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Distressed assets, brownfield sites and

due diligence

Know what you are buying or selling and, in the meantime, add value to your portfolio, with
a little bit of helpful advice from Steven McNab and Pippa Heggie of Travers Smith, Tim
Bescoby of URS and Matthew Hussey of Tysers.

Asset valuation uncertainties and debt
availability have led to a marked reduction in
transactional churn, with fewer businesses
and sites changing hands and fewer sites
coming forward for redevelopment.

Around £260bn of UK commercial real
estate debt in February 2009 was secured
against £300bn of commercial property
atJune 2007 values. A 35% drop in capital
values means that it this is now worth
nearer £195bn, indicating £60bn plus of
negative equity.
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Distressed asset deals are likely to
increase further and other green shoots
are discernible in 2009, with some sizeable
deals working slowly through the system.
In the world of high finance the word is
that private equity deal flow is 80% or
more down this year over last, and as much
development is now on hold.

What s clear is that companies and
investors are holding businesses and
property assets beyond their originally
anticipated time horizon across all sectors

from private equity houses, developers and
corporates. This changes the requirement
on operational and capital expenditure.
Asset controllers are increasingly seeking
ways to better manage these assets and
operations to increase energy efficiency
and reduce waste. Running a ruler across
a portfolio to identify cost savings and
positive return capital expenditure is
replacing, to some extent, the traditional
transactional drivers for environmental due
diligence services. Some significant benefits
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can be identified where an asset or portfolio
has not been subject to recent scrutiny.
Travers Smith has worked with several
clients to identify and grasp cost saving
opportunities.

With distressed asset deals, much less
time is available than is usually required
for amore traditional EDD programme.
Where a site or business may be impaired,
with latent liabilities for example relating to
contaminated land, cost effective and fast
methods of commercially managing risks
are being sought.

In the last downturn the then relatively
immature environmental insurance market
saw an upturn, so those in the market hope
that the same will happen again.

Legal drivers

The level of legal obligations on companies
has increased exponentially in the last 20
years, since the Environmental Protection
Act (1990) was introduced, and in
particular since the contaminated land
regime was implemented in 2000 with
retrospective effect.

Companies also need to be aware of
liabilities that may arise under emerging
legislation such as the Environmental
Liability Directive, Water Framework
Directive and Carbon Reduction
Commitment (seebox 1).

Consequently, the importance of
transactional EDD has grown steadily
as the financial and reputational cost of
not identifying actual and potential risks
prior to acquisition have become better
understood. Some notably large liabilities
have arisen for unwary purchasers in the
past, and Travers Smith has advised on a
number of deals in which major liabilities
have been identified in a rigorous EDD
programme.

Usually a deal can be struck using
creative risk management techniques, but
occasionally, the identified issues have been
show stoppers. On those rare occasions the
clients have been pleased not to do the deal,
with one commenting that the deal “was
one of the best deals they’ve never done”.

While some environmental liabilities
may require certain mandatory actions
to be taken, such as the remediation of
contaminated land, or stopped, such as
suspension of operations in breach of
conditions of an environmental permit, it
should be remembered that there may also
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Box 1
Emerging Environmental Legislation

(1) The Environmental Liability Directive (2004)
Reinforces the polluter pays principle, makes operators financially liable for actual or
threatened damage to habitats and species protected by European law and on sites of
special scientific value, damage to water resources, and land contamination.

It has been implemented by the UK under the Environmental Damage (Prevention &
Remediation) Regulations 2009.

(2) The Water Framework Directive (2000)
Aims toimprove and integrate the way water bodies are managed throughout Europe
and requires member states to reach “good” chemical and ecological status in inland and
coastal waters by 2015.

It was transposed under the Water Environment (Water Framework Directive) (England
and Wales) Regulations 2003. Assets that have purportedly been cleaned up may be
revisited in due course if they adversely impact relevant waters.

(3) The Climate Change Act 2008
Establishes the framework for introducing the Carbon Reduction Commitment which
introduces a new cap and trade scheme for the non-energy intensive sector.

The Government has consulted on its structure since November 2006 and is due to
release carbon budget information alongside the 2009 UK budget.

The CRCis a cap and trade scheme meaning it aims to both keep the total greenhouse
gas emissions below a government-set maximum level (the cap) and increase energy
efficiency through time by obliging participants in the scheme to sell or buy ‘allowances’
representing the right to emit a certain amount of GHG (the trade) up to the level of their
cap. The less GHG emitted, the fewer allowances the participants will need to purchase.

From April 2010 any organisation that between 1 January and 31 December 2008 used
over 6,000MWh of electricity as measured by half-hourly meters will be subject to the CRC.

This means that any organisation that spends roughly £500,000 or more on electricity
is likely to be subject to the CRC. This is likely to catch 5000 organisations responsible for
around 10% of total UK CO, emissions.

Who is caught

Private and public sector organisations alike will be caught. Where organisations are part
of a group of companies (using modified Companies Act 2006 definitions of parent and
subsidiary undertakings) it is the group as a whole which is assessed, not each individual
member of the group.

The CRCis intended to be virtually revenue neutral with the costs of purchasing
allowances recycled back to participants according to their relative performance as
recorded in a public league table.

In the earliest years of the CRC, only early action to increase energy efficiency or generate
renewable energy for internal consumption can influence an organisation’s position in the
league table, and thus the sum returned to the participant.

Consequently, well thought through early action should not only save money in reduced
energy and CRC allowances costs, but ensure a higher return from the recycling. Modelling
by the carbon trust has identified a strong commercial imperative for early action.

Mandatory Emission Reporting
The Climate Change Act also creates a framework under which regulations will be made
under the Companies Act 2006 requiring directors’ annual reports to contain information
about GHG emissions from the company and its operations.

Although there is no immediate requirement to disclose GHG emissions, companies
who have not already begun considering the calculation of their carbon footprint will need
to consider doing so.
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be common law claims of negligence or
nuisance.

In November 2008 the EU passed the
Directive on Environmental Crime which
will require member states to impose
criminal penalties for serious breaches
of certain EU environmental legislation
once transposed into national law. This
will have less of an impact in the UK than
many member states, as many breaches of
environmental legislation already result in
criminal offences. Some of the more serious
offences can result in technically unlimited
fines and, if a director has permitted the
company to commit the offence with his
consent, connivance or neglect, a term of
imprisonment.

Ideally, particularly where a transaction
involves a sector or sites with potentially
significant environmental liabilities owing
toits current or former use, environmental
consultants will often be instructed to
undertake an appropriate level of EDD
investigations to identify actual and
potential environmental liabilities.
However, even where the client is aware of
the need to consider such issues there may
not be sufficient time or money.

Distressed companies

In transactions involving distressed
companies, whether insolvent or not, the
pressure to undertake the minimum amount
of EDD is even greater. Such an approach
could be exposing clients to adopting
unascertained risks which could later come
back to bite them. Consequently, technical
consultants have devised skinnier scopes

of works that should help clients to quickly
identify potential show stoppers and to seek
price adjustments.

Pre-arranging the terms of environmental
impairment liability insurance cover for
properties subject to a skinny EDD process
may be possible, but should not be left to
thelast minute. Itis likely that the number
of distressed sales will continue to increase
as the number of company insolvencies has
seen a significant rise (see box 2).

Insolvency practitioners note that there
hasbeen a substantial increase in the use of
pre-packaged administrations. Essentially,
this involves a period of pre-insolvency
negotiation with a prospective purchaser,
agreeing the price for the required assets
with an independent valuation, then the
company enters administration and the

business comprising the agreed assets,
goodwill, contracts and employees is
immediately transferred to the purchaser.

Such arrangements can improve returns
to creditors and help preserve the business
of failed companies, saving jobs without the
stigma of going into insolvency. In theory, if
acompany is being pre-packed there may be
more time to undertake more rigorous EDD,
but on the other hand there is likely to be
pressure to keep the costs to a minimum in
order to maximise the return to creditors.

While warranties and indemnities may be
on offer, these may be of little value to the
buyer, given the likely poor financial status
of the seller. If the company is insolvent no
warranties will be given by the insolvency
practitioner and no contingent or ongoing
liabilities can remain with the seller.

The most practical protection may
simply be a price cut to account for the lack
of warranty and indemnity cover and to
arrange insurance for any residual risk.

Improving resource efficiencies

Many companies are increasingly aware

of the benefits of appropriately managing
their assets, operations and environmental
liabilities to reduce operational expenditure
and obtain added value from newly
acquired assets. Often, this involves the
rationalisation of real estate, improvements
in plant efficiencies and effective
environmental management of assets.

URS has been assisting its clients with
identifying opportunities in this area,
through optimising and managing resource
efficiencies. Key areas where efficiencies
can be maximised include energy use,
water and wastewater treatment and waste
management.

Working closely with companies
in reviewing their resource use and
implementing efficiency measures,
significant savings can often be realised
over short timeframes, often with limited
investment. For example an energy,
water and waste audit at an aerospace site
identified cost savings of £360,000 with a
nine month investment payback period.

The primary benefits of resource
efficiency include:

* Costsavings on utility bills and water and
effluent disposal charges

* Cost savings on raw material purchasing
and waste disposal

* Improved plant efficiencies reducing
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Box 2
The Insolvency Service state that:

“There were 4,607 compulsory
liquidations and creditors’ voluntary
liquidations in total in England and
Wales in Q4 of 2008 (on a seasonally
adjusted basis). This was an increase of
11.9% on the previous quarter and an
increase of 51.6% on the same period a
year ago...

Additionally, there were 2,428 other
corporate insolvencies in Q4 2008 (not
seasonally adjusted) comprising 261
receiverships, 2,018 administrations and
149 company voluntary arrangements.
In total these represented an increase of
220.3% on the same period a year ago.”

P http://www.insolvency.gov.uk/other
information/statistics/200902/index.htm

Box 3
Pre-packaging

A pre-pack takes place when a
company is put into administration
or a company voluntary arrangement,
then immediately sold pursuant to
a sale which was arranged before
the administrator (or the supervisor
of a company subject to a company
voluntary arrangement) was appointed.

It is somewhat controversial as,
while its proponents argue that it can
achieve a better realisation for creditors
(as goodwill is preserved by avoiding a
lengthy insolvency process), opponents
say that:

(a) the speed of the process disables
proper marketing of a business and

(b) it disenfranchises unsecured
creditors (who would, in an ordinary
administration or CVA, have the
opportunity to consider and vote on the
administrator’s/supervisor’s proposals)
and favours secured creditors (who
must be consulted in order that existing
security is released prior to sale).

In light of the criticism, recent
guidance (SIP 16) has been published
to bolster the process, increase
transparency and foster confidence in
the market. We are yet to see the results
of this progress.
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hazardous emissions and discharges to the
environment

* Achieving better regulatory compliance
againstincreasing environmental standards
* Lowering the carbon footprint and
improving sustainability performance.

Energy

Utility bills often account for a high
percentage of annual operational
expenditure, particularly for heavy
industries.

Through performing energy audits, it
isusually possible to implement energy
consumption control measures (for
buildings and site operations), often with
minimal investment, which can be recouped
over a short payback period.

With the coming implementation of
the Carbon Reduction Commitment in
the UK, these audits can also be used to
measure and report energy (electricity)
use at a site or across an organisation, for
those organisations likely to be covered by
theregulations, i.e. those where their half-
hourly metered electricity consumption is
greater than 6,000MWh a year.

Water

Information collated by trade associations
generally indicates that for sites that have
not previously tried to save water, reductions
of around 20% in water and effluent bills are
usually achievable at little or no cost.

Asmuch as 40% or more might be
achievable for investments with a two-year
payback period.

Implementing water recovery means that
less freshwater is required for purchase and
less wastewater is created for treatment and
disposal. With water bills across Europe
set torise, investing in undertaking water
resource audits is clearly a worthwhile
consideration.

Waste

Assessments of current waste management
practices focus on identifying opportunities
to minimise the volume of waste produced
by a facility, and explore opportunities

for alternative disposal routes for waste
generated. Waste management auditing
can also be used to gain an understanding
of current compliance with waste
management legislation.

Managing Liabilities

URS also works alongside publicly traded
and privately held companies to review
their environmental provisions in line with
international accounting standards, often
reducing company provisions and releasing
cash.

Environmental liability issues requiring a
provision could include:
 Soil and groundwater contamination
* Presence of asbestos containing materials
or other building contaminants
* Proposed sale of redundant real estate
assets.

Information can be presented so that
environmental provisions can be reviewed
annually, to account for any changes ata
site level or changes in legislation. Thereby
active management can lower provisions
over time. The application of assessing
environmental liabilities this way is also
effective during transactions.

For example, URS assisted a private
equity company and its advisors to
understand the environmental liabilities
for over 300 sites worldwide, in order to
identify where future investment could
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reduce the level of provision required and
release value into the business.
Therationalisation of assets and
operational efficiencies and environmental
improvements during ownership can bring
significant benefits and cost savings. By
adopting these improvements, businesses
become more cost effective, enabling them
to meet planned objectives, reduce liabilities
and save costs.
These changes also help bring about
a cultural change in the way businesses
go forward to manage commercial,
environmental and reputation issues.

Buying, selling, adding value

The speed with which the current credit
crunch dramatically changed the face of
global finance has taken most funders,
investors, developers and landowners by
surprise, and the figures described earlier
show the impact. However, history shows
that the property market is regularly subject
to ‘boom and bust’ and generally it is

relatively cyclical over five to 10 year periods.

Perhaps of equal, or greater, surprise is
that those in the property market,
associated advisors and landowners have
mostly appeared to have provided or
accepted advice on the assumption that
the property market would have an ever
increasing value. The credit crunch has not
only impacted finance but has also shifted
the sands of liability.

Somewhat ironically banks and funders
have for many years viewed potential claims
related to being ‘mortgagee in possession’ as
avery remote risk.

An American funder sumsitup: “As
house prices fall, a huge amount of financial
folly is being exposed. You only learn who
has been swimming naked when the tide
goes out - and what we are witnessing at
some of our largest financial institutions is
an ugly sight.”

Most UK banks are now owners of
property developments where the
developer has become insolvent. Funders
are relying on collateral warranties and
indemnities given by developers or
contractors that no longer exist or will soon
become insolvent, and most will have no
appropriate insurance in place.

Much of the planned development and
remediation is now on hold and sites remain
untreated, part developed or mothballed. In
some instances this will leave the landowner

with a site that presents a greater risk than
before. Client perceptions of risk drivers
vary widely. The ‘inherited’ potential
development of an ex domestic landfill

or chemicals plant is likely to be of more
concern to banks, shareholders and the
media than to former developers.

Aswith the banks, a number of
brownfield developers that had agreed
contractual liability in the pre-2008 rush
to obtain land are now owners of sites with
potentially significant liabilities. These
companies may now literally have all their
investment tied up in large brownfield sites
and their credit rating (if rated at all) is likely
to be under severe pressure.

Corporates who thought they had
disposed of liabilities with ‘blue chip’
developers with substantial backing may
find thatis no longer the case. How many
times have we heard that ‘the clientis
comfortable with the indemnity provided
by a significant developer’?

Apart from the legal and technical
drivers, clients, especially funders, are now
saying that further security is required.
Funders will be more cautious and
demanding in tight markets. Consultants’
and contractors’ indemnities and warranties
are primarily based on fault and negligence
occurring, which is often difficult and
costly to prove. Rather than paying for,
and chasing, everyone else’s insurance,
corporates, developers and consultants
should seek an insurance policy that
actually insures the site.

Insurance policies are based on financial
loss occurring and can streamline the
process should a claim occur. Also, instead
of chasing multiple parties, an insurance
policy means there is only one party
involved. Importantly, insurance companies
are designed to take risks, monitor for credit
rating and are regulated by the government
in terms of solvency.

Insurance can also benefit by opening up
awider market to the seller or buyer as the
insurer can remove a range of liabilities, not
just environmental.

Insurance can be a transferable asset but
the original vendor of the site can stay as
an insured party. It can in most cases cover
‘unknowns’ that the speed of a transaction
may not allow the legal and technical
advisors adequate time to assess, and can
cover liability that may stem from changes
in law up to 10 years.
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National house builders, commercial
developers and funding institutions
have successfully used and implemented
environmental insurance on some of the
largest regeneration sites in the UK.

Other methods of managing liabilities
Long term insurance and financial solutions
can be achieved to meet both current and
potential future demands with unexpected
cost savings. One example of this is the
FillSecure product offered by Tysers, which
has been approved by the Environment
Agency and used successfully to secure long
term financial provision for environmental
permits for landfill operators. The product
can also be applied to a range of areas
including management of large scale
contaminated land sites, disposal of sites,
wind farms and potentially power plant and
oil platform decommissioning.

Essentially, FillSecure provides a bespoke
trust (that ensures that funds are only
used for approved works and are ring-
fenced from creditors) and a professionally
managed diversified investment portfolio.
The Environment Agency accepted thata
balanced investment portfolio will grow
over thelong-term, thereby reducing the
upfront funding required for the financial
provision for landfill permits, and such
action can have a significantimpacton a
company’s balance sheet.

As the credit market has been adversely
affected over the last six months or so, bank
and insurance bonds become more difficult
and expensive for operators to secure. With
the bank base rate at an all-time low, returns
from cash in the UK are currently very low.
Itis likely that escrow accounts, which are
liable to pay tax on interest received, will not
achieve areturn above this rate.

Ashort-term benefit of this is that
inflation is very low, but cash returns rarely
keep pace with inflation over the long-term.

The whole picture of brownfield land
values and associated advice has been turned
upside down, but this provides advisors
and landowners with an opportunity to
embrace innovative approaches that can
be commercially, environmentally and
economically beneficial.

Steve McNab, Travers Smith
Pippa Heggie, Travers Smith
Tim Bescoby, URS

Mathew Hussey, Tysers
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