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What Are Environmental Reports? Essential Insights into Environmental
Assessments

Description

Following last week’s discussion of Appraisal Reports and Valuations, we inevitably had many people
asking about environmental reports.

Environmental Phase 1 and Phase 2 reports are-crucial components of due diligence in commercial
property transactions, particularly when it,comes'to mortgage financing. They help assess and manage
environmental risks associated with’a property. Here’s a detailed look at their purposes and how they
impact commercial property mortgage transactions:

Environmental Phase 1 Report
Purpose:
Identify Potential Environmental Contaminations:

o The Phase 1 Environmental Site Assessment (ESA) is designed to identify potential or
existing environmental contamination risks associated with a property. This includes
checking for hazardous substances or pollutants that could affect the property’s value or
pose liability issues.

Historical and Current Use Analysis:

o The Phase 1 report examines the historical and current uses of the property and
surrounding areas to identify any activities that might have led to contamination. This
includes reviewing records, past ownership, and site operations.

Regulatory Compliance:
o It ensures that the property complies with environmental regulations and standards. Non-

compliance could lead to legal issues and financial liabilities for the property owner or
lender.
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Process:

e Site Inspection: A visual inspection of the property and adjacent areas to look for signs of
contamination or environmental hazards.

o Historical Research: Review of historical records, including previous property uses,
environmental permits, and past incidents.

¢ Interviews: Discussions with current and past property owners, managers, and tenants to gather
information on past activities and potential issues.

e Records Review: Examination of regulatory records, environmental databases, and other public
records to assess potential contamination risks.

Impact on Mortgage Transactions:

e Risk Assessment: Lenders use the Phase 1 report to assess environmental risks and decide
whether to proceed with the loan. Identifying potential issues early can influence loan approval
and terms.

o Mitigation Requirements: If potential issues are identified, the lender might require additional
investigation (Phase 2 ESA) or remediation measures before proceeding with the loan.

Environmental Phase 2 Report
Purpose:
Confirm and Quantify Contamination:
o The Phase 2 Environmental-Site Assessment is conducted if the Phase 1 report identifies
potential environmental risks. It involves detailed testing and analysis to confirm the
presence and extent of contamination.

Detailed Investigation:

o The Phase 2 report focuses on sampling and testing soil, groundwater, and other
environmental media to determine the nature and concentration of contaminants.

Determine Remediation Needs:

o It helps assess the necessary remediation actions and costs associated with addressing
environmental issues. This information is critical for evaluating the financial implications of
contamination.

Process:

¢ Sampling and Analysis: Collection of soil, water, and air samples from the site for laboratory
analysis to detect contamination levels.

o Site Testing: Detailed testing of the property to pinpoint contamination sources and assess the
spread of pollutants.

e Risk Assessment: Evaluation of the contamination’s impact on human health, property value,
and regulatory compliance.

Impact on Mortgage Transactions:

e Loan Approval and Terms: The findings from the Phase 2 report can significantly affect loan
approval and terms. Severe contamination may lead to a refusal to finance or require higher
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interest rates and more stringent loan conditions.

¢ Remediation Requirements: If contamination is confirmed, the lender may require the borrower
to remediate the site before closing the loan. The costs and plans for remediation can affect the
financial viability of the property and the borrower’s ability to secure financing.

General Considerations

Liability and Risk Management:

e Legal and Financial Liability: Both Phase 1 and Phase 2 reports help manage legal and
financial liabilities related to environmental contamination. They provide a basis for addressing
potential issues and protecting both the lender and borrower.

e Insurance and Indemnification: Lenders might require environmental insurance or
indemnification provisions to cover potential risks and remediation costs.

Compliance and Due Diligence:

e Regulatory Compliance: Ensuring the property complies with environmental regulations is
crucial for avoiding legal and financial repercussions.

e Due Diligence: Conducting Phase 1 and, if necessary, Phase 2 assessments is part of thorough
due diligence. It helps in making informed decisions about property investments and financing.

Conclusion

Environmental Phase 1 and Phase 2 reports\are ‘integral to the due diligence process in commercial
property mortgage transactions. The, Phase 1 report helps identify potential environmental risks and
historical issues, while the Phase 2 report provides detailed analysis and confirmation of contamination.

Together, they help lenders and borrowers manage environmental risks, comply with regulations, and
make informed decisions regarding financing and property investment.

These reports can contribute significant cost to the mortgage transaction, so check to see if the reports
will be required for your application. Reports are generally good for up to one year, so if you've had a
report composed recently, it may be able to be reused.
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