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1.  
Why Conduct Environmental Due Diligence?

The federal Comprehensive Environmental Response, Compensation  and Liability Act of 1980 (“CERCLA”) (42 U.S.C. § 9601 et seq.) and its state analog (found in the Illinois Environmental Protection Act (See 415 ILCS 5/22.2(f)) impose liability upon the "owner and operator" of a facility for costs incurred by the government to address a release, or threatened release, of hazardous substances.  Accordingly, if the government incurs costs to respond to a release, or threatened release, of hazardous substances, the property owner is jointly, strictly and severally liable under CERCLA for those response costs.  (In the Seventh Circuit, private parties also have a cause  of action under CERCLA to recover their costs of response, regardless of their own CERCLA liability. Metropolitan Water Reclamation District of Greater Chicago v. North American Galvanizing & Coatings, Inc., 473 F. 3d 824 (7th Cir. 2007).  However, the Illinois statute imposes liability only for costs incurred by the state or a unit of local government, and then only to the extent allowed under the state’s proportionate share liability scheme.  415 ILCS 5/58.9).

CERCLA provides only a handful of defenses to liability.  Two of the more significant for a purchaser of property (and its lender) are the “innocent purchaser” liability defense (available under both CERCLA (42 U.S.C. § 9601(35)(A)(i)) and its Illinois counterpart (415 ILCS 5/22.2(j)(6)(A)(i)) and the CERCLA “bona-fide prospective purchaser” liability defense established by a 2002 amendment to CERCLA, the 2002 Small Business Liability Relief and Brownfields Revitalization Act  (Public Law 107-118, H.R. 2869).  Environmental assessments of property are necessary not only to secure these statutory liability defenses but also to obtain information about the environmental condition of property being acquired that is necessary to make informed business judgments concerning risk.

2.
Innocent Purchaser/Bona-fide Prospective Purchaser Liability Defenses

a.
The “Innocent Purchaser” Liability Defense

This defense is available if, after all appropriate inquiry into the environmental condition of the property, the purchaser (now owner) did not know, nor had any reason to know, of the presence of hazardous substances at the time the property was acquired. (42 U.S.C. §§ 9601(35)(A)(i), (B)(i); 415 ILCS 5/22.2(j)(6)(A)(i), (B)). Consequently, the innocent purchaser defense is never available if the environmental assessment indicates that contamination is, or may be, present.  In addition, in order to avail itself of this defense under CERCLA,  the purchaser/owner must also take reasonable steps to:

(
stop any continuing release;

(
prevent any threatened future release; and

(
prevent or limit human, environmental, or natural resource exposure to any previously released hazardous substance. 

42 U.S.C. § 9601(35)(A)(i), (B)(i).

b.
The CERCLA “Bona-fide Prospective Purchaser” Liability Defense 

This liability defense was adopted as part of the 2002 Small Business Liability Relief and Brownfields Revitalization Act and provides a limited safe harbor for purchasers of contaminated property.  Under the CERCLA amendment, there is no liability for pre-closing conditions based solely upon “owner” or “operator” status if due diligence is performed, the prospective purchaser exercises “appropriate care” with respect to hazardous substances found at the facility and does not interfere with response action or natural resource restoration at the property. “Appropriate care” is defined as taking appropriate steps to:

(
stop any continuing release;

(
prevent any threatened future release; and

(
prevent or limit human, environmental, or natural resource exposure to any previously released hazardous substance. 

42 U.S.C. § 9601(40).

3. 
The Contiguous Property Owner Liability Defense 
The Small Business Liability Relief and Brownfields Revitalization Act also added a contiguous property owner defense to CERCLA.  Under this defense, a person who owns property that is contiguous or similarly situated to contaminated property is excluded from the CERCLA definition of “owner” or “operator” provided that he:

1.
Did not know, nor did he have any reason to know, of the presence of hazardous substances based upon all appropriate inquiry into the environmental condition of the property;

2.
Is not potentially liable, or affiliated with any other person who is potentially liable, for response costs;

3.
Complies with any land use restrictions established in connection with the response action;

4.
Does not impede the effectiveness or integrity of any institutional controls;

5.
Takes “reasonable steps” to: 

a.
stop continuing hazardous substance releases;

b.
prevent future threatened releases; and

c.
prevent or limit exposure to hazardous substances on the property;

6.
Cooperates with the response action (e.g., provides property access);

7.
Complies with information requests and administrative subpoenas; and 

8.
Provides legally required notices with respect to the discovery or release of hazardous substances at the property.

42 U.S.C. § 9607(q).

The Small Business Liability Relief and Brownfields Revitalization Act did not alter existing U.S. EPA policy on the CERCLA liability of owners of property with contaminated aquifers.  Subject to certain conditions, where hazardous substances have come to be located on or in a property solely as the result of subsurface migration in an aquifer from an off-site source, the U.S. EPA will not require the property owner to perform any response actions or pay for response costs.  “Final Policy Toward Owners of Property Containing Contaminated Aquifers,” May 24, 1995.

4.
Methods of Environmental Due Diligence in Real Estate Transactions

a.
Federal Environmental Due Diligence Requirements

The Small Business Liability Relief and Brownfields Revitalization Act establishes environmental due diligence (“All Appropriate Inquiry”) parameters for commercial property depending on the date the property was purchased.  

i. 
Property Purchased Before May 31, 1997.

In determining whether the purchaser of property before May 31, 1997 exercised appropriate environmental due diligence, the following factors are to be considered:

(
Any specialized knowledge or experience on the part of the purchaser;

(
The relationship of the purchase price to the value of the property, if the property was not contaminated;

(
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 of the purchaser to detect the contamination by appropriate inspection. 

See 42 U.S.C. § 9601(35)(B)(iv)(I).

ii.
Property Purchased between May 31, 1997 and November 1, 2006

For property purchased between May 31, 1997 and November 1, 2006 (the date the U.S. EPA's rules establishing the new due diligence standard became effective), Phase I ASTM Standard Practice E 1527-97 or E 1527-00 applies. 42 U.S.C. § 9601(35)(B)(iv)(II).

iii. 
The New Federal “All Appropriate Inquiry” Standard 

On November 1, 2005, the United States Environmental Protection Agency issued a new “All Appropriate Inquiry” standard. (70 Fed. Reg. 66070 (November 1, 2005); 40 C.F.R. Part 312).  The federal "AAI" rules became effective November 1, 2006. Accordingly, environmental assessments of property purchased on and after November 1, 2006 must conform to the new AAI standard (or ASTM Standard Practice E1527-05, "Standard Practice for Environmental Site Assessments: Phase I Site Assessment Process" (40 C.F.R. § 312.11(a)) if the purchaser wishes to avail itself of the statutory defenses to CERCLA liability. 

Under the new AAI standard, "all appropriate inquiry" consists of:

(
Results of an inquiry by an "environmental professional" (a defined term under the standard);

(
Interviews with past and present owners, operators and occupants of the facility for the purpose of gathering information regarding the potential for contamination at the facility;

(
Review of historical sources, such as chain of title documents, aerial photographs, building department records and land use records, to determine previous uses and occupancies of the real property since the property was first developed;

(
Searches for recorded environmental cleanup liens against the facility that are filed under federal, state or local law;

(
Reviews of federal, state and local government records, waste disposal records, underground storage tank records, and hazardous waste handling, generation, treatment, disposal and spill records, concerning contamination at or near the facility;

(
Visual inspection of the facility and of adjoining properties;

(
Specialized knowledge or experience on the part of the user;

(
The relationship of the purchase price to the value of the property, if the property was not contaminated;

(
Commonly known or reasonably ascertainable information about the property; and

(
The degree of obviousness of the presence or likely presence of contamination at the property, and the ability to detect the contamination by appropriate investigation. 

42 U.S.C. § 9601(35)(B)(iii).

Although similar in may respects to the previous ASTM standard practice for conducting Phase I environmental site assessments (ASTM Standard Practice E 1527-00),  the new AAI standard makes two things abundantly clear.  First, unlike the prior ASTM standard practices, which focused on the identification of "recognized environmental conditions", the primary objective of the AAI investigation is to “identify releases and threatened releases of hazardous substances which cause or threaten to cause the incurrence of response costs.”  As a result, the AAI standard emphasizes the need to address “data gaps,” i.e., “a lack of or inability to obtain information required by [the standard] . . . despite good faith efforts by the environmental professional . . . to gather such information . . . ” (40 C.F.R. § 312.10(b)).  Second, satisfying the requirements of the AAI standard will not automatically provide a purchaser/owner with the innocent purchaser, bona-fide prospective purchaser or contiguous property owner defenses to CERCLA liability.  The other statutory requirements of these defenses must also be satisfied.

The new standard’s emphasis on the need to resolve “data gaps” is perhaps the most significant change from the ASTM E 1527-00 standard.  Under the new standard, if data gaps exist that affect the ability of the environmental professional conducting the investigation to identify conditions indicative of a release or threatened release of hazardous substances, the environmental professional is required to identify the sources of information consulted to address the data gaps and comment upon the significance of the data gaps with regard to its ability to identify conditions indicative of a release, or threatened release, of hazardous substances at the property.  (40 C.F.R. § 312.20(g)).  Notably, this last section concludes with the statement that “[s]ampling and analysis may be conducted to develop information to address data gaps.”

The existence of data gaps, if identified, documented and evaluated, will not preclude the purchaser/owner from satisfying the U.S. EPA’s AAI requirements.  However, if data gaps prevent the identification of conditions indicative of a release of hazardous substances, the purchaser/owner will be unable to take those actions in response to the presence of hazardous substances that are necessary to avail itself of innocent purchaser, bona-fide prospective purchaser or contiguous property owner defenses to CERCLA liability.

The proposed AAI standard does not apply to residential property.  Under CERCLA, an inspection and title search that reveal no basis for further investigation satisfy environmental due diligence requirements for residential property.  42 U.S.C. § 9601(35)(B)(v).  



b.
Illinois Environmental Due Diligence Requirements

The Illinois analog to CERCLA’s due diligence requirement is found in the Illinois Environmental Protection Act. (415 ILCS 5/22.2(j)(6)(E)(v)).  It requires performance of a "Phase I Environmental Audit,” i.e., an investigation of real property, conducted by environmental professionals, to discover the presence or likely presence of a release or a substantial threat of a release of a hazardous substance or pesticide at, on, to, or from real property, and whether a release or a substantial threat of a release of a hazardous substance or pesticide has occurred or may occur at, on, to, or from the real property in order to obtain innocent purchaser status.  Environmental assessments conducted in accordance with the U.S. EPA's AAI standard will satisfy Illinois' statutory requirements.

Exercise of Illinois due diligence requirements provides protection only against government actions because there is no private cause of action under the Illinois analog to CERCLA.

c.
Reliance Letters--A Phase I Substitute?

Nothing prohibits a buyer from satisfying its due diligence obligations by relying on a report prepared on behalf of another party, such as the seller or the lender.  However, depending upon the existence of express disclaimers and limitations contained in the body of the report, permission may also have to be obtained from its author.  Also, be mindful of limitations of the reliance letter.  It is common for the reliance letter to provide that the recipient may use and rely upon the report subject to the same conditions accepted by the party for whom the report was initially prepared.  Parties who agree to accept a reliance letter subject to such conditions may find that they have also agreed to limitations on the environmental consultant's liability for negligence in conducting the assessment.

Under the new federal AAI standard, a purchaser/owner may use the results of an environmental investigation performed by a third party "if the inquiries and the report meet the objectives and performance factors for the all appropriate inquiries regulations and the purchaser of the property who is seeking to use the previously collected information or report reviews all information collected and updates the contents of the report as necessary to accurately reflect current conditions at the property." 69 Fed. Reg. at 52558.  Accordingly, when reviewing a Phase I ESA report it is important to note when the report was prepared.  Under the U.S. EPA's AAI standard, information collected or updated under the standard within one year of the acquisition date of the property is considered current, with the exception of the following AAI components, which must be completed within 180 days:

(
Interviews with past and present owners, operators and occupants

(
Searches for recorded environmental liens

(
Review of federal, state, local and tribal government records

(
Visual inspection of the property and adjoining properties

( 
A declaration by the environmental professional that: (i) it meets the definition of an “Environmental Professional” under the standard; (ii) it is qualified to perform the investigation; and (iii) the investigation was performed in accordance with the federal AAI standard.

40 C.F.R. §§ 312.20(b), 312.21(d).


5.
Closing Comments

The new AAI standard has affected the manner in which environmental due diligence is conducted in several significant ways.  First, the increased work that the new standard imposes upon environmental professionals to address data gaps has resulted in Phase I environmental site assessments that take longer, and are more expensive, to complete.  Second, because in may cases the only way to know whether a release of hazardous substances has occurred is to conduct soil and groundwater sampling, more Phase II environmental  site assessments are being recommended.  This, in turn, has lead to increasing reliance on environmental insurance to address environmental risks.

That said, compliance with the AAI standard or ASTM Standard Practice E 1527-05 may not be necessary or appropriate in every instance.  One of the main purposes of the standard is to provide prospective purchasers with defenses to CERCLA liability.  However, concerns with liability under CERCLA appear to diminishing as the driving force behind environmental due diligence.  According to data collected by Environmental Data Resources, Inc., in 2003, 58 percent of Phase I environmental site assessments were conducted in order to secure the statutory defenses to CERCLA liability.  By 2006, that number had dropped to 36 percent.
  As concerns over CERCLA liability decrease, so does the perceived need for strict adherence to the AAI standard in conducting environmental due diligence.  For example, in its recently-issued "Updated Guidelines for an Environmental Risk Program", the FDIC acknowledges that the AAI standard should not be viewed as the exclusive method for conducting environmental due diligence:

As part of its environmental risk analysis of any particular extension of credit, a lender should evaluate whether it is appropriate or necessary to require the borrower to perform an environmental evaluation that meets the standards and practices of the EPA All Appropriate Inquiry Rule.  This decision involves judgment and may be made on a case-by case basis considering the risk characteristics of the transaction, the type of property, and the environmental information gained during an initial environmental risk analysis.

FDIC Financial Institution Letter (FIL-98-2006), November 13, 2006 at 3.


This outline is intended for general informational purposes only and should not be construed as legal advice or opinion on any particular facts or circumstances.  Readers are urged to consult an attorney with legal questions concerning specific factual situations.�












� "Market Adapts Slowly to Final All Appropriate Inquiry Rule," Environmental Due Diligence Guide, (BNA) November 16, 2006.
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