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We examine the impact of environmental liabilities on bank loan interest rates, credit ratings and collateral required
by lenders. Using Asset Retirement Obligation (ARO) data, hand collected from firms’ annual reports, our main
focus is on whether these obligations are relevant to banks in their lending decisions and for credit rating agencies.
AROs are environmental liabilities recognized by companies for the restoration of properties to their pre-
exploitative state, and these liabilities are often quite material. Prior research has not examined the impact of
AROs on debt markets, and industry reports suggest that AROs may have little or no impact on lenders and credit
agency decision-making. Our results indicate that credit rating agencies take AROs into account when assessing
firm risk. We also find that from a private debt market (bank loan) perspective, AROs are significant. That is, banks
account for AROs when pricing their loans. So, even though in the U.S. companies are not generally required to
separately prefund the environment liabilities associated with their AROs, they increase borrowers’ riskiness. We
also find that banks are less likely to accept assets as collateral for loans from firms with AROs, perhaps because
these assets are seen to cause banks to be viewed as owner-operators (i.e., asset control can help establish
bank’s participation in management). In short, collateral assets can trigger additional liabilities for banks upon the
default of a borrower. This result helps explain why prior studies find that banks are increasingly less likely to
provide loans to firms that have higher environmental liabilities (Chang, 2016). We also discuss related policy
considerations, such as the implications of abandoned mine land fees for hard rock mining.
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