Environmental liability is
increasingly important
in business valuations

By H. Christopher Nobes,
Darrin R. Pickett,
Radha Curpen and
Sean Love
nvironmental  lia-
bility is an issue that
arises in many busi-
ness valuations, in particular,

In Canada, the most comp
hensive piece of federal legis legisla- I
tion related to the envi

is the Canadian Envi

Protection Act, 1999 (CBPA)

Enacted in 1985 and signifi-

cantly revised in 1999, this Act
consolidated and repealed a

where the subj ny ber of earlier statutes.
hmdlea or is exposed Lo “haz- CEPA establishes controls’
or potentially hazardous  over the release, use and elimi-

Depending on the circum-
u.nnm, bnll.h known and con-

nation of certain regulated sub- |
stances that can affect air, lana,
and water; controls the use ol

L envir tal liabili-
ties may materially affect the
fair market value of the shares
or net assels of the company
subject to the valuation.

Generally speaking, envi-
ronmental liability comprises
Lwo separate aspects:

(1) regulatory liability
arising from the violation of
government rules and regule-
tions, and

(2) civil liability that results
from & lawsuit initiated by
person claiming to have been
harmed as a result of one or
more common-law causes of
action allegedly caused by some
other party.

b that are thought to
deplete the ozone layer;
imposes requirements on the
rezlll.rthnn -nd use of new
ana
genetically modified or designer |
organisms; and has inhodnudl
the concept of pollution preven-
tion programs.

In addition Lo federal envi-
ronmental regulation, all of the
provinces and territories have
complimentary environmental |
laws. Provincial and territorial |
environmental laws and regu-

Intions govern various aclivities

that affect human health and
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the environment within each
jurisdiction.

The third layer of environ-
mental regulation lies at the
municipal level. ln general,
municipalities have powers to
enact bylaws to regulate the
release or discharge of process
effluents and industrial waste
into the sewer system, but it
appears that this scope can be
broadened.

Environmental lisbilities
generally are difficult to quan-
tify with any degree of certainty.
In open-market transactions,
environmental liabilities often
are dealt with through provi-
sions that assign, exclude or
allocate liabilities between the

In notional-market val-
uations, it typically is not the
case that environmental liabili-
ties can be dealt with in the

* attempt to reasonably
ify the environmental lia-
bility based on available evi-
dence; or
*® in the absence of adequate
evidence 1o assist in quantifying
the alleged environmental lin-
bility, sany valuation eonclusion
should be qualified.

An environmental liability
can fall into one of the following
categories:

* & known environmental
liability — that is a legal or reg-
ulatory compliance obligation of
the subject company o incur a
one-time or ongdng future

due to the past or
mmmnﬁﬂnn. use, emis-
ll(m. release, or lhruuned
of a particular sub-

mmo. or other activities, that
may impair or adversely affect
human health or the environ-
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Environmental liabilities are generally difficult to quantify

ment (referred to herein as

“Environmental Activities");

* a planned environmental
linbility — in certain circum-
stances, a company may not face
a legal or regulatory obligation
but may choose, for “public
policy” or other reasons, to incur
& one-time or ongoing future

expenditure(s) due to Environ-
mental Activities; or

* a contingenl environ-
mental liability — Lhat is a
potential legal obligation to
incur & one-time or ongoing
future expenditure(s) due to
Environmental Activities.

Environmental liabilities
vary with both the nature and
timing of the cost. Examples of
one-time costs might includ

¥ release of chemical

of operations; and
* additional operating costs
resulting from required changes
to the subject company’s waste
disposal practices.
Environmental liabilities
l-l' t‘u&.

* compliance obligations
related to laws and
that apply to the manufecture,
vse, handling, disposal and
or other haz-
dous or toxic subst and
to other activities that may

| impair or adversely affect
| buman health or the environ-

ment.
In this regard, whether the
subject company was in compli-

1l ance with existing laws and reg-

ulations at the valuation date
should be consi along with
the possibility that new laws
and regulations will be enacted
that the company may, at least
initially, be in a difficult position
to comply with.

If it is discovered that the
subject company is not in com-
pliance, the expected costs of
achieving compliance shouid be
nssessed.

A newer trend among certain
regulators is to require financial
security from a company lo
guarantee certain regulatory

(e.g., dlosure costs).

* remediation obligations

mcurr:d to bring the condition

* initial capital outlays and
expenditures needed to clean up
contamination; and

* initial capital outlays and
associated expenditures needed
to comply with t envi
mental laws.

Enmplu of ongoing costs
might include:

. uldul.wml vptnunz cosls

ed property into

wmplunu with existing laws,

regulations, or in some cases,
s At

related obligations, such as ethi-
cally motivated environmental
expenditures.

Quantification
considerations
Once it has been established
that either known or
environmental liabilities exist,

it typically is necessary l.n
atlempt Lo

generally should be given to:

* the likely quantum and
timing of anticipated prospec-
tive after-tax environmental
related costs;

® the probability of the envi-
ronmental liability material-
izing and the cost thereof where
the liability is contingent on a
future event; and

* possible recourse by the
wubject company against third
parties.

As society’s atlention con-
tinues to focus on the health of
the environment, environ-
mental lisbility issues likely will
continue to surface with greater
regularity,

As a result, environmental
linbilities likely will continue to
come under greater scrutiny in
both nouoml-murklt and open-
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them. There are two hnlc
approaches o do so.

First, the discount rate
applied to projected discre-
tionary after-tax flows can
be increased to reflect the
increased riek that the identi-
fied environmental liability may
negatively affect future cash

The second method is Lo
atlempt o calculate the present
value of the after-tax future

tion guidelines that h;ve been
accepled by business as an
lppmpnlu standard;

* obligations to compensate
private parties for damages in
respect of personal injury, prop-
erty damage, and economic loss;

* pbligations to pay punitive

uays,

* foregone renult-

wges for grossly negligent
and

i

ing from the forced curtailment

* other environmental-

tal costs and to
adjust the fair market value
otherwise determined by this
amount.
When quantifying environ-
tal liabilities, iderati

envir
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