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Risk management

Finding fault with 
fracking

It’s no exaggeration to use the 
word ‘boom’ when it comes to the 
growth in natural gas production 

by hydraulic shale fracturing. The pro-
cess – known as ‘fracking’ – accounted 
for just 2% of US domestic natural gas 
production in 2001. This year, it ac-
counted for 30%.

In Pennsylvania, the heart of the 
Marcellus natural gas formation, the 
state’s Department of Environmental 
Protection issued four permits for gas 
wells in the formation in 2005. Last 
year, it issued 3,300.

As with other booms, the growth in 
fracking has not been without its con-
troversies. Fracking involves injecting 
water and chemicals at high pressure 
into shale rock formations to fracture 
the rock and extract natural gas. The 
process is water-intensive and can use 
toxic chemicals (the composition of 
which is often proprietary and not dis-
closed by operators).

The potential environmental risks 
have stirred up controversy – and 
methods for managing the environ-
mental liability risks arising from the 
boom may not have kept pace.

The questions that should be of in-
terest to investors are:

n Sifting through the still evolving sci-
entific understanding of this technol-
ogy, what are the ‘real’ long-term en-
vironmental liability risks associated 
with fracking?
n What kind of investigation are eq-
uity investors and lenders carrying out 
into the fracking operators in which 
they are investing or to which they are 
lending? 
n How have investors and lenders 
changed their form share purchase, 
joint venture and credit agreements to 
recognise the unique risks and uncer-
tainties associated with fracking?

Further complicating the situation, 
these questions have to be answered in 
an uncertain scientific and regulatory 
climate. A great deal is made in the 
mainstream media – encouraged by 
the  anti-fracking campaigns of envi-
ronmental organisations – that much 
remains to be understood about the 
long-term risks from the rapid expan-
sion of this practice.

In terms of the science, the US gov-
ernment is not yet of one mind on 
those possible risks. The Department 
of Energy has endorsed natural gas 
extraction using fracking, provided it 
is carried out safely. However, the En-
vironmental Protection Agency (EPA) 
is years away from making a definitive 
pronouncement as to the practice’s 
potential to imperil underground 
drinking water supplies. A review of 
the existing literature (including state 
and federal government reports) sug-
gests there a few, largely manageable 
risks in properly conducted fracking 
operations.

The regulatory climate is unsettled 
as well. There is no comprehensive 
federal regulatory regime governing 
fracking operations. Permitting frack-
ing wells and withdrawal of the water 
used in combination with proprietary 
chemicals to make the fracking injec-
tion fluid is a matter of state law. Con-
gress has largely exempted injection of 
fracking liquids for production pur-
poses from the regulatory regime that 
might otherwise apply. The EPA rec-
ognises that existing wastewater man-

agement programmes are not up to 
the job of handling fracking wastewa-
ters. This is particularly true in Penn-
sylvania, where there are not enough 
permitted deep wells to manage all the 
wastewaters produced in the state.

The unsettled state of the science 
and the law makes for an interesting 
arena in which to advise clients.

As for the diligence investors might 
make before venturing with, or lend-
ing to, fracking operators, should they 
go beyond standard inquiries into 
whether the operator holds the requi-
site permits and what government en-
forcement actions have been brought 
against them? For example, should 
investors require that operators make 
specific disclosures about the con-
struction and integrity of injection 
wells and the chemical composition 
of fracking fluids? What about waste-
water management? Would an inves-
tor want to know how the operator is 
disposing of such wastewater, so the 
investor might be able to assess that 
long-term risk?

What about operating cov-
enants in joint venture or 
credit agreements? Given 

the evolving regulatory climate, is it 
sufficient to require the operator mere-
ly complies with existing environmen-
tal protection laws? Experience shows 
that management of fracking waste-
water in conventional treatment plants 
allows pollutants to flow through to 
be deposited in the sediments of the 
receiving waters. Should an inves-
tor or lender, then, require operators 
to adopt the environmentally prefer-
able – but not legally required – step 
of only disposing of such wastewaters 
in permitted deep wells? Should an in-
vestor or lender require that an opera-
tor enroll now in a voluntary air emis-
sions control programme, even before 
such controls are legally compelled?

These are just a few of the investiga-
tion steps and contract provisions that 
occur to a practitioner in this field. 
There are many others.

We in the US know that environ-
mental liability persists. Those familiar 
with the US Superfund programme – 
which seeks to fund the clean-up of 
often longstanding pollution – know 
that wholly lawful practices from dec-
ades ago became associated with sub-
stantial present-day liability. Fracking 
investors and lenders familiar with 
that experience are, no doubt, giv-
ing careful attention to the issues this 
article raises. Decades from now, we 
will know whether they made the right 
choices. EF
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Investors are piling into a US natural gas boom built on ‘fracking’. 
But with an uncertain regulatory climate, they would be well 
advised to keep an eye on potential environmental liabilities, says 
Tom Mounteer
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Environmental groups are putting the pressure on fracking 
– will lawsuits follow?


