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PREFACE

This report focuses on the possible effect of the proposed Superfund
Reform Act of 1994 on transaction costs—costs resulting not from
cleanup but from assigning liability for cleanup among the various
parties. It should be of interest to those involved in the debate over
how to make the Superfund program more effective and efficient in
cleaning up inactive or abandoned hazardous waste sites.

Because this study focuses on transaction costs, it does not address
other important effects of the proposed legislation. For example, this
report does not discuss the effect of the proposed reforms on EPA’s
budget or on the relationship between the costs of Superfund
cleanups and the benefits of cleanups for human health and the
environment.

The analysis presented here is based on previous work on transac-
tion costs performed at RAND and on telephone interviews with
various stakeholders in the Superfund process. Stakeholders inter-
viewed include representatives of large and small potentially re-
sponsible parties, insurers, reinsurers, the Environmental Protection
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Agency, the Department of the Treasury, environmental groups, and
researchers.

The project was sponsored by the Institute for Civil Justice at RAND.
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SUMMARY

The Superfund program, established in 1980 to clean up the nation’s
worst inactive hazardous waste sites, has been criticized for generat-
ing excessive transaction costs—costs resulting not from cleanup but
from assigning liability for cleanup among the various parties. The
Superfund Reform Act of 1994 proposes changing the program’s op-
eration to reduce these costs. This report assesses whether reforms
such as those embodied in the proposed legislation are likely to be
successful. The legislative process is not yet complete as we go to
press, and we focus on the reform act as proposed by the Clinton
Administration in February 1994 and modified with more complete
insurance provisions in April 1994. When appropriate, however, we
reference congressional amendments being considered.

We evaluate the provisions of the proposed legislation according to
their effect on three central attributes of the Superfund process:

*  Complexity: Does the provision make the Superfund process
simpler or more standardized?
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*  Division of tasks: Does the provision assign a task to the party
able to perform it most efficiently?

* Incentives: Does the provision give key players the appropriate
incentives to cooperate rather than to contest?

Our evaluation draws on the quantitative findings of prior RAND re-
search as well as on discussions with many Superfund participants
conducted during that research. We have supplemented these data
with additional telephone interviews with stakeholders in the
Superfund process, including representatives of potentially respon-
sible parties (PRPs), insurers, reinsurers, the Environmental
Protection Agency (EPA), the Department of the Treasury, environ-
mental groups, and research organizations. We make no attempt to
present the views of different stakeholders systematically. Rather, we
use the reactions of the various stakeholders to inform the analysis
and assessment.

SUPERFUND GENERATES SUBSTANTIAL TRANSACTION
COSTS

Previous RAND work suggests that the Superfund program has gen-
erated substantial transaction costs. RAND estimated that the
overall transaction-cost share was 32 percent of total expenditures by
PRPs through 1991 at all sites on the National Priorities List.
Transaction-cost shares for insurers were even higher—88 percent of
outlays between 1986 and 1989. These estimates imply that 36
percent of the approximately $11.3 billion spent by the private sector
at Superfund sites through 1991 went to transaction costs rather than
to cleanup. What the costs will be when cleanup is completed is very
uncertain. We estimate the final private-sector transaction-cost
share between 23 and 31 percent.

INTERACTIONS AMONG KEY PLAYERS GENERATE
TRANSACTION COSTS

The Superfund process generates transaction costs because it creates
a complex set of interactions among the different players and pro-
vides many opportunities for the parties to contest the amount of
their liability. We focus on five key interactions.
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PRP-Government Interaction. EPA and PRPs generate transaction
costs when they argue over the cleanup standards and the remedy
and negotiate settlements.

PRP-PRP Interaction. PRPs must allocate liability among them-
selves, agree on common negotiating positions with EPA, and try to
recover costs from nonparticipating PRPs.

PRP-Insurer Interaction. PRPs negotiate and litigate with their in-
surers, to whom they turn for reimbursement of legal and cleanup
Ccosts.

Insurer-Insurer Interaction. Insurers may, in turn, seek compensa-
tion for their costs from their reinsurers.

Community-PRP and Community-Government Interactions. The
community around a site may oppose cleanup decisions that have
been made and may slow or stop the cleanup process. Local resi-
dents may also bring bodily injury and property damage suits against
PRPs.

Throughout the Superfund process, each of the key players implicitly
or explicitly weighs the costs and benefits of cooperating with the
process or contesting it. The incentives to contest rather than to co-
operate in large part determine the size of the transaction costs.

The proposed legislation seeks to lower transaction costs by reducing
the incentives of PRPs and their insurers to contest liability and by
simplifying the process and making more efficient task assignments
to the participants. The legislation’s provisions focus on the key as-
pects of the interactions among the players: allocating liability, ne-
gotiating settlements, recovering costs from nonparticipating PRPs,
determining cleanup standards and selecting remedies, involving the
community, and negotiating with insurers and reinsurers.

TRANSACTION-COST SCORECARD

Figure S.1 summarizes our assessment of how the proposed legisla-
tion would affect transaction costs. The key interactions appear as
the column heads, and aspects of the Superfund process addressed
by the proposed legislation are the row labels.
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RANDMRA455-5.1

Interaction
Aspect of Cleanup _
Process PRP- | PRP- | PRP- CP%umg-( Insurer-
PRP Govt Insurer -Govt Reinsurer
Allocation /

Settlement

Cost recovery

Cleanup standards
and remedy selection

Community //
participation %

Insurance

Likely decrease in Likely increase in [ Effect [T No significant
transaction costs transaction costs uncertain effect

NOTE: The equal size of all the boxes does not mean that the increase or
decrease in transaction costs represented by each box is equal.

Figure S.1—Transaction-Cost Scorecard

The proposed legislation seems likely to reduce transaction costs
generated by the major interactions among PRPs. But the overall ef-
fect on transaction costs generated from the PRP-government inter-
action is unclear. On the one hand, settlement terms appear much
more favorable to PRPs, who thus should have less incentive to fight
liability. On the other hand, some of the transaction-cost savings
among PRPs come at the price of increased transaction costs for EPA,
and many critical issues in setting cleanup standards and selecting
remedies remain unresolved. If the insurance provisions of the legis-
lation pass an early vote by PRPs, the legislation should simplify the
interactions between PRPs and their insurers and reduce PRP incen-
tives to pursue insurers in court. The legislation would probably also
reduce insurer-reinsurer transaction costs to the extent that it re-
duces PRP-insurer transaction costs. But the enhanced commu-
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nity involvement provided for by the legislation may increase trans-
action costs between the community and the government because of
the increased complexity of the decisionmaking process, combined
with the likely persistence of divisions within the community. The
proposed legislation may also increase transaction costs between the
community and PRPs if increased information about the site gener-
ates more bodily injury and property damage cases.

The Superfund Reform Act of 1994 would fundamentally change the
way the Superfund program operates. Although the process would
remain complex, important components would be simpler and more
standardized. The legislation reassigns several tasks to parties better
qualified to perform them, and it appears to give PRPs far greater in-
centives to cooperate rather than to contest settlements. Some
troubling features remain, but the legislation takes a significant step
toward reducing the resources devoted to litigation rather than to
cleanup.
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Chapter One
INTRODUCTION

Policymakers, interest groups, and many participants in the federal
Superfund program have claimed that the program’s liability ap-
proach causes delay and generates excessive [ransaction costs—costs
resulting not from cleanup but from assigning liability for cleanup
among the various parties. Superfund is due to be reauthorized this
year, and in February 1994 the Clinton Administration presented to
Congress the Superfund Reform Act of 1994. The legislation at-
tempts to respond to many of the criticisms of the program; in par-
ticular, changes in the way the program operates are designed to re-
duce the proportion of public- and private-sector resources that go
to litigation rather than to cleanup.

This report assesses whether reforms such as those embodied in the
proposed legislation are likely to reduce transaction costs. As we go
to press, the details of the legislation are not yet final. There may
well be important changes made to the Administration proposal
during the legislative process, but it is likely that the basic structure
will remain the same. In the analysis that follows, we focus on the
Administration proposal but, when appropriate, reference some of
the amendments that are being considered.
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We evaluate provisions of the proposed legislation according to their
effect on three central attributes of the Superfund process:

* Complexity: Does the provision make the Superfund process
simpler or more standardized?

* Division of tasks: Does the provision assign a task to the party
able to perform it most efficiently?

* Incentives: Does the provision give key players the appropriate
incentives to cooperate rather than contest?

These three attributes underlie much of what generates transaction
costs.

Complexity, by itself, can be a major factor in generating transaction
costs. Even if firms are willing to cooperate in the cleanup process, a
cleanup process that requires many steps and interactions may still
generate substantial transaction costs.

How tasks are divided also influences transaction costs. The cleanup
process that generates the least transaction costs will assign tasks to
parties that can do them at the lowest cost.

Each player in the Superfund process must repeatedly decide
whether to settle or fight liability. In doing so, players presumably
weigh the costs and benefits of each strategy. To lower transaction
costs, the participants must be given incentives to cooperate rather
than to contest.

Our assessment focuses on the effect of the proposed legislation on
transaction costs. We do not treat other important aspects of the
legislation—for example, how proposed reforms might affect the
Environmental Protection Agency’s (EPA) budget, or what the rela-
tionship is between Superfund cleanup costs and the benefits of
cleanups for human health and the environment.

The remainder of this chapter provides a context for our assessment.
We describe the current Superfund process, discuss the magnitude
and source of transaction costs, and describe our research approach.
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HOW SUPERFUND WORKS NOW

The Superfund program was established by the Comprehensive
Environmental Response, Compensation, and Liability Act of 1980
(CERCLA) to clean up the nation’s worst inactive hazardous waste
sites. It was reauthorized by the Superfund Amendments and
Reauthorization Act in 1986 and was extended through 1994 as part
of the Budget Reconciliation Act of 1990.! Many states have adopted
laws similar to the federal statute and have set up their own
Superfund-like programs.

Rather than adopting a pure public works program funded by tax
revenues, Congress chose to emphasize a liability approach: Parties
that generated or transported the hazardous materials at a site or
who owned or operated the site (termed potentially responsible par-
ties [PRPs]) are liable for cleaning it up. The rationale for the liability
approach was to make polluters pay for the cleanups, to shift the
cleanup burden from the public to the private sector, and to create
strong incentives for firms to handle hazardous substances more
carefully.

The potentially responsible parties at a site face strict, joint and sev-
eral, and retroactive liability.

»  Strict liability means that a PRP can be held liable for cleanup
costs even when there was no negligence at the time of disposal.

* Joint and several liability means that a PRP can be held liable for
cleaning up an entire site even if it was responsible for only a
small share of the waste at the site.

*  Retroactive liability means that liability applies to actions that
took place before the 1980 law was passed.

The Superfund program is designed to persuade private parties ei-
ther to perform or to pay for hazardous waste cleanups, but the
record to date is not impressive. Since 1980, EPA has put 1,177 non-
federal sites on the National Priorities List (NPL), but construction of
the cleanup remedy has been completed at only 217 (EPA, 1993a, pp.

1Program and funding authorities expire September 30, 1994, and taxing authority
expires December 31, 1995.
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1-3, 1-8).2 What is more, at upwards of 40 percent of the 217 sites,
EPA had determined that either no cleanup or relatively minor
cleanup was required (General Accounting Office [GAO], 1993a, p. 3).

Perhaps contributing to the slow pace of cleanup, PRPs and their in-
surers are spending considerable amounts contesting liability, which
means that substantial resources are spent determining who is going
to pay, not cleaning up the sites. High transaction costs have prob-
ably attracted more criticism than any other aspect of Superfund.

How high are these costs?

SUPERFUND GENERATES SUBSTANTIAL TRANSACTION
COSTS

Two RAND studies suggest that the transaction costs associated with
Superfund are substantial (see Table 1.1). A 1992 study of five very
large industrial firms with annual revenues over $20 billion found
that transaction costs were 19 percent of their total expenditures at
49 NPL sites between 1984 and 1989. A 1993 study of 108 smaller

Table 1.1

Transaction-Cost Share by Firm Size

1992 Study 1993 Study
1991 Annual Revenues (1984-1989)2 (1981—1991)b
>$20 billion 19 —
$1-$20 billion — 19
$100-$1,000 million — 15
$15-$100 million — 60
<$15 million — 60

3Acton and Dixon, 1992, p. 48.
bDixon, Drezner, and Hammitt, 1993, p. 30.

2Nonfeaieml sites exclude facilities such as military bases and weapon production
facilities. Construction complete means that all phases of the site cleanup plan have
been performed and that EPA has determined that no additional construction actions
are required at the site. At some of these sites, however, cleanup may not be complete
because long-term operations may be required, such as pumping and treating ground-
water.
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PRPs at 18 NPL sites also found that transaction costs were 19 per-
cent of total expenditures between 1981 and 1991 for firms with an-
nual revenues between $1 and $20 billion, and 15 percent for firms
with annual revenues between $100 million and $1 billion.
Transaction-cost shares were much higher for smaller firms. Those
with annual revenues less than $100 million averaged shares of 60
percent.

Extrapolating the sample results to all PRPs at a set of 18 study sites,
RAND estimated that the overall transaction-cost share was 32 per-
cent of total private-sector PRP expenditures through 1991.3

RAND also reported the transaction-cost shares of four national in-
surers on claims involving inactive hazardous waste sites. Eighty-
eight percent of their outlays between 1986 and 1989 were found to
be transactional, with coverage disputes and payments to defend
policyholders (i.e., payments for policyholders’ lawyers) accounting
for the bulk of the transaction costs (Acton and Dixon, 1992, p. 24).

Overall private-sector expenditures are the sum of PRP and insurer
expenditures. Taking 32 percent and 88 percent as reasonable esti-
mates of PRP and insurer transaction-cost shares through 1991, we
estimate that transaction costs were 36 percent of overall private-
sector expenditures through 1991 (see Table 1.2) and that overall pri-
vate-sector expenditures were approximately $11.3 billion. We esti-
mate that insurer outlays accounted for about 10 percent of the total.
(The assumptions behind these estimates are detailed in the
Appendix.)

Perhaps more relevant to the policy debate than the transaction-cost
share part way through the cleanup process is the transaction-cost
share when cleanup is complete.* In its 1993 study, RAND predicted
ultimate PRP transaction costs at the 18 study sites under three dif-

3Although the 18 study sites were chosen to be representative of all NPL sites with
substantial private-sector PRP expenditures through 1991, the sample is small. Thus,
there is considerable uncertainty that the transaction-cost share at the 18 NPL sites is
representative of private-sector expenditures at all NPL sites through 1991. There is
considerable uncertainty (1) because only a fraction of the PRPs at the 18 study sites
were sampled, and (2) because only a fraction of the sites on the NPL were sampled.

4In its 1993 study, RAND found that transaction-cost shares were lower in later stages
of the cleanup process. This finding suggests that the cumulative transaction-cost
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Table 1.2

Private-Sector Transaction-Cost Shares at 18 Study Sites
Through 1991 and at Completion

(percent)
Sector Through 1991 At Completion
PRPs 32 19-27
Insurers 88 69
TOTAL 36 23-31

ferent scenarios. The resulting range was 19 to 27 percent. Combin-
ing this range with the insurer transaction-cost share for claims
closed through 1989 (69 percent) results in a final private-sector
transaction-cost share between 23 and 31 percent (see the Appendix
for calculations).

The transaction costs of local, state, and federal governments must
be added to those of the private sector to determine the overall
transaction costs generated by the Superfund process. Thirteen per-
cent of EPA’s 1993 $1.6 billion Superfund budget was for enforce-
ment, clearly a transaction cost (EPA, 1993a, p. IV-2}). However, we
do not know what part of the remaining 87 percent of EPA’s
Superfund budget is transactional, and a comprehensive analysis of
state and local spending is yet to be done.

The findings of these RAND studies support claims that transaction
costs are a serious problem in the Superfund program. What are the
sources of these costs?

COMPLEX INTERACTIONS AMONG KEY PLAYERS
GENERATE TRANSACTION COSTS

The Superfund process generates transaction costs because it creates
a complex set of interactions among the different players and pro-
vides many opportunities for the parties to contest the amount of

share may be lower when cleanup is complete at all NPL sites than it was through
1991.
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their liability. Figure 1.1 illustrates some of the key interactions in
the Superfund process. Below we highlight five.

PRP-Government Interaction. The Superfund process requires the
government and the PRPs to interact in a variety of ways. At each site
on the NPL, EPA attempts to negotiate cleanup agreements or re-
cover cleanup costs from the PRPs at the site. Some PRPs partici-
pate, and others attempt to avoid liability altogether. Transaction
costs are generated in arguing over the cleanup standards and the
remedy, and in negotiating settlements. States are frequently in-
volved in setting cleanup standards and selecting remedies, further
complicating the process.

PRP-PRP Interaction. Negotiations take place among the participat-
ing PRPs, who must allocate liability among themselves. Because
EPA wants to negotiate with a PRP committee rather than with indi-
vidual PRPs, PRPs must agree on common negotiating positions. In
addition, some PRPs attempt to avoid liability at the site, and the
participating PRPs seek to recover costs from these nonparticipating
PRPs, usually through the courts.

RANDMR455-1.1

Local

. Reinsurers
Community

Nonparticipating
PRPs

Insurers

Participating
PRPs

States

Figure 1.1—Key Players in the Superfund Process
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PRP-Insurer Interaction. PRPs also negotiate and litigate with their
insurers, to whom they turn for reimbursement of legal and cleanup
costs. These claims are typically brought under comprehensive gen-
eral liability and commercial multi-peril policies, but whether the
policies cover these claims is usually hotly contested.

Insurer-Reinsurer Interaction. Insurers may seek compensation for
their costs from their reinsurers. Even though many insurers have
notified their reinsurers of potential claims, it appears that reinsurer
expenditures have only recently begun to grow—perhaps because of
the very high deductible for most reinsurance policies. However,
conflicts between insurers and reinsurers may increase over time if
insurers’ costs rise.

Community-PRP and Community-Government Interactions. The
local community around a site interacts both with the government
and with the PRPs. The community may want to provide input into
remedy selection and cleanup standards. It may also oppose
cleanup decisions that have been made and slow or stop the cleanup
process. Local residents and landowners sometimes bring bodily
injury and property damage suits against the PRPs at the site.

PLAYERS WEIGH DECISION TO COOPERATE OR CONTEST

Throughout the Superfund process, PRPs and insurers presumably
weigh the costs and benefits of contesting the amount of their liabil-
ity. For both PRPs and insurers, the costs include the time of in-
house staff and the costs of external legal counsel and expert advice.
The perceived gains depend on the extent to which the PRP or in-
surer thinks it can affect the outcome and the overall stakes involved.
For example, a PRP may think fighting with other PRPs over alloca-
tion may reduce its allocated share by 5 percentage points, which
would amount to $2.5 million at a site that costs $50 million to clean
up. Similarly, insurers may believe that vigorously contesting cover-
age issues will significantly reduce their liability.

PRPs and insurers presumably also figure the time value of money
into their calculations. A negotiating tactic that delays settlement for
a few years would allow a PRP or insurer to earn the real rate of inter-
est on the settlement amount during the interim.
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PRPs and insurers may consider how contesting liability affects the
political process. For example, even though the costs may be high
relative to the recoveries they could ever hope to achieve, PRPs may
attempt to recover costs from small businesses that contributed only
a very small share of the waste at the site. The rationale is that cries
of pain from this politically influential interest group may create
pressure to reform the Superfund process.

As a regulatory agency rather than a profit-making firm, EPA has a
different set of goals. EPA is under pressure from Congress to con-
serve its funds and thus to recover as much of the cleanup costs from
PRPs as possible. However, EPA is also under pressure from many
members of Congress and from environmental and other interest
groups to move quickly ahead with cleanups and adopt stringent
remedies. Thus, EPA must balance its own potentially conflicting
goals while trying to interact with other players in a way that moti-
vates them to cooperate with the process.

The incentives to contest rather than to cooperate in large part de-
termine the size of the transaction costs generated by the Superfund
process. The proposed legislation seeks to reduce transaction costs
by reducing the incentives of PRPs and their insurers to contest lia-
bility, and also by simplifying the process and assigning tasks to the
different parties in a more efficient way. The next section describes
the key features of the legislation.

KEY FEATURES OF THE PROPOSED LEGISLATION®

The Administration’s proposal was introduced in Congress on
February 3, 1994, as H.R. 3800 by Representative Al Swift, who then
proposed, with Administration support, more complete insurance
provisions in April 1994. The key features are

1. Joint and several liability would not be explicitly eliminated, but
liability would be de facto proportional for parties who settle.

S5These features may be modified during the congressional debate, and the bill as en-
acted may differ substantially from the Administration’s proposal.
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Allocation would no longer be left to the PRPs. Instead, a neutral
allocator would assign shares to PRPs, based on a number of
factors, including volume, toxicity, and degree of care taken in
handling the hazardous substances. EPA would pick up the
“orphan share”—the share of identified PRPs that are nonviable
because they are bankrupt or out of business.

On the basis of these allocations, EPA would offer PRPs settle-
ments with a full release from liability. In return, the PRPs
would pay a settlement premium to cover the risks of cost over-
runs, remedy failures, and other uncertainties.

EPA, not the participating PRPs, would pursue the nonsettlers.
To provide an added incentive to settle, EPA would be able to re-
cover not only the nonsettlers’ allocated share but the orphan
share as well.

De micromis parties (those who sent only very small amounts of
waste to the site) would be released from liability altogether, and
EPA would offer settlements to other small contributors (de
minimis parties) as early as possible in the cleanup process.

Generators and transporters of municipal waste would be re-
quired to pay no more than 10 percent overall of the cleanup
costs at a site; EPA would pick up the remainder of their allo-
cated share.

To simplify the process for setting standards and selecting
remedies, some vague and hard-to-determine cleanup stan-
dards would be eliminated, and EPA would develop national
cleanup standards and generic remedies.

To provide a more flexible choice of remedies, the proposed leg-
islation allows future land use to be considered in setting
cleanup standards.

The current remedy preference for treating waste would be lim-
ited to the most contaminated parts of the site (hot spots), and
containing waste would become a more accepted remedy.

To reduce contention between PRPs and insurers, the legislation
proposes an Environmental Insurance Resolution Fund to settle
insurance claims related to Superfund sites. A stay would be
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placed on all insurance claims related to NPL sites, and PRPs
could request an insurance settlement from the resolution fund.

11. If PRPs reject the offer from the fund, they would be able to pur-
sue their insurers in court. To discourage such suits, the legisla-
tion holds PRPs liable for a portion of insurer legal costs if the
court settlement is less than the fund’s offer.

12. To reduce community resistance to the cleanup process and to
improve cleanup outcomes for the community, the legislation
proposes increased community involvement in all stages of the
cleanup process.

RESEARCH APPROACH

To assess the potential effects of the proposed legislation on transac-
tion costs, we draw on the quantitative findings of prior RAND re-
search as well as on discussions with many Superfund participants
conducted during that research. We have supplemented these data
with additional telephone interviews with stakeholders in the
Superfund Reform Act of 1994, including representatives of both
large and small PRPs, insurers, reinsurers, the Environmental
Protection Agency, the Department of the Treasury, environmental
groups, and research organizations. Interviewees who were familiar
with the reform act were asked their opinions of its strengths and
weaknesses, with particular emphasis on the effect on transaction
costs. The most important aspects of the act were described to in-
terviewees who were unfamiliar with the proposal, and their reac-
tions were solicited.

In the following analysis, we make no attempt to present the views of
different stakeholders systematically. Rather, we use the reactions of
the various stakeholders to inform the analysis and assessment.

Our discussion is organized around the five key interactions de-
scribed in this chapter. In each chapter, we describe one or two in-
teractions. Each interaction is among one set of key players. We dis-
cuss how the proposed legislation affects that interaction. We note
features of the proposed legislation that may reduce transaction
costs, as well as those that may allow existing transaction costs to
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continue or that may create new sources of transaction costs, and
then provide an overall evaluation of net effect.

In the final chapter of the report, we summarize the effect of the pro-
posed legislation on the individual interactions and evaluate its likely
overall effect on transaction costs.
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Chapter Two
PRP-PRP INTERACTION

The interaction among PRPs is a major source of transaction costs at
Superfund sites. These interactions have three dimensions: PRPs
(1) allocate liability among themselves, (2) recover costs from non-
participating PRPs, and (3) determine a joint strategy in negotiating
with the government and in recovering costs from nonparticipating
PRPs.

The significance of this source of transaction costs is suggested by
the relationship between the number of PRPs at a site and transac-
tion-cost share. RAND studies found a strong relationship between
these variables (see Table 2.1).1 At single-PRP sites and sites with few

1Although the shares reported in Table 2.1 do not hold constant other site character-
istics, such as stage in the cleanup process, the relationship between transaction costs
and the number of PRPs remains when other factors are held constant. See Acton and
Dixon, 1992, p. 52, and Dixon, Drezner, and Hammitt, 1993, p. 39.

13
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Table 2.1
Transaction-Cost Share by Number of PRPs
at the Site
Type of Sites and Transaction-
Number of PRPs Cost Share (%)
1992 Study (1984-1989)2
Single-PRP sites 5
Multiple-PRP sites 24
1993 Study (1981-1991)P
<15 PRPs 14
16-100 PRPs 36
>100 PRPs 34

8Acton and Dixon, 1992, p. 48.

bEstimated transaction-cost share for total PRP expen-
ditures at 18 sites studied in Dixon, Drezner, and Ham-
mitt, 1993.

PRPs, transaction-cost shares were relatively modest; at sites with
more than 15 PRPs, they were markedly higher.2

How will the Superfund Reform Act of 1994 affect PRP interaction?

ALLOCATING LIABILITY AMONG PRPs

In the current system, EPA generally leaves allocation decisions to
the PRPs, and, frequently, allocation becomes a complex and con-
tentious issue. EPA often names only a subset of the PRPs at the site
and collects only partial information on the waste sent to the site.
PRPs named at the site may search for other PRPs and conduct
extensive studies to determine who sent what to the site. On the
basis of this information, PRPs attempt to allocate liability among
themselves.

The allocation process lends itself to contention. There are two rea-
sons why contentiousness can pay off. First, data on who sent what
to a site are frequently incomplete and often nonexistent. Frequently

2These results also likely reflect an increase in PRP-government transaction costs as
the number of PRPs rises.
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PRPs must rely on conflicting oral testimony of truckers, site opera-
tors, and generators to reconstruct waste deliveries to the site. The
lack of solid information allows potentially wide variation in final
outcomes. Second, because there is no standardized allocation
method, the process is a complex one in which vigorous lobbying for
a particular allocation method may significantly affect the outcome.
For example, PRPs who sent high-volume but low-toxicity waste
might argue that toxicity, not volume, should be most important in
allocating cost shares among PRPs. PRPs who sent low-volume but
high-toxicity waste might argue the opposite.

Allocation issues are particularly contentious when a municipality is
involved. Even when other site characteristics, such as expected site
cleanup costs and the number of PRPs, are controlled for, we found
that transaction costs are higher at sites with municipal involvement
(Dixon, Drezner, and Hammitt, 1993, p. 36). Municipal waste often
accounts for a large share of the volume of waste at a site but for only
a small proportion of the hazardous substances. As might be ex-
pected, municipalities have fought volume-based allocations. They
have also asserted that the waste they generate should not be consid-
ered hazardous under CERCLA.

Given the lack of a standardized allocation process and the conflict-
ing goals of the players, PRPs regularly incur substantial costs de-
termining allocation; often they can agree only on interim allocations
that must be revisited again and again.

The Proposed Legislation

Under the proposed legislation, PRPs will no longer be responsible
for determining the allocation. Instead, a neutral allocator will at-
tempt to negotiate an allocation with the PRPs; if that fails, the allo-
cator will issue a nonbinding allocation (U.S. House, H.R. 3800, 1994,
pp. 90-94; all further references to the proposed legislation will be
cited by page number only). The proposal puts a hold on cost-recov-
ery litigation between PRPs until 60 days after the allocator issues a
report (p. 88). The proposal directs the allocator to base the alloca-
tion on a number of factors, including
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¢ volume of waste sent to the site
* toxicity
* the degree of care exercised in handling the substance

* the degree of involvement in generating, handling, and disposing
of the substance

* cooperation in providing complete information and contributing
to the cleanup activity (pp. 94-95).

Shares for identified parties that are nonviable or cannot be located
will be assigned to EPA as part of the orphan share, but waste that
cannot be attributed to an individual party will be distributed among
all the identified parties (pp. 95-96).

A number of PRPs would also be released from the allocation pro-
cess. De micromis PRPs would be released from liability altogether
and thus would not have to participate in the allocation process. De
micromis PRPs are defined as parties that contributed less than 10
pounds or liters of materials containing hazardous substances or less
than 500 pounds of municipal waste (p. 55). The cleanup cost at-
tributable to the de micromis PRPs would be distributed among the
remaining PRPs. De minimis PRPs, municipal generators and trans-
porters, and municipal owners and operators and small businesses
with limited ability to pay would also not have to participate in the
allocation process if they accepted expedited settlements (discussed
in Chapter Three) (p. 93). De minimis parties are defined in the
. legislation as PRPs that sent less than 1 percent of the waste to the
site (p. 80).

The allocation process would start with an EPA search for PRPs. The
PRPs so identified would then pick an allocator from a list of neutral
allocators assembled by EPA. EPA would accept settlement based on
the allocation, and nonsettlers may be held liable for the orphan
share (pp. 97-101).

The neutral allocator’s allocation would not be binding on the PRPs
or on EPA. However, EPA could reject it only in limited circum-
stances: The Administrator, in concurrence with the Attorney Gen-
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eral, must determine that the allocation is not fair, reasonable, and in
the public interest.3

Strengths

Taking responsibility for allocation away from an often-contentious
group of PRPs and putting it in the hands of a neutral allocator seems
to be a more efficient division of tasks. First, the allocators would
presumably develop considerable expertise in allocating liability that
PRPs do not have. Second, the allocators’ ability to use the govern-
ment’s information-gathering authority would involve a less costly
process than the full court discovery process PRPs must use as a final
resort when they do the allocation themselves.

The proposed legislation attempts to check the complexity and
number of parties involved in the allocation. The nonbinding allo-
cation proposed should not require a cumbersome, formal process.
Releasing from the allocation process the de micromis PRPs and
PRPs who have entered into expedited settlements should limit the
number of parties involved.

Finally, the proposed legislation appears to increase the incentives
for PRPs to cooperate with the allocation process. When setting the
allocation, the allocator can consider how cooperative a PRP has
been, so cooperation has a direct payoff. In addition, moving to de
facto proportional liability reduces the potential liability that a PRP
faces when it decides to participate in the process. Municipalities, in
particular, have less incentive to contest their allocations since mu-
nicipal liability is limited to 10 percent of overall site costs. The
threat of paying the orphan share also provides a disincentive to
challenge settlements based on the allocation. The proposed legis-
lation is arguably more fair in that PRPs may no longer have to pay
the shares of other identified PRPs at the site. As a result, PRPs would
probably be less successful in using the allocation issue to appeal to
Congress and the public for changes in the Superfund program.

3The Administration proposal does not specify what happens if EPA does reject the
allocation. Subsequent modifications to the proposal provide that the allocation
would be redone with a new allocator.
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Weaknesses
The proposed legislation has three principal drawbacks.

First, the way in which the allocator should assign liability is vague
and complex. Volumetric share is listed as a factor, but it does not
help in assigning wastes to site owners and operators, because own-
ers and operators often do not send waste to a site. Toxicity is a fac-
tor, but there is no guidance about how to compare municipal waste,
which has high volume and low toxicity, with industrial waste. The
degree of care exercised in handling the hazardous substances and
the cooperation in providing complete information and contributing
to the cleanup activity are also factors, but using them to adjust
shares is inherently subjective. Such imprecision is likely to cause
contention and delay, and to incur attendant transaction costs.

A second disadvantage is that issuance of the allocator’s report may
not end all contention over allocation. Parties may refuse to settle
with EPA based on the allocation and then challenge the allocation in
court, which would generate transaction costs between the PRP and
the government.

Finally, EPA’s transaction costs may increase because of its greater
information-gathering and administrative role during the allocation
process and because PRPs may challenge allocations during the cost-
recovery process.

Evaluation

Several issues arise in determining how these strengths and weak-
nesses might balance out. Assigning responsibility for allocation to a
neutral third party rather than to the PRPs themselves seems like a
more effective division of tasks, but its success depends critically on
whether the allocator is considered impartial. Impartiality is obvi-
ously important to the PRPs, but it is also important to EPA, which is
responsible for the orphan share. The proposed legislation handles
this issue nicely by assigning EPA the task of developing a list of pos-
sible allocators but allowing the PRPs to choose from that list. It re-
mains important, however, that EPA carefully consider what qualifi-
cations it should require of an allocator.
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The nonbinding aspect of the allocation scheme, while attempting to
minimize burdensome procedural requirements, has been the focus
of considerable debate during the reauthorization process. Some
PRPs are concerned that a nonbinding process would be ineffectual,
thus wasting time and causing the allocations to be revisited.# This
certainly is the case in other settings where a party can simply walk
away from a decision it does not like. However, under the proposed
legislation, a PRP’s decision to accept the nonbinding allocation
would be uncoupled from the decisions made by the other PRPs. A
PRP could settle with EPA on the basis of its allocation regardless of
whether other PRPs challenged their allocations.

As noted above, the nonbinding allocation procedure does run the
risk of pushing transaction costs from the proposed allocation pro-
cess to the cost-recovery process. However, it seems unlikely this
would be an effective PRP strategy. The allocator’s report, although
not admissible in court for determining liability, could be used to
help the court make an allocation among nonsettling parties (p. 83).
Except in the case of an absurd allocation, nonsettlers may find it
difficult to convince the court that another allocation is more
appropriate.

Releasing de micromis parties and parties offered expedited settle-
ments from the allocation process should help keep transaction costs
down, but it is uncertain how effective these provisions would be.
The definition of de micromis parties is very strict, and it is not
known how successful an expedited settlement program would be.5
What is more, even if many parties are released from the formal allo-
cation process, they would still presumably have to provide informa-
tion to EPA about their contributions to the site so that EPA can de-
termine settlement offers or excuse them from liability. Thus, these
parties would continue to incur transaction costs.

1See CMA, 1993, for a detailed discussion of the advantages of binding over nonbind-
ing allocations.

5Subsequent versions of the legislation have relaxed the de micromis qualifications,
and there has been a more detailed specification of the process for expedited settle-
ments. Changes such as these may significantly change the number of parties in-
volved in the allocation process.
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It is also not certain whether the number of repeated interim alloca-
tions under the current system would be substantially reduced by the
proposed allocation process. At sites with multiple operable units,
there may be pressure to develop a separate allocation for each.® For
example, a PRP may argue that its hazardous substances are present
only in the soil, but not in the groundwater, and, consequently, that
it should not have to pay for the groundwater operable unit. Also,
the remedial investigation and feasibility studies for the operable
units at a site can be quite far apart in time. PRPs may argue that this
information must be available before a sitewide allocation can
proceed. The result may be a situation where allocation issues are
readdressed just as many times as they are under the current
program.”

Given all these uncertainties, it is difficult to predict whether the
proposed legislation would reduce PRP-PRP transaction costs over
allocation. It is likely that PRPs would spend substantial resources
participating in the process, vague allocation criteria may generate
contention, and there may still be repeated allocation at the same
site. In spite of these drawbacks, it seems that the proposed alloca-
tion process would be an improvement over the current system.
Even if the process is repeated at different operable units, there may
still be some sense of finality; even though the allocation criteria are
subjective, there may still be some sense of rough justice and, hence,
acceptance.

A decrease in PRP-PRP transaction costs may come partly at the cost
of increased PRP-government transaction costs over allocation. EPA
would have greater information-gathering and administrative re-
sponsibilities during allocation than it does currently, and challenges
to the allocation during cost recovery from nonsettlers may also gen-
erate EPA transaction costs.

80perable units designate particular areas at a site or particular media (such as soil or
groundwater). EPA frequently divides a site into multiple operable units to be cleaned
up separately.

"The repetition issue too has been addressed by amendments proposed to the legisla-
tion. One amendment specifies that the allocation shall apply to all operable units ata
site, but the allocator retains authority to address only one operable unit at a time.
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RECOVERING COSTS FROM NONPARTICIPATING PRPs

The second major type of interaction among PRPs is cost recovery.
In the existing Superfund program, EPA frequently settles with a sub-
set of PRPs at a site to do or pay for the cleanup. The participating
PRPs may then seek to recover costs from the nonparticipants. In
deciding whether to pursue the nonparticipants, PRPs presumably
weigh the legal and other associated costs of cost recovery with
the magnitude of likely recoveries. In some cases PRPs also appear
to incorporate political considerations into their decisions to pursue
certain PRPs. For example, some PRPs we interviewed said they
sometimes pursued the very small contributors to generate political
pressure to change the law.

It is likely that cost-recovery cases generate significant transaction
costs between PRPs. The cases can often be complicated by nonset-
tlers countersuing settlers over allocation when approached for cost
recovery. As the number of cleanups under way increases, the num-
ber of cost-recovery cases will undoubtedly increase if the current
program remains in place.

The Proposed Legislation

Under the Administration proposal, PRPs who settle with EPA on the
basis of the allocation waive the right to recover costs from any other
PRP at the site in return for receiving a release from further liability
to any party (p. 80). EPA would then be responsible for collecting
costs from the nonsettlers (p. 82). EPA would have to pay for any
cleanup costs it is unable to collect from the nonsettlers, but it would
be able to levy a premium on the settlers to compensate for this risk
(p. 81). This settlement premium would increase the settlement cost
above a PRP’s allocated base.®

Strengths

Getting PRPs out of the cost-recovery business will reduce transac-
tion costs generated by disputes over cost recovery among PRPs.

8A PRP’s base s its percent liability allocation multiplied by the cost of cleanup.
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Even though part of these costs would be transferred to EPA, EPA is
arguably better suited to do cost recovery because it can issue admin-
istrative orders and collect hefty penalties for noncompliance.

The legislation should also lower PRPs’ incentives to contest settle-
ment. First, the amounts at stake in settlement negotiations would
be lower because PRPs will no longer have to factor into their deci-
sion the cost and likely recoveries of pursuing the nonparticipants.
Second, releasing de micromis parties from liability altogether and
releasing settling parties from further liability should largely elimi-
nate the tactic of pursuing politically sympathetic PRPs.

Weaknesses

Although EPA is better suited than the PRPs to pursue nonsettlers,
assigning the agency this role has potential drawbacks. First, the dif-
ficulty and cost of recovery actions may tempt EPA to demand high
settlement premiums, thus potentially discouraging PRPs from set-
tling as well as blunting EPA’s incentives to recover costs. Second,
EPA’s past record on cost recovery is spotty. Several PRPs we inter-
viewed commented on how long it takes EPA to initiate cost recovery
and noted that the recovery rate has not been high.’

High settlement premiums and failure to recover costs may reduce
incentives for PRPs to settle. They would not directly affect the PRP-
PRP transaction costs generated by cost recovery, but they may ad-
versely affect the workings of the overall system.

Evaluation

The proposed legislation would clearly reduce PRP-PRP transaction
costs over cost recovery, and it seems sensible to assign cost recovery
to EPA, even if doing so increases EPA transaction costs. EPA’s in-

9Very rough calculations suggest that EPA may currently recover 25 to 30 percent of
cleanup costs. In FY92 and FY93, EPA cost recoveries averaged about $185 million, but
EPA costs on remedial investigation and feasibility studies, remedial designs, and
remedial action averaged $780 million (EPA, 1993a, pp. IV-1, IV-2). The $185 million
is 26 percent of $780 million once remedial action has been reduced by 10 percent to
account for EPA funding for orphan sites. Data collected by Resources for the Future
suggest that about 10 percent of NPL sites are orphan (Probst, Stone, and Terry, 1993).
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centives to increase settlement premiums are reason for concern.
Subsequent amendments to the proposed legislation have set limits
on the premiums EPA can charge, and these limits should be care-
fully considered. Effective EPA cost recovery is also important, and
adequate resources and incentives should also be provided to EPA
for handling this responsibility.

DETERMINING A JOINT STRATEGY

The third important type of interaction among PRPs is determining a
joint negotiating strategy. Under the existing program, EPA usually
tries to negotiate with a PRP committee at a site rather than with in-
dividual PRPs; as a consequence, PRPs must develop common
strategies for negotiating site investigations, remedies, and settle-
ments. In addition, to the extent that PRPs attempt to jointly recover
costs from nonparticipants, they incur costs in coordinating their
actions.

Because PRPs at a site are usually heterogeneous, they often find it
difficult to agree on a joint negotiating strategy. Variation in volu-
metric share is one principal difference across PRPs. Frequently, a
large proportion of the parties at a site accounts for only a small
share of the waste. As shown in Table 2.2, we found that 95 percent
of PRPs at 18 study sites had volumetric shares less than 1 percent.
What is more, while these de minimis and de micromis parties paid a
relatively small amount of the cleanup costs at a site, they paid a

Table 2.2

Expenditures Through 1991 of PRPs with Volumetric
Share Less Than 1 Percent at 18 NPL Sites?

Percentage
Share of total PRPsP 95
Transaction-cost share 54
Share of total transaction costs 56
Share of total cleanup costs 26

4Based on total predicted expenditures at the sites studied in
Dixon, Drezner, and Hammitt, 1993.

bThere were 3,650 PRPs at the 18 sites.
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much larger share of the transaction costs—probably because they
still must participate in the negotiation process among PRPs and
with the government and may still face cost-recovery suits from
settling PRPs.

PRP characteristics affect what issues individual PRPs care about.
For example, small-volume parties may be less concerned about the
remedy because there may not be an important absolute difference
between a small share of possibly quite different total remedy costs.
In contrast, cleanup standards and remedies may have a major effect
on costs paid by the large-volume parties. Big firms may be more
concerned about public image than small firms and thus are more
flexible during settlement negotiations.

Insurance coverage also probably influences PRP decisions. PRPs
whose insurers have agreed to cover their costs may push for a quick
settlement, whereas those with no insurance coverage may deter-
mine that the costs of rejecting a settlement are less than the costs of
the settlement.

These differences make it difficult for PRPs to maintain stable coali-
tions at a site. Groups of PRPs often retain common counsel for ne-
gotiations with the government, but, in many cases, individual PRPs
retain their own counsel to make sure their interests are well repre-
sented in the group. Often separate coalitions representing different
interests develop. For example, de minimis PRPs at a site frequently
form their own committee and negotiate separate settlements with
EPA. Such agreements generate considerable contention: 23 percent
of the 72 de minimis settlements EPA analyzed through September
1993 were contested by the larger-volume PRPs (EPA, 1993c, p. 21).

The Proposed Legislation

Under the Administration proposal, all PRPs would be able to settle
individually with EPA on the basis of their allocated share (p. 80).
This contrasts with the current system, whereby EPA generally offers
individual settlements only to small-volume parties. The proposed
legislation envisions that PRPs would still do the majority of actual
cleanup work and that EPA would continue to negotiate work agree-
ments with PRPs. In return for agreeing to do the cleanup, a PRP
might have its allocation reduced (p.78). As discussed above, the
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proposed legislation releases de micromis parties from liability, and
EPA, not the PRPs, would be responsible for cost recovery from non-
settlers.

Strengths

The proposed legislation would reduce the complexity of PRP-PRP
interactions in determining a joint strategy. PRPs would negotiate
directly with EPA without the mediation of a PRP committee, thus
reducing the need for PRP coordination and the resulting transaction
costs. By transferring responsibility for cost recovery to EPA, the
legislation removes the need for PRPs to develop joint positions on
costrecovery.

The legislation would also reduce incentives for conflict among PRPs.
Since settlement will be based on allocated share, the settlement
terms for one PRP should be largely a matter of indifference to other
PRPs.

For those PRPs who negotiate as a group with EPA to do a cleanup,
determining a joint negotiating position may be simpler for several
reasons. First, the PRP group will probably be more homogeneous
since it would likely include only the larger-volume parties. Second,
the proposed allocation process should eliminate internal conflicts
over liability share.

Weaknesses

EPA would still have to negotiate with groups of PRPs to do work at
the site, and there still may be significant divisions and contention
among the PRPs over negotiating strategy. For example, firms of
different sizes may place different values on how the negotiation
process affects their public image, and EPA may have to juggle com-
peting PRP coalitions.

An additional concern is that reductions in transaction costs among
PRPs may come at the cost of increased PRP-government transaction
costs for individual settlements. Instead of negotiating a few major
agreements with groups of PRPs, EPA would negotiate many individ-
ual settlements.
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Evaluation

The proposed legislation clearly reduces transaction costs among
PRPs that stem from developing a common negotiating strategy.
PRP groups would no longer be required to do many of the things
they do under the current system. This decrease in the complexity of
the PRP-PRP interaction would be complemented by reduced PRP
incentives to contest EPA settlements with other PRPs.

Some of the reductions in PRP-PRP transaction costs will undoubt-
edly be transferred to the PRP-government interaction. Whether
there will be a net reduction in transaction costs depends on how
well the new settlement process works, a topic to which we turn our
attention in the next chapter.
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Chapter Three
PRP-GOVERNMENT INTERACTION

The interaction between PRPs and the government generates trans-
action costs during the cleanup process. There are two major
sources of transaction costs in this interaction: (1) disputes over
cleanup standards and remedy selection, and (2) settlement negotia-
tions. Since the focus here is on transaction costs, the discussion on
cleanup standards and remedy selection focuses on the process for
selecting remedies and cleanup costs, not on the benefits of the
cleanups for human health and the environment. The discussion on
settlement negotiations focuses on settlement issues separate from
disputes over remedy.

We do not know what proportion of overall transaction costs gener-
ated by the existing program arises from PRP-government interac-
tions, but there is indirect evidence that the share is significant.
First, the contention over cleanup standards and remedy selection
and their likely indirect effects on the entire settlement process is re-
flected in the relation between expected site cleanup costs and
transaction costs shown in Table 3.1. RAND research has shown that

27
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Table 3.1

Relationship Between Transaction Costs Through 1991
and Expected Site Cleanup Costs at 18 NPL Sites?

Expected Cleanup Cost Transaction Costs
($ millions) ($ thousands per site)
<20 508

20-75 1,570

>75 3,086

4projected transaction costs of all PRPs at sites studied in Dixon,
Drezner, and Hammitt, 1993.

transaction costs are higher at sites with higher expected cleanup
costs.!

Second, EPA spends a sizable portion of its budget on enforcement
and settlement negotiations. Approximately 13 percent of the $1.6
billion FY93 Superfund appropriation was for enforcement. An addi-
tional 11 percent was for response support, a significant proportion
of which was probably spent in searches for and negotiations with
PRPs (EPA, 1993a, p. IV-2).

Third, the slow pace of the program and often drawn-out negotia-
tions suggest that disputes over remedy selection and settlement
terms are significant.

CLEANUP STANDARDS AND REMEDY SELECTION

Determining cleanup standards under the current system is both
confusing and time-consuming. Remedies at Superfund sites must
comply with “applicable” or “relevant and appropriate” require-
ments (ARARs) of both federal and state environmental laws. ARARs
are not explicitly identified in the existing statute, and there is a great
deal of debate between PRPs and state and federal officials over what
qualifies as an ARAR. When ARARs do not exist, as is usually the case
for soil contamination, a site-specific, risk-based determination of

1Other site characteristics, such as current cleanup phase, are not held constant in
Table 3.1, but the relationship remains after other factors are controlled for (see Dixon,
Drezner, and Hammitt, 1993, p. 36).
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cleanup standards is used under the current system (EPA, 1994,
p. 18).

Selecting cleanup standards and remedies is also complicated by the
overlapping authority of the state and federal governments at Super-
fund sites. These entities frequently disagree over both cleanup
standards and remedy selection, creating confusion among PRPs,
delaying the cleanup process, and generating transaction costs (EPA,
1994, p. 4).

Cleanup standards and choice of remedy can significantly affect the
remedial costs at a site, and the debate over cleanup standards and
remedies may be fierce, whether there are few or many PRPs at the
site.? PRPs often consider cleanup standards and remedy selection
the most contention-producing issues in the cleanup process.

When deciding to contest cleanup standards or remedies, PRPs pre-
sumably weigh the legal and other costs of contesting cleanup
standards and remedies against the expected effect of contesting
these issues on the ultimate cleanup costs.®> PRPs often argue that
cleanup standards and remedies at Superfund sites are far more
stringent than they would be outside of the Superfund context and
that the risks posed by the sites do not warrant the high costs (Reilly,
1993). PRPs will presumably continue to contest expensive remedies
to the extent that they think they can convince the public, Congress,
or regulators that expensive remedies offer little benefit over cheaper
ones.

EPA’s incentives are quite different from those of the PRPs. Both
ARARs and the preference for treatment and permanence in the ex-
isting statute cause EPA to push for the more expensive remedies.
However, EPA is also under pressure to accelerate the cleanup pro-
cess; to expedite cleanup, it may be willing to compromise.

2Studies at the University of Tennessee show cleanup costs varying by a factor of 4,
depending on whether more stringent or less stringent cleanup standards and
remedies are used (Russell, Colglazier, and English, 1991).

3This does not mean that PRPs will always prefer cheaper (in the short run)
containment remedies to treatment remedies. Containment remedies may fail,
causing higher costs than treatment remedies in the long run.
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The Proposed Legislation

The proposed legislation attempts to address many of the issues that
generate contention in setting standards and selecting remedies.

The legislation provides some restrictions on what state cleanup
standards would apply to Superfund cleanups. State standards that
are stricter than federal standards would apply only if they specifi-
cally relate to remedial action (p. 106). These restrictions should
exclude most of the narrative language on nondegradation of the
environment that characterizes many ARARs. Under the proposed
legislation, a state may still pick a cleanup standard stricter than is
warranted by the applicable state and federal laws, but the state
would have to pay the incremental costs of the stricter standard—
and cannot pass those costs on to either the federal government or to
the PRPs (p. 31).

The proposed legislation directs EPA to develop national cleanup
standards that would vary according to readily quantifiable site char-
acteristics and planned future land use (pp. 104-105). EPA would
also develop generic remedies for different types of sites. Then, for
sites with particular characteristics, EPA could select a generic rem-
edy without considering other alternatives (p. 113).

The legislation provides for greater flexibility in choosing remedies.
There would no longer be a preference for treating all waste at a site;
rather, remedy selection would emphasize “long-term reliability,”
which would put less costly containment remedies on the same foot-
ing as treatment remedies in the remedy-selection process (p. 90).
Cost could also be considered when choosing among remedies.
There would still be a preference for treating hot spots at the site.
Hot spots are defined as discrete areas containing hazardous sub-
stances that are highly toxic or highly mobile, cannot be reliably con-
tained, and present a significant risk to human health or the envi-
ronment (p. 112}.

The legislation proposes to clarify the relation between federal and
state governments by assigning responsibility to only one govern-
ment agency at each site. States would be given the opportunity to
assume authority for cleanup of specific sites (pp. 27-29). Although
EPA approval of the remedy at a state-run site is not required, EPA
would be given the opportunity to review the remedy. If the state
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does not respond to EPA’s request for modifications to the remedy,
EPA may withdraw federal money for cleanup in the state or rescind
the state’s authorization to run the cleanups (p. 33).

Finally, the proposed legislation exempts on-site cleanup activities
from federal and state procedural requirements for handling haz-
ardous substances (p. 107). This exemption is aimed at circumvent-
ing often-costly Resource Conservation and Recovery Act (RCRA) re-
quirements sometimes placed on Superfund cleanups. RCRA sets
standards for treating, storing, and disposing of hazardous sub-
stances and was enacted mainly to regulate newly generated waste
streams.

Strengths

Several features of the proposed legislation may simplify the stan-
dard-setting and remedy-selection process. First, restrictions on the
type of state standards that apply may make determining cleanup
standards more straightforward. Second, national standards may re-
duce the need for a detailed risk assessment at every site, thus pre-
sumably reducing both the resources spent in setting standards and
the accompanying transaction costs. Third, generic remedies may
enable EPA and the PRPs to forgo detailed consideration of a large
number of remedies at each site. Finally, the more complete delega-
tion of sites to states may end the problem of multiple “masters” at
Superfund sites.

Standardizing standard setting and remedy selection through cre-
ation of national standards and generic remedies may make the
cleanup process simpler. But standardization may also have a more
profound effect: It may reduce a PRP’s incentives to fight over
remedies, because a standardized process may simply leave less
room for negotiation.

The proposed legislation may also reduce the incentives of PRPs to
contest cleanups by decreasing pressure on EPA to push for the ex-
pensive cleanup options that PRPs resist.# Under current law,

4EPA estimates that the proposed legislation would reduce overall cleanup costs by
about 20 percent (Tom Gillis, EPA, Office of Policy Analysis, personal communication,
March 1994).
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cleanup standards are usually based on the future land use with the
most restrictive health requirements (i.e., residential). Incorporating
expected future land use into standard setting would presumably
result in proposals for less stringent standards in some cases and
remove or reduce an issue of contention. No longer insisting on
treatment for the whole site would also reduce conflict at some sites,
as would requiring states to pay the incremental costs of cleanups
that are not required by applicable state and federal laws.

Finally, by exempting on-site cleanups from expensive RCRA re-
quirements, the proposed legislation should also reduce an impor-
tant source of contention between PRPs and the government.

The proposed legislation removes several features of the law, such as
the preference for treatment and the setting of cleanup standards to
satisfy all possible future land uses, that PRPs often have been able to
characterize successfully as unreasonable. This change should re-
duce PRP expectations that further arguments about cleanups’ being
too expensive will receive a sympathetic hearing from the public,
Congress, or regulators.

Weaknesses

Despite provisions for standardization and less insistence on the
most costly remedies, there would still be a large number of issues to
be resolved in the standard-setting and remedy-selection process.
Therefore, not only may determining standards and selecting reme-
dies remain complex, but they may also provide instances where PRP
intervention substantially affects cleanup costs. Future land use will
have to be decided, which could cause significant changes in cleanup
cost. As discussed below, land-use decisions would involve the local
community and could be quite contentious. The definition of hot
spots in the proposed legislation is open to interpretation and may
also be an important source of contention. Costs are to be consid-
ered in choosing remedies, but the legislation provides only very
general guidance about how they should be considered. Which state
standards will be considered applicable to the cleanup is also not
specified and may be hotly debated.

Developing national standards and generic remedies itself may also
generate considerable transaction costs. Which national standards
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and generic remedies were accepted would certainly drive cleanup
costs and thus invite conflict between PRPs and EPA. It may take a
long time to develop the standards and remedies, and the uncer-
tainty of what cleanup standards to use in the interim could possibly
induce even more contention between PRPs and the government
than there is now.

Even after national standards and generic remedies have been pro-
mulgated, EPA would still have the option of conducting site-specific
risk assessments and investigations to determine cleanup standards
and remedies when site characteristics warrant them. Determining
when site-specific assessments are appropriate may be another
source of contention between PRPs and the government.

Some features of the legislation could increase pressure for expen-
sive remedies and, hence, transaction costs. EPA may be under in-
tense pressure to adopt very conservative national standards.> Hot
spots could be so broadly defined that there would be little change
from the preference for treatment in the current statute. States may
rewrite their laws to qualify as applicable requirements under the
proposed legislation. Increased community involvement in cleanup
decisions could increase pressure for expensive remedies, because
communities may not have the incentives to appropriately weigh
costs and benefits.

Evaluation

The proposed legislation takes positive steps to simplify and stan-
dardize the standard-setting and remedy-selection process. These
changes would tend to reduce transaction costs; however, a large
number of potentially contentious issues would remain at many
sites. The process may become simpler once national standards and
generic remedies are in routine use, but such use may not occur for
many years.

The proposed legislation also takes positive steps to relax the strict
requirements that lead EPA to push for very expensive remedies at

5As an illustration, amendments have already been adopted by one House
subcommittee that would require very strict standards for groundwater cleanups.



34 Fixing Superfund

many sites, which may reduce PRPs’ incentives to fight or delay set-
tling. But, again, the overall effect of the legislation is ambiguous. If
national standards turn out to be very strict or hot spots to be
broadly defined, for example, remedies may remain quite expensive,
giving PRPs increased incentives to delay or actively contest the rem-
edy. Such features in the proposed legislation may also maintain the
gap between proposed cleanup costs and what the PRPs think they
can convince the public, Congress, or regulators is reasonable.

Because of these conflicting factors, the legislation’s overall effect on
the transaction costs generated in standard setting and remedy se-
lection remains uncertain.

SETTLEMENT NEGOTIATIONS

Even given agreement on cleanup standards and remedies, settle-
ment negotiations between PRPs and the government can be time-
consuming and contentious. Joint and several liability can make the
stakes for the participating PRPs very high, particularly since there is
great uncertainty over the likely success of recovering costs from
nonparticipating PRPs. PRPs have challenged joint and several lia-
bility in the courts and have generally lost, but they may continue to
resist settlement, hoping to appeal to the political process.

PRPs also resist settling in many cases because the current settle-
ments often fail to limit ultimate liability. In all but extraordinary
circumstances, the current statute requires EPA to include provisions
to reopen the settlement agreement if a remedy fails and costs are
overrun (Clay, 1993, p. 33). Faced with this uncertainty, PRPs may
determine that it is less costly to delay settlement or to become a
nonparticipant than to settle.

Divisions among PRPs also complicate the settlement process. As
noted above, large-volume PRPs have contested a sizable percent of
de minimis settlement negotiated by EPA through 1993, and PRPs
have also opposed EPA efforts to settle with municipalities on rela-
tively favorable terms (The Information Network for Superfund
Settlements, 1993, pp. 36-69). This opposition arises because the
remaining PRPs at the site are liable for the residual cleanup costs.
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The settlement process is further complicated by the overlapping
authorities of several government agencies at the site. The judicial
system is also involved—for example, consent decrees between PRPs
and the government for cleanup work at a site must be entered in
court,

Finally, a new set of environmental issues is emerging that may in-
troduce new complexities and new sources of contention. Natural
resource damages do not appear to have been a major concern at
most Superfund sites so far, but there is growing concern that they
will become a significant source of contention between PRPs and the
government in settlement negotiations (The Business Roundtable,
1993, p. 7).5 Cost-recovery guidelines for natural resource damages
have been under development for many years, and their impending
finalization may provide an important stimulus for such claims.”
The concepts and methodologies proposed to determine damages
have been vigorously contested by PRPs in many settings. Natural
resource damages bring yet another set of actors into the settlement
process, and, so far, the natural resource trustees have not coordi-
nated their actions well with EPA.

The Proposed Legislation

The proposed legislation fundamentally changes the settlement
process for both large- and small-volume parties. EPA would be re-
quired to offer settlements to all PRPs, regardless of volume, on the
basis of their allocated shares. PRPs would be required to pay an
EPA-determined premium to cover risks of remedy failure, unknown
conditions at the site, cost overruns, and failure to recover costs from
nonsettlers; in return, however, the settlements would be final (pp.
97-100). Settlements would include a pledge by the government not
to sue for additional costs and protection from cost recovery by other
PRPs; settlers would agree not to attempt to recover costs from any
other PRP at the site. As an incentive to settle, nonsettlers would be

8 Natural resource damages are damages to the ecosystem on and around a site. They
are in addition to the costs of actually treating or containing the waste at a site.

“Both the National Oceanic and Atmospheric Administration and the Department of
the Interior are developing guidelines.



36 Fixing Superfund

held liable for the orphan share, as well as for their allocated share
(pp. 100-101).

Under the proposed legislation, EPA could continue to use its exist-
ing enforcement authorities to require certain PRPs to conduct the
cleanup as part of the settlement terms. EPA would reimburse PRPs
that performed the cleanup for any cleanup cost in excess of their
allocated share and negotiated premiums, and the reimbursements
would not be contingent on EPA’s recovering costs from the nonset-
tlers (p. 100). EPA may reduce the risk premium for these work-
group PRPs because they are, in part, bearing the risks of cost
overruns and cost failures, and work-group PRPs would also benefit
if they could do the cleanup more cheaply than estimated by EPA.

The proposed legislation offers special treatment to certain parties.
First, municipal generators and transporters would have to pay no
more than 10 percent of the total cleanup costs at the facility, regard-
less of the municipal share assigned in the allocation process. EPA
would also pick up the difference as part of the orphan share (p. 81).
Second, discounts from the allocated share would be offered to mu-
nicipal owners and operators and to small businesses with limited
ability to pay (pp. 81-82). EPA would also pick up the difference
between the settlement amount and the allocated share (pp. 95-96).
De micromis parties would be released from liability altogether, and
EPA would offer settlements “as promptly as possible” to other
parties that contributed less than 1 percent of the waste at the site
(pp. 79-80). EPA would also offer expedited settlements to municipal
generators and transporters, municipal owners and operators, and
small businesses with limited ability to pay. To ensure greater use of
such expedited settlements, EPA would be required to explain in
writing why it rejected a request for an expedited settlement (p. 84).

Strengths

Settlements conditions appear to be far more attractive to PRPs un-
der the proposed legislation, thus reducing the perceived gains of
contesting settlement:

* PRPs would be liable only for the share of waste they sent to the
site and the pro-rata share of the waste sent by PRPs that could
not be identified.
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* EPA’s funding of the orphan share could reduce PRP costs by 10
to 15 percent.?

* By paying a premium, PRPs will be able to obtain a full release
from liability. EPA, and not the settling PRP, would then bear the
risk of remedy failures, cost overruns, and undiscovered wastes
at the site.?

* Subsidized settlements for PRPs who can demonstrate a limited
ability to pay may encourage settlement from parties who would
otherwise simply not be able to pay.

Because the difference between the settlernent amount and the allo-
cated share would be assigned to the orphan share, PRPs would no
longer have an incentive to contest municipal settlements or favor-
able settlements with small businesses with limited ability to pay.
And the threat of liability for the orphan share to nonsettlers creates
further incentives to settle.

Finally, expedited settlements may remove de minimis municipali-
ties and PRPs with limited ability to pay before they incur dispropor-
tionate transaction costs (see Table 2.2).10

Weaknesses

Some of the features of the legislation that make settlements more
attractive to PRPs may increase EPA’s transaction costs. For ex-
ample, EPA would be required to consider settlement offers from all
PRPs, regardless of their share of the waste at the site. Determining

8An EPA study on orphan shares implies an orphan share for nonviable parties of 12
percent (EPA, 1993b, pp. 5-7).

9A subsequent amendment would not require EPA to offer final settlements when
hazardous substances in excess of contamination levels set by national standards
remain at the site. This amendment could limit releases at sites with containment
remedies and reduce the attractiveness of settlement offers to PRPs.

101t may be less important to settle out de minimis PRPs early under the proposed
legislation than under the current program. First, under the proposed legislation,
there may be fewer issues small-volume PRPs must follow, and, thus, they may incur
fewer transaction costs. Second, it may also be easier for EPA to offer such PRPs
settlement later, when more information is available. Early settlement may be
justified on other grounds, however. PRPs often cannot obtain bank financing until
their Superfund liability is resolved.
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which municipalities and small businesses really do have a limited
ability to pay may also put a substantial burden on EPA, and it is a
task with which EPA has little experience or expertise. The proposed
legislation would release de micromis parties from liability, but EPA
will still have to determine which PRPs meet the cutoff.

The difference between the settlement amount and the allocated
share for de minimis PRPs is split between the remaining PRPs and
the orphan share on a pro-rata basis. Favorable settlements with de
minimis parties would thus adversely affect the remaining PRPs,
particularly if the orphan share at the site is small. The proposed leg-
islation prohibits PRPs from directly challenging de minimis settle-
ments or suing de minimis settlers, but the resulting increase in lia-
bility could increase PRP incentives to contest other elements of the
cleanup process more vigorously.

PRPs often assert that they can do cleanups much more cheaply than
can EPA.!! It thus may be a more effective division of tasks for PRPs
rather than the government to actually do cleanup, and EPA may
simply not have the resources to do a larger number of cleanups it-
self. The cost of PRP-led remedies, however, is that EPA would still
have to negotiate cleanup agreements with the PRPs. Although EPA
can order PRPs to do the remedy, experience suggests that sub-
stantial transaction costs can be generated in drawn-out negotia-
tions if PRPs are not cooperative.

A final weakness of the Administration proposal is that it does not
address natural resource damages. PRPs may refuse to settle unless
natural resource damage liability is resolved, but lack of coordination
among trustees and EPA and contention over the size of the esti-
mated damages may make such resolution difficult.

Evaluation

Settlement terms under the proposed legislation appear far more fa-
vorable to PRPs than those under the current system, and the move
to de facto proportional liability removes an effective PRP critique of

Uin jts analyses, the Congressional Budget Office assumes that PRPs can do a cleanup
20 percent more cheaply than can EPA (CBO, 1994, p. 28).
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the overall system—its unfairness. These changes may give PRPs
strong incentives to cooperate in the settlement process, and the re-
sulting reductions in transaction costs may outweigh the substan-
tially increased settlement burdens on EPA.

Even with more attractive settlement terms, however, PRPs will still
compare the costs and benefits of resisting settlement under the new
regime. The answer to this cost calculus will depend in part on how
the program is implemented. If EPA accepts only very high settle-
ment premiums and ineffectually pursues nonsettlers, then contest-
ing settiement becomes more attractive to PRPs. But if EPA sets
premiums on the basis of some sense of real risk and actively pursues
nonsettlers, it seems likely that the proposed settlement process will
generate lower transaction costs than the current system.

Whether PRPs are willing to do the cleanups will affect the con-
tentiousness of the settlement process. The PRPs’ desire to under-
take the cleanup will depend on the expected cleanup costs used in
setting settlement offers and the settlement premiums. If EPA’s esti-
mated cleanup costs plus premiums are lower or just marginally
above PRP estimates of the cleanup costs, then the PRPs may prefer
to settle out. EPA should carefully consider how to adjust the
premium for PRPs that agree to do cleanup.

Finally, natural resource damage claims are a potentially significant
source of contention in Superfund settlements. The more favorable
settlement terms in the proposed legislation would presumably ap-
ply to natural resource damages; however, a new set of participants
that may not be well coordinated with EPA and the sizable damages
that can be generated by the damage assessment methodology may
result in significant transaction costs. Ways in which to integrate
natural resource damage and cleanup programs may need to be ad-
dressed before the proposed legislation can be effective.
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Chapter Four

PRP-INSURER AND INSURER-REINSURER
INTERACTIONS

Insurers are the focal point of two types of interactions in the
Superfund process. They receive claims from PRPs for coverage of
costs at Superfund sites, and they turn to their own reinsurers for
reimbursement of expenses. In this chapter, we consider each of
these interactions.

PRP-INSURER INTERACTION

PRPs frequently turn to their insurers for reimbursement of legal and
cleanup costs. These claims are typically brought under comprehen-
sive general liability and commercial multi-peril policies, but the
applicability of these policies is hotly contested. Insurers hold that
the policies do not cover claims related to inactive hazardous waste
sites. Since insurance contracts are subject to state law, the coverage
issues must be separately resolved in all 50 states. Court decisions
across states vary widely, leading to protracted disputes over venue.
Even though insurers usually deny that PRP claims are covered, they

41
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often must pay the legal costs of their policyholders until the issue is
resolved in the courts (see Powell, 1992).1

Our research suggests that the conflict between insurers and policy-
holders generates substantial transaction costs. We found that 42
percent of the expenditures through 1989 of four national insurers
was on coverage disputes and an additional 9 percent was to process
and investigate claims (Acton and Dixon, 1992, p. 24). The size of
these percentages reflects the tremendous contention between PRPs
and their insurers over coverage.

Insurers also make sizable payments either to or on behalf of PRPs.
As shown in Figure 4.1, 37 percent of insurer expenditures went to
defend their policyholders; 12 percent were indemnity payments,
which are associated with cleanup.

Total insurance industry outlays on cleanup claims were estimated at
approximately $370 million in 1989, 40 percent involving NPL sites.
We found that total expenditures grew rapidly through 1989, so it is
likely that annual outlays are substantially higher today (Acton and
Dixon, 1992, pp. 11, 31).

In both our studies on transaction costs, PRP expenditures on insur-
ance-coverage disputes were neither large nor a significant share of
overall PRP transaction costs. Presumably, however, insurer ex-
penditures on coverage disputes are mirrored, although perhaps in-
completely, among policyholders.?

The stakes for both insurers and PRPs in the coverage disputes are
high. Because so many legal issues remain unresolved, both sides
perceive that vigorously arguing their case may yield large returns.

Unterpretations of insurance contracts generally distinguish between an insurer’s
policy coverage for substantive losses suffered by its policyholders and the added
expenses incurred by those policyholders in defending litigation by third parties. In
the latter case, courts have often found a “duty to defend” or, at least, a duty to cover
such expenses even in cases where the substantive-coverage issue is in dispute.
Failure by the insurer to recognize such a duty could lead not only to increased
damage exposure, but also to possible “bad faith” claims.

2Insurer expenditures on coverage disputes may be larger than PRP expenditures for
two reasons. First, insurers may litigate more vigorously out of fear that the case may
set a precedent for other claims. Second, PRPs often have policies with many insurers,
so a decision to pursue coverage by one PRP may elicit a response from many insurers.
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Figure 4.1—Breakdown of Insurer Costs Between 1986 and 1991
by Type of Expenditure

The Proposed Legislation

The insurance provisions in the Clinton Administration’s February
1994 proposal were the interim product of ongoing negotiations
between PRPs and insurers. Insurers and policyholders continued to
negotiate, and, in April 1994, a draft amendment based on these ne-
gotiations was released by Representative Al Swift (Swift, 1994; all
page references in this subsection are to this draft amendment).?
This revision has served as the basis for subsequent debate and is the
proposal evaluated here.

The proposed legislation imposes a stay on all litigation over insur-
ance coverage at NPL sites and on coverage for removal actions and
defense costs at non-NPL sites (p. 36). It sets up an Environmental

3The language in the draft amendment was negotiated by the Coalition on Superfund,
a group of insurance, manufacturing, environmental service, natural resource, and
chemical companies.
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Insurance Resolution Fund to resolve the claims.# PRPs must seek
settlement from the fund before they can resume or initiate coverage
litigation. There is one significant exception to this prohibition,
however: A PRP that has filed suit against its insurers could decide
within 60 days of passage of the proposed legislation to reject any
offer that the fund might make and continue pursuing its insurers
{p. 28).

PRPs would be eligible for reimbursement from the fund if (1) they
had comprehensive general liability or commercial multi-peril insur-
ance coverage prior to January 1, 1986, and (2) they had filed a claim
prior to January 1, 1994, and were actively pursuing a claim. The
legislation lists the factors to be used by the fund in deciding whether
a PRP has adequate proof of insurance. A variety of actions would
qualify as actively pursuing a claim, from filing a lawsuit in 1993 to
engaging in “active investigation and preparation of a claim before
January 1, 1994.” The fund would have the authority to waive the
second requirement if it chose to do so (pp. 15-16).

PRPs would be reimbursed for a percentage of the eligible costs they
submit to the fund. At NPL sites, eligible costs would be expenditures
on removal and remedial actions and legal costs related to hazardous
substances disposed of prior to January 1, 1986. Remedial actions
would not be covered at non-NPL sites. An eligible PRP could seek
recovery for eligible costs incurred at a site up to its available cover-
age, which would be determined by adding the liability limits for all
valid insurance contracts (p. 24).

Under the proposed legislation, the resolution fund would offer one
reimbursement rate to each PRP for all its eligible costs at all sites,
including sites at which the PRP is not currently involved but may be
in the future. PRPs must either accept or reject the reimbursement
rate for all sites (p. 13).

The resolution fund would offer 20, 40, or 60 percent of eligible costs,
depending on the litigation venue that has been established for each

4The resolution fund would be administered by a board of trustees appointed by the
President and would consist of seven government and private-sector members. The
government members would be the EPA Administrator and the U.S. Attorney General.
At least two of the five private-sector members would represent insurers, and at least
two would represent PRPs (p. 113).



PRP-Insurer and Insurer-Insurer Interactions 45

site. On the basis of insurance coverage cases decided in each state
by January 1, 1994, the proposed legislation sets the reimbursement
rate at 20 percent in the 10 states where the state law is most favor-
able to insurers, 60 percent in the 10 states where the state law is
most favorable to PRPs, and 40 percent in the remaining 30 states.
The reimbursement rate would be the average of these three per-
centages, weighted by site litigation venue and expected cleanup
costs. The average deductible in a PRP’s policies would be deducted
once from the initial payment (p. 30).

The fund would spread payments over a 10-year period for PRP costs
incurred prior to the fund offer. Reimbursement for costs incurred
after the offer, including costs for sites later added to the NPL, would
be paid within 60 days of the date the PRP submitted the cost to the
fund (pp. 29-30). PRPs that accept the fund’s offer would waive the
right to pursue Superfund claims against their insurers (p. 29).

The legislation provides disincentives to PRPs to reject the fund’s of-
fer and pursue their insurers in court. If the court’s final judgment is
less favorable to the PRP than the resolution offered by the fund, the
PRP would be liable for 50 percent of insurer costs and legal fees in
connection with the case. However, the insurer would have to pur-
sue these costs in a separate legal action (pp. 33-35).°

The proposed legislation provides for a quick referendum to deter-
mine whether the majority of PRPs will accept the fund’s offers.
Within 30 days after the legislation is enacted, insurers would be di-
rected to provide the fund with a list of PRPs that had filed suit to re-
cover Superfund costs (a subset of the PRPs that would qualify for
reimbursement from the fund). Within 90 days of enactment, the
fund would determine the reimbursement percentage for each of
these PRPs, who would then have another 45 days to make a non-
binding decision to accept or reject this percentage. If more than 15
percent of PRPs, weighted by number of sites, rejected the fund’s of-

SReimbursement rates are lower for “owned property sites.” Only 70 percent of the
eligible costs at such sites would be applied to the reimbursement rate (p. 25).
Insurers argue that liability coverage for waste disposed of on property the PRP owns
has less legal basis than coverage for waste sent to property owned by someone else.

BPRP liability for insurer legal costs is controversial and has been eliminated in some
subsequent versions of the proposed legislation.
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fers, the fund would be abolished. Nonresponding PRPs would be
considered as having accepted the offer (pp. 43-45).

Fund revenues would be raised by taxes on the insurance industry.
The taxing mechanism is not specified in the proposed legislation,
but a proposal by the Department of the Treasury calls for taxes and
fees on both insurers and reinsurers totaling $2.5 billion over 5 years
(Department of the Treasury, 1994).7

Strengths

The proposed legislation attempts to simplify the resolution of insur-
ance claims by creating a mechanism for resolving them outside the
legal system and by using a specified formula to determine settle-
ments. The specified formula would presumably streamline and
routinize the settlement process. The fund applies only to policies
written before January 1, 1986, but clearly worded pollution exclu-
sions rule out coverage litigation over policies written after that date.

The legislation also provides clear incentives to PRPs to accept fund
offers. The costs of nonacceptance are increased by holding liable
for insurer legal costs those PRPs who reject fund offers and pursue
their insurers in court. Making only one offer to PRPs for all their
sites may deter litigation, because PRPs would not be able to accept
settlements at some sites and continue to pursue their insurers at
others.

Finally the resolution fund may have two indirect benefits for the
cleanup process. First, resolution of insurance issues may have the
added benefit of speeding settlements with the government. PRPs
we interviewed said that uncertainty over insurance coverage delays
their settlement decisions. Second, PRPs that accept settlement of-
fers will have only a portion of their legal costs covered, which may
reduce litigation by those PRPs whose insurers cover all legal costs
under the current system as opposed to only a portion.

"The total has been raised substantially in subsequent legislation.
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Weaknesses

The proposed legislation would not end coverage litigation. PRPs
can still reject fund offers and continue to pursue their insurers in
court. More important, the proposed legislation does not cover a
number of situations, some of which may continue to generate sub-
stantial transaction costs. First, the fund does not cover cleanup
costs at non-NPL sites. Although the sites on the NPL are among the
most expensive in the nation to clean up, non-NPL sites far outnum-
ber NPL sites. In our 1992 study, we found that 60 percent of the
expenditures of the four national insurers and at least 40 percent of
the expenditures reported by the five very large industrial firms were
at non-NPL sites (Acton and Dixon, 1992, pp. 26, 48). Some of the
industrial firms were unable to report expenditures at all their non-
NPL sites. Therefore, expenditures at non-NPL sites may be some-
what higher than 40 percent of total expenditures. When PRPs
pursue their insurers, they usually attempt to recover costs for both
NPL and non-NPL sites, not just a subset. As a consequence, even if
the fund is successful, there may be little reduction in the number of
coverage cases filed, although perhaps the number of sites addressed
in each case may be reduced.

Second, the fund need not make settlement offers to PRPs it deter-
mines were not actively pursuing claims prior to 1994. These PRPs
would be free to sue their insurers—without being potentially liable
for 50 percent of insurer transaction costs. These PRPs may have
claims as strong as PRPs that were actively pursuing claims, but may
have been waiting to proceed until insurance law was better settled
or until they had completed negotiations with EPA. They would have
no choice but to litigate with their insurers: Their situation would
remain much the same as under the current policy.

The proposed legislation would also introduce new complexities and
create new sources of transaction costs. First, the fund would have
many time-consuming responsibilities—for example, determining
whether a PRP is eligible for reimburserent, verifying litigation
venue for each site, and establishing whether the site was an owned
property site. Second, insurers wishing to recover legal costs from
PRPs that pursued them in court and “lost” must initiate separate
legal action.



48 Fixing Superfund

Evaluation

Central to the success of the Environmental Insurance Resolution
Fund is whether PRPs, after weighing the fund’s offer with the
expected costs and benefits of pursuing their insurers in court,
decide to accept the offer. Given the tremendous uncertainty over
the legal interpretation of insurance contracts, as well as the
variation in disposal practices across PRPs, the decision would be a
very complex one.

The early referendum is a good idea, but it may not accurately indi-
cate how well the fund would work. On the one hand, the conditions
for passage may be too strict. Eighty-five percent is a large superma-
jority to start with; in addition, because the referendum is limited to
PRPs that have already filed suits against their insurers, voting is
limited to the PRPs that presumably have the stronger cases and thus
may be more likely to vote against the fund.® On the other hand,
PRPs that do not vote are considered as having accepted the offers,
and a high nonresponse rate may guarantee that the referendum
passes, even if a large share of PRPs have no intention of accepting
fund offers.?

Given the stakes involved, it seems unlikely that PRPs would fail to
vote in the referendum if they really had no intention of accepting
fund offers: If the referendum passed, they would be liable for in-
surer legal costs. Consequently, passage may well indicate that a
large fraction of PRPs would accept fund offers. Of greater concern is
whether the conditions for passage are too strict. Who should vote
(only PRPs that have filed suits against their insurers, PRPs that have
filed insurance claims, or perhaps some larger set of PRPs?) and what
majority should be required for passage (which will depend on how

8Even though the referendum is nonbinding, a PRP that does not intend to accept the
fund’s offer has an incentive to vote no: If the fund passed, the PRP would be liable for
its insurer’s legal costs.

9Also note that if PRP liability for insurer legal costs is deleted from the bill, the
referendum would be meaningless—PRPs would risk nothing if they voted for the
fund, even though they had no intention of accepting any fund offer. PRPs would not
face liability for insurer legal costs, and, because PRPs that have filed suit against their
insurers (the same PRPs voting in the referendum) have 60 days from passage to reject
any fund offer and immediately pursue their insurers, even the stay on coverage
litigation could be avoided.
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many nonsettlers is considered acceptable) need to be carefully
considered. Because it is difficult to know how the referendum
should be designed, it may well be that the referendum should be
dropped in favor of early and regular congressional review of the
fund’s performance.

Several factors were mentioned above that might limit reductions in
transaction costs caused by the fund, but their effect is uncertain.
Coverage cases around non-NPL sites may keep the total number of
coverage cases near current levels, but it is not clear how vigorously
PRPs and insurers would continue to contest coverage when 40
percent or more of the costs under contention has been eliminated.
It is also not clear how many PRPs excluded from the fund because
they are not actively pursuing their insurance would go after their
insurers directly. Since the fund would have the authority to make
offers to PRPs that did not have active claims, the extent to which
exclusion of PRPs that are not actively pursuing claims is a problem
will depend partly on the fund itself.

If the Environmental Insurance Resolution Fund passes the early
referendum, there is good reason to expect that PRPs will accept a
sizable proportion of the fund'’s offers, eliminating a great deal of
coverage litigation between PRPs and insurers. The fund would not
eliminate all sources of transaction costs between PRPs and insurers,
and it may even create some new ones, but it is clearly a step in the
right direction. If it proves successful, perhaps the resolution fund
could be expanded to deal with non-NPL sites and all PRPs with valid
insurance contracts, not just those actively pursuing claims.

INSURER-REINSURER INTERACTION

To protect themselves against very large losses, insurers often have
insurance policies with other insurers, called reinsurers. These poli-
cies usually have very high deductibles as well as high policy limits.
According to industry sources, reinsurer expenditures have only re-
cently begun to rise, but as insurers’ losses mount, insurers may turn
more frequently to their reinsurers for reimbursement. Many of the
same coverage issues between PRPs and insurers may arise between
insurers and their reinsurers, generating substantial transaction
Costs.
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The Proposed Legislation

Taxes and fees would be levied on both insurers and on reinsurers to
fund the Environmental Insurance Resolution Fund. In return for
contributing to the fund, reinsurers are released from any liability for
insurer contributions to the fund (p. 32). Because many reinsurers
are foreign firms from which it may be difficult to collect taxes and
fees, recovery would be allowed against those reinsurers that did not
pay into the fund.

Strengths

The proposed legislation eliminates possible contention over
whether insurers could recover contributions to the fund from rein-
surers. To the extent that the fund reduces direct payments from in-
surers to policyholders, it also reduces the amount sought from rein-
surers, and thus presumably the contention between insurers and
reinsurers.

Weaknesses

Insurers would presumably continue to go to their insurers for ex-
penses not covered by the fund. Such expenses include cleanup
costs at non-NPL sites, payments made to policyholders who re-
jected fund offers, and payments to policyholders excluded from the
fund. Also, insurers would still be able to pursue cost recovery from
foreign reinsurers that decide not to pay the taxes or fees.

Evaluation

Most of the issues relevant to evaluating the legislation’s effect on
insurer-PRP transaction costs also apply to the effect on insurer-rein-
surer transaction costs. To the extent that the fund resolves insurer-
PRP disputes, it will probably also reduce insurer-reinsurer disputes.



States Participating
PRPs

Chapter Five

COMMUNITY-GOVERNMENT
AND COMMUNITY-PRP INTERACTIONS

The final set of interactions involves the local community around the
site. The local community interacts with both the government and
the PRPs at the site.

COMMUNITY-GOVERNMENT INTERACTION

Local communities often complain that EPA’s outreach and public
involvement efforts are conducted as a monologue rather than a dia-
logue and that cleanup decisions do not reflect their concerns (see
National Commission on Superfund, 1993, Chapter 3). Conse-
quently, they sometimes oppose the method and level of cleanup.
Their opposition can significantly delay cleanup and generate
substantial negotiation and legal costs.

The interaction between the community and the government is
complicated by the fact that community interests are usually diverse
and often conflicting. For example, residents near the site may push
for stringent cleanup standards and treating rather than containing
the waste. However, they may also be opposed to incinerating waste
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on-site because they are concerned about air emissions during
incineration. Other residents may favor a containment remedy that
PRPs will agree to implement so that the Superfund stigma can be
quickly removed from the community and so that business redevel-
opment can begin.

In addition to diversity of interests, the technical nature of the
cleanup debate and great scientific uncertainty in virtually all aspects
of the problem make it difficult for the community to be well-in-
formed and be a productive participant in the decisionmaking pro-
cess.

The Proposed Legislation

The proposed legislation directs EPA to seek direct, meaningful in-
volvement by the local community in each significant phase of the
cleanup process. To fulfill this obligation, EPA will be required to
provide information to the community, consider the views of the
community in all critical decisions, and explain in writing decisions
inconsistent with community wishes.

The primary vehicle for this two-way communication is the Com-
munity Working Group (CWG), which communities may request to
be established. A CWG could contain up to 20 members, appointed
by the President or his representative. Members would be drawn
from local residents, environmental groups, the business commu-
nity, local government officials, PRPs at the site, and other stake-
holders. The CWG would provide recommendations during each
phase of the cleanup process; in particular, it would participate in
future land-use decisions. The government would not be bound by
any CWG recommendation, but it would have to explain in writing
decisions that were inconsistent with CWG recommendations. In
the event that there were substantive disagreements within the CWG,
the government would try to reconcile them (pp. 8-12).

Strengths

The expanded right of the community to participate in the decision-
making process may reduce community opposition at the site. It
may also result in cleanup decisions that better serve the commu-
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nity. National cleanup standards and generic remedies may allay
community fears that a proposed cleanup is inadequate or less pro-
tective than at other sites and may reduce opposition.

Weaknesses

Increased community involvement may also increase the complexity
of the decisionmaking process and may generate substantial delays
and negotiating costs. By potentially focusing community senti-
ment, the proposed CWG may also make the community more vocal
about decisions it considers adverse to its interests and induce it to
seek their reversal more vigorously.

Increased community involvernent may also exert pressure to raise
cleanup costs higher than they would have been otherwise. Because
community groups will not pay directly for the cleanup, they may not
have appropriate incentives to properly weigh the costs and benefits
of different cleanup options. Increased pressure for expensive
remedies may induce more fighting by PRPs.

The legislation also makes EPA’s role more difficult. The agency
must assume the burden of written responses when its decisions are
at odds with those of the CWG, and it must mediate differences
within the CWG, a task for which it is probably ill equipped.

Evaluation

Increasing the community’s role in the decisionmaking process may
well slow that process and generate more transaction costs. Those
costs may possibly be offset by reduced community opposition later
on. But given the lack of consensus within most communities about
how sites should be cleaned up, it is quite possible that community
opposition will endure despite increased involvement.

Increased community involvermnent would not unambiguously cause
cleanup costs to increase. The expensive remedies usually involve
incineration or removal of large quantities of hazardous substances
from the site. Communities may oppose both approaches, fearing
air emissions from incinerators or truck accidents. Communities
may also be concerned about the effects of high cleanup costs on lo-
cal employers. The fact that community groups do not directly pay
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for the cleanup remains a valid concern, however, and consideration
should be given to making communities aware of the drawbacks of
expensive remedies both to their communities and to society at
large. To balance broad representation and efficient decisionmak-
ing, consideration should also be given to determining the optimal
size for a CWG.

COMMUNITY-PRP INTERACTION

Residents and landowners near Superfund sites can sue PRPs for
bodily injury and property damage (BI/PD). In some cases, local res-
idents request compensation for adverse health effects allegedly
caused by the site. In others, they seek coverage for medical moni-
toring to detect health problems early on. Landowners near a site
may seek compensation for the spread of hazardous substances onto
their land or the decline in property value.! Both local residents and
landowners frequently use the information on the condition of the
site, the hazardous substances present, and the identities of the PRPs
that become available during the cleanup process to make their
cases.

Overall figures on the number and cost of BI/PD cases involving
Superfund sites do not exist, but RAND research suggests that they
are significant. Table 5.1 shows that legal and other transaction costs
related to BI/PD cases were approximately one-quarter as large as
the transaction costs related to the cleanup process for 108 PRPs at
18 NPL sites between 1981 and 1991. So far indemnity payments re-
lated to BI/PD cases appear to be relatively small, but they may in-
crease over time as more claims are resolved.

Although the Administration proposal does not address BI/PD cases,
it may have some indirect effects on BI/PD claims. If the proposed
legislation increases the pace of cleanups and there are fewer injuries
or losses as a result, fewer BI/PD claims may be made. On the other
hand, the allocator’s report at a site may make it easier for plaintiffs
to establish liability, and increased reliance on containment reme-
dies may mean more claims in the future if such remedies fail. Also,
enhanced community involvement would probably increase both

loran example of such suits, see Wall Street Journal, February 9, 1994, p. 1.
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Table 5.1
Expenditures of 108 PRPs at 18 NPL Sites

Type of Expenditure Millions of Dollars
Remedial Process®
Transaction costs 27.7
Cleanup costs 106.4
BI/PD CasesP
Transaction costs 6.7
Indemnity 2.0

4Dixon, Drezner, and Hammitt, 1993, p. 20.
bTabulations of data collected for 1993 study.

community awareness of the site and knowledge about potential ad-
verse health and other effects, which may increase the number of ad-
verse outcomes attributed to the site and thus the number of BI/PD
claims.

It is difficult to anticipate how the proposed legislation might affect
BI/PD claiming. It does not seem likely, however, that the legislation
would reduce BI/PD claiming, and there is good reason to think that
it may increase it somewhat.






Chapter Six
CONCLUSIONS

In preceding chapters, we examined how the provisions of the
Superfund Reform Act of 1994 may affect the key sets of interactions
among Superfund participants. In this chapter, we summarize and
evaluate the findings.

Figure 6.1 summarizes the likely effects of the proposed legislation
on transaction costs as determined in preceding chapters. The inter-
actions we have discussed appear as the column heads, and the vari-
ous aspects of the Superfund process addressed by the proposal are
the row labels. Assessments of effects are grouped into four cate-
gories: likely decrease in transaction costs, likely increase in trans-
action costs, effect uncertain, and no significant effect.

The proposed legislation seems likely to reduce transaction costs
among PRPs. First, the proposed legislation would likely reduce the
current complexity of the interaction among PRPs. PRPs would
simply no longer do several of the things that generate transaction
costs: They would no longer be responsible for cost recovery, and
they would have reduced need to develop joint negotiating strate-
gies. Releasing a potentially substantial number of de micromis par-
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RANDMRA455-6.1

Interaction

Aspect of Cleanup
Process PRP- PRP- PRP-
PRP Govt Insurer

Comm.-
PRP &
-Govt

Insurer-
Reinsurer

Allocation

Settlement

Cost recovery

Cleanup standards
and remedy selection

Community  : ; %

participation

Insurance

ikely decrease in Likely increase in L] Effect 1 No significant
transaction costs transaction costs uncertain effect

NOTE: The equal size of all the boxes does not mean that the increase or
decrease in transaction costs represented by each box is equal.

Figure 6.1—Transaction-Cost Scorecard

ties from liability altogether would also reduce the complexity of the
PRP-PRP interaction.

Second, the proposed legislation appears to create a more effective
division of tasks in the allocation process. The neutral allocator
would have information-gathering powers that PRPs do not have and
may well develop considerable expertise after doing repeated alloca-
tions. No longer would allocation be left to an often-contentious
group of PRPs.

Third, the proposed legislation should reduce PRPs’ incentives to
contest the allocation. Less would be at stake because liability would
become de facto proportional, and EPA would pay for the orphan
share. Proportional liability also removes an effective critique of the
current system—the unfairness of having to pay for other parties’
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wastes. The allocation process will remain costly, but there is good
reason to expect that the proposed legislation will reduce the
transaction cost generated by this aspect of PRP-PRP interactions.

The effect of the proposed legislation on the transaction costs gen-
erated by PRP-government interactions is less clear. Some of the re-
ductions in PRP-PRP transaction costs appear to be made at the
expense of PRP-government transaction costs; thus, increases are
noted in Figure 6.1 for both allocation and cost recovery. But as ar-
gued in the respective chapters, such increases would seem to repre-
sent a more effective division of tasks and thus a net improvement as
far as transaction costs overall are concerned.

It is uncertain how the proposed legislation will affect the transaction
costs generated between PRPs and the government over standard
setting and remedy selection. National standards and generic
remedies may simplify and standardize the cleanup process, but a
large number of issues would still need to be resolved. Future land
use would have to be decided, hot spots defined, and whether to do a
site-specific risk assessment determined. Standardization and less
emphasis on the most expensive types of remedies may well reduce
PRP incentives to contest the remedy. But the possibility that na-
tional standards will be strict or that hot spots will be broadly defined
makes the effect on cleanup cost uncertain.

Increased community involvement may increase pressure for expen-
sive remedies and thus heighten PRP opposition, but community
concern about the effect of expensive remedies on local employers or
the dangers of expensive remedies such as incineration may make
the intensity of community pressure for expensive remedies uncer-
tain.

In contrast to the aspects of the PRP-government interaction de-
scribed so far, there is good reason to believe that the settlement
process would generate fewer transaction costs under the proposed
legislation (see Figure 6.1). Settlement terms appear far more favor-
able to PRPs under the proposed legislation, which may reduce PRP
incentives to resist settlements. Proportional liability should also
considerably reduce a PRP’s incentives to contest settlements it per-
ceives to be overly favorable to other PRPs.
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The settlement process would remain complex under the proposed
legislation. Individual settlements, expedited settlements, and de-
termining which PRPs have limited ability to pay would likely require
substantial EPA resources. But it seems likely that the resources in-
vested would yield far more in settlements than the current system.
How well the settlement process works under the proposed legisla-
tion will depend, in part, on how EPA implements the program—in
particular, EPA should pay careful attention to how it sets settlement
premiums and what incentives it provides to PRPs to actually do the
cleanup.

The overall effect of the proposed legislation on the transaction costs
generated by PRP-government interactions is the sum of the effects
on each separate aspect of the interaction. The proposed legislation
is likely to increase PRP-government transaction costs for two as-
pects, reduce them for one, and have an uncertain effect for two (see
Figure 6.1). The two aspects for which transaction costs may in-
crease do not simply outweigh the other aspects, because the
changes in transaction costs may be far larger for some aspects than
for others. Nevertheless, although the proposed legislation appears
to be moving in the right direction, the overall effect on PRP-
government transaction costs is uncertain at this point.

The Environmental Insurance Resolution Fund should simplify
insurer-PRP interactions and reduce the incentives for PRPs to
pursue their insurers in court and for insurers to resist. The
resolution fund would remove insurance disputes from a setting that
has not proved effective in resolving the issue of who should pay; it
would also set up a standardized process for paying claims. In
deciding whether to go to court, a PRP would now compare the
expected outcome in court with the fund’s offer (and potential
liability for legal costs) rather than with receiving no insurance
payment at all. Key to reducing transaction costs will be the share of
PRPs that accept fund offers. The early referendum should prevent a
situation in which a costly bureaucracy is set up but few disputes are
resolved. But careful consideration should be given to whether the
conditions for passage are too strict. The resolution fund does not
eliminate all sources of transaction costs, but if it passes the
referendum, it seems likely to reduce insurer-PRP transaction costs.
To the extent that the fund reduces insurer-PRP transaction costs, it
will probably also reduce insurer-reinsurer transaction costs.
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Public participation in government decisionmaking is an important
part of the democratic process, but enhanced community involve-
ment would likely come at the cost of higher transaction costs be-
tween the community and the government. Enhanced community
involvement may reduce community opposition at a site later, but
the increased complexity of the decisionmaking process, combined
with the likely persistence of divisions within the community about
how a site should be cleaned up, would appear to cause an overall
increase in transaction costs between the community and the gov-
ernment.

The proposed legislation may also directly increase transaction costs
between the community and PRPs. Increased community involve-
ment may increase community awareness and information about
the site, which may, in turn, generate more bodily injury and prop-
erty damage cases.

If adopted, the Superfund Reform Act of 1994 would fundamentally
change the way the Superfund program operates. The process would
remain complex, but important parts would be simpler and more
standardized. The proposed legislation reassigns several tasks to
different parties that may be able to perform the task more efficiently
than under the current system. It appears that the PRPs would have
far greater incentives to cooperate than to contest under the pro-
posed system. A number of troubling features remain, but the pro-
posed legislation seems to take a significant step toward reducing
transaction costs.






Appendix

DERIVATION OF ESTIMATED OVERALL
PRIVATE-SECTOR TRANSACTION-COST SHARE

In this Appendix, findings from earlier RAND reports on transaction
costs are combined with EPA data to estimate transaction-cost
shares for combined PRP and insurer expenditures. Calculations for
expenditures through 1991 are described first, followed by calcula-
tions for expenditures when cleanup is complete.

OVERALL TRANSACTION-COST SHARE THROUGH 1991

According to the Environmental Protection Agency, EPA negotiated
$5.95 billion in PRP response settlements for cleanup costs through
1991 (EPA, 1992, p. IlI-3). There is considerable uncertainty in how
closely this amount reflects true private-sector cleanup expenditures
through 1991. On the one hand, it includes neither settlements ne-
gotiated with the states nor work PRPs may have done without a
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formal agreement.! On the other hand, these settlements are only
commitments to pay—the actual outlays may come later.

We used $5.95 billion as a starting point for PRP response settle-
ments, but we adjusted it in two ways. The first adjustment, an in-
crease of 44 percent, is required because the EPA number is based on
cost estimates in the record of decision, but actual cleanup costs
commonly exceed estimated costs. The Congressional Budget Office
found that the average overrun was 44 percent at a sample of sites
(CBO, 1994, p. 27). The EPA number was thus increased by 44 per-
cent. Second, PRPs may be able to do cleanups more cheaply than
the government. Using CBO's estimate of the efficiency advantage of
the private sector, we reduced the EPA estimate inflated for cost
overruns by 20 percent (CBO, 1994, p. 29). To estimate overall PRP
expenditures through 1991, we added the adjusted settlement total,
$6.86 billion, to the $359 million in EPA cost recoveries through 1991
(EPA, 1992, p. III-5). The resulting sum is $7.21 billion.

We collected expenditures from four national insurers from 1986 to
1989 on claims involving inactive hazardous waste sites (NPL and
non-NPL). To extrapolate these amounts to cumulative expenditures
through 1991, we assumed that costs grew linearly from zero in 1982
to their observed level in 1986 and at the average growth rate for 1988
and 1989 (35 percent) in 1990 and 1991. The results are presented in
Table A.1.

We estimated that overall expenditures by the nation’s insurers at
NPL sites were $149 million in 1989 (Dixon, Drezner, and Hammitt,
1993, p. 60).2 To scale this figure up to cumulative expenditures
through 1991, we multiplied by the ratio of projected cumulative ex-
penditures through 1991 for the four national insurers to 1989 expen-
ditures in Table A.1. (This ratio is 6.76.) Multiplying $149 million by
this ratio implies the nation’s insurance industry spent $1.01 billion
on claims involving NPL sites through 1991.

gor example, a PRP may have cleaned up contamination on its own property on or
near a site, without formal agreement with EPA. We saw several examples of this
practice during our studies.

2Costs on bodily injury and property damage claims related to Superfund sites were
excluded from this estimate.
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Table A.1

Actual and Estimated Outlays for
Four National Insurers from 1981
to 1991 on Claims Involving

Inactive Hazardous
Waste Sites

Year Millions of Dollars

19812 0

19824 0

19834 2.2

19842 4.5

19854 6.7

1986P 8.9

19879 9.6

1988 13.5

1989P 17.6

19902 23.7

19912 32.1

TOTAL 118.7
3Estimated outlays.
bActual outlays from Acton and Dixon,
1992, p. 20.

Insurer outlays cannot simply be added to PRP outlays to determine
total private-sector outlays, because some insurer payments are
made to PRPs. To avoid double-counting, we make some assump-
tions about the destination of insurer expenditures. As shown in
Table A.2, we assumed that all indemnity payments (12 percent} are
made to PRPs and that coverage litigation payments and claim in-
vestigation expenditures do not go to PRPs. We assume that 50 per-
cent of payments to defend the policyholder go to the policyholder.
Varying this percentage from 30 to 70 percent changes the final re-
sults very little.

PRP transaction costs through 1991 are derived from cleanup costs,
so that the PRP transaction-cost share is 32 percent. The resulting
cleanup costs, transaction costs, and transaction-cost (TC) shares for
PRPs, insurers, and the private-sector through 1991 are shown in
Table A.3.
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Table A.2

Distribution of Insurer Expenditures Through 1991 and

at Completion of Cleanup

Percentage
Insurer Expenditure Through 1991 At Completion
Indemnity (all to PRPs) 12 31
Coverage Disputes (not to PRPs) 42 33
Duty to Defend 37 29
Payment to PRPs 19 15
Payment not to PRPs 19 15
Internal (not to PRPs) 9 7

Table A.3
PRP, Insurer, and Total Private-Sector Expenditures and Transaction-Cost
Shares Through 1991
Insurers

Total Private

Expenditure PRPs To PRPs  Notto PRPs Total Sector
Qutlays ($ millions)

Cleanup 7,219 121 0 121 7,219
Transaction costs 3,396 186 700 886 4,097
TOTAL 10,616 307 700 1,007 11,316
TC Share (percent) 32 61 100 88 36

NOTE: Discrepancies in addition are due to rounding.

OVERALL TRANSACTION-COST SHARE AT CLEANUP

COMPLETION

The average cleanup cost at nonfederal NPL sites is assumed to be
$26.5 million, which is the midpoint of the estimated range for
cleanup costs reported in Chapter One. For the 1,177 nonfederal
NPL sites currently on the NPL, this amount implies that ultimate
cleanup costs will be approximately $31.2 billion. In recent years,
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EPA has funded approximately 20 percent of remedial actions and
greater percentages of removals, remedial investigation and feasibil-
ity studies, and remedial designs. These percentages were higher in
the past (EPA, 19934, p. I1I-1). We assume that EPA will have funded
30 percent of total cleanup costs at completion but, consistent with
the discussion of cost recovery in Chapter Two, that EPA will be able
to recover one-third of these costs from PRPs. To determine PRP ex-
penditures at completion, we consequently reduced the $31.2 billion
by 20 percent, to $25.0 billion, to account for the portion of final
cleanup costs that will be borne by EPA. Following the projections in
Dixon, Drezner, and Hammitt (1993), we calculated overall private-
sector costs under two different assumptions for the ultimate PRP
transaction-cost share: (1) 19 percent and (2) 27 percent.

At completion, the overall insurer transaction-cost share was as-
sumed to be 69 percent. We proportionally reduced the shares for
each category of insurer expenditures from their values through
1991, so that instead of summing to 88 percent, they sum to 69 per-
cent (see Table A.2). We also assumed that insurer expenditures at
completion remain in the same ratio to PRP expenditures as they
were in 1991 (9.5 percent). The resulting expenditures and transac-
tion-cost shares for the two scenarios are presented in Tables A.4 and
AL,

Table A.4

PRP, Insurer, and Total Private-Sector Expenditures and Transaction-Cost
Shares at Completion, Scenario 1

Insurers
Total Private
Expenditure PRPs To PRPs  Notto PRPs Total Sector
Outlays ($ millions)
Cleanup 25,000 909 0 909 25,000
Transaction costs 5,864 425 1,598 2,023 7,462
TOTAL 30,864 1,334 1,598 2,932 32,462

TC Share (percent) 19 32 100 69 23
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Table A.5

PRP, Insurer, and Total Private-Sector Expenditures and Transaction-Cost
Shares at Completion, Scenario 2

Insurers
Total Private

Expenditure PRPs To PRPs  Not to PRPs Total Sector
Outlays ($ millions)

Cleanup 25,000 1,009 0 1,009 25,000

Transaction costs 9,247 472 1,773 2,245 11,020

TOTAL 34,247 1,480 1,773 3,253 36,020
TC Share (percent) 27 32 100 69 31

NOTE: Discrepancies in addition are due to rounding.
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