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I ntroduction

This paper is based on a memorandum prepared for the Fédération des Experts Comptables Européens (FEE)
that was submitted to the International Accounting Standards Committee (IASC) in February 1998. Since
then, FEE has been informed that the IASC Executive Committee will recommend to the Board that a poject
on environmental issues should be undertaken as soon as the programme of “core standards’ agreed with the
International Organization of Securities Commission (IOSCO) has been completed. Such a move would be
welcome and extremely timely, given the increasing importance attached to such issues in many countries.

In addition, the IASC has published severd new international accounting standards that are of particular
relevance to environmenta issues, in particular 1AS 36 on Impairment of assats, IAS 37 on Provisons,
contingent liabilities and contingent assets and, to a lesser extent, 1AS 38 on intangible assets.  FEE has
therefore taken the opportunity to update the memorandum submitted in February 1998, a the same time
omitting some of the areas which are of less significance from an environmenta viewpoint.
The paper deals with the impact of environmental issues under six headings:

Disclosure of environmenta costs and liabilities

Criteria for capitdising environmentd expenditure

Recognising provisions for environmenta costs

Disclosure of environmental risks and uncertainties

Impairment of assets, including damage to own property

Fines and pendties, pollution permits and emission rights

One of the first comprehensive studies in this @ea was the CICA paper “Environmental costs and liabilities :
Accounting and financid reporting issues’, published in 1993, Other rdlevant sources include a paper on
environmenta issues in financia reporting issued by the EC Accounting Advisory Forum a&d a statement of
position prepared by the UN Working Group on Internationa Standards of Accounting and Reporting
(ISAR).



1. Disclosure of environmental costs and liabilities, what these costs represent and the accounting
treatment

It was concluded that IAS 1, which deds with the disclosure of accounting policies, and 1AS 5,
which dtipulates the items to be shown in financid statements, should require the separate disclosure
of environmenta costs and liahilities where these are materia to the enterprise. This would be the
case if the effect of the information could influence the economic decisions of legitimate users of the
financial statements.  Where environmental costs are separately disclosed, the accounting policies
should state what these costs represent and the accounting treatment adopted.

Reference may dso be needed to the way in which environmenta ligbilities and impaired assets have
been treated. For enterprises operating in environmentally sendtive sectors, or holding large land
banks, the absence of a stated policy on such issues may be a cause for criticism.

There are no requirements in IAS 5 that would result in the separate disclosure of environmenta
cods or liabilities. Environmentd costs are rardly shown separately, unless they represent an
exceptional item, and there is usudly no reason to treat such costs in a different way from other
cods. The recognition of environmenta ligbilities may require greater clarity in identifying and
defining the underlying cogts, since heir timing and measurement often involves uncertainty. The
disclosure of such information, together with an agppropriate explanation, is increasingly likely to be
expected by users.

Where environmental costs are disclosed, the way in which such costs ae identified should dso be
explained, to ensure that comparisons between enterprises do not result in mideading conclusions.

In an ICAEW paper’ published in 1996, it was argued that, if an enterprise discloses environmenta
costs, the figure should not be an dlocation of total cogts but should be confined to those costs which
relate “wholly and exclusively” to preventing, reducing or reparing damage to the environment.

Whichever approach is adopted, any figure that is disclosed should be supported by a description of
the basis used.

The paper issued by the EC Accounting Advisory Forum excludes from the definition of
environmental expenditure “costs incurred as a result of fines or pendties for norn-compliance with
environmenta pollution and gmilar environmentadly related cogs” In this respect, it is more
redtrictive than the CICA paper. Clearly, costs of this nature need to be taken into account in any
assessment of environmental performance and separate disclosure would therefore be appropriate
where fines or pendlties are Sgnificant.

It will be increasingly necessary to consider the accounting treatment of environmental taxes. IAS 5
requires the disclosure of taxes on income and IAS 7, which deals with cash flow Statements,
suggests that cash flows that are not identifiable with investing or financing activities are classfied
with cash flows from operating activities. Internationa accounting standards should clarify whether
environmentd taxes should be treated as an operating cost, or included with other taxes on income or

! The IASC should establish a definition of environmental costs and liabilities. Amongst the various definitions that
have been put forward, the following offer a suitable starting point:

Environmental costs comprise the costs of step s taken or required to be taken to manage the environmenta impacts of
an enterprise’ s activity and to meet the environmental objectives of the enterprise.

Environmental liabilities are obligations relating to environmental cogsts that are incurred by an enterprise and mest the
criteriafor recognition as aliability.

2« Environmental issuesin financial reporting” ICAEW (October 1996).
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with other environmenta costs, and whether, in each case, they should be identified separately where
the amounts are significant.

Criteriafor capitalisng environmental expenditure

IAS 16 deds with the recognition and measurement of property, plant and equipment, including
additions to existing assets  Such assets may be acquired partly or mainly for environmental reasons.
In broad terms, as in the case of other items, capitaisation is appropriate if the expendture is
expected to result in future economic benefits to the enterprise.

Paragraph 24 of IAS 16 permits expenditure on an item of property, plant and equipment to be
capitdised only when it is probable that the enterprise will achieve increased future economic
benefits, i.e. in excess of the existing asset’s originaly assessed standard of performance. Paragraph
27 explains that, if the carrying amount of the item dready takes account of a loss in economic
benefits, subsequent expenditure to restore the future economic benefits expected from the asset is
capitalised.

In this area, it was concluded that, whilst 1AS 16 provides some guidance on the treatment of
environmental  expenditure, it should clarify the criteria for capitdisatiion as regards whether an
increasein expected economic benefits, rather than continued economic benefits, is required.

It needs to be clarified that, even though no increase in future economic benefits is produced, subject
to an impairment test, such expenditure would qudify for recognition as an asset. Depending on the
circumstances, expenditure to mitigate environmental damage or to avoid future closure, for example
where new laws would require an enterprise to curtail its operations, may be regarded as giving rise
to aform of future benefit. While not directly increasing the future economic benefits of an existing
item of property, plant or equipment, the expenditure may be necessary to enable the enterprise to
obtain future economic benefits from its other assets.

Where an enterprise purchases a contaminated asset and the purchase price includes an alowance for
the cost of remedia work for which the acquirer has an obligation, it could be argued that, to avoid
“double-counting”, the asset should be included at an unimpaired amount and provison made for the
remedid cods. On the other hand, IAS 22 on Business combinaions would suggest that the
acquirer’s pergpective is not relevant, in which case no provision is made and the asset should be
measured a the impaired amount. In any event, the gppropriate treatment should be clarified.

Recognition and measurement of provisionsfor environmental costs

The recognition and measurement of provisions and the disclosure of contingent lighilities are the
man aess in which environmental issues are likely to have an impact on financid reporting. For
some types of environmentd liability, it may be impossble to judge the consequences of
contamination, the costs of remedia treatment or of process licensng, or the effects of technica
change. |AS 37, which deds with provisons for lighilities, should acknowledge the difficulties in
recognisng and measuring provisons for environmenta costs, adopting a restrictive approach in
such cases may have the undesirable effect that a provision for clean up costs is not recognised when
it would be prudent to do so.

The gandard should aso provide more specific guidance to ensure that environmenta liabilities that
are contingent on an uncertain future event are recognised if it is probable that they will arise and
that, where it is not possble to estimate the amount of a liability, its nature and existence are
disclosed.

IAS 37 requires that a provison should be recognised when an enterprise has a present legd or
constructive obligation as a result of a past event which can be reliably estimated and it is probable
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(i.e. more likely than not) that an outflow of resources embodying economic benefits will be required
to sdtle the obligaion. Clean-up costs and pendties for unlawful environmentad damage are
mentioned in paragraph 19 of the standard as examples of obligations that would lead to such an
outflow of resources, regardless of the future actions of the enterprise.

Environmentd issues are likely to give rise to the following questions on which clarification will be
needed:

@

(b)

(©)

@

Whether there is a present obligation. The standard acknowledges (paragraph 15) that, in rare
cases, it is not clear whether there is a present obligation. It mentions that an enterprise should
take account of dl avalable evidence, including expert opinion, in order to resolve the issue.
Further guidance may be necessary to ensure that such expertise is gppropriate to the
circumstances and to reduce the scope for differing interpretations.

Whether a congructive obligation arises in circumgtances where there is no legal obligation.
Under IAS 37, a condructive obligaion is an obligation that derives from an enterprise’s
actions, where past practice or a published statement or policy indicates that it will accept
responsbility and the enterprise has thus created an expectation that it will discharge that

respongbility.

A podtion paper developed in February 1998 by the UN - ISAR working group introduced the
concept of an equitable obligation. This might be regarded as a form of congtructive obligation
that arises where an enterprise has an ethicd or mora duty to clean up environmenta damage
which it has little or no discretion to avoid.

In this context, it is also relevant to note that IAS 37 envisages that an obligation may be to the
public a large (paragraph 20). However, where the enterprise can avoid future environmenta
expenditure, such as by ddaying the fitting of smoke filters, paragraph 19 prohibits the
recognition of aprovision.

Whether a proposed change in the law that has yet to enacted gives rise to an obligation.
Paragraph 21 mentions that an event that does not give rise to an obligation immediately may do
0 a a later date because of changes in the law. However, paragraph 50 emphasises that the
effect of possble new legidaiion is (only) taken into condderation in measuring an existing
obligation when sufficient objective evidence exigts that the legidation is virtudly certain to be
enacted. The standard observes that, in many cases, sufficient objective evidence will not exist
until the new legidation is enacted.

Whether problems of uncertainty, either as regards the timing of cleanrup or technology
available, prevent the amount of the obligation being measured with sufficient rdiability. In
such circumstances, 1AS 37 requires a contingent liahility to be disclosed. (The reference to
religbility is an extensgon of the usuad meaning of the term ‘contingent liability’, which is a
condition that exists a the baance sheet date, where the outcome will be confirmed on the
occurrence of an uncertain future event.)

Where the effect of the time value of money is materia, such as a present obligation that will
result in cash outflows some time after the balance sheet date, the provision is discounted to
present value. This presupposes that the timing involved and the appropriate discount rate can
be determined with sufficient reliability. Uncertain timing is evidently expected to be dedt with
in the same way as difficulties in quantifying the amount, eg. by the use of expected vaue
techniques. However, this approach will inevitably be subjective.

A related uncertainty concerns the technology that will be available when the dean-up occurs.
The gandard suggests that the amount of the provision to be recognised should reflect the
reasonable expectation of technicdly qudified, objective observers, taking account of dl
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avalable evidence as to the technology that will be avalable a the time of the clean-up
(paragraph 49). However, it goes on to emphasise that the development of new technology
should nat be anticipated unless supported by sufficient objective evidence.

Where there is an obligation for which provison is made or a contingent iability that is disclosed,
the financiad statements are required to include a brief description of the nature of the item. In the
case of a provision, disclosure includes the expected timing of any expenditure, an indication of the
uncertainties involved and the amount of any expected reimbursement. In the case of a contingent
liability, the edimaed financid effect, uncertainties involved and the posshbility of any
reimbursement are only required to be disclosed where practicable.

Given that many ewironmenta ligbilities arise over a long term and are therefore difficult to
determine because of uncertainties about future legidation, the extent and timing of clean-up that
will be required and the technology avalable, a provison may not be recognised under the strict
criteria in IAS 37 even though it is probable that expenditure will be necessary. In such
circumstances, it is important that the existence of a contingent environmentd liability should at least
be disclosed.

Appendix C to IAS 37 provides some examples to illustrate how the standard applies in various
circumstances, such as cleaning up contaminated land or the adoption of preventative environmenta
measures such as the fitting of smoke filters. Admittedly, the need to fit smoke filters is a cost of
doing business in the future and, to that extent, should be matched againgt future revenue. However,
in the case of smoke filters that are not fitted by the effective date of the relevant legidation, it seems
counter-intuitive that this is treated as the absence of an obligating event and that provison is only
recognised for an obligation to pay fines or pendties. Where legidation has only recently been
introduced, estimating the amount of such pendties may be more difficult than predicting the cost of
fitting smoke filters.

In any case, an enterprise would normally wish to adopt the more positive step of recognising a
provison for fitting smoke filters, particularly if it intends to take such a messure within the
foreseegble futre. The example could therefore be considered mideading. 1t may also suggest that
the rules regarding an obligating event need to be reviewed to enable situations such as the failure to
fit smoke filters to be treeted as the obligating event.

Narrative disclosures, including environmental risks and uncertainties

With the benefit of hindsight, it might seem obvious that the IASC Framework for the preparation
and presentation of financia statements, written some 10 years ago, should draw atention to the
need for a narative discusson aout environmental risks, where these exist.  Unfortunately,
however, it does not.

In summarising the objectives of financia dtatements, the Framework refers to the notes and
supplementary schedules which “may include disclosures about the risks and uncertainties affecting
the enterprise and any resources and obligations not recognised in the balance sheet”. Depending on
the nature of the business, the Framework should mention that matters that may be relevant include
environmenta protection costs and potential  environmenta ligbilities, to the extent that materid
risks and uncertainties exis. In some indudtries, the absence of a commentary describing
management action taken to minimise the effect of such environmenta factors may be viewed with
concern by users.

One of the key underlying assumptions in preparing financid statements, identified in paragraph 23
of the Framework, is that of going concern i.e. that a business will continue in operation in the
foreseegble future. By adopting the concept of a going concern, it is assumed that the enterprise has
no foreseesble progpect of liquidation or of materidly curtailing the scade of its operations.
Circumstances in which this might be necessary may include premature closure or curtailment for
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environmenta reasons, either as the result of an unplanned discharge or other occurrence, or due to
the impact of legidation. In an extreme dtuation, noncompliance with environmental laws or
regulations may affect the continuance of an entity as a going concern.

In such circumstances, it should be borne in mind that environmentd issues are unique in that, if an
enterprise falls, it is often society as a whole, or the local population, that has to meet the cogt; in
other cases of failure, it is normally creditors, shareholders and employees who suffer.

Environmental impairment - damage to own property

Impairment is addressed briefly in IAS 16, as regards the need for a periodic review to compare the
carrying amourt of an item with its recoverable amount. IAS 16 requires that, if the recoverable
amount of an item of property, plant and equipment has falen below the carrying amount, due to
impairment, the carrying amount should be written down and the reduction should be recognised as
an expense.  Assets acquired are only recognised to the extent that the resulting carrying amount
does not exceed the totd amount recoverable from that asset and related assets. For example, a
chemicad manufacturer may have to ingtal new chemicad handling processes in order to comply with
environmental requirements. Related plant enhancements are recognised as an asset to the extent
that they are recoverable because, without them, the enterprise is unable to manufacture and sdll
chemicals.

More comprehensive guidance would be appropriate. In particular, 1AS 36, on the impairment of
assats, should address the problems of measuring impairment of assets due to environmentd factors,
the difficulties of determining the recoverable amount and the uncertainties as regards the timing
involved. Reference should dso be made to the stigma effect that environmental impairment may
have on potentia purchasers.

Whilst the generd principles of reviewing asset vaues for impairment should apply equally to assets
affected by environmental factors, this type of impairment often carries particular uncertainties
regarding estimation of the timescale and recoverable amount. Paragraph 9 of 1AS 36 lists a number
of indications of possible impairment. These include significant changes with an adverse effect on
the enterprise that have taken place during the period or will take place in the near future, in the
technological, market, economic or legal environment in which the enterprise operates or in the
market to which an asset is dedicated. Although the list is described as being “not exhaustive’,
environmental factors, both internal and externd to the enterprise, such as contaminated land, should
be mentioned as a posshble indicaior of imparment. [AS 36 does not specificaly address the
problems involved in measuring the related impact of such environmental factors on asset values.

Guidance in this area should be developed.

IAS 36 dso ataches little importance to the relevance of management intent in determining the
appropriate accounting treatment. A bias againgt such factorsis difficult to judtify in the case of
environmenta impairment, where an enterprise’ s plans for repair or abandonment are a key
consideration. A board decision to become more environmentaly friendly, with the regular
publication of an enterprise’s policy, targets and achievements, is likely to lower the threshold a
which an asset would be considered to be impaired.

Measurement of an environmentally impaired asset may be affected by:

(@ ddayed disposa of the asset, due to the need to ded with contamination, resulting in clean up
costs and increased interest charges,

(b) uncertainties due to the posshility of improvement in related technology or changes in
legidation; and
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(c) risks arising from the stigma effect, including migration risk to adjacent sites, deterring potential
purchasers and resulting in a more restricted market.

Stigma is an aspect of asset contamination arising from various factors ranging from possible public
ligbility and additiona hedth hazards to fear of the unknown. It might be regarded as the extent to
which diminution in value of an asset attributable to the existence of contamination exceeds the costs
attributable to: remediaion of the asse, the prevention of future contamination, any known penaties
or cvil ligbilities, insurance and future monitoring. Paragraph 78 of IAS 36 mentions that the
recoverable amount of a cash-generating unit is sometimes determined after consideration of assets
that are not part of the cashgenerating unit but the standard does not extend this approach to the
impact of contaminated land. Whilgt the stigma effect might be recognised in practice by gpplying a
further discount to the value of an asset after dlowing for dl expected remediation cods, the
standard should refer to this problem. Where the effect cannot be measured reliably, eg. where
there have been no disposds of comparable contaminated dtes, adequate disclosure should
nevertheless be made.

Other issues, such as concepts of materiality in the case of fines and penalties, and whether
pollution permits and emission rights might qualify asintangible assets

Two other topics that may need particular atention in relation to environmentd issues are the
treatment of:

@ Fines and pendities, and
(b) Pallution permits and emission rights

Earlier in this paper, it was suggested that separate disclosure would be appropriate where fines or
pendties are dgnificant. An item of a relativedly smal amount tiat may not be materid in itsdf may
be ggnificant in its impact on a company’s reputation and public image.  As the IASC Framework
notes, in some cases, the nature of information aone is sufficient to determine its relevance. The
nature of an item is governed by such factors as the events giving rise to it, its sengtivity, normality
and potential consequences.  Environmental fines or pendties may need particular emphasis in this
respect. A low level of environmental expenditure may be materia if the context would lead the
user to expect the item to be a substantially grester amount.

In October 1998, the IASC published IAS 38 on intangible assets, setting a 20 year ceiling on the
amortisation of goodwill and other intangible assets.  Unfortunately, t did not clarify whether such
items as pollution permits and emisson rights, that are sometimes used in the environmental ares,
would qualify for recognition as intangible assets. Such assats, would appear to meet the criteria for
recognition, in that tey are likely to result in future economic benefits to the enterprise, which
would otherwise be unable to operate, and have a cost that can be measured reliably.

Whilst IAS 38 generdly avoids giving examples of intangible assats, paragraph 108 lists dasses of
asets for disclosure purposes, such as brand names, publishing titles, licences and franchises;
intangible assats relaing to the environment would presumably be treated as a separate class. |IAS
38 does not gpply to financid assets (defined as those which give rise to both a financid asset of one
enterprise and a financia liability or equity instrument of ancther enterprise) but pollution permits
and emission rights would not appear to be excluded on these grounds. It would be helpful to clarify
this point.
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