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MEMORANDUM

SUBJECT: . Final Guidance Entitled: Monitoring the Financial
~ Soundness of Approved te Assg§aqee’Funds
FROM: " David Ziegele, Directo é{
Offlce of Underground StHbrage Tanks .

TO: . UST Regional Program Managers
‘ Reglons I-X :

, Co |
The purpose of this letter is to distribute the final
- version of the guidance entitled, "Monitoring ﬁhe Financial
Soundness of Approved State Assurance Funds." In addition, this
package provides a brief overview of the. comments received by our.
office as well as our response to those commenﬂs.

The purpose of the guldance is essentlally two-fold' first,
to help identify problems in approved funds, and second, perhaps:
even more importantly, to describe a process. whlch will help
resolve those problems. Flexibility has been purposefully
incorporated into this guidance to encourage EFA Regions and
states to work together to effectively solve sﬂat« fund solvency
problems. Only if the problems were so severe»and if the process
and solutions that the Region and state have negotlated and
developed together to solve those problems failed to the point
that no options remained, would EPA con51der w1thdraw1ng approval
of a state fund. : ' ,;

, I would once agaln like to relterate EPA’s principal
interest in monitoring the financial soundness of approved state -
- assurance funds. EPA’s principal" interest is in ensuring that
-state funds remain viable financial respon51b1L ty mechanisms for
owners and operators of underground storage taﬂks (USTs). It is
also 1mportant to re-state that EPA’s. interest |in monitoring
_state funds is only appllcable with regard to compllance w1th the
financial responsibility requirements. In other words,
withdrawal of EPA approval from a State fund means that the fund
no longer qualifies as a Federal financial respon sibility
"compliance mechanism. A state fund could contnnue to exist,
however, as a cleanup mechanlsm.
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We received a total of thirteen comments on the draft
guidance from a variety of respondents including state UST
programs, EPA Regions, state assurance funds, and a petroleum
marketers’ association. A discussion of those comments and our
response is attached.

If you have any additional questions, please do not hesitate
to contact Sammy Ng at 703 308-8882 or Andrea Osborne 703 308-
8883 of my office.

Attachments

cc: UST/LUST Regional Branch Chiefs
OUST Management Team
OUST Desk Officers
State UST/LUST Program Managers
State Fund Administrators
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COMMENT AND RESPdNSB DOCUMENT

Comment 1: Measures of financial soundness need to be more
specific. = - | : . :
Several commenters expressed concern that the measures of
financial soundness are not sufficiently spe01f1c. One’
commenter suggested a standardized approach across all -
Regions with regard to certain measures. Another expressed
concern that some measures may not reflecL actual fund
operations. Other commenters suggested that additional
measures, such as average cleanup cost and average claim
frequency by type of tank be' included in. the guidance.
“Another commenter requested draft quantltatlve criteria in
the form of spec1f1c examples. %A" :
. . - \
‘Resgonse° B : | ' '{
ousT belleves that the hlgh ‘degree, of variation among state
funds necessitates a flexible approach to measurement of
financial soundness. Since no two funds dre exactly alike,
this guidance purposefully encourages Reglons and states to
develop and use measures which are meanlanul to individual
states and which accurately reflect a fund’s operations.

The list of measures in the guidance is intended to be

illustrative and not necessarily prescrlpflve. In some
cases, Regions and states may decide to add additional
measures and/or replace suggested measures from. this
guidance. Region V, for example, recently met with its
state fund admlnlstrators and agreed to cqn51der adding
additional measures which reflect not only the structure of
the fund (i.e. eligibility criteria, deduc¢tible), but also
1ntanglbles such as leglslatlve or 1ndust1y support for the
fund. It is also important to note that the measures are
‘intended to be cumulative. . A state with a low fund balance,
for example, may be able. to either explaln the reason for
the problem or compensate for the low baldnce by
demonstrating strength in other measures. | Finally, .

response to the commenter requesting specific examples, ousT
plans to complete three short case studieL using fictional

~data to assist with 1mp1ementat10n of th1 gﬁidahce.

Comment 2 Measures are 1nappropr1ately welghted._

One commenter felt that little welght should be glven to the -
measure of cash balance because a large balance could 1nv1te
raids on the funds.
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Response:

Again, OUST stresses that the measures included in the
guidance can be weighted as appropriate in different states
and Regions. For example, a low fund balance in an
otherwise stable fund is not necessarily an indication of a
problem if the state explains the low fund balance in terms
of its concern about a raid on the fund by other state
agencies. Measures should be evaluated in terms of trends
over time. Communication between Regions and states is a
key element in explaining discrepancies, addressing
concerns, and solving problems.

Comment 3: EPA should require an independent actuarial
determination of fund soundness. :

One commenter argued that a statistical determination of
fund soundness should be performed to monitor the flnan01al
soundness of states funds.

Response:

OUST believes that actuarial studies are not necessary to
assess fund soundness. If a region and state want to do a
study to confirm their findings, or to satisfy state audit
requirements, they would be able to do so on their own.
However, OUST believes that the measures listed in the
guidance can give an overall indication of fund solvency
without the added cost of an actuarial study. 1In addltlon,
it is important to realize that discovering a problem is
only the first objective of the guidance. Even more.
importantly, the guidance intends to create a process to
address solvency problems. An actuarial study might not
assist with this second important component of the guidance.

Comment 4: The guldance should consider that corrective-
action requirements (e.g. method of remediation selected at
a site) affect the solvency of state funds.

Response:

OUST acknowledges that the cost of cleanup is an important
factor with regard to fund solvency. States, however,
currently set their own cleanup levels for soil and
groundwater and determine the appropriate remediation
technique to be used at particular sites. EPA through
training assistance and technical information transfer
continues to promote the use of better, cheaper and faster
technologies, but believes that this issue is beyond the
scope of this guidance.
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Comment 5: The gu1dance may hinder the ablllty of states to
protect human health and the environment -if a fund dec1des
to reduce fund ellglblllty to 1mprove solvency.

Resgonse.

— . T

State assurance funds individually dec1de what to relmburse
and whether to provide coverage to a partlcmlar owner or
operator. Reducing the number of ellglble owners or
operators able to part1c1pate in a fund (e g. due to
. technical non-compliance) is essentially a state decision
which could reduce claims on a fund. It should be noteqd,
however, that an owner or operator would still be requ1red
to pay for a cleanup using another flnanCLal respons1b111ty
mechanism 1f state fund coverage were not, avallable.

l

- Comment 6: General clarlflcatlons. = i
One commenter asked why a region would requlre addltlonal
information about a particular soundness measure. Another
commenter. requested clarification on the effect of a
reduction in fund coverage with regard to [financial "
responsibility. compllance. : TR

5 L

. Resgonse'

A Region would ask for additional informatlon to explaln a
sudden change in the data it received or to clarify a
possible problem area. For example, an amnesty period or
short-term reduction. in a deductible amournt could explain a
short-ternm change‘in overall data trends. :

If a fund de01ded ‘to reduce eligibility (I e. not provide
coverage to owners with more than $20 million in net worth) |
those owners and operators would be requlned to supplement
their coverage with one of the other allowable Federal
financial responsibility mechanisms (i. e.qprlvate insurance,
letter or credit, etc.) in order to obtaln full coverage.
OUST notes that flnanc1a1 responsibility mechanlsms can be .
"combined; that is, a state fund could prov1de coverage up to-
.a certaln amount, with the remalnlng coverage obtalned :
through private 1nsurance. }

|
. Comment 7: Guidance is ‘acceptable. {
Two commenters stated that the reporting requlrements wvere

acceptable and that the data could be obtained with no great
difficulty, since it is already required by some state -

legislatures. Four commenters agreed w1thxthe intent of the

guidance, stating that the guidance contained the: essential
components necessary to determlne financial soundness.

-
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Response:
OUST appreciates the comments and support.

Comment 8: The reporting requirements are overlj
burdensome. »

Two commenters felt the guidance imposed excessive reporting
burdens. One felt the six-month requirement was too time
consuming. Another asked for additional information on the
proposed reporting time frames.

Response:

OUST emphasizes that the reporting time frames referred to
in the guidance are suggested time frames, subject to
negotiation between the Regions and states. Six month time
frames may make sense, for example, when the reporting is
combined with a Region’s semi-annual review of the tank
program. In other cases, an annual review may be more
appropriate. 1In states with solvency problems, more .
frequent data collection may be needed. This flexibility
has been clarified in the guidance document.

Data collection and reporting should balance the need for
timely collection of information (so that a problem.can be
solved before it becomes unworkable) with the level of
effort required by the state to report the information.

Comment 9: Solvency of state funds is not a fedefal
concern. Several commenters questioned EPA’s authority to
withdraw approval of a fund.

Response:

EPA approves state assurance funds for use as acceptable
Federal financial responsibility compliance mechanisms (40
CFR 280.101). Since the Agency approves state funds, it is
incumbent upon EPA to withdraw its approval for funds which
no longer provide the requisite Federal financial
responsibility coverage. OUST notes that withdrawal of fund
approval refers only to the ability of that fund to act as a
Federal financial responsibility mechanism; the fund,
however, could continue to operate as a cleanup mechanism in
a state.

Comment 10: This gu1dance appears to confllct with the 1989
state fund approval guidance, entitled "Reviewing State
Funds for Financial Responsibility." Two commenters also
requested clarification on whether the guidance applles to
states that have received state program approval.
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. Response: - S ‘ ;
I

The 1989 guldance 1s still used to deterane whether a fund
which has been submitted to EPA could be approved as a
Federal financial respon51b111ty complian¢e mechanism.
Today’s guidance for monitoring the financ¢ial soundness of
approved state funds would be required oan for funds that
have already received EPA approval. Therefore, funds which
have been submitted and not yet -approved would not be
requlred to submit data to EPA. ‘ .
In response to the second comment, the Agency notes that
today’s guidance is also not requlred for funds in states
- which have received state program approval under 40 CFR 281.
For States with program approval, EPA would monitor any
changes in state assurance funds in terms |/of whether the
program remains at least as stringent as the Federal
requirements. . o g

' r .
oUST strongly recommends, however, that today S guidance be-
1mp1emented voluntarily as a sound fund mzénagement practlce
in states with funds which have not yet been approved or in
states which have been delegated the prognam under state
program approval. o 5 o

~ Comment 11: One commenter believed that the document should
focus on a ‘risk-based approach to cleanups in order to avoid
costly remediation in properties that pose no risk to human
- health and the environment. Another commenter suggested use
of a prlorltlzatlon system which pays the worst sites first
as a way of ensuring the adequacy of state funds.

-Response: o : i

-OUST agrees that cost control and reducticons in the overall
costs of remediation-at leaking underground storage tanks
sites is a key component to the success of not only state
‘assurance funds, but the UST program in general. -For -this
reason, EPA has been actively promoting the use of improved
.technologies and administrative streamlining. A risk- based
approach to clean-ups is not at all precluded by this’

!

A prioritized relmbursement system ensurlng that the worst
" sites are cleaned up first is also a workable option under
" this solvency guidance. States with prlorlthatlon
schedules may want to work with a region to modlfy the
guidance accordingly. ' For example, a state may argue that

the measure of time required to pay a clalm‘should be
different for high versus low prlorlty s1tes

wl
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MONITORING THE FINANCIAL SOUNDNESS OF APPROVED STATE
ASSURANCE FUNDS

N

‘ Introductlon and Summary

The purpose of this guldance is to prov1d<,staff in EPA
Regional Underground Storage Tank (UST) programs with criteria
.and procedures for monitoring the financial soundness of approved
State financial assurance funds. EPA’s principle interest in -
monltorlng the financial soundness of approved| State assurance
funds is to ensure that they remain viable mechanlsms for
, complylng w1th the f1nanc1al responsibility requlrements.

-
l
f
f
|
|

EPA belleves that State funds play a v1taL role in the UST
program. They provide tank owners and operators with ‘an . :
affordable financial responsibility compllance mechanism and they
provide large sums of money for UST cleanups, money that would
not be available otherwise. Therefore, it is in the interest of
not only EPA, but States, -tank owners and operators, and the
environment’ that these funds remain financially viable. This
guidance is intended to help EPA work with State assurance funds
to help them. identify deficiencies over time and to work to
remedy deficiencies. The guidance is partlculdrly relevant
given the financial pressures that many State funds are under, as

.. the number of claims outpaces the amount of funding available.
In addition, by issuing this guidance, we hope\to foster
consistency between Regions 'in the monltorlng of approved State
funds. ,w

. |-

If the financial soundness of a State fund is so
questlonable that it no longer is a viable- flnan01al,
responsibility compliance mechanism, Regions may be requlred to
withdraw fund approval. This guidance will he]p describe those
circumstances under which fund approval must be withdrawn.
Withdrawal of EPA approval of a State fund mearis that the fund no-
longer qualifies as a Federal financial responsibility compliance
mechanism. A State fund could contlnue to ex1st however, as a
’cleanup mechanlsm.

Prev1ously-1ssued guidance (November 17, 1989) enabled
Regional staff to evaluate the. approprlateness‘of State funds
’ - submitted to EPA for approval as equivalent firancial assurance -
mechanisms. The 1989 guidance contained the fallowing fund
evaluation criteria: funding source, amount of fund, coverage
provided, fund ellglblllty, and method of payment to. tank owners
and operators. . : i
This guidance differs from the 1989 guldamce in that lt
focuses strlctly on the avallablllty of funds for correctlve

| S
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action and third party claims. In addition, the guidance
provides an array of solvency measures which can be tailored to
each State fund. Applying these measures should not burden
Regional staff or States, but should provide Regions with an
oversight mechanism for identifying potential problems in
sufficient time to work with States to take appropriate steps to
address weaknesses. By providing step-by-step monitoring and
remedial measures, the guidance should provide a vehicle for
assuring the viability of funds. This guidance should also
provide States and the regulated community with information on

how they should assess their State funds.

Background

In promulgating financial responsibility requirements for
owners and operators of underground storage tanks (USTs), EPA
attempted to assure adequate and reliable financial assurance for
the costs of UST releases while also allowing flexibility to the
regulated community. Accordingly, the financial responsibility
requirements permitted a wide array of compliance mechanisms,
including State assurance funds, insurance, risk retention group
coverage, financial tests of self insurance, guarantees, letters
of credit, surety bonds, fully-funded trust funds, and state-
required mechanisms (40 CFR Part 280.94). However, since the
financial responsibility regulations took effect on January 24,
1989, State assurance funds have become the most available and
lowest cost financial responsibility compliance mechanism for
tank owners and operators. For some segments of the regulated
community, State funds constitute the only feasible compliance

mechanism currently available.

To date, 43 States have passed legislatidn to establish
funds to assist tank owners and operators in complying with the
financial responsibility requirements. Although all of these
funds are designed to assist tank owners in meeting Federal
requirements, no two funds are jdentical. These funds vary in
the amounts and types of coverage they provide, in their
eligibility requirements, in the amount of funding, funding
source, method of payment, and program implementation. Even the
responsibility for implementing the fund can vary; the agency
administering the fund could be the Department of Environment,
Commerce or Insurance. In a few States, all or part of the fund
implementation has been contracted out to private third party
administrators. : <

This diversity is expected since States are not required by
law or the financial responsibility rule to establish assurance
funds. Rather, States that have chosen to establish funds have
done so to provide assistance to tank owners and operators in
complying with the Federal financial responsibility requirements,
cleaning up releases from tanks, and, in some cases, paying for
third party damages associated with releases from USTs.



3 OSWER Directive 9650.14
o ; !

As States have galned experlence in the 1mplementatlon of
“funds, many have modified their programs, elther by statute, -
regulation, or operating procedures. Some have streamlined
claims admlnlstratlon procedures, increased fundlnq, limited
activities that the fund will pay for, or establlshed reasonable
cost guidelines. 1In other cases, States have experlenced an
unanticipated demand for reimbursement. State financial crises’
have sometimes 1mpacted funding and administrative resources, and "
threaten to compromise the ability of those State funds to
consistently achieve thelr dedlcated purpose. ’

There are currently no 1ndependent State agencies with
clear-cut responsibility for oversight of these assurance funds.
In general, when creating these funds, the States did not assign
responsibility for overseeing the soundness of |these funds to
. State entities similar to those that were created to regulate
insurance, sureties and other equivalent mechanisms that owners
and operators might use to satisfy financial respon51b111ty
requirements. Even if a State agency does have an over31ght
role, EPA has no control over how well that functlon is
exercised. While many assurance funds have Fund Boards or
Advisory Committees (composed of members of the regulated
community, officials from State Departments of ' Env1ronment or
Insurance), these Boards main functions are to‘approve or
disapprove claims for relmbursements, and. recommend changes to

fee structures.

EPA’s Role

e

In terms of assuring that a. State fund is . establlshed on-
sound financial footing, the financial respons:blllty regulations
establish a well-defined role for EPA. A State must submit 1ts
fund to EPA for formal approval if the fund is . to quallfy as an
equivalent financial assurance mechanism for use by its UST
owners and operators in meetlng the Federal f1nanc1al
responsibility requirements in whole or in part (40 CFR Part
. 280.101). On November 17, 1989, EPA issued a document entitled
"Final Guidance for Rev1ew1ng State Funds for Plnanc1al , y
- Responsibility" to help EPA reviewers understand what to look for
as they evaluate submissions of State funds as [financial’
assurance compliance mechanisms. The review of a State fund
includes the following elements: funding source, amount of fund,
coverage provided, fund eligibility, and method of payment to
tank owners and operators. In examining these elements of State
‘funds, reviewers were to ascertain that money would be reasonably
certain and available to pay for cleanup and thlrd-party damages.
It should be emphasized that this solvency guldance doesn’t
replace the 1989 guidance with. regard to the 1n1t1a1 rev1ew and
approval of a submltted fund. [

To date, 30 funds have ‘been approved by EPA Reglonal
Admlnlstrators to serve as Federal financial respon51b111ty

4
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compliance mechanisms. Once approved, tank owners-and operators
in these States are deemed to be in compliance with the financial
responsibility requirements for the types and amounts of coverage
provided by the State funds. 1In addition, seven funds have been
submitted to EPA Regional Administrators for approval. Owners
and operators in these seven States are also deemed to be in
compliance with the financial responsibility requirements until a
final determination is made by EPA. This guidance is only
intended to help monitor approved State funds, and is not
applicable to those funds that have only been submitted.

The 1989 guidance did not establish absolute levels of
funding as a prerequisite to ‘approval, but instructed reviewers
to consider the amount in the State fund in terms of the overall
design of the State’s cleanup and enforcement program, as well as
the ability of the State to expend monies from the fund. This
pragmatic approach recognized that a fund could be approvable if
adequate funds would be reasonably available over time, although
fluctuating demand could result in temporary periods when funding
might not be keeping pace with expenditures. o

Once a fund is approved, neither the 1989 guidance nor the
financial responsibility regulations impose specific requirements
for continuing oversight of fund soundness, either on the State
or EPA. Nor do the approval guidance or the regulations set
forth criteria for revoking approval. The regulations contain
procedures for addressing the effect of bankruptcy, disability on
the part of a guarantor, and other situations where a provider of
financial assurance is unable to assure funding for corrective
action or third-party damages, but do not specify what should be
done when a State fund’s ability to provide assurance is
questionable. If, as EPA’s research indicates, financial
assurance funds do not receive the same oversight as insurance
companies, sureties, risk retention groups, or similar
enterprises, EPA needs to scrutinize the ability of a fund to
provide financial assurance that is equivalent to other approved
mechanisms. This guidance fills the need for explicit procedures
for EPA review of the on-going soundness of approved State funds.

Once a State has an approved UST program, EPA will continue
to monitor overall program performance, including the financial
soundness of State assurance funds, but only as it relates to the
overall stringency of the UST program as a whole. Therefore,
there will be no additional monitoring of the financial soundness
of funds above and beyond the routine oversight of approved State
programs. While use of this solvency guidance is not mandatory
in States with approved programs, -or in States with submitted
funds, EPA recommends that these States voluntarily collect data
to assess fund soundness as part of routine fund management.
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Purgose of Guidance

This guidance is 1ntended to prov1de staf1 in EPA Regional
UST programs with specific procedures for monltorlng the
financial soundness of approved State assuranco funds. The
purpose of the guidance is to ensure that each ‘approved State.
fund provides reasonable assurance that funds are available to
pay for the costs of corrective action and third party damages.
In satlsfylng this purpose, EPA will ensure that approved State
“assurance funds provide financial assurance. that is equivalent to-
the other compliance mechanisms allowed by the Federal financial
respon51b111ty regulatlons.

This guidance builds on the previously-issued guldance for
evaluating -the overall viability of State funds. The additional
tools contained in this guidance should enable Reglonal staff ‘to
assure that these funds continue.to provide reasonable assurance
that monies will be available for corrective action and third
party claims. The: guidance provides flexible measures which
should minimize the burden on Reglonal staff and on States, but
will provide a mechanism for identifying potential problems in
ample time to work with States to take approprJate steps. A
prlmary objective of this guidance is to. prov1de a vehicle for
improving the solvency of funds rather than neces51tat1ng drastic
‘action, such as w1thdraw1ng fund approval. In jaddition, we hope
that this guldance serves as a tool to help States 1dent1fy fund.
weaknesses and provides them with a framework for improving these.
deficiencies. This guidance can also serve to bolster a fund
board’s recommendatlon for a tax or fee increase.

Deflgltlon of Financial Soundness

‘ The definition of financial soundness' provided in this

- guidance is built upon. the functional definition of soundness
provided in the State fund approval guidance. A State assurance
fund is financially sound if it provides reasoriable assurance
that funds are available to pay for the costs of corrective
action and third party damages. "Reasonable asisurance" would be
-~ evident, for instance, if the fund assets are greater than
11ab111t1es or there are sufficient funds to meet current
demands, that is, the normal timing of payment‘of claims is not
51gn1f1cant1y delaying cleanups. If funding levels or claim
processing time has a negative impact on the cleanup of releases
from USTs (i.e., causing undue delays in cleanﬂng up releases '
therefore harming human health and the env1ronment), then EPA is
concerned about the financial soundness of the\fund. The
reviewer should look for evidence that reasonable assurance is
provided, but other parties such as cleanup contractors, fund
administrators, other:State officials, and tank. owners and
operators should also have reason to believe that the funds are
reasonably available. :
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In the follow1ng section, - this guidance will provide
Regional reviewers and States with indicators with which to track
and evaluate the viability and financial soundness of approved
State assurance funds. Flndlng the appropriate evidence and
correctly interpreting it is by no means a precise or mechanical
exercise. EPA has researched the approaches to over51ght used by
well-established institutions, such as insurance commissions,
State and Federal bank regulators, and the U.S. Department of the
Treasury. While the experience of these institutions is too
specific to the businesses regulated for direct application to
UST fund guidance, their general approach is helpful. They allow
regulators considerable discretion in defining and evaluating
measures of soundness, and in acting on signals provided by these
measures. These institutions explain that oversight must be
conducted with great care and sensitivity because overzealous
intervention could have a profound impact on regulated
enterprises or on the public that relies on the enterprise.
Similarly, State assurance funds meet a critical need for
demonstrating financial assurance as well as providing another
source of funds for response to releases.

Measures of Fund Soundness

There are a number of potentially useful measures of the
financial soundness of State assurance funds:

(a) Fund Balance

(b) Rate of Collection

(c) Rate of Disbursement

(d) Collections Projected for Next Reporting Perlod

(e) Disbursements Projected for Next Reporting Period

(f) Number or Dollar Amount of Pending Claims

(g) Number of Days Between Claim Submittal, Approval and
Payment

(h) Major or Pending Changes to Fund

Fach of these measures is discussed in more detail in
Appendix A.

In using a measure, a reviewer needs to clearly define the
time period over which the data is collected, whether calendar or
working days are intended, whether a term llke "payment" means
“issuance of a reimbursement check or transfer of approval to the
accounts payable department. The time frame, therefore, is
critical for comparison of measures.

We do not believe that any one measure will indicate -
whether or not a fund is financially sound. Obtaining data on
all the measures is also not necessary to develop a reliable
picture of a fund’s soundness. Each Region should select from ~
among the measures those that the Region can obtain with relative
ease, that have inherent meaning for the fund under review, and
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that prov1de a meanlngful 1nd1cator over time. ’Comblnatlons of
measures could be used, or certain measures or. ratios could’ be
‘used to trigger analy51s of other measures. s*dLscussed
earlier, State funds exhibit great diversity 1n‘ design and
-1mplementatlon, and oversight should take into .consideration the
unique characteristics of each fund. Regions whli be accorded
broad discretion in selecting and applying measures. However, -
since this area is a novel one for many Reglonai staff ‘EPA has
some suggested procedures that could be used. B

l
. . R l
Procedures C ' i

The follow1ng procedures present one loglcal approach to
using the measures to establish a monitoring methodology and.
apply it over time. Even for those funds that are currently
experiencing financial difficulties, it is 1mportant that Regions
follow these procedures to establish a baseline of information
and to allow the State to discuss fund problemeand perhaps, to
,begln to remedy the problems. , E i '

(1) Establish base11ne measures. Begln by}selectlng the
‘most useful set of measures for the State. Slnce each State fund
will differ eéven from other funds in the Reglonw measures should
be tajilored to each State fund on a state-by-state basis. As
noted above, each measure will need to be clearly defined.
Although a measure could have different meanlng‘for different
States, the purpose is to establish a baseline For each State
fund, evaluate soundness at the start, and compare performance
based on uniform measures over time. When selectlng measures,
‘Regions and States should also consider factors such as ease of
reporting by a State, whether the measures are Stable or can be
expected to fluctuate dramatically, and whetherfa measure already
indicates a problem. . o \ |

!

In developlng this guldance other approachps were considered
and rejected. The Federal Reserve looks at banks as peer groups
based on common characteristics such as size and location. . In
the case of State financial assurance funds, the small number of
States with approved funds and the diversity of these funds
undercut the ablllty to create meaningful peer groups.

(2) Estimate basellne soundness. What do the basellne‘
measures tell,you about current soundness? At this early stage
in measuring soundness, this determination cann¢t be conclusive.
Instead, discretion:should be used to decide what indicators will
be most helpful. This guidance does not proposw absolute
measures for determlnlng soundness. The Federal Reserve and
other bank and insurance regulators designate absoclute levels of
capitalization or liquidity as a measure of an Lnstltutlon =
soundness. Without greater experience, we cannot accurately
determine what would be comparable benchmarks for State funds.

l
f
|
|
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While absolute values are not available, some relationships
between measures should prove helpful. For example, if the
current rate of disbursement is several times larger than the
rate of contribution, a reviewer should examine other measures
and track these rates over time. If the dollar amount of the
pending claims is several times larger than the fund balance,
then the fund’s soundness could be compromised. Again, there may
be simple explanations for why these measures are not threatening
the fund’s soundness or delaying cleanups. The persistence of
measurement gaps over time, however, will provide a better
indication of the problem.

(3) Check for explanations for current status. EPA research
into the approaches to oversight taken by other financial.
institutions shows that indicators are used as screens to
jdentify the need for action, but that early action usually means
further exploration of apparent problems. If a measure indicates
a potential problem, discussions with State staff would be
appropriate. There may, for example, be a simple explanation for
the problem. More importantly, these measures might not threaten
the fund’s soundness or delay cleanups. The persistence of a
measurement gap over time will provide a better indication of the

problen.

(4) Monitor trends over time. State funds are like bank
accounts that can fluctuate over time without threatening the
account’s stability or solvency. However, increasing disparities
between income and disbursements over time could indicate
underlying weakness. Similarly, the time interval between
submittal of an invoice for a cleanup action and payment could be
several months without affecting the willingness of contractors
or owners to undertake response to releases. If the interval is
increasing over time, delays might begin to impact cleanup and
should trigger the need to investigate other measures or factors
to determine the effect of payment delay on release response.

We recommend in this guidance that States which are
experiencing financial difficulties with their funds should
report data on each applicable measure to EPA Regions at ithe
frequency that the State currently generates such information,
but no less frequent than six month intervals. There is no
readily adaptable experience from other oversight programs for
setting response times. Banks report financial data quarterly,
but that frequency is consistent with other events that occur on
a quarterly basis in the financial community. Semi-annual
reporting is a compromise between setting an interval that does
not allow enough time to encompass important events (e.g.,
periodic replenishment of funding or average time periods for
administration of claims) and setting an interval that is too
long to catch serious erosion in soundness. This frequency also
will afford EPA greater opportunity to provide timely assistance
pbefore more serious intervention becomes necessary.
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(5) Use discretion. At thls stage in the evolutlon of the
‘UST financial assurance program, there is no perfect guidance for
"over51ght. ‘The measures provided and steps squested are
imprecise -instruments for monitoring soundness. At any step,
oversight should be tempered with discretion. ‘Explanatlons ‘
should be sought, discussions held, and a551stance offered to
remedy problems. Despite any measure, the 1mportant criterion'is
whether funds are reasonably available for cleanup and third
party claims. This determination will continue to require a
considerable amount of subjectlve judgement on‘the part of EPA
Reglons. :

EPA Reglonal Response : - %
‘ | R

_ This section elaborates on the steps described above by
focusing specifically on the Regional action requlred to
implement the monitoring process. The suggested process is
displayed in Appendix B. » ' . l

After the State and Region have 1dent1f1ed and deflned the
key performance measures that will be used to monltor the '
soundness of the State’s assurance fund, the State should report
those measures to the Region. Once the Region has received the
baseline data from the State and the Region has reviewed the

~data, the Region ‘should ask the State any questlons it has
regarding the information. The Region can then. make an initial
determination about the financial soundness of |[the fund.

If the Region is uncertain about what the f1nanc1a1 measures
reported by the State indicate, the Region may con51der asklng
the State to do more in-depth analysis. : {,

As a result of the initial assessment of iund soundness, the
Reglon may determine that the fund is ba51ca11y sound. If this
is the case, the Region can determine how frequently the State
should prov1de information on the financial status of the fund.

Aa a rule, the Region should ask the State: for ‘a financial status
report during its seml—annual review of the program.
| :

If, after the 1n1t1a1 assessment of fund soundness, the
Region determlnes that the financial status of [the fund is’
questionable, data could be collected from the | 'State more
frequently, as deemed necessary by the Region and the State.

When the next set of data is sent, the Region should review ‘and
compare it to the prior data that was submltted by the State.
The Region should pay particular attention to any trends-
indicated by the data. If the data show a negdtlve trend, (e.q.
the amount of time to reimburse a claim 1ncreares), the Reglon\
should verbally inform the State of its concern and ask the State
to explain why the time has increased. At this time, the Region
should also inform EPA Headquarters about its concerns. If claim-
process1ng time is the problem, for example,vperhaps the increase
in processing time resulted from the State assurance fund losing

o
[
l
I
.
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key staff. The Region can then ask the State about its plans for
filling those fund positions and encourage the State to proceed
with plans to fill those positions. The Region should, of
course, continue to monitor the financial status of the fund.

If the downward trend persists, the Region should write a
formal letter to the State requesting a meeting to discuss EPA’s
concerns and possible remedies. The letter should be sent to the
State official who originally requested formal approval of the
fund. (The appropriate addressee may vary by State, and can be
left to the discretion of the Region.) At the meeting, the
Region should ask the State to develop a plan that addresses the
jdentified deficiencies and a schedule for implementing the plan.
It might be helpful to think of this step as analogous to
requiring a tank owner or operator to develop a compliance plan.
After receiving the plan, the Region should monitor the progress
of the plan’s implementation by the State. EPA Headquarters
should also be notified when the letter is sent, when the State
meeting is scheduled, and when the plan is submitted to the

Region.

If the State fails to implement the plan in a timely fashion
or if the implemented remedies haven’t resulted in any
improvements in the downward trend, and EPA makes a judgement
that the fund is no longer a viable financial responsibility
mechanism, the Region should write a formal letter to the head of
the Agency that is responsible for implementing the State fund.
In this letter, the State will be notified that EPA may withdraw
approval of the State fund, in which case, it can no longer be
used by tank owners and operators to comply with the Federal
financial responsibility requirements. The State will then be
required to send a notice to the tank owners and operators that
are covered by the State fund, informing them that their coverage
under the State fund will no longer be acceptable as a mechanism
for complying with the financial responsibility requirements as
of 60 days after receipt of the notice(40 CFR 280.105). Within
30 days after receipt of this notification, owners or operator
must obtain alternate financial assurance provided that the owner
or operator is required to comply with the financial
responsibility requirements. (40 CFR 280.110)]

It is our hope that both the tiered Regional Response
process that has been outlined and the reliance on monitoring and
evaluating trends over time will serve to alert States as early
as possible in the review process about potential fund
deficiencies. If appropriate, this communication will also put
stakeholders on notice that there is a problem with a fund and
that their involvement may be required to remedy the situation.
Tt is important to stress that EPA does not want to precipitate a
crisis; EPA recognizes that solutions to identified weaknesses
will be State-specific and may require months or years to
implement. By alerting affected/interested parties of EPA’s



‘!
|
o |
f;l : OSWER Dlrectlve 9650 14

concerns'regardlng the financial sbundhess of 1unds, adequate
time will be given to discuss the reasons for the fund :
weaknesses, identify possible remedies to improve the weaknesses,
and agree oh appropriate and reasonable tlme frames for States to
,1mp1ement remedies. )

P0551b1e Remedles : ' R ;,
When establishing deadllnes for remedial dctlon, Reglons .
should .acknowledge that some remedies may take |[varying amounts of
time to implement. When evaluating fund weaknesses and
negotiating possible solutions with States, Regions must consider
the amount of time necessary to implement the remedies. Possible

remedies mlght lnclude._

) Raising addltlonal revenues. This would help a fund
keep up with claim demand. ; ' '
: S
e Modifying the coverage provided by the fund. By
‘ - reducing the coverage that the fund prov1des to tank .
" owners the amount of fundlng requlred to pay claims in
~a timely fashion might be reduced. ]n addition, by
reducing the coverage that the fund prov1des, existing’
funding could be adequate to proce55!cla1ms in a. timely
fashion. , ‘w
. : - - I ‘
o Streamlining the admlnlstratlve processes of the fund.
‘ .lThlS might help speed up the process:ng of claims.

o lelng addltlonal fund staff This xemedy could also
help speed up the processing of claims, or have ‘other
positive effects depending on the weaknesses

‘ 1dent1f1ed.u E
) 'L1m1t1ng fund ellglblllty (e.qg. requ#ring tank owners -
and operators to be in "substantial compliance" with
State regulations.) This could also .conserve fund
monies; fewer tank owners would be e]lglble to submlt
claims to the State fund. i
Implementatlon of these remedies may require statutory
changes which, dependlng on the length and timing of the
legislative sessions in States, may take up to |two years to
implement. Other possible remedies would reunre program policy

- changes that- also might require a 51gn1flcant amount of time to

implement. Regions need to keep these tlmlng issues in mlnd when

working w1th the State on remedles.

|

. - [

EPA Headguarters Response : ’ ' [
I

Durlng the collection of basellne informatiion and throughout

the monltorlng process, EPA Headquarters will be avallable to
1 .

[
I
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informally discuss and evaluate the fund data at the request of
the Region. Headquarters can provide comments concerning the
evaluation of the fund data and will provide other technical
assistance necessary to help Régions implement the monitoring °
process. For instance, if the Region is unable to evaluate the
measures provided by the State and believes that further analysis
is required, EPA Headquarters can provide support (technical,
financial, etc.) to the Region. At the request of the Region,
EPA Headquarters will also be available to provide written
comments on any formal letters that the Region sends to States
regarding the financial soundness of the fund. Finally, if the
Region has concerns about the financial soundness of the fund and
discusses those concerns with the State verbally, EPA
Headquarters should be notified. EPA Headquarters should, also be
informed about the plan that a State develops to address the
jdentified deficiencies and the schedule for implementing'the

plan.

If a Region determines that fund approval must be withdrawn,
Headquarters must be consulted and must concur on the Regions
withdrawal determination for a number of reasons. First, EPA
Headquarters has an obligation to ensure National consistency and
uniformity in fund withdrawal decisions. Headquarter’s
involvement at this time will also lend support to the withdrawal
action. ‘
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'APPENDIX A

PROPOSED DEFlNITIONS OF MEASURI S OF
| SOUNDNESS FOR STATE FUNDS'

, l
Fmdaalancr S L ‘ 3
: i .

There are several potentlal measures of fund: balance The least copservanve is the cash-basns
deﬁmnon the fund balance is defined as the amount of cash currently in the state fund (or in the
account maintained by the state treasurer for the fund), minus any outstandmg checks for’
reimbursement under the fund. Under this definition, the fund balance would exclude as-yet

! unprocessed claims against the fund or any recogmtnon of future claims ]lk('ly to be submitted for

known releasas
* Fund Balance = Cash in Fund - Claims Procasseiad

A slightly more conservative definition would require the region or state to acknowledge
claims received against the fund but not yet procassed Using this definition, the state would start
with the cash in the fund and subtract the sum of all claims submitted for reimbursement by owners
and operators, including those not yet processed. :

Fund Balance = Cash in Fund - An Claims Recexved (Processed 4 not yet Processed)
|
The most conservative deﬁmtxon would adopt modlﬁed accmal standards typically required
under government accounting standards, in which liabilities are recognized [as soon as they can be |
reasonably measured, but income is not recognized-until received. Under thns definition, the state
~ would estimate the total' potential liability associated with all known releasqs and subtract it from the
‘amount of cash currently in the fund. Because most state funds have adopted some version of a pay-
as-you-go system, in which revenues are set to correspond with anticipated cash payments for
corrective action and third-party liability expenses, this definition would likely show most funds in a
deficit position, even though future revenues to the fund would increase the cash available for

.payment of these future claims.

- Fund Balance = Cash in Fund - - All Potentlal Llabxlme:s ‘ . \

The above three measures for determmmg the size of the fund balance reﬂect different
management phllosophm For most funds, the second definition of the fund balance would be
adequate. When using the fund balance in conjunction with other measures‘., however, the least
conservative measure may be selected as the most appropriate measure to use. If the fund balance
‘decreases dramatically, some states and regions may opt to change to a more conservatlve definition
of the fund balance. The three choices outlined in the fund balance deﬁmtlon give the states and
regions more measurement flexibility. It is important to note, however, th.lt changes in fund balance '
cannot be compared with earlier fund balance estimates if different deﬁmtlons were used.  EPA hopes -
that regions and states will work together in selecting a fund balance measure ﬂhat meets the specxﬁc

needs of both parties. o T -;
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The rate of collection is the amount of money collected for use by the fund over a specified
period. The period should correspond to the fee collection mechanism. For example, many funds
collect annual tank fees; consequently, the appropriate period is one year, corresponding to payments
of the fees. Other funds, especially those funded through per-gallon fees on petroleum products, may
have more frequent requirements for payments (e.g., monthly or quarterly), and thus allow for a
shorter period for estimating the rate of collection. For the purpose of tracking fund solvency, the
rate of collection on a semi-annual (six month) basis probably provides a reasonable balance between
the information collection burden and the amount of information obtained. !

Rate of Collection

Rate of Collection = Amount of Money Collected / Reporting Period

The rate of collection can be used in at least two ways. First, decreasing trends in the rate of ‘
collection may indicate that tanks are being taken out of operation, reducing the amount of revenue
available to the fund because closed tanks do not pay fees. In comparing period-to-period collections,
however, it may be important to consider any significant seasonal patterns. For example, gasoline
sales are generally higher in the summer, so that fund revenues may show a decrease from summer to
winter months. :

Second, the rate of collection should be compared to the rate of disbursement as a means of
anticipating potential future shortfalls in the fund. If the rate of collection exceeds the rate of
disbursement, then fund balances will increase over time and the fund will become increasingly more
solvent. If the rate of collection is less than the rate of disbursement, then fund balances will
decrease and the fund will become less solvent. -

Rate of Disbursement

The rate of disbursement is the amount of money spent by the fund (in actual payments) over
a set time period. As discussed under rate of collection, the appropriate time period may vary
between states depending on their different fiscal cycles. ‘In general, disbursements per period should
provide a time period long enough to smooth out the effects of single, large disbursements, but short
enough to provide timely identification of significant increases or decreases in the rate of
disbursements. The period used for rate of disbursement should correspond to the period used for the

rate of collection.

Rate of Disbursement = Actual Payments / Reporting Period
Collections Projected for Next Reporting Period

Collections projected for the next reporting period is the state’s estimate of the dollar amount
of funds that will be collected for use by the fund at any time during the next state fund solvency
reporting period. This measure is similar to the rate of collection, but, rather than calculating current
collections over time, the measure projects total collections over a future time period. The measure is
intended to estimate additions to the fund for use in paying existing and projected future claims
against the fund, and should not be confused with fund balance. The state must rely on its judgement
in estimating future collections. The state should make a reasonable judgement of funds that it
believes will be available for disbursement to pay claims made against the fund, rather than either a

2
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(
liberal or conservative estimate. The estimate should account for other rel¢vant information, such as
past rates of collection and major or pending changes to the fund. - t :

Collections Projected = Estimated Amount of Money to be Collected in a Reporting Period

" As in the case of the rate of collection, the reporting period should|be as short as possible
subject to constraints imposed by the fee collection mechanism. In many states, financial information
' is commonly reported on a quarterly basis for fiscal purposes, consequently, quarterly projections
should provide reasonably accurate data without unduly burdening the state. Semi-annual reporting
. would also be appropriate if no appreciable collections would be received in some quarters, the
‘estimate would be misleading or unreliable, or rates of collections are fai:ly‘y constant.

The projection of collections, while speculative, may be used as an early indicator-of potential
solvency problems. First, the projection of collections may be compared with the projection of 5
disbursements as a means of drawing attention to potential ﬁxturershortfalls:in the fund. Second, the
projections of collections and disbursements could be combined with the backlog and fund balance to
determine whether the current backlog will grow or contract. ; : o
Disbursements Projected for Next Reporting Period e

Disbursements projected for the next reporting period is the state’s|estimate of the dollar -

amount of anticipated disbursements from the fund to pay claims for the next full reporting period.

In projecting disbursements,-the state should make a reasonable estimate of the costs of claims it
_expects will be submitted and require payment during the reporting period.i ‘This measure of
disbursements projected from the fund will be compared with the measure of collections projected

into the fund in order to establish.an early indicator of potential problems with fund solvency.
Consequently, when developing estimates for disbursements projected and Fbllections projected, the
assumptions and reporting period used should be consistent (e.g., if the state has a six month

reporting period and is accounting for a pending.change to the fund when determining collections :
projected, it must also have a six month reporting period for the disbursements projected and account

for the same pending change in the fund). Although projecting disburseme‘:nts requires speculation by -
 the state, the projection should account for past patterns of claims received and the current number of
claims filed but not paid, and reflect pending or major changes to the fundthat are likely to affect.
disbursements. v . . ! A v
Disbursements Projected = Estimated Dollar Amount of Disbursements to be Paid in a
~ Reporting Period - | :
‘Number or Dollar Amount of Pending Claims "

The number of pending claims is defined as the total number of claims against the fund that
have been received but that have not been approved for payment at the clo:j;e of the reporting period,
Similarly, the dollar amount of pending claims is the dollar amount of receiivec'-l claims that have not
been approved for payment at the close of the reporting period. These measures are intended to
provide the state and region with a firm estimate of claims against the fund that are likely to be

realized as disbursements at a later date, even though processing is not coq‘u’plete.
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Number of Pending Claims = Number of Claims Received but not yet Processed
or
Dollar Amount of Pending Claims = Dollar Amount of Claims Received but not yet Processed

The region may request that the state report either the number or the dollar amount of
pending claims in order to track a rise or fall in either measure over time. The state or region might
find that the dollar amount of pending claims is a more direct indicator of the fund’s future liabilities
than number of claims, because it can be compared to the fund balance and rate of collection to
provide a measure of solvency. In contrast, collecting data on the numbers of claims permits
observation of the trend in claims without bias introduced by individual large claims. ‘

Number of Days Between Claim Submittal, Approval, and Payment

The number of days to process claims is only a partial indicator of fund solvency. Evena
relatively long period for processing may not indicate solvency problems, as long as owners and
operators and corrective action contractors continue to clean up sites. An increasing period, however,
may indicate that the state fund has inadequate staff or administrative procedures to process claims on
a consistent schedule. A decreasing period probably reflects reduced demands on the fund, or
improved administrative procedures.

Measure = Number of Days between First Receipt and Payment
or
Measure = Number of Days between Receipt of Complete Package and Payment

The start date for each part of the approval process must be clearly defined. In some cases,
there may be a significant lag (up to several months) between the time a claim is first submitted and
the time the owner and operator finally supplies all necessary information (for example, complete
invoices, documentation of types of costs covered by the invoices). As a consistent measure, the first
date the claim is submitted is probably best. A lengthy period may suggest that states need to
streamline their guidance for claims and/or improve their outreach to consultants and contractors so
that they know what must be submitted. In addition, the date used as the date of approval may vary
between funds. In some states, the technical staff reviewing claims have the authority to approve
payment, based on their review. In other states, an independent board or agency must ratify the
decisions of the technical staff. The appropriate date is the date that all necessary approvals and
reviews have been met. The date of payment should be the date the check is written by the state
treasury to the owner or operator (or cleanup contractor in states that allow direct payment).
Significant lengths of time between approval and payment may indicate that disbursements are held up

to prevent overdrawing accounts.
Major or Pending Changes to the Fund

Major or pending changes to the fund could be either economic or administrative, positive or
negative. Impending negative impacts could include legislative expansion of fund coverage to include
a larger universe of tanks or facilities without additional funding. Regulatory amendments that either
lowered or raised the costs of corrective action are respective examples of potentially positive or
negative impacts. Direct effects on staffing levels or productivity, such as hiring freezes, would be
included here. Finally, the most obvious major change to be considered would be one that will likely
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: i o
have a direct effect on a fund’s finances, for example, the reporting of an ¢éxtraordinarily large -
release. o . , ‘ :

- Besides the measures listed above, another:important factor in assessing the financial
soundness of a fund is gauging the degree to which cleanups are being delayed due to fund-related
issues. One approach to getting such qualitative information is to monitor the complaints made by the
regulated community and/or cleanup contractors to the state or EPA about the cleanup delays that are
being caused by slow fund payments. There may also be other ways to obtain this information.
Obviously, the reasons for delays in fund payments may not always be financial. . For instance, the

~ delays could be caused by lack of staff to process claims. Reviewers should use complaints as a -
starting point for further analysis rather than as a financial determination of a fund’s financial
condition. ' : : - B e




Value of Measure

OSWER Directive 9650.

lllustrative Representations of Trends in
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