmental due diligence.  A “front end” analysis by environmental
legal counsel and retained consultants usually helps to define those ob-
jectives, streamline the assessment process, and ensure that assessment
money is well spent.  It is the author’s experience that, more often than
not, “cross-examination” of the environmental consultant as to the rea-
sons for and benefits of proposed Phase II activities results in the scal-
ing-back of those activities and associated cost savings.

It is also important to select the appropriate consultant to perform
the desired scope of work.  Virtually all environmental consultants per-
form Phase I site assessments and prices vary significantly.  The selec-
tion of a qualified “Phase II” consultant is more difficult, but the impor-
tance of this exercise should not be minimized.  Cost should not be the
sole consideration.  Depending on the objectives, factors such as the
consultant’s prior relationship with the business, its legal counsel and/or
the regulatory agencies, the consultant’s ability to promptly complete
the work and timely produce a report, and the consultant’s capabilities
should follow-up work be required may very well take precedence over
cost.  A consultant’s reputation in the industry and with the regulatory
agencies can pay dividends in many transactions.
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F.  THE ENVIRONMENTAL COMPLIANCE AUDIT

1.  The Role of the Compliance Audit

The primary purpose of the environmental site assessment is to de-
termine the potential for, or existence of, environmental contamination
on, under, or near the property or facility which is the subject of the
transaction.  On the other hand, the environmental compliance audit77

focuses on different issues, such as whether the business has all proper
permits and whether its on-going operations are being conducted in
compliance with applicable federal, state, and local environmental laws
and regulations.  In an asset purchase transaction, an environmental
compliance audit may be only marginally beneficial, assuming that the
purchaser will not expressly, or as a matter of law, be assuming its
predecessor’s environmental liabilities.  Conversely, an environmental
compliance audit is often of critical importance in stock purchase, con-
solidation, and merger transactions where the purchaser or surviving
entity will likely be assuming the environmental liabilities of the prede-
cessor.

2.  Scope of the Audit

The business being sold, consolidated, or merged may have previ-
ously engaged in internal environmental compliance auditing.  Such in-
formation should obviously be obtained and evaluated if possible.  As
both federal and state governments continue to provide incentives for
companies to perform periodic, systematic compliance auditing, such
information is likely to be more available as time goes on.78

Whether or not the business has a history of compliance auditing, a
formal due diligence compliance audit may need to be performed as
part of the acquisition or merger transaction.  The precise scope of the
audit will depend upon the size of the facility, the products it produces,
the raw materials and inventory it uses, the nature of identified waste
streams, its involvement in hazardous waste treatment and/or storage,
and its disposal practices.

Perhaps the most common objective of a compliance audit in most
industrial transactions is to determine the facility’s compliance with fed-
eral and state hazardous waste, air, and water regulations.  Such audits
focus on whether required permits have been obtained and whether the

77. ASTM Standard PS11-9S for Environmental Regulatory Compliance Audits provides spe-
cific guidance for the performance of an acceptable environmental compliance audit.

78. See Voluntary Environmental Self-Policing and Self-Disclosure Interim Policy Statement,
60 Fed. Reg. 16,875 (1995); KAN. STAT. ANN. §§ 60-3332 to 60-3339 (Supp. 1998) (the Kansas Envi-
ronmental Audit, Privilege, and Immunity Act).  The nature and scope of these policies and privi-
leges is complicated and beyond the scope of this article.
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business’ current and historic operations are otherwise in compliance
with applicable regulations.  In addition, the company’s compliance with
federal and state “record keeping” laws and regulations is also impor-
tant because of the significant statutory non-compliance penalties.  As
discussed above, the community right-to-know requirements enacted as
part of the amendments to CERCLA impose extensive record keeping
and disclosure requirements on businesses which use hazardous chemi-
cals and generate hazardous waste.  While such requirements are not
directly related to preventing or remediating environmental contamina-
tion, failure to comply may have cost ramifications as significant as
those associated with other laws and regulations.

G.  CONFIDENTIALITY AND DISCLOSURE ISSUES

The information and data provided by environmental site assess-
ments may present both purchasers and sellers with difficult confidenti-
ality and disclosure issues.  A full understanding of the environmental
condition of a facility is clearly essential to achieving the objectives of
environmental due diligence.  Parties to an acquisition or merger, how-
ever, should be aware that obtaining such knowledge may have ramifi-
cations beyond the transaction at issue.

From the purchaser’s perspective, obtaining information related to
environmental problems at the property may create governmental dis-
closure obligations even before the transaction is closed depending on
state law and accompanying regulations.79  The seller faces even greater
concerns when confronted with the prospect of an environmental site
assessment by or for the purchaser.  To achieve the goal of selling the
property or business as close as possible to its “as is, where-is” condi-
tion, sellers should expect that a detailed environmental site assessment
will be performed.  However, if a site assessment discloses serious envi-
ronmental concerns, concerns which may even “kill the deal,” the seller
may still be confronted with problems and questions related to disclos-
ing such adverse environmental information to governmental agencies
and prospective future buyers.

Various strategies have been used, with more or less success, to in-
sulate sellers, buyers, and third parties from information obtained as a
result of an environmental site assessment.  For example, arrangements
can be structured under which a buyer is allowed to conduct an envi-
ronmental assessment, but is instructed not to provide the results to the

79. See KAN. ADMIN. REGS. 28-48-1 to 28-48-2 (1997).  These so-called “spill reporting” obli-
gations are broad and, to some extent, vague.  In Kansas, “owners” and “persons responsible” for
actual or threatened environmental pollution have disclosure obligations.  Id.  Arguably, the Kan-
sas regulation would exclude an entity engaged in due diligence in contemplation of acquiring a
business.  Nevertheless, the discovery of information revealing significant environmental problems
at a facility presents moral as well as legal issues for prospective purchasers.
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seller.  There are, however, obvious problems with such a strategy.  If
recognized environmental conditions or reportable releases are identi-
fied and the purchaser decides to proceed with the negotiations, it is vir-
tually impossible to intelligently allocate risks without the seller know-
ing the nature of the problems.  Moreover, if the adverse information
kills the deal, even without the seller becoming aware of the results of
the assessment, the seller may be confronted with serious common law
disclosure issues with respect to potential future buyers.  That is, to
what extent is the mere fact that prior negotiations failed due to un-
known environmental considerations a material fact which must be dis-
closed in future transactions?

Such a strategy also has downsides for the buyer.  Many environ-
mental statutes limit reporting or disclosure obligations to the “owner
or operator” or the “person in charge” of specific property.  Thus, a
prospective buyer may not be within the class of persons legally re-
quired to report or disclose to a governmental agency.  Nevertheless,
given the draconian civil and criminal penalties for violating reporting
and disclosure laws, any person with knowledge of a serious release or
spill may not wish to gamble on a “technical” interpretation of such a
statute.

Setting aside the difficult issues of disclosure of environmental
conditions to governmental agencies, the confidentiality of such infor-
mation, with respect to third parties, may be protected by authorizing a
lawyer for a party to arrange for and direct the environmental site as-
sessment activities.  Under this approach, the attorney orders the envi-
ronmental assessment, arguably in anticipation of potential litigation.
Additionally, the attorney should require the environmental consultant
to execute a confidentiality agreement to protect the results from disclo-
sure to third parties.  Typically, the environmental assessment report is
designated “confidential;” not to be disclosed to third parties.  Although
this procedure is commonly used and offers some degree of protection,
it does not solve the statutory disclosure problem and is otherwise sub-
ject to possible attack on various legal grounds.80  From a practical
standpoint, before embarking upon an environmental site assessment,
the seller in particular would be well-advised to assume that the results
may be subject to discovery or disclosure.

80. The environmental site assessment may be determined to be discoverable notwithstanding
allegations of the attorney work product privilege, the attorney-client privilege, and any self-critical
analysis privilege.  Also, even if the attorney’s “work product” is protected, the facts contained in
the assessment are likely discoverable.  One or more of these “privileges” may also be lost by dis-
closure to third-parties, such as the other party to the transaction.
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H.  STRUCTURING THE TRANSACTION: GENERAL STRATIGIES OF

BUYERS AND SELLERS

After environmental due diligence activities have been undertaken,
any recognized environmental conditions impacting the business and its
assets have, hopefully, been revealed.  Both sides of the transaction are
armed with substantial information relevant to the environmental legal
liabilities discussed in this article.  Environmental risks can now be bet-
ter identified and quantified.  To a great extent, the baton now passes
from the environmental consultants to the parties’ environmental legal
counsel.  The task shifts from information gathering to negotiating li-
abilities and risks, known and unknown, through the use of a number of
tools including: warranties, indemnities, purchase price adjustments,
and pre- and post-closing clean-up commitments.  Obviously, the envi-
ronmental concerns and strategies of buyers and sellers differ funda-
mentally as the transaction proceeds toward final contract drafting and
closing.  Careful planning of an appropriate negotiating strategy, and an
ability to develop and be receptive to creative solutions to the inevitable
problems that arise, are of critical importance to representing a client
who expects the “deal” to be finalized with manageable environmental
risks.

1.  General Strategies of the Seller

Sellers of business property strive to end up as close as possible to
an “as-is, where-is” sale.  With a properly drafted “as-is” provision, the
buyer agrees to take the property subject to all known and unknown
environmental problems and impairments.  At least with respect to the
buyer, the seller retains no liability for environmental contamination on
the property, regardless of when it may have occurred and how it may
have been caused.  For obvious reasons, it is often not possible to nego-
tiate the agreement with such an extreme risk-allocation scheme, par-
ticularly if there is any significant possibility that the property is envi-
ronmentally impaired.81

Even if the buyer is receptive, proposing such an arrangement typi-
cally invites a very detailed environmental investigation of the property
by the buyer prior to closing.  If environmental conditions are revealed,
the deal may fail or a resolution of at least the known risks and condi-
tions will need to be negotiated.  The seller must, therefore, weigh the
potential benefits of seeking an “as-is” provision against the heightened
scrutiny such a provision invites.  Also to be considered is the increased

81. Depending on the circumstances, and the buyer’s assessment of the “remoteness” of envi-
ronment risk, transactions incorporating “as-is” provisions can sometimes be negotiated where the
seller is willing to make a purchase price adjustment in return for an increased level of environ-
mental peace of mind.
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likelihood that an environmental condition, which might otherwise have
passed unnoticed, will be revealed and require resolution.  Finally, even
if an “as is” provision is successfully negotiated, such a provision does
not relieve the seller from liability to governmental agencies under stat-
utes such as CERCLA.82

Given the foregoing, most transactions involve a more complicated
allocation of environmental risk between buyer and seller with respect
to both known and unknown liabilities.  Where an “as-is” provision
cannot be negotiated, sellers often attempt to structure the warranties
and indemnities such that they remain liable only for environmental
problems which can be directly related to their operations.  With re-
spect to environmental conditions unknown at the time of the acquisi-
tion transaction, such a strategy obviously invites future disputes over
“who caused what.”  Suffice it to say, tracing a soil or groundwater con-
tamination problem to a specific property owner or time period is ex-
tremely difficult and costly.  More often than not, the “acquiring” entity
will be carrying on a similar business at the facility, using similar equip-
ment, chemicals, etc.  Although the capabilities of environmental tech-
nology are continually expanding, it remains very difficult to attribute
common contaminants, such as degreasing solvents and petroleum
products, to one user or another.83  Such problems may be partially
mitigated by designing an appropriate Phase II environmental site as-
sessment to establish a “baseline” of the property’s condition at the
time of closing.  Although a useful tool to minimize future risk, the
value of the “baseline” site assessment is limited by considerations of
cost and time in the typical transaction.

2.  General Strategies of the Buyer

Buyers obviously wish to avoid purchasing environmental liabili-
ties.  Accordingly, the optimal strategy of a buyer is to place the risk of
all environmental liabilities associated with the business or property on
the seller; except for those which may be directly and scientifically at-
tributed to the operations of the buyer after closing.  If possible, the
buyer will seek to allocate to the seller the risk of all historic environ-
mental liabilities associated with the property; regardless of whether
such liabilities were caused by the operations of the seller or by an ear-
lier owner or operator of the facility.  The success of this strategy often

82. CERCLA imposes no limitations on the rights of private parties to allocate between them-
selves environmental risks and liabilities.  However, such freedom of contract does not limit the
statutory authority of the United States to seek response costs from any person potentially liable
under the Act.

83. It should also be noted that even if it is possible to distinguish between two sources of con-
tamination, if these sources have “commingled” and each party’s contribution cannot be separated,
CERCLA imposes joint and several liability on each PRP for all response costs associated with the
site.  United States v. Chem-Dyne Corp., 572 F. Supp. 802, 810 (S.D. Ohio 1983).
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depends on the buyer’s intended use of the property.  If the buyer’s ac-
tivities clearly pose little or no environmental risk, the “equity” of such
an allocation is more difficult for the seller to reject.

The extent to which it is in the buyer’s interest to undertake, or re-
quire the seller to perform, a detailed environmental site assessment
depends, in part, upon its success in allocating unknown risks to the
seller.  It is also important to factor into this decision whether the seller
will continue to exist, and if its financial resources will be available to
address problems discovered in the future.  If the seller agrees to as-
sume such risks and liabilities, and has sufficient financial resources, a
buyer may not require (or even want) an extensive environmental site
assessment.

Of course, some reasonable investigation of the property’s envi-
ronmental condition is necessary if an objective of the buyer is innocent
purchaser status under CERCLA.  Also, a more detailed site assess-
ment may be important to determine whether the price being negoti-
ated approximates the property’s fair value in light of any environ-
mental conditions.  A “site-intrusive” assessment of the property’s soil,
surface water and/or groundwater is usually also necessary to expose
existing environmental problems which presumably will either be reme-
died by the seller as a condition of closing the transaction or result in an
appropriate reduction of the purchase price.

On the other hand, undertaking or requiring a detailed site assess-
ment, simply to establish a “baseline” condition of the property or to
identify environmental impairments, may actually be counterproductive
to a transaction which could be successful in shifting most of the envi-
ronmental risk to a viable seller.  In other words, to the extent that a
thorough assessment is performed, but does not reveal any recognized
environmental conditions, it is much easier for the seller to later argue
that a subsequently discovered problem must have been caused by the
activities of the buyer.  Even the most thorough of site assessments is
limited by time and cost, making it virtually impossible to know with
certainty that all potential environmental conditions have been de-
tected.  The buyer’s general due diligence strategy in acquisition trans-
actions thus depends to a great extent on whether the buyer plans to
continue the same business activities as the seller and the strength of the
seller’s warranties and indemnities.

Buyers typically attempt to negotiate several broad categories of
representations, covenants, and warranties from sellers:

a.  If the seller is already engaged in the investigation or remedia-
tion of a known environmental condition, the seller should be
requested to provide a warranty that such work has been and
will continue to be performed in a good and workman-like
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manner, in accordance with all applicable laws and regulations,
and the remediation will remain the responsibility of the seller
until “satisfactorily” completed.84  Unless the buyer is willing to
assume responsibility for completing the work after closing
(presumably at the seller’s “cost”), the parties will also need to
negotiate language providing the seller with reasonable post-
closing access to the property for specified purposes;

b.  Representations by the seller that it has no knowledge of any
environmental impairment or condition existing on the prop-
erty other than that expressly disclosed by the seller in an ex-
hibit attached to the agreement or which may be revealed by
an environmental site assessment;85

c.  Representations that the seller has provided to the buyer any
and all documents related to the identification, investigation,
and remediation of any existing or historic environmental
problems associated with the business and related to the
seller’s prior compliance with all applicable environmental laws
and regulations;86

d.  Representations that, as of the date of closing, the facility is in
full compliance with all applicable environmental laws and
regulations;87

e.  Representations that, to the best of the seller’s knowledge, no
underground storage tanks are present on the property;

f.  Representations by the seller concerning the presence of asbes-
tos and PCBs at the facility;88

84. Issues sometimes arise as to the standard against which “satisfactory” resolution of known
environmental conditions is to be measured.  Often, the standard is defined in terms of a final ap-
proval or a “no further action” determination by the governmental agency responsible for over-
seeing the work.  Concerns over excessive and unreasonable requirements of such agencies have
led some parties to fashion standards based on the opinions of a qualified environmental profes-
sional, leaving the risk of further governmental requirements on the buyer.  In either case, this issue
should be carefully considered in drafting the environmental provisions of transaction documents.

85. Defining what is meant by the seller’s “knowledge” should also be considered.  In many
agreements, representations concerning the seller’s knowledge is limited to that knowledge which
an identified group of officers and/or corporate managers possesses or with the exercise of reason-
able inquiry, should possess.  Leaving the term undefined invites future disputes as to how deep
into the corporate organizational chart such representations extend.

86. Terms such as “environmental laws and regulations” and “hazardous substances” should
be defined in transaction documents.  Many agreements, in fact, incorporate an environmental
definitions section to avoid future disputes over potentially ambiguous language.  These definitions
must be reviewed carefully as they may contain traps for the unwary.  For example, a representa-
tion that the facility contains no “hazardous substances” may be a problem if that term is defined to
include asbestos, and in fact the property being sold consists in part of older buildings which were
likely built with one or more asbestos-containing materials.

87. Such broad warranties and representations justifiably make many sellers nervous given the
reach of modern environmental laws.  Sellers may, therefore, wish to negotiate for a materiality
standard that triggers the warranty only after an alleged breach reaches a certain monetary amount.

88. The scope of a “standard” Phase I Environmental Site Assessment may not include any
investigation or inquiry into the presence of asbestos or PCBs at a facility.  Absent contracting for
such matters to be addressed in the Phase I, the buyer should attempt to obtain as much informa-
tion as possible from the seller concerning these hazardous substances and obtain appropriate war-
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g.  Representations that the property contains no regulated wet-
lands;89 and

h.  Representations regarding the existence and status of any
pending or threatened governmental or private party claims or
litigation which in any way relate to violations of environ-
mental laws.

I.  TIMING CONSIDERATIONS

A significant consideration and challenge related to the perform-
ance of environmental due diligence and negotiating environmental risk
allocation is timing.  Often, negotiation of the non-environmental terms
of a merger or acquisition transaction proceed along a much faster track
than reaching an agreement on the environmental issues.  Once the ba-
sic terms of the deal are determined, such as price, financing, as-
set/liability identification and allocation, and title, the parties are usually
motivated to have the transaction closed as quickly as possible.  A quick
closing, however, may be undesirable or impossible due to various envi-
ronmental considerations.

If time allows, the most desirable way to proceed from an envi-
ronmental risk standpoint is for the parties to fully perform all neces-
sary environmental due diligence prior to finalizing the contract evi-
dencing the terms of the transaction.  In that situation, environmental
problems and issues can be specifically identified and addressed in the
transaction documents; risk allocation can be negotiated based on more
complete information and with more certainty.  A closing date can then
be scheduled shortly after the finalization of the agreement.  For obvi-
ous reasons, such a strategy may benefit both buyers and sellers and
minimize the possibility of pre- and post-closing contractual disputes.

At the other end of the spectrum, some buyers may deem it advan-
tageous or necessary to execute a contract prior to the completion of
any environmental due diligence.  Such a strategy is usually motivated
by non-environmental issues and timing considerations.  Such agree-
ments obviously need to be carefully drafted to insure that adequate
and well-defined contingencies are incorporated into the agreement to
allow the buyer to “walk-away” from the transaction under specified
conditions.  These provisions pose significant challenges to both the
buyer’s and seller’s legal counsel.  Any agreement must afford the buyer

                                                                                                                                   

ranties and indemnities, if possible.
89. Like asbestos and PCBs, wetland delineation is not normally within the scope of a Phase I

Environmental Site Assessment.  The regulation of wetlands under the Clean Water Act is complex
and beyond the scope of this article.  It should be noted, however, that the presence of regulated
wetlands at a facility may adversely impact a seller’s plans to renovate or develop the  property be-
ing acquired.
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sufficient time and opportunity to identify environmental problems and
must include carefully drafted walk-away provisions and/or provisions
clearly allocating the risk associated with any problems which might
later be revealed.  The difficulty in “selling” extremely broad walk-away
provisions, anticipating and allocating the risks of then unknown prob-
lems, and the motivation of all parties to move quickly to closing all give
rise to negotiating and drafting challenges.

From the seller’s perspective, sufficient certainty and specificity
with regard to the walk-away conditions must be negotiated in order
that the seller may have some confidence that the transaction will be
consummated.  Events or conditions triggering the buyer’s walk-away
right must be defined as narrowly as possible.  Also, consideration
should be given to addressing problems revealed by due diligence
through risk or cost allocation as opposed to allowing such problems to
become “deal breakers.”

An extended period of time between contract execution and clos-
ing creates other potential problems as well.  During the interim period
the seller’s business operations will likely be continuing.  The agreement
between the parties, therefore, needs to address how and when the
buyer’s environmental due diligence activities may be performed, so as
to minimize any disruption to the seller’s operations.  Additionally, the
negotiated allocation of environmental risks may use the date of the
transaction agreement as a dividing line between seller’s and buyer’s re-
sponsibilities.  That is, the seller’s obligation is limited to environmental
conditions existing on or before the date the sale or merger agreement
is executed.  Such an allocation of risk was likely based on an environ-
mental assessment or other environmental due diligence occurring prior
to contract execution.  In these situations, provisions need to be negoti-
ated which address problems which might be created by the seller as a
result of its operation of the business during the interim period.  This
problem frequently arises where a lengthy period between contract exe-
cution and closing is established for reasons unrelated to environmental
due diligence; that is, where environmental due diligence was per-
formed prior to contract execution but where the seller continues to op-
erate the property for a number of months prior to closing.

Depending on the circumstances of the transaction and the re-
quirements of the parties, other strategies which may be employed to
address specific timing problems include: (1) entering into an option
contract; followed by a specific purchase agreement detailing environ-
mental due diligence and negotiations regarding environmental risks;
(2) phased acquisition transactions where the purchaser acquires por-
tions of the seller’s business or assets in a step-by-step procedure, gen-
erally leaving the environmentally controversial portions of the business
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for further investigation and negotiation; and (3) transactions in which
the purchaser attempts to “carve out” property or assets with environ-
mental problems that the purchaser is reluctant to include in the trans-
action regardless of the allocation of risks.

Some purchasers believe that leasing a facility or property is a solu-
tion to the environmental concerns associated with these transactions.
It is usually not a viable strategy, however, to lease rather than buy
business assets and real property simply to avoid environmental risks.
CERCLA’s expansive strict, joint, and retroactive liability applies to
both “owners” and “operators” of a facility from which a release has
occurred.90  Lessees of property may therefore be responsible parties
under CERCLA and may retroactively assume environmental liabilities
associated with the property or business.  From a practical standpoint,
lessees (particularly those whose own operations are such that they did
not likely cause or contribute to the environmental condition) are usu-
ally on the second or third tier of PRPs typically targeted by the gov-
ernmental agencies in enforcement actions.  The comfort afforded by
that status depends to a large extent on the ability of the government to
identify “first tier” PRPs, the financial condition of those PRPs, and the
total anticipated response costs at the site.  Nevertheless, all other fac-
tors being equal, a non-culpable tenant PRP is probably less likely to be
targeted in an enforcement proceeding than a non-culpable owner PRP.
One reason for this distinction is the agency’s view that the “owner
PRP” will ultimately reap the benefits of an environmental cleanup re-
gardless of culpability.  Accordingly, although clearly not a “safe har-
bor,” structuring a transaction in whole or in part as a lease may lessen
environmental risks.

J.  ALLOCATION OF RISKS IN TRANSACTIONS INVOLVING KNOWN OR

SUSPECTED ENVIRONMENTAL PROBLEMS

1.  Traditional Allocation Mechanisms

As indicated, a primary purpose of environmental due diligence in
most acquisition and merger transactions is to facilitate an informed and
equitable allocation of known or suspected environmental risks be-
tween the seller and purchaser.  The most common environmental risk
allocation mechanisms used in transactions agreements are as follows:

a.  Indemnifications

Indemnifications for claims and damages resulting from known or
unknown environmental conditions are the most frequently negotiated

90. See supra Section B.
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allocation mechanism.  Such “hold harmless” agreements are normally
of more critical importance to the purchaser than to the seller, although
they typically run both ways.  Because the effect of an indemnity is to
place continuing obligations on the indemnifying party, the negotiation
of indemnities is often the most difficult and time-consuming.91  Indem-
nifications typically cover (i) the indemnifying party’s breach of the en-
vironmental representations and warranties provided in the contract
and (ii) damages incurred by the indemnified party which relate to envi-
ronmental liabilities contractually assumed by the indemnifying party.92

As with any indemnity, environmental hold-harmless provisions
are only as good as the financial ability of the indemnifying party to per-
form.  This issue is particularly complicated in those situations where
the seller ceases to exist upon closing of the transaction.  In such cases,
individual shareholder indemnities or phased payment schemes may
need to be considered.  It is important to keep in mind that contractual
indemnifications do not immunize a purchaser or seller from a govern-
mental enforcement action.  The seller or buyer who mistakenly be-
lieves that contractual indemnity protection guarantees a good night’s
sleep in the future may be in store for a rude awakening.  Nevertheless,
although not guaranteeing future avoidance of an agency enforcement
action, a properly drafted indemnity may provide at least financial relief
in the event the indemnified party becomes involved in such actions.

b.  Promises To Take Specific Action

This allocation mechanism is typically used when the seller has
previously identified and is in the process of remedying a known envi-
ronmental problem at the time of the transaction.  Such provisions clar-
ify the seller’s obligations to continue to perform all required actions93

and to fully share with the buyer all data, reports, and other documents
previously generated or to be generated in the future concerning the re-
sponse action being performed.  These provisions generally indemnify

91. An alternative to the continuing obligations imposed by an indemnity is for the seller, in
particular, to accept a reduced purchase price in return for the elimination of on-going indemnity
liability.  Indeed, depending on the circumstances, a significant purchase price reduction may result
in a shift of the indemnification obligations from the seller to the purchaser.  The desirability of this
purchase price-indemnification trade-off is, of course, dependent on many factors such as the
amount of the price reduction and the priority placed by the seller on avoidance of future risks and
obligations.

92. It is important that the transaction agreement specifically provides that environmental
warranties and indemnities “survive closing.”  Absent such provisions, the protection being sought
may terminate at closing under the doctrine of merger.

93. The parties’ expectations as to what response actions are “required” at a given site often
differ and are the subject of contract negotiations.  Obviously, a seller committing to the perform-
ance of a response action would like to terminate its warranty and indemnity obligation based on
objective and existing standards or regulations.  On the other hand, given the dynamic nature of
many environmental laws and the length of time required for most environmental cleanups, pur-
chasers may attempt to negotiate a “floating” standard.  In any event, future disputes may be
avoided if this issue is specifically addressed in the contract.
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the buyer should it sustain loss as a result of the identified problem.  Of
course, the quid pro quo for obtaining such commitments is the pur-
chaser’s agreement to afford the seller with reasonable access to the fa-
cility in order that the obligations may be performed.

Such “access agreements” may themselves be the subject of diffi-
cult and contentious negotiations.  The purchaser is justifiably con-
cerned that its planned operations not be adversely impacted by the
seller’s rights of access.  Another concern of the purchaser is how exist-
ing remediation equipment may effect proposed activities at the facility
and whether the seller’s right or need to modify remediation systems in
the future will create operational problems.  The seller in this situation
is usually under an obligation to a governmental agency to continue to
perform certain activities until a “no further action” determination is
obtained.  In view of the significant penalties for non-compliance with
such obligations, the seller must ensure that its continued access rights
are adequate and that it has the ability to respond in the future to
changes imposed by the regulatory authority.

These access requirements also give rise to issues such as the possi-
bility of employees or agents of both seller and purchaser being injured
by on-going response actions; property damage concerns; insurance
needs; timing and advance notification of needed access; and indemni-
ties for violation of access provisions.  In fact, it is the author’s experi-
ence that issues related to the continued access required to address ex-
isting environmental problems are substantial enough to warrant the
negotiation of a separate environmental access and indemnity agree-
ment.

c.  Specific Assumption of Suspected, Potential, or Unknown Risks

No amount of environmental due diligence is usually sufficient to
identify and allocate all potential environmental liabilities and risks as-
sociated with many businesses.  Accordingly, virtually all transaction
agreements include provisions whereby one side or the other assumes
potential for unknown risks and releases the other party from liability
for the same.

d.  Allocation Deductibles

Unknown or suspected risks are sometimes allocated by cost.
Thus, in appropriate circumstances, the seller will agree to assume po-
tential environmental liabilities subject to a specified “deductible.”  In
that situation, the purchaser agrees to assume response costs up to a
specified dollar amount, with the seller taking responsibility for all costs
above that amount.  Such an allocation strategy is frequently used
where the liability is unknown, but possible, and where either the
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seller’s or the buyer’s operations could create the liability.  In those cir-
cumstances, the seller may be unwilling to assume broad responsibility
for pre-closing environmental conditions given the scientific difficulty of
relating a future problem specifically to the buyer or seller.  The amount
of the deductible can roughly be determined based on the nature of the
potential risk and the nature of each party’s operations at the facility.

e.  Thresholds

This allocation mechanism, closely related to deductibles, provides
that the cost of a future environmental problem must reach a specified
amount before the seller’s indemnification obligation is triggered.  Gen-
erally, when this type of allocation mechanism is negotiated, the seller’s
obligation extends back to the first dollar of costs or damages incurred
once the trigger amount is exceeded.

f.  Liability Caps

Although willing to assume a relatively broad allocation of envi-
ronmental risks, a seller may insist that such risks be capped at a speci-
fied amount.  The amount of the cap must be negotiated in the context
of the businesses of the buyer and seller—the seller’s financial situation
and other non-environmental factors which typically define each party’s
bargaining leverage in a particular transaction.

g.  Time and Geographical Limits

Time limit allocation mechanisms are commonly used where envi-
ronmental liabilities potentially created by the seller are likely to mani-
fest themselves within a relatively short period of time.  Time limits on
the risk allocation to the seller may also be appropriate when the buyer
plans to continue essentially the same business activities of the seller;
thereby increasing the possibility of the “who caused what” problem.  In
such circumstances, the seller may reasonably insist that any representa-
tion and/or indemnification obligations cease after the expiration of a
specified number of years post-closing.94

h.  Environmental Insurance

Until recently, meaningful and affordable environmental insurance
was not readily available.  Today, reasonably priced environmental in-
surance policies are another allocation-related option.  Either or both
the buyer and seller may afford themselves of environmental insurance

94. Five years is a time limit often negotiated in this type of agreement.  The appropriate
length of time depends on the nature of the potential environmental condition given the historic
activities at the facility.
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in order to be willing to accept a proposed allocation of environmental
risk.  The types and coverages of such insurance products are myriad.
Closely related to the concept of obtaining insurance to protect against
presently unknown environmental risks are the companies which offer
to “buy” or assume environmental liabilities after they are identified.
The idea behind this increasingly available product is that a company
with expertise in quantifying environmental problems contracts with a
liable party to assume all future monetary obligations associated with
such problems for a negotiated fee.  These companies rely on their ex-
pertise to negotiate appropriate fees, with their profits often being de-
pendent on their ability to promptly address such problems in creative
ways.  Insurance is also used to minimize their risks.

Obviously, these allocation mechanisms may be “mixed and
matched” depending on the business at issue, the negotiating skills of
the parties, and how highly motivated a party is to either buy or sell for
other reasons.  Normally, the inclusion or exclusion of the foregoing al-
location provisions in any particular agreement is the result of the nor-
mal give and take which accompanies the negotiation of complex busi-
ness transactions.  It is important to remember that the objective is to
minimize and manage environmental risks in the context of negotiating
the other important issues associated with acquisition or merger trans-
actions.  The party who expects to eliminate environmental risks alto-
gether will likely not close many deals.

2.  Dealing with Environmental Problems Arising After Closing

As referenced elsewhere, applying the traditional, “bare bones,”
warranty and indemnification provisions to environmental problems
which arise after closing is often a very difficult and costly process.  Re-
leases which occurred many years prior to closing may not manifest
themselves until well after the transaction is consummated.  In addition,
such releases may commingle with the same or similar contaminants
released by the purchaser (or its successors) after closing.  Thus, in cer-
tain circumstances, simply providing that the seller shall be responsible
for all environmental conditions existing prior to the date of closing in-
vites further controversy.  Although there are no “surefire” ways to
avoid this particular problem, creative drafting of the transaction
agreement may help.  The following contractual provisions may help to
resolve, or at least minimize the costs of dealing with, the “who did
what” controversy:

a.  Establish Guidelines Around an Environmental “Baseline”

As indicated, environmental site assessments are frequently used
to establish a “baseline” for the environmental condition of the business



1999] Environmental Considerations and Strategies 59

at the time of acquisition or merger.  The shortcomings of the assess-
ment for such a purpose have already been discussed.  Nevertheless, a
carefully thought out and designed Phase II environmental site assess-
ment can establish baseline data upon which certain allocation agree-
ments can be based.  The most obvious example is a provision that con-
tamination or other environmental problems not identified by the Phase
II assessment are presumed to be the result of post-closing operations.
Given the limitations of Phase II assessments, such provisions obviously
tend to favor the seller rather than the buyer.  A hybrid of this provision
is to focus the Phase II assessment on a particular operation or potential
contaminant.  With respect to those operations or contaminants, the
baseline data creates presumptions of liability.  As to all other environ-
mental risks, the agreement provides that no such presumptions exist.

b.  Establish Other Liability Presumptions

Other liability presumptions may be established based upon the
nature of the contamination or environmental problem most likely to
arise in the future.  Such an allocation mechanism is particularly useful
if the buyer’s business operations can be distinguished from the seller’s.
Thus, identifying chemicals or other substances that were or will not be
used, generated, or stored by one party or the other can be the basis of
liability presumptions.  Similarly, presumptions can be established in the
contract which are based upon where at the facility the contamination
might be detected, particularly if the buyer plans a post-closing expan-
sion or development.  As such liability allocations are generally phrased
in terms of presumptions, it may be desirable to state in the agreement
whether such presumptions are “rebuttable” and, if so, what type and
quantum of facts or data overcomes the presumption.

c.  Pre-Closing Conditions Made Worse By the Buyer

Circumstances may arise where contamination which originated at
the facility prior to closing has been exacerbated by some activity, ex-
pansion, or development of the purchaser or entity surviving a merger.
Depending upon whether the purchaser’s actions create or simply ag-
gravate the pre-closing condition, the parties can negotiate an appropri-
ate allocation of the costs.  Again, such an allocation provision requires
a relatively extensive Phase II site assessment to establish baseline con-
ditions at or near the date of closing.

d.  Phased-In Allocation

Where the buyer’s business operations are virtually identical to the
seller’s, a phased-in allocation provision is sometimes appropriate.  In
allocating risks under such a provision, the parties basically agree to
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forego the cost and “proof” problems often associated with an attempt
to scientifically “fingerprint” the cause of the problem in favor of a
more arbitrary allocation based on the time the problem arises.  For ex-
ample, a seller’s percentage liability for a future environmental liability
may contractually vary depending upon how many years after closing
the problem is discovered.

e.  Mediation/Arbitration

When other, more specific, cost allocation mechanisms are either
undesirable or inappropriate, the parties may simply agree to a less
formal and costly procedure for resolving any disputes which may arise.
Typically, such procedures include mediation and/or binding arbitra-
tion.  The parties can provide as much detail as desirable with regard to
how such mediation or arbitration is to be conducted and how the costs
of such procedures are to be shared.  Other alternative dispute resolu-
tion procedures, such as “fact-finding” by persons with environmental
expertise, should also be considered.

In addition to the foregoing, there are other issues related to the
post-closing discovery of environmental problems which might be ad-
dressed within the transaction agreement.  For example, the parties may
choose to specify the conditions under which a “remediation” of the
problem needs to be undertaken, at least from the standpoint of con-
tractual allocation of liabilities between the parties.95  Conditions which
may not require remediation from a regulatory standpoint may never-
theless cause damage to the buyer, such as diminution in property value.
Conversely, the parties may, for purposes of privately allocating liabili-
ties, establish conditions which impose responsibility on a particular
party that may be more severe than those which would trigger an ad-
ministrative enforcement proceeding. In either case, it is necessary to
address these issues up-front in the transaction agreement.

Related to the foregoing, many of these agreements deal with the
issue of a buyer’s voluntary versus involuntary initiation of environ-
mental response actions after a problem arises.  The contract might thus
provide that a seller’s obligations will not be triggered unless and until
an environmental condition results in an order by a regulatory agency to
perform an investigation and clean up and/or a situation where entering
into a voluntary consent order is reasonably necessary to avoid unilat-
eral action by the agency.

The parties may also wish to address what clean up standard will
apply to the remediation of an environmental problem discovered after

95. It is important to keep in mind throughout the process of contractually allocating risks and
liabilities that such provisions do not in any way limit the enforcement authority of governmental
regulatory authorities.
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closing.  To a great extent, clean up standards dictate the cost of a
remediation.  While neither the buyer nor the seller may have any con-
trol over what standard is actually imposed by a regulatory agency, they
can agree, between themselves, to allocate costs based upon that regula-
tory standard or some lesser standard which is more site-specific and
risk-based.  For example, a regulatory agency might require clean up of
groundwater contamination to “background” or “safe drinking water”
standards.  As between themselves, the parties might agree that the cost
obligation of the buyer or seller is to be based on the standard which
would be required to achieve an acceptable level of health risk using the
facility-standards; which typically, are more liberal and less costly than
the stringent agency standards.

Similarly, the parties may agree in advance as to the nature of the
remedial action which would reasonably address specific environmental
problems, at least from the standpoint of cost allocation.  Again, such
agreements and assumptions are not binding on the government and
may, in fact, have little to do with the “reality” of a site clean up.  Nev-
ertheless, such agreements can be used between the parties as a basis
for cost allocation where, to get a deal finalized, one party requires a
degree of certainty as to the cost exposure associated with a specific po-
tential environmental problem.

It may also be desirable for the parties to agree in advance as to
which takes the lead in addressing future environmental problems.
Such issues are potentially important in that the party taking the lead
has control over project consultants and the negotiations with the regu-
latory authorities and, thus, is in a better position to influence the ulti-
mate allocation of costs between the parties.

K.  CONCLUSION

Because of the very significant economic consequences associated
with environmental liabilities, environmental due diligence, and risk al-
location these activities often “drive” the timing and sometimes the cost
of business acquisition transactions.  The legal framework which defines
the potential environmental risk associated with the purchase and sale
of a business is complex.  In addition, federal and state environmental
laws and regulations are broadly construed to impose the substantial
cost of this country’s environmental policy on existing businesses, often
without regard to notions of fault or culpability.  The reality of these
risks explains why the environmental “tail” frequently wags the transac-
tional “dog.”

If planned carefully by knowledgeable professionals, environ-
mental due diligence may significantly lessen environmental risks.
Likewise, skilled contract negotiation and drafting can mitigate the
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“fear of the unknown” aspect of these transactions.  The  elimination of
environmental risk as an objective of due diligence and contract nego-
tiations, although sometimes pursued, is typically unrealistic and unat-
tainable.  Environmental risks, however, like other economic risks in-
herent in business acquisitions and mergers, can be managed provided
the appropriate tools, knowledge, and skills are employed by the parties
to the transaction.


