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I. PURPOSE

This guidance amplifies the discussion in the Uniform
. Civil Penalty Policy on h to adjust a penalty target figure
when a violator claims paying a civil penalty would cause
' extreme financial hardship. This guidance was developed to
meet the commitment made in the Uniform Civil Penalty Policy
issued February 16, 1984, and in response to Regional Office
regquests for amplification of the "Framework for Statute-
Specific Approaches to Penalty Assessments” (GM-22).

II. APPLICABILITY

This guidance applies to the calculation of civil’
penalties under medium-specific policies issued in accordance
with the Uniform Civil Penalty Policy that EPA imposes on:

1. For-profit publicly or closely held entities; and
2. Por-profit entities owned by not-for-profit entities.

This guidance does not apply to:

1. The calculation of civil penalties that EPA imposes
on municipalities and other not-for-profit entities: or

- 2. A violator who files for bankruptcy or is in bankruptcy
proceedings after EPA initiates the enforcement action.



III. SCOPE
This guidance only gives a general evaluation of the ‘

financial hcglth of a violator and the possible effects of

paying a.ciVLl penalty for the purpose of settlement

negotiations. It describes when to apply the ability to pay

fa;tor and provides a methodology for applying the factor

using a computer program, ABEL.

The guidance does not prescribe the amount by which EPA
may ;educe a civil penalty if the ability to pay factor is
applied. The methodology in this guidance will not calculate
a spec;fic dollar amount that a violator can afford in civil
penalties nor does it provide a way to predict whether paying
a certain amount for a civil penalty will cause an already
financially troubled firm to go out of business.

For an ability to pay analysis, EPA needs specific financial
information from a violator (see section V). EPA includes the
financial data in a litigation report only when the data are
requested by the Department of Justice or offered by the violator.

IV. THE ABILITY TO PAY FACTOR

Under the Uniform Civil Penalty Policy, EPA may consider
using the ability to pay factor to adjust a civil penalty
when the assessment of a civil penalty may result in extreme .
financial hardship. Financial hardship cannot be expressed
in absolute terms. Any limitation on a violator's ability
to pay depends on how soon the payments must be made and
what the violator has to give up to make the payments. A
violator has several options for paying a civil penalty:

1. Use cash on hand:

2. Sell assets;

3. Increase debt by commercial borrowing;

4. Increase equity by selling stock:

5. Apply toward a civil penalty for a period of time
what wo..d otherwise be distributed as profit; or

6. Use internally-generated future cash flows by deferring
or eliminating some planned future investments.

Each of these options will affect a for-profit violator's
operations to some degree. EPA must decide whether to adjust
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a proposed penalty amount and by how much, taking jnto account

the gravity of the violation and other criteria in medium-
specific guidance.

V. INFORMATION TO DETERMINE ABILITY TO PAY

. If ability to pay is at issue, EPA may request from a
viclator any financial information the Agency needs to evaluate
the violator's claim of extreme financial hardship. A violator
who raises the issue has the burden of providing information
to demonstrate extreme financial hardship.

Financial information to request from for-profit entities
may include the most recent three to five years of:

1, Tax reﬁurns:
2. Balance sheets:;

3. Income statements:;

4. Statements of changes in financial position:;

S. Statements of operations:
6. Retained earnings statements;

7. Loan applications, financing agreements,
security agreements;

8. Annual reports:; or

9. Business services, such as Compustat, Dun and
Bradstreet, or Value Line. .

Tax returns are the most complete and in the most consis-
tent form for analysis. Tax returns also provide financial
information in a format for direct input into ABEL. Annual
reports are the most difficult to analyze and may require
the assistance of a financial analyst.

When reque: ‘ng information informally or through
interrogatories or discovery, ErA shoull ask for three to
five years of tax returns along with all other financial
information that a violator regularly maintains as business
records. If a violator refuses to give EPA the information
to evaluate the violator's ability to pay, EPA should seek
the full calculated penalty amount under the assumption that

the violator can pay.
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VI. CONFIDENTIALITY OF FINANCIAL INFORMATION ’

A violator can claim confidentiality for financial
information submitted to EPA. In accordance with the regu-
lations on confidential business information, 40 CFR 2.203,

EPA must give notice to a violator that the violator may

assert a business confidentiality claim. EPA's notice must
contain the information required in 40 CFR 2.203. The notice
must include a statement that if the violator submits financial
information without a confidentiality claim, EPA may release
the information without further notice to the violator.

The violator can make a claim of confidentiality for
financial information in a cover letter accompanying the
information. Information in published annual reports would
not be entitled to confidential treatment.

VII. APPLYING THE ABILITY TO PAY FACTOR

Under the terms of a consent decree, a violator pays a
civil penalty in addition to making any capital investment
necessary to come into compliance. EPA considers the costs
of attaining compliance when applying the ability to pay factor
to a civil penalty calculation.

EPA determines whether to apply the ability to pay ‘
factor using a four-step process:

l. Determine, if possible, whether a violator plans to
claim extreme financial hardship:

2. Determine whether criteria in the Uniform Civil
Penalty Policy and medium-specific guidance reguire consideration

of ability toO pay:

3. Evaluate the overall financial health of a violator's
operations by analyzing financial information provided by a
violator or from other sources, such as business services; and

4. Project the probabilities of a violator having future

internally~-generated cash flows to evaluate how paying a proposed
civil peralty may affect a violator's financial decisions.

VIII. FINANCIAL COMPUTER PPOGRAM

ABEL, assists in evaluating the
financial health of for-profit entities, based on the estimateg
strength of internally-generated cash flows. ABEL uses financial

information on a violator to evaluate the overall financial
health of a violator (step 3 above). The program uses standard

EPA's computer program,
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financial ratios to evaluate a violator's ability to borrow
money and pay current and long-term operating expenses.

ABEL also projects the probable availability of
future internally-generated cash flows to evaluate some of a
violator's options for paying a civil penalty (step 4 above).
EPA is developing a user's manual to provide self instruction
in the use of ABEL in addition to the documentation and help

aids in the computer program.

Exhibit 1 is a hypothetical use of ABEL to evaluate a
violator's financial health. If the ABEL analysis indicates
that a violator may not be able to finance a civil penalty
with internally-~generated cash flows, EPA should check all
available financial information for other possible sources

of cash flows for paying a civil penalty.

For example, in corporate tax returns, item 26 of
Schedule A (cost of goods sold) sets forth deductions for
entertaining, advertising, and professional dues. Schedule E
shows the compensation of officers. 1In Schedule L (balance
sheets), item 8 sets forth investments that may include
certificates of deposit or money market funds. These types
of assets and expenses do not directly affect operations and
may vary considerably from year to year without adversely
affecting the violator's operations. Because a civil penalty
should be viewed as a one-time expense, these kinds of assets
and expenses could be sources of cash for a civil penalty.

Using the sources of financial information from the example
above, ligquid assets such as certificates of deposit and
money market funds could be used to pay a penalty. Expenses
for advertising, entertaining, or professional dues could be
"reduced for a short period to pay a civil penalty. A corporate

officer might even be willing to take less compensation for
a short period.

A combination of optidns like these may

produce enough cash flow to pay a civil penalty without
causing the violator extreme financial hardship in meeting

operating expenses.

Attachment




EXHIBIT 1

Assumption that Violator is Financially Healthy

Assume that EPA has calculated an economic benefit for
Company X of $140,000 and a gravity component of $110,000 for
a total proposed penalty of $250,000. EPA presents the
proposed penalty after several negotiation sessions, and the
CEQO for Company X then claims that the company cannot afford
to pay ;hat much. In support of the claim, the CEO Produces
accountling statements showing that the firm paid no income
;axes fqr the previous three years and had less than $100,000
in net income for those years.

EPA requests tax returns and other financial information
for the most recent three years of Company X. EPA enters the
tax return information in ABEL and receives the output in
Attachment A. The Phase 1 analysis from ABEL is not dispositive
of the issue, so EPA performs a Phase 2 analysis.

The Phase 2 analysis indicates that Company X can finance
a civil penalty of $250,000 from internally-generated cash flows,
even after planning for $400,000 in pollution control investments
and $50,000 for annual O&M expenses. The table in Phase 2
shows a 99 percent probability that Company X will have future
cash flows with a net present value of $370,061 available to
pay a civil penalty.

Assumption that Violator ls Not Financially Healthy

Assume again that EPA has calculated a total penalty amount
of $250,000. Company Z claims extreme financial hardship. 1If
the ABEL analysis indicates that Company Z would have little
probability of generating §250,000 in cash flows during the
next five years, EPA would go back to the financial data
supplied by the violator and look for items that may indicate
a source of cash, including loans outstanding to corporate
officers, entertainment expense deductions, company cars oOr
airplanes, amount of compensation for corporate officers,
compensation for relatives of corporate officers who do not
have clearly defined duties.

If the ABEL Phase 1 analysis indicates that Company 2
may have additional debt capacity (debt/equity ratio), EPA
would look in the tax returns for the amount of long term
debt the violator is carrying and analyze any loan applications
the violator submitted ‘n response to ! "A's request for
financial information. trequently, firms can borrow additional
money for operations and free up cash flow to pay civil

penalties.

Even a firm on the verge of bankruptcy may choose.tp .
settle an enforcement action with a civil penalty provision in
the consent decree. EPA should always seek some civil penalty.

ABEL and other financial analysis provide a range of penalty
amounts for the purpose of settlement negotiations. ‘
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DATA FOR ABEL EXAMPLE

ANALYSIS DATE: NOVEMBER 24, 19846

DEBT EQUITY RATIOS

1585  o.=g

. 1984 <. 71

e - = W

. 1.59

A RATIO LESS THAN 1.4 INDICATES THE FIRH

MAY HAVE ADDITIONAL DEBT CAPACITY

. A RAT10 GREATER THAN l.a INDICATES

THE FIRM MAY HAVE DIFFICULTY BORRONING

A RATIO GREATER THAN 1.5 INDICATES

THE FIRM MAY HAVE DIFFICULTY BQRRDNING

PLEASE ENTER A. CARRIABE RETURN TO CONTINUE

CURRENTY RATIOS

1985 1.10

17€4 1.22
1783 1.03

FLEASE ENTER

A RATIO LESS THAN 2.0 MAY INDICATE
LIQUIDITY FROBLEMS- :

A RATIO LESS THAN 2.0 MAY INDICATE
LIQUIDITY FROBLEMS '

A RATIO LESS THAN 2.0 MAY INDICATE
LITQUIDITY PRO2LZMS

A CAFRRIAGE RETURN TO C3NTINUE

SEAVER‘S RATIAS

1965 D.22
1964 0.20
1783 0.20

PLEASE ENTER

A RATIO GREATER THAN u.-O INDICATEES

HEALTHY/Z SCLVENCY

A RATIO EETWEEN .10 AND .20 15
INDETERMINATE

A FFATIO CREATER THAN 0.Z0 INDICATZS

HEALTI4Y 30LYENCY

A CARFIAGSE RETURN TO CONTINUE

TIMES INTEREST EARNED

1989 1.02
17E4 1.64
1983 1.50

A FATIO LESS THAN 2.0 MAY INDICATE
SCLVENCY FROBLEMS :

A FRATIO LESS THAN 2.0 MAY INDICATE
SOLVENCY FROBLIMS

A RATIC LESS THAN Z.0 MAY INDICATE
FOL. =Y FT O Lb“-’

FLEACE ENTER » ZAFRIAIE FETURN TO CONTINUE

ATTACHMENT A
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ABEL INTERFRETS THE QVERALL REZULTS OF T!‘E FINANCIAL ‘
RATIOS AS FOLLOWSS : ¢

ALTHOUGH THE FIRM MAY FACE CURRENT CASH (OR LlQUXD!TY)~ R ‘
CONSTRAINTS, [T3 LONG-TERM FROSFECTS ARE GOOQD AND IT SHCULD

BE ABLE TO FINANCE FENALTIES AND INVESTMENTS. A PHASE -
TWO ANALYSIS IS RECOMMENDED.

ABEL NOTES THAT THE FIRM'S MOST RECENT Désr EQUITY
RATIO 1S SUBSTANTIALLY -BETTER .THAN ITS HISTORIC AVERAGE.

AREL NOTES THAT THE FIRM' HOS‘ RECENT TIMES INTEREST
EARNED IS SUBSTANTIALLY FOORER THAN 1T3 HISTORIC AVERAGE.
DO YOU WISH TO CONTINUE WITH T!E FHASE TWO ANALYS1S
CCOR NV o g et g a0 "

' e S les e E ode  coa N e 0%
b 9 ; . Tt oL 2. o S U

DO YOU WISH TQ ANALYZE A CIVIL PENALTY (P) OR A NEW
INVTZOTMENT (I ) 7

FLEASE INFUT THE INITIAL PROPOSED SETTLEMENT FEMNALTY
AMQUNT IN CURRZMT DCLLARS 'Z.5., S0N00); IF THERZ 15 nNO TARGTTED
FENSLTY, SNTER O, '

250000 . 'I'

CEFIRE =ROCEEDING WITH THE CIVIL FPENALTY ANALYS

tE:L wILL RZIZUIRE CZRTAIMN ADDITICNAL INFOHMHTIOM 'EGARDING
ANy IHVESTMENTS WHICH MAY LE REQUIRED Im CHDI7 FIR THE FISM
Td ACHIEVE COMFLIANCE.

ENTER THE DEFFRECICELE CAFITAL CIET OF THE NEW LIPSESTMENT
(E.S., 100U0.00); IF THERE IS NO MEW INVESTMENT, ENTEFR

200000
FLEASE ENTER WHAT YERR DOLLARS THIE I3 SXFREIUED W
(E.Ge.y 1984)
198S )
ENTER ANY NON-DEFRECIAELE, MON-Tax TEDLCTIZLE
COSTS ASSOCIATED WIT!I THRE MEW [f. TMENT. .
‘F THEFE 1S MO COST TtwT MEETI THIS rEJUIRENMENT
mLZAZE GBNTER O,
100000

FLEASE ENTER BT Coeh [OLled S TIUE 13 EXPPCS°ED IN
—-ch 1%4) 3 - e = -v'\ Y v

1985 : .

@



100000

1985

350000

1985

CNTER ANY NON-LEPEECT--[" £, BUT TAX
CEUUCTIBLE CO5735 ASS0OCIATED WITH THE NEW INVESTMENT.

1F THERE I35 NO COST THAT MEETS THIS REQUIREHENT
FLEASE ENTER 0,

FLEASE ENTER WHAT YEAR DOLLARS THIS 1S EXPRESSED 1IN
(E.G., 1784) .

-
- .

A

ENTER THE ANNUAL O%M COST OF THE NEW INVESTMENT.
IF THERE IS NO O%M COST, ENTER O

PLEASE ENTER WHAT YEAR DOLLARS THIS 1S EXPRESSED IN °
(€.G., 1984}

. .
- T

THE FOLLOWIMNG STANDHRD VALUES ARE USED IN THIS SECTION OF

Aol s

1.

i)

- e

Mn e

REINVESTMENT RATE = 0.0

NOMINAL DISCOUNT RATE =13.6%9%
INFLATION RATE =» 4.41%

MARGINAL INCOME TAX RATE 540 004
INVESTMENT TAX CREDIT =10.00%

DO YOU WISH TO HAVE THESE ITEMS EXFLAINED ¢ OR *N7

D0 YOU WISH TO CHANGE ANY CF THESE INFUTS (¥ OR N)7

£BEL 1S READY TO FROVIDE OUTPUT. YOU HAVE THE CHOICE
OF THREE OUTFUT OPTICNS:

1.

FRINT ONLY THE POSSIBILITY OF THE PRESENT VAﬁUE
OF THE FIRM'S FIVE YEAR FROJECTED CASH FLOW EXCEEDIru3
EITHER AN INITIAL FPFRCFOSED SETTLEIMENT FINALTY 0OR A FECUIRED

_INVESTMENT.

PRINT A TAELE SHOWING THE NET AVAILAELE CASH FLOW
WITH AN ANALYSIS OF THE TADLE.

FRINT A DETAILED TAELE SHOWING THE COMPONENTS OF THE
FIRM'S CASIH FLOWS. THIS OPTION MAY BE HELFFUL TO FINANCIAL
ANALYSTS BUT IS NOT FECCMMENDED FOR MOST USERS.

FLEASE ENTER YCUR CHOICE (1,2 OR J).

9
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THERE IS A 99.9 % CHANCE THAT THE FIRM :

CAN FINANCE THE PROFOSED SETTLEMENT FENALTY of

$ - 230000.00BASED. ON THE STRENGTH OF INTERNAL Ly

GENERATED CASH FLOWS FOR THE NEXT FIVE VEARS. — tHg

ANALYSIS AT THIS FOINT DOE5 NOT DEMONSTRATE "

CONCLUSIVELY THE FIRM'S ABILITY TO FAY THE PROFQSED .
PENALTY. TO MAkE A DETERMINATION, ONE MUST Logr AT

THE FIRM'S OTHER OFTIONS, INCLUDING INCREASING £QUITY

SELLING ASSETS, OR LEVERAGING UNLEVERED ASSETs. '

ABEL IS READY TO BEGIN OUTFUT. IF YOU WIS

. FUT. S, PLEAS
FOSITION YOUR FRINTER TO THE START OF A NEW FAGE.  FLEASE
ENTER A CARRIAGE RETURN TO. CONTINUE "

DATA FOR ABEL EXAMFPLE

ANALYSIS DATE: NOVEMBZR 24, 1784

NET FRESENT VALUE. EQUIVALENT
FROBABILITY AVAILABLE ANNUAL CHARGE

A 50.0 716944.31 | 280891. 21

- 0.0 . &79230.25 266115.37
70.0 . 6>3832.67 : :so:sa.ooA

P 80.0 _ : S71423.31 | | «o1713.02

' 0.0 525838, 50 206018. 06 ‘
e 471726.54 184317.%S6 |
99.0 I7N0e1. 81 144986.37

T.iE ~DBCVYE TATA ARE MRXETENTED Ifd CURRENT-YEAR COLLARS

~ FLEASE EMT

R A CARRIAGE RETURN TQ CONTINUE

Ti41S TABLE SHOWS TIHE FROBABILITY THAT THE VICLATOR
CAN FINANCE CIVIL FENALTIES OF A GIVEN AMOUNT. FOR EXAMFLCZ,
THERE 1S A 95.00 % CHANCE OF FTIMANCING A LUMF
Ssum FENALTY OF UP TO s 471726.%64 BASED ON THE STRENGTHS
OF FROJECTED IMTERNALLY GEMNERATED CAS#t FLOWS. THIS I3
EQUIVALENT TO ALLOWING THE FIRM TO MAKT T+NEE EQUAL  NNUAL
; FAYMEMTS OF § 194317.%56. THE AMALYSI3 AT THI3S FQli«i DOES
- . NOT DEMONSTRATE CONCLUSIVELY THE FIRM'S ABILITY TO PAY
- - THE PROFCZED FCENACLTY.  TO MAKE A DETERMINATION, ONE MUST ,
LOOK AT THE FIFM'S OTHER COPTIONS, INCLUDING INCREASING
ZOUITY, SELLING AS3ET3, QR LEVERAGING UNLEVERED ASSETS.
i
!

0O vOU WISH TO FERFORM THE FHASE TWO ANALYSIS FOR

Tiil53 CASE AGAIN (Y QR N7 . ‘
u N - - -,

D0 YOU WISH TO AMNALYIE ANUTHER CASE (Y OR N)?

A
&




