Mining and the Vanishing Surety

Bond Market
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ver the past several vears, operators in the
mmuining and obl and gas industries have found
it increasingly difficult o fulfill financial
guirantee obligations required by governe
ment regulators with the typical mechanism of chedoe,
(i.c., surcty bonds), because of surety companies' large-
scale withdrawal from the natural resounces markets.
The assoctared financial credit crunch has prompled
mining companies to seek and post altemnmative forms of
collateral. This turn of events has had significant nega-
tive consequences for the hard rock mining, coal min-
i, and oil and gas industries, which are referred o
collectively as the “mining industry” in this anicle,

The distressed surety bond market and the corre-
sponding implications for the minng industry have e
ceived widespread attention. in July 2002, the House
Resources Subcommittee on Energy and Mineral Re-
sources held hearings (o address the perceived contrac:
tion in the surety bond market as it affects the mining
industry. Those hearings underscored the widely ac-
cepied view that changes in the surety market have vir-
mally climinated the availability of surety bonds fior the
majority of hard rock mine operators, and greatly in-
creased the bunden of obtaining a financial guarantee
for coal operations as well as for oil and gas projects.

After providing some background with respect o
use of surety bonds in the mining indusory, this amicle
discusses some causes of the current difficulties affect-
ing the surcty bond market for the mining industry, and
consequences to the mining industry, both ongoing and
potential, if the surety bond market does not improve.
The article also reviews some suggestions for alleviat-
ing the problems associated with the persistence of a
lirmivesd surety market.

Surety Bonds and Mining

The mining industry is subject 1o 2 number of ks
that rrigger financial guarantee obligations. For exam-
ple, the Department of the Interior's Bureau of Land
Management (BLM) has promulgated regulations for lo-
catable mincrals (3809 Hegulations) requiring that the
cstimated reclamation costs for even the smallest of
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mining projects be secured by a financial guaraniee.
dow, e, 43 CER. §9 3809500 1o 600; see alio 36 C.ER.
§ 22813 (scuting forth the United States Forest Ser
vice's bonding requirements), The 3809 Regulations re-
guire that mining companics guarantes the existence
of inancial resources to fund site reclimation following
mining opestions, including most explomtion, extrc-
ticn, and development activities on public lands where
the mimeral interest is owned by the United States or
wias patented afier October 21, 1976, Similary, the Sur-
face Mining Control and Reclamartion Act (SMOCRA), ap-
plicable to surface coal mining on public and private
lands, requires performance bonds to cover the estimat-
ed costs of reclamation. See 30 USICo 5§ 1201 ef seq.
Additionally, regulations implementing the Mineral Leas
ing Act, applicable to coal, oil, gas and certain other
minerals located on public lands, require lease honds,
Sew, pg 43 C.ER, § 3452 3(b) (BLM regulations under
the federal coal management program establishing a
hond requirement o secure a lease). In the case of re-
cent federal coal leases, the bonds also are required wo
cover deferred bonus amounts, which can amount 1o
many millions of dollars. Many states have enacted
statutes with respect to state and private lands that sub-
stantially parallel the bonding requirements of federal
lw. See, eg. loaHo Cope § 47-512: Nev. Kev. STar.

§ 519.210; Uran CobDE Axw, § 40-8-14.

Surety bonds typically have been the preferred
guarantee mechanism for the mining industry, and have
been used widely in the mining industry to ensure that
companies mect the required obligations associated
with reclamation of the propenty disturbed by mining
operations, Because surcty bonds allow mining compa-
mies to satisfy financial guamntes obligations withom
tying up initially the cash that will be required o per-
form reclamation after mining, the bonds provide a
means for mining companies (o free the significant
amounts of capital needed 1w develop a mining project.
As a result, the unavailability of bonding mechanisms,
such as surety bonds, can have profound implications
for the mining industry.

A surcty bond differs from a traditional insurance
policy and is more like a banking instrument than an
insurance product. Like insurance coverage, surcty coy.
crage reduces the vncertainty related to a business
deal. Unlike insurance. however, the sunety bond en-
sures the performance of a principal —the mining com-
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prany—aon behall of a third-party beneficiary, typically
the state or federal government. The surety company
writes a bond based on an assessment that a principal
will b able o perform its obligations.

The procedure for developing the amount of the fi-
nancial guaranies varies depending on the jurisdiction.
A number of apencies have used guidelines thar estab-
lish presumptive surety amounts or ceilings based on
the acreage of the project, ranging from approximately
S2000 o $5 000 per acre. The trend in recent years
has been to move away from acreage caloulations to-
wird regulintors’ estimates of what they would be re-
quired o pay to third-party contractors to perform the
reclamation. In that regand, agencics have projected
oosts basod on thind-party sources such as the FLE
Means Construction Manual and the Caterfillar Per-
Jowrmanee Hevdlook, with wide-ranging supplemental
additions for intangible considerations such as admines-
tratiom and oversight costs, Recently, the cost projection
approach has often resulted in financial guaraniee obli-
gations in the tens of millions of dollars, Surcty compa-
nies, in turn, have ivpically sei premiums based on a
pereentage of the bond amount; for example, | percent
of the bond amount per vear, which percentage has var
ied significantly depending on the financial strength of
the operator,

|

conform W the operator's reclamation plan. The partial
bomnd release provides one means of freeing some capi-
tal prior to closure and most often cormesponds with
the regrading of waste rock and the stabilization of tail-
ings facilities. The benefits of partial bond release are
often limited. however, by regulations or policies that
require a relatively large percentage of the woal finan-
cial guarantee (often 30 percent to 40 percent) to re-
mutin in place until all reclamation has been completed
successfully. See, ¢g., 43 C.ER. § 3809591 Moreover, in
practice, concurrent reclamation takes tme to imple-
ment and does not typically serve to return capital 1o g
selfhonded operator in the early phases of an opera-
tion, when capital is needed most. Additionally, signifi-
cant portions of an opcrating minc cannot be
hackfilled or regraded while operations are ongoing,
thereby constramming the funds available for release. As
a consequence, many operators have not viewed cash
honding and similar forms of financial assurance as ac-
cepiable replicements to surcty bonding.

Financial Distress in the Surety Industry

In the congressional hearings during the summer
af 2002, the president of the Surcty Association of
America (SAA), Lynn Schubert, iesti-

There are alternatives (o surety
bonds for providing roguired finan-
cial assurance, but those options an:
not feasible for most operators. For
example. most agencies allow opera-
tors to provide certificates of de-
posit, letters of credit or cash equal
1o the required dollar amount of the
financial guarantee. Given the sulx
stantial up-front cash investment re-
quired for mining propects, maany
ndustry members ek the ability wo
post a cash bond in liew of surcty.
Centificates of deposit present the
same hurdle. Letters of credit also
have not proven to be useful alter-
natives to cash, as banks reportediy
have required that mining compa-
nies provide 120 percent to 200
percent of the surcty amount as collateral. In other
wonls, o secure 3 ketter of credit for a 330 million
bnd, banks wday may demand collaweral exceeding
£36 million belore issuing the lewer of credie.

The capital used 1o fund these alernative forms of
financal assuranee can be expected 1o be unavailable
1o the operator for the durtion of the project, or at
least a subsiantial portion of the project. Regulators in
most jurisdictions are authorized 1o allow partial bond
releases for concurrent reclamation upon determining
that a portion of the disturbed land has been success-
fully backfilled, regraded. and stabilized as necessary 1o
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Surety bonds bave
been used widely in the
mining industry to
ensure that companies
meet the required
obligations associated

with reclamation.

ficd that a report released by SAA
in May 2002 provides evidence of
the potentially devastating condi-
tions Facing the surety bond indus
try. In particular, the ratio of
preminms to losses was reported at
#2.5 percent for the vear ending
2001, compared with a cormespon-
ding loss ratio of 29 percent in
1999, The 1999 loss ratio reflecred
the general profitability of the sure-
ty industry throughout the 19690s
The recent problems for the surery
industry stemmed from the conver
gence of a number of events.

SAA estified that while the ver-
rorist amacks of September 11, 20601
did not affect surery companies di-
rectly, their parent companies,
which are property and casualty insumnce companics,
were impacted enormousty. According to SAA, the sub-
sCquenl erosion in capital tnggered longer-term conser
vatism in the underwriting marker. High-profile
bankrupicies, such as those of Enron and Kman, result-
cul in substantial losses in the insurmnce industry, further
enhancing the scrutiny of transactions by underwriters,
These problems have been accompanicd by a shrinking
supply of surety companics due to mergers, bankrupt-
cies, and unilateral decisions by surcty providers o
leave the business. Acconding to one source, the avail
ahility of surety is constrained due o the presence of
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fewer surety companics than in the past. Reportedly, five
of the rwelve largest surety providers wene acquired or
exited the business between 1998 and 200

The impacts of the recent events on surcty
providers similarly have affected the reinsurance mar-
ket In order to limit financial exposure, surety compa-
nics historically have entered into agreements with
reinsurance providers. For example, a surcty company
may contractually agree to be liable for a percentage or
predetermined amount of the bond labilivy with any
additional amounts covered by the reinsurcr. If the
bomnid is forfeited, the reinsurer is typically liable for the
agreed upon dollar amount to the surety provider and
not tor the beneficiary of the hond. In the face of an in-
creased frequency of claims and losses, however, the
risk averse reinsurance industry has been less willing to
enter into such agreements. The corresponding effects
on the reinsurance market further underming the avail-
ahility of surety. The cumulative impacts of the finan-
cial distress in the surety market and the decrease in
available reinsurance have been accentuated by Cincum-
stances particularly unique © the mining indusiry.

Avaitability of Surety fo the Mining
Industry

The National Mining Association's Interim Repon
of its Surety Work Group, issued in Sepltember 2002, in-
dicates that the loss experience for mining bonds has
been no worse than that experienced generally by the
surcty industry, Monetheless, the unigue circumstances
related to the extractive industry have curtailed dramati-
cally the availability of sureties for mining companies
now as compared to the 1990s. In particular, the mining
indhustry ‘s ability o obtain fnancial guaranices is direct-
Iy affected by the duration of the surety commitment,
the downturmn in the market for minerals, recent reguls-
tory changes, and the changing surety industry.

First, in contrast to most nonmining projects, the
abligations related to mining reclamation often are of
indefinite duration and can extend for decades or
longer. Regulitors increasingly have responded to this
longterm exposure 10 risk by a wariness to release any
portion of a surety as reclamation is performed. Delay
in bond release provides further evidence o surety
companies that the duration of risk is highly uncerain,
and thus makes them less willing o provide new or in-
creased surety o the mining indusiry.

Second. the depressed metal prices of the 199(s
precipitated, among other things, a2 number of bank-
ruptcics in the hard rock mining sector of the industry.
Surety companics were called upon to forfeit bonds,
something that had rarely happened in the pasi. As a
result and as indicated above, surety companies bocame
increasingly reticent o underwrite mining operations
absent substantial amounts of collateral.

Third, and concomitantly, regulatory developments

154

have changed the playing field. The bankruptcics in the
hard rock mining sector enhanced the regulators”
scrutiny of bond amounts and resulted in widespread
increases in required financial guarantee, regandless of
the financial health of the opemtor, Additionally, agen-
cies increasingly have focused on the sufficiency of
bl amounts in the context of extremely long-term
risks, such as the potential for water treatment, with
the regulators concerned that issues may arise decades
or centurics alter mine reclamation has been complet-
ed, See, e, MosT Cooe Axs. § B2-4-338. While regula-
tors can look (o siies where long-lerm water treatment
has posed immense environmental and financial chal
lenges, the increased bond amounts are often imple-
mented regardless of actual risk projections. The
corresponding reguirements can create financial guar-
antee obligations spanning a hundred yvears or more.
Hundred-fold increases in bond amounits by stare and
federal agencies are not atypical. See Jim Carleon, Min-
irg Firms in (28, Face Crisis Over Cleannfis, Asian Wail
ST, July 24, 2002, An increase of that magnitude may
ot be affordable and contributes o a company's inabil-
ity 1o obtain sureny.

The insalvency of certain surety providers has trig-
gered funher regulatory response that, in some situa-
tions, has affected mining companics” abiliry to obtain
financial guarantee. For example, certain states have
promulgated rating requirements mandating that opera.
tors switch from surety companies that are not suffi-
ciently rated. See, eg. Utan Cone Axn. § 40:8-14; Uran
Apmix, Conk R647-4-113. The rating requitement has
had more indirect negative consequences, For instance,
the bankruptey of Frontier Insurance Company report-
edly resulved in the downgrade of the investment rating
for at least one major coal company. One particular in-
vestment service determined 1o downgrade the compa-
ny “in part because of its need w replace hundreds of
millicn of dollars of reclamation bonds written through
Frontier” See Bill Estep, NY Tnswrer’s Woes Worry Coal
Industry: Takeover of Reclamation Bond Firm
Promipts KY fo Suspend Certificate, LisasaTon HERaD
Leaner, Aug. 29, 2001 at 41

Mining companics are finding, as a result of the cir-
cumstances described abowve, that they are unable to
obtain surery even with positive balance sheets and le-
gitimate, long-term operating records. See, e, Hearing
Before the Comm. on Howpse Resources, Subcorsm. on
Energy and Mineral Resowrces, 107th Cong. (July 23,
2002 (starement of Ken P Done, DMrector of Treasury
Services, Rio Tinto Services, Inc.). BEven where surety
has remained an option, the associated conditions cur-
rently imposed, such as requiring full collateral, often
are not possible options.

Compounding the problem for some companies,
another regulatory change has been the amendment of
the federal surface mining regulations to eliminate cor-

(Continued on page 157)
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The Vanishing Surety Bond Market
(Continued from page 154)

porate guarantees by operators as an allowed method

of meeting financial guarantee obligations. This amend-

ment has precluded even the most financially healthy
of mining companies from secking that viable alterna-
tive to the surcty market.

Impiications for the Mining Industry

A recent decision by the Interior Board of Land Ap-
peals (IBLA) highlights some of the negative implica-
tions that can result from the combination of events
discussed above. In Coeur Rochester Inc., 156 IBLA 372
(June 12, 2002), IBLA reviewed a BLM determination re-
quiring a hard rock mining company to post a replace-
ment reclamation bond when the surcty provider

became financially insolvent. The facts of the case are il

lustrative of circumstances widespread throughout the
mining industry. In that case, bond coverage on the
property was maintained through a combination of
surety (25 percent) and corporate guarantee (75 per-
cent) for a total of $8,435,267. The state and federal
regulatory agencics—the Nevada Division of Environ-
mental Protection (NDEP) and the BLM field office—
sought to increase the bond amount by more than 100
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percent (to approximately $21 million) to address what
the decision characterizes as an increase in reclamation
liability associated with an update of the reclamation
plan. Initially. the revised bond amount was to be posted
within sixty days of the agencies' determination. The
agencies subsequently agreed to authorize a phased
funding of the increase, allowing the mining company
to post its obligation in incremental amounts, The min-
ing company’s surety provider was unable to increase
the bond, given that the revised amount exceeded its
underwriting limit, and sought to countersecure the ex-
cess bond amount with reinsurance. The surety compa-
ny was facing financial hardship, however, and
ultimately was declared insolvent. Those circumstances
triggered BLM to issue a notice requiring the mining
company to “immediately” post the entire sum of a re-
placement bond--an amount of more than $17 million.
IBLA ruled that the insolvency of the surety compa-
ny provided adequate grounds for BLM to seek immedi-
ate bond replacement. Morcover, the existence of
reinsurance provided no benefit to the mining company.
The decision notes thar the surety company’s insolvency
raised the possibility that the reinsurance agreement
would not be enforceable, and IBLA also emphasized
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that the terms of the relnsurmnce agreement did not give
the government the right io collect any dollars direcily
from the reinsurer. The [BLA dewermination in Coeur
Rochester provides evidence of the potential exposure
mining companies fice as a result of, among other
things, exponential bond increases and the uncertain
economic circumstances faced by the sunety industry.
The problems associated with the surety market
arc ot limdted solely to the current operators of min-
ing projects, and could have widespread cconomic and
enforcement consequences for a varicty of other com-
panics. In particular, mining propertics appeir in many
companics’ historic property portfolios. These links wo
propertics increasingly could become the focus of, al
bt generally illsuited, federal or state CERCLA-type
enforcement actions and efforts to substitute funding
mechanisms in the absence of other more productive
long-term solutions. Given the other viable solutions
o bonding issues, reliance on these potentially pro-
tracted, resource-intensive approaches w unding mine
reclamation are unwearranted.
There are signs that the linia-
tions in the current surcty bond mar-

Potential Solutions

The Department of the Interior has indtiated an inger-
agency bonding task force to evaluate the mining-relaned
issues associated with the lack of surety. The task force is
currently gathering information and has prepared a re-
port that should be available publicly in 2003, Additional-
Iy, expens from federal government, state government,
the mining industry, and the surety providers collectively
have: identificd a number of ideas o consider in resolving
the current staie of surcty bonding for the mining indus-
try. several of these considerations are dentificd below,

To provide the regulated commiuminy amd surety i
providers with greater certainty about their financial i
risks, regulators and the mining industry will need 1o
work in unison o closely evaluate and develop specific
criteria that will assunc both the opemator and surety
company of the timing for bond release. The duration of
the financial guarantee obligation also needs to be clear-

Iv defined. Most mining operadons do not warrant hun-

dredvear warer treatment obligatiens. Morcover. if such .
a roquirement is deemed noeccssary |
and is based on scientifically defensi- i

ket may prompt revisions to nagural
resource development policy that
could lead 1o additional bonding hur-
dles for the mining industry. Thaose is
sues may he driving, at least in part,
regulators” planning with respect to
long-term bond requirements, The
Office of Surface Mining (OSM) has
comtemplated promulgatng perform-
ance bond regulations to address acid
mine drainage under SMCRA. In May
2002, 05M published an Advanced
Notice of Proposed Rulemaking
CANPEM) to consider developing -
nancial assurance reguircments w ad-

The problems assoctated
with the surety
markel dre not
limited solely to

the current operafors

of mining profects.

hle risk analysis, regulators, the min-
ing industry, and the insurance
indusiry should continue to cvaluate
mechanisms other than surety that
are more appropriately suited for
guaranteeing longderm risk,

A number of expers have iden-
tificd other mechamsms as subst
tute financial guarintees o sunery
bonding. Consideration should be
given to the appropriate use of self-
bonding through corporate guaran-
Lees, subject 1w rigomus financial
review (such as that currently re-
quirecd by the State of Mevada). That

dress acid mine drainage. 67 Fed. Reg.
35,070 (May 17, 2002). The ANPRM
sought comments on, among other things, those provi
sions that would deny mine permits where acid mine
drainage cannot be avoided and where longaerm warer
treatment would be required. While the National Mining
Association (NMA) and others providing public comment
maintain that the “avoidance” provisions are iINCoONSistent
with 3MCRA, the proposal can be seen as illustrating the
influence of the surety market circumsances on nataral
resource development policy. The implications of a sure-
oy bond requirement for acid mine drainage potentially
are very significant. As NMA 5p|.1_'ui;|.l:5 im its cComments,
the inclusion of acid mine drinage liability with existing
reclimation bond requirements could result in opens-
tions shuiting down for lack of bond coverge and, given
that state bond pools are typically designed 1o cover the
costs of reclamation rather than longterm treatment
costs, the insalvency of certain of those bond pools.
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approach has worked with some
ather programs, For example, the
RCRA Subtitie C and nuclear regulatory progrims have
successfully authorized closure-related corporate guann-
tees fior vears, RCRA regulations create specific qualifica-
tion criteria that inchude the assessment of st worth in
ligghit of estimated closure costs, investment rating re-
guirements or both. See, eg, 40 CFER§ 204.143. There
appears 1o be a viable role jor self-assurance, provided
that the interested parties evaluaie the use of scli-bond-
ing subject w specific criteria that ensures adeguare -
nancial guarantees. In addition, industry and regulators
increasingly are evaluating a more expansive definition
of collateril, and are considering the potential mnovative
use of licns or the acceptance of property pledges (in-
cluding water rights, equipment, or other valuable as-
seis) in lieu of surcty bonding or cish. Given the surcty
providers” disincentive to underwmite the exceedingly
large bond amounts typical of many mining operations,
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increased flexibility regarding types of acceptable collat-
eral may provide a means of ensuring adequate financial
guarantee while reducing up-front cash requirements.

In that regard, regulators must be willing to author-
ize financial guarantee obligations incrementally. Indus-
try and insurance company representatives, among
others, have supported the development of mecha-
nisms that would allow an operator to fund its finan-
cial assurance over time in licu of an up-front payment,
One example that is being considered in some current
contexts would allow payments to be tied to an incre-
mental assessment of production. Further, regulators
should evaluate and consider approaches to accepting
a variety of different insurance policies and other finan-
cial mechanisms, including the authorization of flexible
funding mechanisms such as stock and bond invest-
ments and the greater use of revenue-generating trust
fund accounts that take advantage of the time value of
money. The financial guarantee regquirements should
be flexible, and consideration should be given to au-
thorizing different options to cover different portions
of a mining operation to both ensure adequate cover-
age and to provide affordable mechanisms. In that re-
gard, NMA has suggested that regulators may be able to
alleviate some of the burden on opcrators by accepting
guaraniees related to income-producing accounts.

In addition, it also may be prudent for the regulators
and mining industry to further develop and modify re-
liance on state and group insurance funds and trust funds
financed over time rather than traditional surety. Certain
states such as Nevada already have successfully imple-
mented emergency funding mechanisms as a means of
providing funding at abandoned sites while the surety-
forfeiture process is pending. Nev. Apsin, CoDE 5194.392,
These programs could provide the framework for more
widespread options to address financial assurance chal-
lenges. Others maintain that the industry should fund a

pool that would provide the basis for issuance of bonds
or other insurance products to address risk,

Surety providers' recent reluctance to provide
reclamation bonding in the mining industry may re-
flect their lack of established due diligence practices.
Surcty companies that become familiar with the type
of diligence and risk projections undertaken by mine
operators may sce benefits in returning to the industry
by accurately assessing risks and, correspondingly, pric-
ing bond premiums. At the same time, financial guaran-
tee requirements developed by regulators need to be
realistic and consistent. Regulators cannot expect an in-
dustry to be viable if it is subjected to what appears to
be overly conservative, speculative bond cost estimates
complete with inflated administrative costs, unrealistic
labor and equipment costs, and other illdefined contin-
gencies. Thus, more effort may need to be put into de-
veloping accurate bond estimates. The federal and
state task forces currently focusing on the problem will
likely evaluate all these options and others.

The surety challenges facing the mining industry are
symptomatic of the tension berween federal and state
policies that, on the one hand, promote economic devel-
opment including mining, and on the other hand, require
that the mining operators protect the government an-
thoritics from every conceivable financial risk. Mean-
while, the confluence of market conditions identified in
this article has prompted regulators and industry to view
financial risk in a new light. All participants in the finan-
cial guarantee process continue to seck greater certainty
in assessing risk. While the surety market is cyclical and
the future may portend greater market stabilization. the
ongoing, critical evaluation of the mining industry's
bonding obligations must be pursued and should, ar its
ideal conclusion, result in a reasonable, flexible system of
financial guarantee that ensures the environmentally re-
sponsible development of domestic resources.

The Bevill Amendment
(Continued from bage 157)
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