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This document provides a general policy for ability to pay settlements in which an entity’s
financial ability to pay is a significant consideration. All or part may be adapted by different
States into the regulatory framework of their unique programs. State UST programs will
want to consult with their own experts in addressing ability to pay, but this document may
provide ideas worth discussing. “State” as used herein is a generic placeholder.

What is an ability to pay settlement?

An ability to pay (ATP) settlement allows a business or an individual to settle the State’s
environmental liability claim for less than the full amount. It may be a legitimate option if
a company or an individual (hereinafter referred to as a liable person) can't pay the full
liability, or if in doing so, it creates a financial hardship. Although this settlement option
may require a substantial payment, it reduces the payment to an amount that the liable
person can afford. Specifically, this settlement option allows a company to continue as a
viable business and allows individuals to pay for basic family expenses. Generally, an ATP
settlement represents the most that can be collected within a reasonable period of time,
typically within five years, without the incurrence of an undue financial hardship.

Why is this policy being implemented?

When the State is considering an ATP settlement, it must consider a number of competing
interests. On the one hand, the State’s mission includes the protection of public health and
the environment as well as management of the State’s natural resources. Due to this
mission, the State has a responsibility to see that the liable person who created the
environmental problem pays the costs needed to fix that problem. On the other hand,
many individuals and businesses may have limited resources with which to satisfy the
State’s environmental claim. An ATP settlement balances these competing interests by
requiring a payment that is significant but not so large that the payment is likely to cause a
business to fail or result in a family losing their home or other necessary assets. These
would be undue financial hardships.

The State also has a fiduciary duty to its citizens. Taxpayer money is to be used only after
a demonstration by the liable party that the proposed payment is the most that can be paid
without causing the business to fail. Inherent in this ATP calculation is the understanding
that by reducing the amount required to settle its environmental debt, the business will
continue. This will provide employment to the community. It also recognizes the interests
of the shareholders of the business by allowing the shareholders to maintain their equity
in the business. Early identification of an undue financial hardship will also preserve the
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financial resources of the State, the liable person, and other potentially responsible parties
(PRPs) for cleanup actions by reducing transaction costs.!

What type of environmental claims can be resolved by an ability to pay settlement?

When the financial information proves that the payment of a reduced amount will allow
the business to continue or a family to pay for basic expenses, ATP settlements may resolve
State penalty claims, some types of cost recovery claims, and limited contractual claims.
Also the State may take over cleanup responsibility if the ATP settlement demonstrates a
liable person does not have the ability to do so.

What type of environmental claims cannot be resolved by an ability to pay settlement?

An ATP settlement cannot compromise ongoing environmental costs that are required to
prevent or reduce the release of regulated substances or other pollutants created by
current business activities. Ongoing environmental expenses are similar to the costs
needed to pay for supplies and labor. Also, ATP settlements cannot compromise minimal
cost items, including providing access for inspections, responding to information requests,
and implementing land use restrictions.?

Furthermore, ATP settlements are not appropriate if the liable person is under the
jurisdiction of a bankruptcy proceeding or receivership. They are also inappropriate if the
financial information indicates that the claims of the liable person’s other creditors are
likely to cause the business to fail.

What does the liable person need to provide?

Everyone’s financial situation is unique. Due to this, the State may ask for additional
information, but a request for an ability to pay settlement will generally require the liable
person to submit the following:

e Adescription of the environmental liabilities that the State has indicated it is willing
to resolve with an ATP settlement.

! Since an ability to pay analysis reviews how a liable person has spent money in prior years, this settlement
option should help smaller businesses without creating an incentive for other companies to avoid their
environmental responsibilities by attempting try to shift money away from the liable person to another
related party, such as an affiliated company or corporate shareholder after the environmental liability
accrued.

2 |n addition, an ATP settlement will not resolve potential claims that can be made by other State entities, the
United States Environmental Protection Agency, local government entities, or other persons who are not a
party to the ability to pay settlement.
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e Complete copies of the State and federal income tax returns that were filed during
the last five years.

e Internal financial statements (audited or un-audited?) such as income statements
and balance sheet, cash flow information of the liable person for the last three to
five years.*

e Other financial submissions that have been prepared during the last five years. This
includes documents such as audited and un-audited financial statements, loan
applications, and financial assurance documentation.

e Ownership information of the liable person and related parties® and a description
of all related party transactions® for the last five years.” For purposes of this policy,
this requires a disclosure of all income and expense transactions between the liable
person and:

= Corporate affiliates,

= Persons or businesses that have the ability to control or make business
decisions for the liable person,

* |mmediate family members of the liable person,

= Officers, directors and managers of the liable person and related parties,

= Salary information, specifically salary received from the liable person by
officers, directors,

=  QOwners, investors, and other equity holders of the liable person and
related parties,

3 In many situations, small businesses and individuals may not be able to afford to pay a Certified Public
Accountant to have audited financial statements.

4 If the business has closed or has not conducted business for the past year, the period of time will include
the last three to five years that the business operated.

> As explained later, the ATP analysis will review the related party information to determine if the amount of
each transaction falls within the definitions of ordinary and necessary defined later in this document.

6 Common examples of related party transactions include: salaries paid to the owners of the business;
management fees paid to a corporate affiliate; rents paid to a company owned by an officer or shareholder
of the liable person; dividends and distributions paid to shareholders; loans provided by the liable person to
shareholders of the liable person, employees (officers, directors, managers), or related parties; and bonuses
or stock awards given to officers, directors, or managers.

7 Most of the income and expenses of a business or individual are arm’s length transactions which assume
that the price paid for an item has been fairly negotiated. Related party transactions, by their nature, may
not have a fairly negotiated price, and this is the reason why the related party information is needed for the
ATP Analysis.
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= Other entities in which any one of the above persons have at least a ten
percent ownership interest.
* A completed ability to pay form (see Appendix A and Appendix B).

* Otherinformation that the liable person believes is important for purposes of providing
proof that an undue financial hardship is likely to happen.

How does the ability to pay process work?

The ATP analysis utilizes past and present financial information to evaluate the impact the
payment of the full environmental claim will have on the liable person and those dependent
on the income of the liable person. Due to the potential negative impacts, the ATP analysis
requires enough information to support a determination as to whether the proposed
settlement is likely to create an undue financial hardship over the next five years.
Additionally, other information, as determined appropriate by the State, will be requested
and reviewed. This may include information relevant to current and future obligations of
the liable person, the fair market value of assets, liabilities, and related party transactions.
The State may also consider other sources of financial information provided by other
potentially responsible persons or from disinterested third parties (e.g., reports on
companies/individuals from Dun and Bradstreet, CLEAR, Accurint, etc.; trade and industry
reports on similar businesses; local courthouse records including tax assessment
information; and if authorized by the liable person, tax information from the Internal
Revenue Service). The financial information that is provided will be treated as confidential
information as provided under the State’s Freedom of Information Act.

A more detailed explanation of the ATP process follows; after verifying the financial
information, the ATP analysis is generally done in two phases. The first phase, the Balance
Sheet Phase, will look at what the liable person owns and what is owed. If the value of
available cash combined with the fair market value of unnecessary assets (collectively, this
is referred to as available assets) is greater than the environmental claim, then full payment
is expected.

If the value of available assets is less than the environmental claim, then the second phase,
the Income and Cash Flow Statement Phase, is conducted. This phase of the analysis
subtracts necessary cash expenses from revenue earned over the next five years. The
difference between the two amounts is referred to as available income. The dollar value
of available income that will be earned in the next five years is added to the value of
available assets to produce the ATP settlement amount.
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This two-phase process also considers the ability to borrow, the ability to delay or defer
capital expenditures, and the ability to obtain additional equity from investors over that
same five year period.

Responsibilities of the liable person

For purposes of an ATP settlement, the liable person has the burden to demonstrate how
the payment of its environmental liability, by itself, will create an undue financial hardship.
This will require the submission of detailed financial information.® The liable person will
also be required to certify that it has made a full and accurate disclosure of financial
information. The certification can be in the form of a signed statement from the liable
person. Any settlement which may include a consent decree or administrative order on
consent that relies on financial information provided by the liable person will include a
provision that the covenant-not-to-sue is null and void if the State later determines that
the financial submission is false or, in any material respect, inaccurate.

Verification

The financial submission will be reviewed by the State or its agent for the purpose of
determining its completeness and verifying that assets, liabilities, income and expenses
have been identified and valued correctly. When necessary, additional information will be
requested so that the State has a better understanding of the impact of large dollar and
unusual business- related transactions and other financial transactions (e.g. unexpected
personal expenses).’

Balance Sheet Phase

The Balance Sheet Phase examines the assets and liabilities of the liable person. It produces
a dollar estimate that is the sum of: (1) excess cash; (2) funds available from the sale of
assets that are not ordinary and necessary; (3) increased borrowing capacity; and (4) funds
available from owners’ equity. If the up-front payment that can be made by a liable person
is adequate to pay the total amount sought by the State, the ATP claim should be rejected.

The Balance Sheet Phase will look at the value listed of all assets owned by the liable person
as well as the liabilities. When appropriate, the value of the assets may be adjusted to
reflect their current fair market value. Assets will usually be divided into two types: (1)

8 Although the financial information will identify assets owned jointly by a non-liable spouse as well as
assets and income that are available to pay for family expenses, assets and income of non-liable parties are
considered only for the ability to pay ordinary and necessary expenses.

® Financial submissions are generally identified as confidential submissions. Due to this, they will be
handled pursuant to the State’s Freedom of Information Act.
6
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necessary and ordinary assets and (2) unnecessary assets. In making a determination
regarding whether an asset is necessary, the State relies on the information (both written
and oral) provided by the liable person using the following general guidelines:

Business

This would include manufacturing equipment or other operating asset that is used to
produce the primary product line(s) of the business. It would also include current assets,
such as cash, account receivables, and inventory that are of a level consistent with other
similar businesses.

For a business, an asset is unnecessary if the unencumbered fair market value of the asset
is significant and if it is rarely used to create revenue for the liable person. For example,
this would include vacant real property and equipment that is under used. Assets classified
as other assets may include luxury vehicles and excess working capital. Other assets will be
reviewed to determine their importance to the business. If the information indicates that
any of these assets are not needed for the purpose of creating profit for the business or
repayment of liabilities, they may be classified as unnecessary.

Individuals

For an individual, an asset is necessary if it provides for the basic needs of the liable person
and/or those dependent on him/her. Generally, the primary residence, retirement
accounts, personal car, and household possessions are classified as necessary. However, if
the record indicates that the value of any of these assets is so substantial that they could
be considered luxury items, a portion of the value could be identified as unnecessary.

The Balance Sheet Phase will estimate the value of assets that may not normally be
included with most financial statements. This will include the ability to recover payments
from a third party by filing an insurance claim, an indemnification claim, a cost recovery
claim, or other type of contractual claim.

The Balance Sheet Phase will also review the amount of liabilities owed by the liable party.
During this part of the analysis, the ability to borrow will be considered using lending
standards commonly used by most financial institutions. If other persons are liable for the
same debt, adjustments to the ability to borrow may be considered. The lien priority of the
State environmental claim and the impact of debt owed to shareholders will be considered.
Finally, if an examination of the financial information indicates that significant assets of the
liable person were transferred for less than fair market value during a period of time after
the environmental liability accrued, then additional adjustments may be made as part of
the Balance Sheet Phase.



ABILITY TO PAY — POLICY TEMPLATE AND FORMS JANUARY 2018

Income and Cash Flow Statement Phase

The Income and Cash Flow Statement Phase examines the revenues (income) and expenses
of the liable person over time. This phase of the analysis attempts to predict future earning
potential and to identify ordinary and necessary future expenses, based on a review of
financial statements from prior years, budgets and projections (if provided), and likely
future events. As previously stated, the goal of an ATP settlement is to allow a business to
remain a going concern and to prevent an individual from suffering undue financial
hardship.

Total sources of revenue should be examined to determine if they are stated correctly. If
there are significant differences between the stated value and fair market value,
adjustments may be made. A similar review of expenses will be made. Questionable
revenue and expense items, if identified, will be discussed with the liable person and
verified through third party sources.

All material cash expenses of the liable person will be reviewed to determine if the
expenses are both ordinary and necessary. “Ordinary” means an expense that is common
and accepted in the trade or business of the liable person or an expense that is used to pay
for common family expenses such as food, clothing, and shelter. A “necessary” expense is
defined as the minimum portion of the estimated expense that is indispensable. An
example of a necessary expense is the basic mortgage payment or the minimum payment
required for a credit card.

Generally, non-cash expenses such as depreciation can be deferred for a limited period of
time without incurring an undue financial hardship. Due to this, unless the liable person
can demonstrate why the purchase of new equipment is needed, non-cash expenses will
not fall within the definition of ordinary and necessary. Also, although officers and
shareholders of a business are entitled to reasonable compensation, since the ATP
settlement will allow the shareholders of a business to retain their investment, the ATP
analysis will consider the ability of the liable person to reduce payments made to all related
parties.

After the examination of prior revenues and expenses, any increased future needs
identified by the liable person should be considered. Increased future needs are ordinary
and necessary expenses that will be incurred by the liable person that have not been
incurred in the past or that were incurred previously but are expected to be significantly
greater than in the past. When estimating increased future needs, the liable person must
explain the reason why payment of these expenses cannot be deferred for a limited period
of time. Examples of increased future needs are:
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Businesses: Estimated environmental expenditures that are to be incurred in the
next five years. However, in limited and appropriate cases, the ATP settlement may
require additional payments if the estimated environmental expenditures are not
made.

Individuals: A significant change in income and expenses caused by the liable
person’s decision to retire!® or a significant increase in expenses that will be
incurred within the next five years.

The difference between the projected revenues and ordinary and necessary expenses
(including any increased future need and debt servicing on any additional borrowing
determined appropriate in the Balance Sheet Phase of the analysis) during the next five
years is defined as available income.

The State should normally require the liable person to direct five years of available income
toward a payment of the proposed settlement amount. However, the number of years of
available income may be changed when circumstances warrant. Examples of such
circumstances include the following:

e The revenue and expense projections for the liable person are too erratic to
allow for any certainty in the future cash projections. In such a situation, the
settlement may need to require payment of a percentage of future earnings
for more than five years.

e Abusiness is in the process of a major capital restructuring that will result in
a temporary deferral of profits. In such a case, the analysis may need to
include a greater number of years of available income or consider the use of
an alternative method to estimate the value of the restructuring.

e Anindividual has a very valuable asset that produces only minimal income.
In such a case, the analysis may need to include a greater number of years
of available income or consider the net sales value of the asset in the
calculation of a settlement amount.

The fact pattern associated with each liable person’s financial position may require
deviation from the estimate. This deviation may be in the form of a reduction or increase
in the number of years of future income that is considered. It may also include
consideration of the net sale value of an income-producing asset instead of limiting the

10 If retirement is the reason for the change in income and expenses, the ATP analysis will also consider the
timing of the retirement decision. For example, prior financial statements should be capable of establishing
a pattern of setting aside funds needed for retirement.

9
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review to income provided by the asset. The explanation for the change in the estimate
should be part of the documentation requirements for approval on an ATP settlement.

If the State determines that an ATP settlement should include payments over time, an
interest factor should be applied to all payments except the up-front payment. Interest
factors and late payment fees will be dependent upon the statutory or regulatory
requirements of the particular program assessing the liable person’s ATP. In addition, the
State should determine whether settlement payments made over time can be secured by
personal guarantees from owners of the liable person (particularly if it is known that an
owner has significant personal assets) and/or by encumbering previously unencumbered
assets (i.e., assets that have no outstanding liens or pledges against them) by way of a
judgment lien or mortgage payable to the State.

Use of computer models for penalty claims of less than $10,000

The United States Environmental Protection Agency (USEPA) has developed several
computer based financial models that are often used to evaluate inability to pay claims.!
One model is known as ABEL, and it is used to evaluate a corporation’s or partnership’s
ability to afford compliance costs, cleanup costs, or civil penalties. Another model is known
as INDIPAY, and it is used to evaluate an individual’s ability to afford compliance costs,
cleanup costs, or civil penalties.

Generally, computer models use only a limited portion of a person’s financial condition
when evaluating a person’s ability to pay. Due to this, the conclusions reached by the
computer models are not as reliable as the complete ATP analysis described herein.
However, in the interest of efficiently using the limited resources of the State and the liable
person, the State may decide to rely on the USEPA computer models described above,
INDIPAY (for individual wage earners) and ABEL (for business entities), to determine the
ability to pay for environmental claims less than $10,000. In making this evaluation using
the models, the State will rely on the financial information as submitted.

If the liable person is an individual whose family income is primarily from wage earnings,
social security, and pension sources (and not from other sources such as self-employed,
interest, or dividend income), the amount of payment required is the lessor of the amount
established as “Ability to Pay Test A” or “Ability to Pay Test B” under the INDIPAY model,
provided the result does not contain other qualifiers in the INDIPAY analysis that question
the reliability of the result.

1 These computer models are located at http://www?2.epa.gov/enforcement/penalty-and-financial-models

10
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For corporations and other limited liability entities, the amount of payment needed to
resolve an environmental claim under $10,000 will be the value established by the ABEL
model using the 70% probability threshold.

In order to qualify for this expedited process, the State will run the appropriate computer
model and may verify the accuracy of questionable information prior to approving the
reduction in the environmental claim. If the State determines not to use a computer model
for any specific environmental claim under $10,000, it will explain its reason to the liable
person.

At the discretion of the State for cases with expenditures of $10,000 or less, where the
liable person does not qualify as unable to pay based on financial analysis, the State may
approve a request that cost recovery not be pursued.

Sharing the review

Once an appropriate ATP amount is determined, the conclusions of the ATP analysis will be
shared with the liable person via a written report.  After the ATP amount has been
determined by the State, the liable person may respond to the analysis and may submit
additional financial information. If the information submitted by the liable person is new
and significant, it may result in changing the ATP amount. If it does not, negotiations may
proceed provided the liable person agrees to the ATP amount.?

Documentation of the decision

The State should document the ATP decision in an internal memorandum that will be used
to obtain the necessary approvals. Because an ATP settlement is predicated on, among
other considerations, a liable person’s financial ability to pay, it has the potential to affect
the settlement amount to be paid by other liable persons. Therefore, it is important for
the State to document the basis for the ATP settlement, including identifying and
maintaining copies of all documents relied upon in conducting the ATP analysis as well as
preparing a narrative explanation that describes the analysis. The internal memorandum
and the documents which are described in the internal memorandum will be held
confidential consistent with the State’s Freedom of Information Act.

12 Generally, although the financial information is treated as confidential information under the State’s
Freedom of Information Act, the State retains the ability to use this information in any enforcement
proceeding if a settlement is not reached with the liable person.

11
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Deviation from this policy

Each person’s financial condition is unique. Accordingly, if the specifics of the financial
position of a liable person are not applicable to the assumptions contained in this guidance,
an ATP settlement may be reached on other grounds, but it should be clearly documented
and elevated to the appropriate management official for approval.

12










































BUSINESSSSET $hclude altools, books,machinery equipment,inventory or other assets usedtrade or business.Includea listand showthe
value ofallintangible assetsuch as licensepatents,domain namesgopyrights trademarksminingclaims.etc.

Purchase/ CurrentFair CurrentLoan Amountof Date offinal Equity
Lease Date| MarketValue Balance Monthly Payment FMV Minus Loan
(mmddyyyy) (FMV) Payment (mmddyyyy)
66a Property Description.
$ $ $ $
Location (StreetCity, State,Zip Code) and Country Lender/Lessor Naméyddress (StreetCity,State,Zip code)and Phone
Phone
66b Property Description.
$ $ $ $
Location (StreetCity, State,Zip Code) and Country Lender/Lessor Naméyddress (StreeCity,State,Zip code)and Phone
Phone

[ $

66c Total Equity (Add lines 66a66band amounts fronanyattachments)

Section7 should be completed onlyf you are SE-EMPLOYED
Section7: SoleProprietorship Information (line§7 through 87should reconcilavith busines$rofitand

LossStatement)

AccountingMethod Used:
Use the prio3, 6, 9,0r 12 month period to determine your typicélusiness income and expenses.

Cash Accrual

Incomeand Expensesluring the period beginninglmmddyyyy) | To(mmddyyyy)

Providea breakdownof your averagemonthly income and expensdsasedon the period otime used above.

TotalMonthly Businessncome TotalMonthly Busines€ExpensegUse attachments as needed)
Source Gross Expense ltems ActualMonthly
Monthly
67 Gross receipts $ 77 MaterialsPurchased $
68 Gross Rentdhcome $ 78 Inventory Purchaséd $
69 Interest $ 79 Gross Wage& Salaries $
70 Dividends $ 80Rent $
71 Cash Receiptsot included inlines67-70 $ 81 Supplie% $
Other Income (Specify below) 82 Utilities /Telephoné $
72 $ 83 Vehicle Gasoline/Oil $
73 $ 84 Repairs Maintenance $
74 $ 85 Insurance $
75 $ 86 CurrentTaxes $
76 Totallncome(Add liness7 through75) 87 Other Expensesncludinginstallmentpayments

$ (specify) $
88 TotalExpenses (Add Iin€g through87) $
89 NetBusinessncome(Line76 minus88)° $

Enterthe monthly net incomeamount fromline 89 on line 23, section5. If line 89is aloss, enter“0” on line 23, section5.
Self Employed taxpayers must return to pageo sign thecertification.

1  MaterialsPurchased:Materialsareitems directly 5  Current TaxesRealEstate excisefranchise occupationapersonal
relatedto the productionof a productor service. property, sales and employer’s portion of employmenttaxes.
2 InventoryPurchased:Goods boughtfor resale. 6  Net Businessncome: Netprofit from Form1040,ScheduleC maybe

3 Supplies:Supplies are items usedtine business
that are consumed or used up withame year.
This could be the cosif books,office supplies,
professionakquipment,etc.

4 Utilities/Telephone: Utilities includegas,electric,
water, oil, other fuels, trash collectiontelephone,
cellphoneand businesgternet.

used ifduplicateddeductions areeliminated (e.g.expensesor
business usef homealreadyincluded in housingnd utility expenses
on page 4).Deductiongfor depreciation and depletion on Sched@e
are notcash expenses and mus added backo the netincome
figure. Inaddition,interestcannotbe deductedif it is already
included n any other installmenpayments allowed.




