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SUBJECT:
Financial Risk to the State of a “Prospective Purchaser Agreement” for the Former Fairchild Site, 4300 Redwood Highway, San Rafael, Marin County

This memo quantifies the financial risk to the state if the Board enters into a prospective purchaser agreement (PPA) which includes a release and covenant not to sue with 4300 Redwood Road Venture, LLC, a Delaware limited liability company (“Redwood”), for the former Fairchild site located in the City of San Rafael. We conclude that the risk is manageable, and recommend a $50,000 mitigation project by Redwood to offset the risk.


CONCUR:
____________________




Stephen A. Hill, Chief




Toxics Cleanup Division

Background

Redwood, the prospective purchaser of a 10-acre former Fairchild site, has asked the Board to enter into a PPA which includes a release and covenant not to sue. The PPA would protect Redwood and its affiliates and successors from potential liability for existing soil and groundwater pollution in the event that Fairchild and Schlumberger (the named dischargers) fail to comply with the Board’s site cleanup order. The proposed PPA raises two issues: (i) what risk is the Board taking if it approves the PPA, and (ii) how should the Board manage this risk?

Issue 1:
The Board would have to forego further remediation or obtain state funding for further remediation if it were to approve a PPA for the site and if Schlumberger Technology Corporation was unable to comply with the site cleanup order.

The Board’s current site cleanup order names Fairchild and Schlumberger as dischargers. SR Properties, LLC, as the current land owner, is also named as a discharger. Schlumberger retains responsibility for Fairchild’s environmental liability and has complied with the Board’s earlier investigation and remediation directives. Schlumberger is a Fortune-500 company that manufactures oil-drilling equipment. If the Board approves the proposed PPA, then the Board would be unable to require Redwood to assume responsibility for existing pollution in the event that Schlumberger were unable to comply. 

The financial risk to the Board (or to the state) is a function of two factors: the likelihood that Schlumberger will default and the anticipated future remediation costs:

(
Likelihood of default:  We estimate a 3% probability that Schlumberger will be unable to conduct remediation activities over the next 30 years. This estimate is based on information provided by the State Board’s economics unit. The business failure rate for large firms (those leaving net liabilities of more than $1 million) is about 0.05% per year (Dun and Bradstreet’s annual Business Failure Record). Thus the probability of failure over a 30-year period is about 1.5%. We use a safety factor of 2 to reflect risk adversity (2 x 1.5% = 3%). 

(
Future remediation costs: The estimated remediation costs over the next 30 years have a net present value of $1.67 million (calculations attached). This estimate assumes a discount rate of 7% and annual remediation costs of between $93,566 to $172,000. The annual remediation costs includes continuation of onsite groundwater remediation plus monitoring and reporting. The estimated annual remediation costs is on the conservative side because onsite groundwater remediation may only be needed on a sporadic basis in the future.

Therefore, the “expected value” of the financial risk to the Board for approving a PPA for the 10-acre site is about $50,000 (or 3% of $1.67 million). 

Issue 2:
The Board has several options for managing the risk of default if it wishes to approve the PPA for Redwood:

(
Escrow account or equivalent: The Board could require Redwood (or another party) to set aside sufficient funds to pay for remaining remediation tasks in the event that Schlumberger were unable to comply. Based on the above analysis, a total of about $1.67 million would need to be set aside. The set-aside amount could be reduced over time to reflect changed circumstances (e.g. fewer years to site closure).

(
Payment to State Board’s cleanup and abatement account (CAA): The Board could require Redwood (or another party) to make an up-front payment to the CAA equal to the “expected value” to the Board, or $50,000. In the event that Schlumberger was unable to comply, the Board could seek funds from the CAA to cover all or some future remediation costs. The Board would have no assurance that such funds would be allocated by the State Board.

(
Fund mitigation project: The Board could require Redwood (or another party) to make an up-front payment to a mitigation project. As with the CAA option, the amount should be equal to the “expected value” to the board, or $50,000. The mitigation project should provide certain benefits to water quality to offset the impacts that would result if Schlumberger were unable to comply. Ideally, the mitigation project would benefit groundwater in the vicinity of the former Fairchild site.

Recommendation

I recommend that the Board authorize the Executive Officer to enter into a PPA with Redwood and to accept a $50,000 mitigation project to manage the risk of default. An up-front payment is preferable to an escrow account in this case, for several reasons:

(
Schlumberger is unlikely to default on its remediation obligations

(
The slurry wall surrounding the site reduces the threat to groundwater

(
An escrow account requires ongoing oversight by Board staff

(
An up-front payment provides immediate benefits, especially for the mitigation


project.
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