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Executive Sunmmary

The followi ng report consists of two chapters. The first chapter is an
interimstatenent of best practice guidance for accounting and reporting for
environnental costs and liabilities. 1t is synthesized froma background paper
"Accounting and reporting for environnmental liabilities and costs within the
exi sting financial reporting framework”, which reviews positions taken by
nunerous national standard-setting and other organizations. The purpose of this
interimstatenent of best practice guidance is to provide assistance to
enterprises, regulators and standard-setting bodies in determning what is
consi dered best practice in accounting for environmental transactions and events
in the financial statements and associated notes. At its 13th session, the
I ntergovernnental Working Goup of Experts on International Standards of
Accounting and Reporting decided that it was inportant to create guidelines
and/ or devel op a basic framework for environnental accounting. Wthout the
prompt devel opment of this framework as guidance to nmenber States, the latter
woul d subsequently find thenselves in the position of having to reconcile their
i ndependent standards and procedures with those of other nenber States.

*/ The UNCTAD Secretariat gratefully acknow edges the assistance of David
Moore of the Canadian Institute of Chartered Accountants (CICA) Toronto, Canada,
and Roger Adams of the Association of Chartered Certified Accountants (ACCA),
London, United Kingdom in preparing this report. The secretariat would also |ike
to thank the nmany other experts who conmented in witing and during consultations
during the comment period, 1 July-31 Cctober 1997.
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The second chapter attenpts to go beyond the conventional accounting node
and identify key environnental performance indicators (EPIs) and exam ne their
relation to financial performance. It reviews best practices used to neasure and
conmuni cate environnmental performance (i.e., EPIs) and how such environnmenta
data are increasingly being used by the financial comunity to nake investnent
decisions. It concludes by meking reconmendations for inprovenents in EPIs if
environnental performance is to be reported in a coherent and useful manner. The
second chapter is based on the |onger background paper, "Linking environnenta
and financial performance: a survey of best practice techniques”.
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. INTERI M STATEMENT OF BEST PRACTI CE GUI DANCE FOR
ENVI RONVENTAL FI NANCI AL ACCOUNTI NG AND REPORTI NG
A. Purpose and focus of the interim statenent
1. Since the late 1980s, | SAR has given extensive attention to issues relating
to environnental accounting, and has undertaken a nunmber of surveys at the
national as well as at the enterprise level. In 1991, it reached agreement on a

nunber of itens that it felt could be considered by the board of directors for
disclosure in its report or nanagenent discussion, in order to deal with rel evant
environnental issues. In 1995, its thirteenth session was devoted exclusively to
t he subject of environnental accounting. During that session, the Internationa
St andards of Accounting and Reporting (I SAR) noted that, although considerable
research was already under way, a significant effort was still required to study
and eval uate the information being produced, so as to identify the npst
appropriate gui dance that should be given to governnents and other interested
parties. It concluded that providing such guidance was inportant. Wthout its
pronpt devel opnment, |1SAR felt that differences would arise, and member States
woul d subsequently find thenselves in the position of having to reconcile their

i ndependent standards and procedures with those of other nenber States.

2. The purpose of this Interim Statenent of Best Practice Guidance for

Fi nanci al Accounting and Reporting is to provide assistance to enterprises,

regul ators and standard-setting bodi es on what is considered best practice in
accounting for environnental transactions and events in the financial statenents
and associ ated notes. The sections on neasurenment and presentation are based on a
synthesi s of positions devel oped, or being devel oped, by standard-setting and

ot her organizations, and includes extracts taken from sonme of the related
docunents. The section on disclosure is nore extensive than that included in the
docunents referred to, and includes sone of the disclosures previously proposed
by | SAR.

3. In some respects, the Interim Statenment may go beyond the position

devel oped, or being devel oped, by standard-setting and other organi zations. For
exanple, it considers an equitable obligation to be a type of constructive
obl i gati on which should therefore be recogni zed as an environnental liability,
and advocates disclosure of the extent of any environnmental danmage to the
enterprise’'s own property.

4. | SAR recogni zes that a number of these issues are under consideration by
the International Accounting Standards Conmmittee (1 ASC). This interim statenment
attenpts to bring together in one place nost of the issues which have been raised
in corporate accounting and reporting of environnental inpacts. It is unlikely
that the 1ASC will issue such a conprehensive statenent in the near future. It is
nore likely that it will incorporate environmental issues in each of its

i ndi vi dual standards, as appropriate. This approach could take a nunber of
years. Any position in this Interim Statenment of Best Practice Cuidance that is
different fromthe standard eventually pronul gated by the | ASC should therefore
be reconciled to that standard when issued. For this reason, this docunent is
referred to as an interim statenent.

5. The focus of this Interim Statement is on the accountability of the
managenment of an enterprise for the financial inplications of managing the
environnental resources entrusted to it.
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6. The stated objective of financial statenents as contained in the

"Obj ectives of Financial Statenents"” issued by |ISAR (1989) is to provide

i nformati on about the financial position of an enterprise, which is useful to a
wi de range of users in making decisions and is necessary for the accountability
of managenent for resources entrusted to it. The environnent is a resource that
is significant to many enterprises, and it nust be managed efficiently for the
benefit of both the enterprise and society.

B. Need to Account for Environmental Costs and Liabilities

7. | ssues associated with accounting for the environment have becone
increasingly relevant to enterprises (whether they be businesses, non-profit
organi zati ons or governnent enterprises, such as nunicipalities and crown
corporations) as the pollution of the environment has become a nore prom nent
econom c, social and political problemthroughout the world. Steps are being
taken at the national and international level to protect the environnent and to
reduce, prevent and mitigate the effects of pollution. As a consequence,
enterprises are now expected, or even required, to disclose information about
their environnmental policies, environnental objectives, and progranmes
undertaken, and the expenditures incurred in pursuit of these policies,

obj ectives and programmes, and to disclose and provide for environmental risks.

8. How an enterprise’s environnental performance affects its financial health
and how financial information relating to such performnce can be used to assess
environnental risk, and the nanagenent of such risk, are often matters of concern
to investors and their advisers. Creditors have sim|ar needs, but an added
factor is the possibility of having to take on the responsibility for rectifying
envi ronnent al damage should a debtor default on a loan for which it has pl edged

| and as security; the anpunt involved may be significantly greater than that of
the original |Ioan. Owmers and sharehol ders are particularly interested because of
the potential inpact environnmental costs nay have on the financial return on
their investnent in the enterprise.

C. Scope
9. This Interim Statenent deals with accounting for environnmental costs and
liabilities arising fromaccounting transactions and events that would affect, or
will likely affect, the financial position and results of an enterprise and, as

such, should be reported in an enterprise’s financial statements. The recognition
and nmeasurenent of costs or events that are not absorbed by the enterprise are
not covered. Exanples of such costs (often referred to as "external costs") can
i nclude those relating to the negative inpacts of air pollution and water
pollution on the environnent.

D. Definitions

10. The following terns are used in this Interim Statenment with the neanings
speci fi ed:

The environment conprises our natural physical surroundi ngs and
includes air, water, land, flora, fauna and non-renewabl e resources,
such as fossil fuels and ninerals.

An asset is a resource controlled by an enterprise as a result of past
events and from which future econonic benefits are expected to flow to the
enterprise.
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Aliability is a present obligation of the enterprise arising from
past events, the settlenent of which is expected to result in an
outflow fromthe enterprise of resources enbodyi ng econom ¢ benefits.

A contingent liability is a potential obligation arising from past
events that exists at the bal ance sheet date, but whose outcome wll
be confirnmed only on the occurrence or non-occurrence of one or nore
uncertain future events that are outside the control of the
enterprise.

Envi ronnmental costs conprise the costs of steps taken, or required to
be taken, to manage the environnental inpacts of an enterprise’s
activity in an environnmental ly responsi ble manner, as well as other
costs driven by the environmental objectives and requirements of the
enterprise.’

Envi ronnental assets are environnental costs that are capitalized and
anortized over the current and future periods because they satisfy
the criteria for recognition as an asset.

Environnmental liabilities are obligations relating to environnental
costs that are incurred by an enterprise and that nmeet the criteria
for recognition as a liability. Wien the amount or timng of the
expenditure that will be incurred to settle the liability is
uncertain, "environnental liabilities" are referred to in some
countries as "provisions for environnmental liabilities"

To capitalize is to record an environmental cost as an integral part
of a related asset, or as a separate asset, as appropriate

An obligation is a duty or responsibility to others that entails
settlenent, by future transfer or use of assets, provision of
services or other yielding of economic benefits, at a specified or
determ nabl e date, on occurrence of a specified event, or on denmand.
A legal obligation is a statutory, regulatory or contractually based
obligation. A constructive obligation is one that can be created,
inferred or construed fromthe facts in a particular situation, in
that it |leaves the enterprise with little or no discretion to avoid
meeting the obligation, rather than being legally based.? An
equitable obligation is a type of a constructive obligation that is
based on ethical or noral considerations.

! Exanpl es include costs of disposal and avoi dance of waste, preserving or
improving air quality, cleaning up oil spills, renoving asbestos from
bui | di ngs, researching for nore environnentally friendly products, carrying
out environnental audits and inspections, etc. Fines, penalties and
conmpensati on woul d be regarded as environnmentally related costs, and woul d not
be included in this definition of environmental costs, but would be disclosed
separately.

2 For exanple, there may not be any |legal obligation for an enterprise to clean
up an oil spill in a particular jurisdiction, but the enterprise s reputation
and its future ability to operate in that jurisdiction, nmay be significantly
at risk if it fails to do so
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11. Accounting for environnmental costs and liabilities is covered by various
basi ¢ concepts of accounting that have evolved. O particular relevance are the
definitions of "liabilities" and "assets". Additional disclosures may, however,

be necessary or desirable to fully reflect various environnental inpacts arising
fromthe activities of a particular enterprise or industry.

E. Recognition of Environnmental Costs

12. Envi ronnmental costs should be charged to inconme in the period in which they
are identified, unless the criteria for recognition as an asset have been net, in
whi ch case they should be capitalized and anortized to the incone statenent over
the current and appropriate future periods.

13. I ssues relating to environmental costs centre on the period or periods in
whi ch costs should be charged to the income statenent.

14. In some cases, an environnental cost nay relate to damage that has taken
place in a prior period. Exanples include environmental danage to property that
occurred prior to acquisition, an accident or other activities in a prior period
that now require clean up, clean up of property disposed of in a prior period,
and costs of disposing or treating hazardous waste created in a prior period.
Accounting standards, however, generally preclude environnmental costs being
treated as a prior period adjustnment unless there is a change in accounting
policy or unless there was a fundanental error. The exanples referred to above
woul d, therefore, generally not qualify.

15. Envi ronnental costs should be capitalized if they relate, directly or
indirectly, to future econonic benefits that will flow to the enterprise through
(a) i ncreasing the capacity, or inproving the safety or efficiency

of other assets owned by the enterprise;

(b) reduci ng or preventing environnmental contanmination likely to
occur as a result of future operations; or

(c) conserving the environnent.

16. The definition of an asset indicates that where a cost incurred by an
enterprise will result in future econom c benefits, it would be capitalized and
charged to income over the period in which those benefits are expected to be
realized. Environnental costs that conply with such a criterion would, therefore,
be capitalized. Capitalization is also considered appropriate when environnenta
costs are incurred for safety or environnmental reasons, or where they reduce or
prevent potential contani nation, or conserve the environment for the future.
VWile they may not directly increase econom c benefits, incurring such costs may
be necessary if the enterprise is to obtain, or continue to obtain, future
econom ¢ benefits fromits other assets.

17. Many environmental costs do not result in a future benefit, or are not
sufficiently closely related to future benefits to enable themto be capitalized.
Exanpl es woul d include treatnment of waste products, clean up costs relating to
current operating activities, clean up of dammge incurred in a prior period,
ongoi ng environnental adninistration, and environnental audits. Fines and
penal ti es for non-conpliance with environmental regul ations, and conpensation to
third parties for environnmental damage are regarded as environnentally rel ated
costs, and are also instances of costs incurred that do not result in future
benefits. Such costs would therefore be charged to the inconme statenent

i medi ately.
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18. VWhen an environnmental cost that is recognized as an asset is related to
anot her asset, it should be included as an integral part of that asset, and not
recogni zed separately.

19. In nbost instances, environmental costs that are capitalized are related to
another capital asset. There is no specific or separate future benefit that
results fromincurring the environnental costs thenselves. The future benefit of
such costs lies in another productive asset that is used in the enterprise’s
operations. For exanple, the renpval of asbestos froma building does not in
itself result in a future economc or environmental benefit. It is the building
that receives the benefit. It would therefore be inappropriate to recogni ze such
asbestos renoval as a separate asset. A piece of machinery that renoves pollution
fromthe water or atnosphere, on the other hand, could have a specific or
separate future benefit and could, therefore, be recognized separately.

20. VWhen an environnmental cost is capitalized and included as an integral part
of another asset, the conbined asset should be tested for inpairment and, where
appropriate, witten down to its recoverabl e amunt.

21. The integration of capitalized environnental costs with the rel ated asset
could, in sonme instances, result in the conbi ned asset being recorded above
recover abl e anount. Consequently, the conbi ned asset should be tested for
inmpairment. Simlarly, capitalized environnmental costs recognized as a separate
asset should also be tested for inpairnent.® Wilst the recognition and

measur ement of environnmental inpairnment involves the sane principles as other
forms of inpairment, the uncertainties may be greater. In particular, the
"stigma" effect of environmental pollution on the value of neighbouring
properties has to be considered.

F. Recognition of Environnmental Liabilities

22. An environnmental liability should be recognized when there is an obligation
on the part of the enterprise to incur an environnental cost.

23. An obligation does not have to be legally enforceable for an environnenta
liability to be recognized. There may be cases where an enterprise has a
constructive obligation, either in the absence of a |egal obligation or that
expands on the | egal obligation. For exanple, it may be the enterprise’'s
established policy to clean up contanmination to a higher standard than that
required by law, and its business reputation would be affected if it did not live
up to this conmmitnent. An enterprise may also intend to incur an environmenta
cost because it is the right and proper thing to do (generally referred to as an
equitable obligation). For an environnental liability to be recognized in such
situations, however, there has be a conmtnent on the part of nmanagement of an
enterprise to incur the related environnental costs (for exanple, a board
decision recorded in mnutes that are publicly available, or comruni cated by way
of a public announcenent). At the sane tinme, an enterprise should not be
precluded fromrecogni zing an environnental liability sinply because its
management, at a |ater date, may not be able to neet the commtnent. If this
eventual ity does occur, there should be disclosure of that fact in the notes to
the financial statenents, together with the reason why the enterprise’s
management is unable to neet the comm tnent.

3 1| ASC, "Proposed International Accounting Standards on |npairnent of
Assets", May 1997
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24. In rare situations, it my not be possible to estimate, in whole or in
part, the anount of an environnmental liability. This does not exenpt an
enterprise fromdisclosing the fact that there is an environnmental liability. 1In

such a situation, the fact that no estinmate can be nmade, together with the reason
therefor, should be disclosed in the notes to the financial statenents.

25. When environmental damage relates to the enterprise’s own property, or is
caused by the enterprise’ s operations and activities to other property for which
there is no obligation on the enterprise’s part to rectify, the extent of the
damage shoul d be disclosed in the notes to the financial statements. If there is
a reasonable possibility that such damage may have to be rectified in sone future
peri od, consideration should be given to disclosing a contingent liability.

26. Al t hough there may not be an obligation at the bal ance sheet date for an
enterprise to rectify environnental damage, the situation may change in future
peri ods, for exanple, due to new |legislation or due to a decision by the
enterprise to dispose of its property, in which case there will then be an
obligation. In any event, owners and shareholders are entitled to know the extent
to which there is environnental danage to the enterprise’s own property, as wel
as to the property of others.

27. Costs relating to site restoration or the closure or renoval of |ong-lived
assets which the enterprise is under an obligation to incur should be recogni zed
in full as an environnental liability at the tinme of identifying the need to

undertake the renmedial action relating to such site restoration, closure or
removal .

28. Since the obligation relating to future site restoration or closure or
renoval of long-lived assets arises when the rel ated danage to the environnment
originally takes place, an environmental |iability would be recognized at that

time, and not deferred until the activity is conpleted or the site is closed.

29. Future site restoration costs that relate to danmage incurred in prior
periods to prepare an asset or activity for operation, and that are accrued in
total at the time the related damage is incurred, should be capitalized.

30. In many situations, environnental danage has to be incurred before an
enterprise can commence a particular activity and al so throughout the life of
that activity. For exanple, mning operations could not be commenced without

rel ated excavati on work being undertaken. Enterprises are frequently required to
undertake site restoration once the activity has been conpl eted. Such restoration
costs woul d be accrued in total when the environnmental danmage to which they
relate is incurred (see paragraphs 27 and 28). The anpunt would al so be
capitalized and anortized to the inconme statenment over the life of the activity.

G Recognition of Recoveries

31. An expected recovery froma third party should not be netted agai nst the
environnental liability, but should be separately recorded as an asset, unless
there is a legal right of set off. Were the amobunt is netted because there is a
| egal right of set off, the gross ampunts of both the environnental liability and
the recovery shoul d be discl osed.

32. In nost cases, an enterprise will remain primarily liable for the whol e of
the environnental liability in question such that, if the third party fails to
pay for any reason, the entity would have to nmeet the full cost. If the
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enterprise is not responsible for the third party’s portion should it default,
only the enterprise’ s portion would be recorded as an environnental liability.

33. Expected proceeds fromthe sale of related property and sal vage proceeds
shoul d not be netted against an environmental liability.

34. For an asset with limted |ife, salvage and residual values are normally
taken into consideration in arriving at the anpunt to be anortized. It would be
doubl e counting to reduce an environnental liability by such anopunts.

H. Measurenent of Environnental Liabilities

35. When there is difficulty in estimating an environmental liability, the best
possi bl e estimate should be provided. Details on how the estimte was arrived at
shoul d be disclosed in the notes to the financial statements. In those rare
situations where no estimate can be provided, this fact and the reasons therefor
shoul d be disclosed in the notes to the financial statenents.

36. In sonme situations, an estimate of an environmental liability may be
difficult to determ ne because of the uncertainty about a nunmber of factors. Such
factors include the extent and type of hazardous substances at a site, the range
of technol ogi es that can be used, and evol ving standards as to what constitutes
accept abl e renmedi ati on. Even though it may not be practical to estinmate the
actual liability, it will often be possible to estimate a "range of loss". In
such an instance, the best estimate within the range should be provided. Were it
is not possible to arrive at a "best estimate", at |east the mninmmestimte
shoul d be recognized. It would be a rare situati on when no estimte can be nade.
In such a case, note disclosure should be provided.

Preferred Treat nent

37. An environnmental liability relating to future site restoration or closure
and renoval of long-lived assets should be neasured at the present value of the
estimated future expenditures that will be needed, based on a determ nation of
the current cost of performng the required activities and existing | egal and
ot her requirements. The fact that this nethod has been used shoul d be disclosed.

Acceptable Alternative Treatnment

38. An environnmental liability relating to future site restoration or closure
and renoval of long-lived assets should be neasured at the estimted cost of
performng the required activities in the current period. The fact that this
met hod has been used shoul d be discl osed.

39. A nunber of approaches have been proposed for neasuring liabilities
relating to future site restoration, or closure and renoval, costs and for other
situations where expenditures relating to the settlenment of the liability are not
expected to be incurred for a considerable period of tinme. They include the
fol I owi ng:

(a) the "present val ue" approach;

(b) the "current cost" approach

(c) providing for the anticipated expenditures over the life of the

rel ated operations.

Both the present val ue approach and the current cost approach require the
deternmination of the estimated cost to performthe site restoration, closure or
renoval activities in the current period based on existing conditions and | ega
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requirements (the current cost estimate). Under the current cost approach, this
amount woul d be reflected as the environnental liability. Under the present

val ue approach, however, the neasurenent of the environmental liability would be
based on the present value of the estimated future cash outflows required to
satisfy the obligations. Providing for the anticipated expenditures over the life
of the related operations woul d be based on an estimate of the cash outflows that
woul d eventually be required, rather than the ampunt that would currently be
required.

40. The present val ue approach requires additional information about the tine
val ue of nmoney and the factors that nmay affect the timng and amount of the
estimated cash flows required to satisfy the obligations. Those latter itens
attenpt to estinate the outcone of future events and, consequently, increase the
| evel of uncertainty about that approach. As a result, sonme believe that the
reliability of the present val ue approach is not sufficient to require
recognition of a liability in the financial statements. They believe that the
current cost approach is inherently nore reliable than the present val ue approach
because of the absence of uncertainties about future events. O hers believe,
however, that the decision useful ness of the current cost approach decreases wth
increases in the length of tine between the initial recognition of the liability
and its eventual settlenent, and that the relevance of the present val ue approach
out wei ghs the perceived reliability of the current cost approach. While | SAR
consi ders both approaches to be acceptable, it expresses a preference for the
present val ue approach. Wth respect to environnmental liabilities that will be
settled in the near-term however, the current cost approach would normally be
used.

41. In measuring an environnental liability based on the present val ue
approach, the discount rate used to neasure present value would be a risk-free
rate, such as that used for a governnent security that has a simlar term
Advances in technol ogies that are expected to take place in the near termwould
be taken into consideration, but those of a |onger-term nature would not be

consi dered. Expected inflation that will affect the costs to be incurred would

al so be taken into consideration. Further, the ampbunt of the environnenta
liability would be reviewed each year, and adjusted for any changes made in the
assunptions used in arriving at the estimated future expenditures. Measurenent of
a new or additional obligation will be based on factors relevant to the period in
whi ch that obligation arises.

42. | SAR does not support the approach of providing for the anticipated
expenditures over the life of the related operations, since it is inconsistent
with the requirement to recognize an environnmental liability when there is an

obligation on the part of an enterprise to incur an environnental cost, as set
out in paragraph 22

I. Disclosure?
43. Di scl osure of information relating to environnmental costs and liabilities

is inmportant for the purpose of clarifying or providing further explanation of
the itenms included in the bal ance sheet or the incone statenent. Such discl osures

* 1 SAR acknow edges that the disclosure proposed goes beyond that advocated

by standard setting organi zations. On the other hand, mnimal disclosure is
currently being provided by npst enterprises.
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can either be included in those financial statements, in the notes to the
financial statenments or, in certain cases, in a section of the report outside the
financial statenents thenselves. In deciding on whether an item of information,

or an aggregate of such itens, should be disclosed, consideration should be given
as to whether the itemis material. In determining materiality, consideration
woul d be given not only to the significance of the anmount, but also to the

signi ficance of the nature of the item The costs of providing the information
should bear a reasonable relationship to the benefits derived therefrom It is
al so necessary to take into account the need of the enterprise to maintain

busi ness confidentiality in sensitive areas, so as not to jeopardize its
conpetitive position or its ability to continue its operations.

Envi ronnmental costs

44. The types of itens that an enterprise has identified as environmental costs
shoul d be di scl osed.

45. Environnental costs arise in a nunber of ways, and the costs incurred wll
often inprove the operational efficiency of the enterprise, as well as its
environnental efficiency. What is included as an environmental cost will require

judgment. Some enterprises may choose to include only those costs that are

"whol Iy and exclusively" attributable to environnmental neasures. O hers may
choose to nmake an arbitrary allocation when a cost is only partly environnental.
Di scl osure of what has been included as an environnental cost should, therefore,
be provided.

46. The amount of environnental costs charged to incone, distinguished between
operating and nonoperating costs and anal ysed in a nanner appropriate to the
nature and size of the business and/or the types of environmental issues relevant
to the enterprise, and the anmount of environmental costs capitalized during the
period, should be disclosed in the notes to the financial statenents.

47. The types of itens identified could include, but would not necessarily be
restricted to: liquid effluent treatnent; waste, gas and air treatment; solid
waste treatnent; site restoration; renediation; recycling; and analysis, contro
and conpli ance.

48. Environmental ly related costs incurred as a result of fines and penalties
for non-conpliance with environnental regulations and conpensation to third
parties as a result of loss or injury caused by past environnental pollution and
damage shoul d be separately discl osed.

49. Fi nes, penalties and conpensation are different from other types of
envi ronnental costs in that they provide no benefit or return to the enterprise.
Separate disclosure is therefore appropriate.

50. An environnental cost recorded as an extraordi nary item should be
separately disclosed.

Environnmental Liabilities

51. Environnmental liabilities should be separately disclosed either in the
bal ance sheet or in the notes to the financial statenents.
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52. The basis used to nmeasure environnental liabilities (the present value
approach, or the current cost approach) should be discl osed.

53. For each material class of liabilities, the follow ng should be disclosed:
a. a brief description of the nature of the liabilities;
b. a general indication of the timng and terns of their settlenent.

When there is significant uncertainty over the ampunts of the liabilities, or the
timng of settlenent, this fact should be disclosed.

54. Any significant neasurenent uncertainties relating to a recognized
environnental liability and the range of possible outcones should be disclosed.
55. Where the present val ue approach has been used as the basis of nmeasurement,

consi deration would be given to disclosing all assunptions critical to estimating
the future cash outflows and the liability recognized in the financia
statenents, including:

(a) the current cost estinmate of settling the liability;

(b) the estimated long-termrate of inflation used in conputing the

liability;
(c) the estimted future cost of settlenent;
(d) the di scount rate(s).

56. The disclosure called for in paragraphs 51 to 55 will assist users of the
information in their assessnment of the nature, timng and an enterprise’s
commtrent of its future financial resources.

Accounting policies

57. Any accounting policies that specifically relate to environnmenta
liabilities and costs should be discl osed.

Gener a

58. The nature of environnental liabilities and costs recognized in the
financial statements should be disclosed, including, inter alia, a brief
description of any environnental damage, any |laws or regulations that require its
remedi ati on, and any reasonably expected changes to these laws or to existing
technol ogy that are reflected in the amount provided for

59. The type of environnental issues that are pertinent to an entity and its
i ndustry shoul d be disclosed, including

(i) the formal policy and programmes that have been adopted by the
entity;

(ii) in cases where no such policy and progranmes exist, this fact
shoul d be stated;

(iii) the inprovenents in key areas that have been nmade since the

i ntroduction of the policy, or over the past five years,
what ever is shorter,

(iv) the extent to which environnental protection nmeasures have been
undertaken due to governnental |egislation, and the extent to
whi ch governmental requirenents (for exanple, a tinmetable for
the reduction of enissions) have been achieved;
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(v) any material proceedings under environnental |aws.?

60. It would be desirable to disclose any governnment incentives, such as grants
and tax concessions, provided with respect to environnental protection measures.

61. The di scl osure advocated in paragraphs 57 to 60 could be provided either in
the notes to the financial statements or in a separate section outside the
financial statements. It enables users of the information to assess an
enterprise’s current and future prospects regarding the inpact of environnenta
performance on the financial position of the enterprise.

I'1. LINKING ENVI RONVENTAL AND FI NANCI AL PERFORVANCE:
A SURVEY OF BEST PRACTI CE TECHNI QUES

A. OQbj ectives of the study

62. Public reporting of environmental data by enterprises is a phenomenon of
the 1990s. Wth environnental |egislation drawing tighter al most everywhere,
financi al sector stakehol ders are beginning to demand inproved | evels of

envi ronnental data. They use such data for various purposes: to reduce their own
exposure to lending or credit risk; to judge the entity's own exposure to risk;
to interpret corporate nmanagenents' ability to nanage environmental issues and

i ntegrate environnental issues into general long-termstrategic issues; and to
conpare progress between conpani es and over tine.

63. The specific objectives of the background paper fromwhich this chapter is
drawn are:
. to explore the linmtations of the conventional financial reporting
nodel as a vehicle for reporting environnental data;
. to identify and record the nethods being used by | eadi ng edge
conmpani es to neasure and communi cate environnmental perfornmance;
. to identify and record the techni ques used by financial sector

stakehol ders to integrate environnental performance data into their
i nvest ment deci si ons;

. to review evidence concerning the relationship (if any) between
envi ronnental and sharehol der val ue auditioned
. to make recommendati ons concerning the way(s) in which environnental

performance is comunicated in external corporate reporting and to
suggest ways in which the use of environnmental performance indicators
can be i nproved

64. Underl yi ng these objectives are the assunptions that:
(i) there is a need to conmuni cate environnental performance in a

st andardi zed and coherent way if it is to be useful or relevant to a
potential user; and

5 This is taken from | SAR s Concl usi ons on Accounting and Reporting by
Transnati onal Corporations, (United Nations publication, Sales
No. E.94.11.A.), New York, paragraph 209.
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(i) for financial market users in particular, there is a need to
under st and how cor porate environnental strategy and performance
i npacts on financial performance and sharehol der val ue.

B. Limts of the conventional financial reporting nodel

65. Because neither national conpany |egislation nor national generally
accepted accounting principals (GAAP) franeworks have nmade broad environnenta

di scl osures nmandatory, disclosures in annual reports are usually confined to the
| argest enterprises, limted in extent and rarely conparable fromenterprise to
enterprise. As a result, such disclosures are sel dom seen as being useful to

ext ernal decision makers.

66. The conventional nodel of financial accounting and reporting is one which
enphasi zes the inportance of financial performance. The annual report deriving
fromthe conventional nodel highlights financial assets and liabilities,

shar ehol der worth, operating incone and taxes, and changes in the financia
position of the enterprise over the reporting period. The conventional nodel
contains relatively little by way of predictive or forward | ooking information.

67. The conventional nodel routinely ignores environnmental issues unless they
have a financial inpact of sufficient materiality to trigger the recognition and
nmeasurenment criteria contained in nost established GAAP frameworks. Thus only a
limted range of environnental disclosures are required by the conventiona
accounting framework: these few instances tend to centre on environnenta
liabilities and provisions, contingent liabilities and where appropriate,
exceptional items, inpaired assets and |long term de-commi ssioning costs. Even
these are underreported or unreported in the face of uncertainty on timng or
estimation.

68. The conventional nodel of financial reporting mnimnmzes the role given to
non-financial data. Although the environment has played a larger role in
corporate strategy over the |ast decade, it is neverthel ess apparent that annua
reports at present fail to convey either the significance of environmental issues
to the reporting entity or any adequate description of how corporate management
is attenpting to integrate environnental strategy into overall corporate
strategy. Reporting takes a mnimalist approach and focuses largely on neeting

| egal obligations and targets.

C. Best practice in neasuring and conmuni cati ng environnmental performance

69. A good summary of the current extent of disclosure of environnmental data in
conpany annual reports and stand al one environmental reports is the Klynveld Peat
Marwi ck Goedel er (KPMG) "International Survey of Environnmental Reporting 1996".
This covers the 100 | eadi ng conpanies in each of 12 (devel oped) countries.®
Overall, 556 (69% of conpanies surveyed nentioned the environnment in their

annual reports - an increase from37%in 1993. Wth regard to stand-al one
environnental reports, KPMG finds that 23% of conpani es surveyed (13%in 1993)
produce corporate environnental reports, in addition to their annual report to
sharehol ders. Interest in environnental disclosure and accounting for the
environnent is not confined, however, to the countries covered by the KPMG

6. Australia, Belgium Canada, Denmark, Finland, the Netherlands, New
Zeal and, Norway, Sweden, Switzerland, the United Kingdom and the United
States of America.
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Moderate - discretionary

di scl osure(s) are
susceptible to PR hype and
are not covered by any
audit opinion, but they are
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- devel oping an array of relevant environmental performance indicators
(EPI's) which have general industry significance and which are
conmput ed on a consi stent basis over tine

73. The generic categories of environnental performance indicators identified
by Janmes and Bennett (1994) provide perhaps a useful synthesis of the current
approach to nonitoring, neasuring and reporting environnental performance. It
shoul d be noted that there is a strong rel ationship between the categories of EP
i dentified bel ow and those being devel oped for internal environnental managenent
purposes by the International Standards Organisation (1SO - 1SO 14031

Envi ronnment al Performance Eval uation).

Tabl e 2.
Cat egories of EPIs Exanpl es of EPIs
1. neasures of ultimte . speci es diversity around plant
envi ronnent al i npact . noi se levels at specified points
. ratio of actual to sustainable
di schar ges
2. risk neasures of . usage of high risk
potential inpact chemical s/ material s
. risk of fatalities to exposed
popul ati ons
. ri sk of dammge to ecosystens
3. em ssions/waste nmeasures . enissions to air: TRl toxics,
(of mass and vol une of sul phur di oxi des, nitrogen oxides,
em ssi ons and wast es) oo etc.
. waste to landfill: hazardous, non-
hazar dous
. wast e water discharges
4. input neasures (of the . neasures covering people, equiprent,

materials, physical setting,

ef fecti veness of X
internal support

busi ness process)

5. measures of resource . neasures of energy, materials,
consunpti on water, etc.
. electricity, gas, oil consunption
. natural resource

(paper/ m neral s/ wat er)
consunpti on)

6. efficiency neasures (of . energy: ratio energy used/wasted
energy and nmaterials . ratio actual /theoretical energy
utilization) use

. materials: percentage utilization
. equi pnent: percentage utilization

7. custoner neasures (of . | evel of approval
sati sfaction and . nunber of conplaints
behavi our) . product rel ated environmental

awar eness
. % adopti ng desired behavi our

8. financial neasures . cost of environnment rel ated

capi tal expenditure

. direct environment rel ated
operating costs

. regul atory conpliance, fines and
penal ties

. costs of energy/materials

. avoi ded costs plus neasurable

benefits
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74. The significant anmount of interest being denonstrated by the financia
comunity in the relative environnental performance of enterprises has resulted
in increasing attention being paid to the devel opnment of so-called "eco-
financial" (or "eco-efficiency"”) indicators. Bodies such as the European
Federation of Financial Analysts Societies and the Swi ss Bankers Associ ati on have
led the way in calling for the publication of standardi zed eco-efficiency/eco-
financial indicators. Table 3. is illustrative of the range of such indicators
whi ch have been devel oped to date:

Table 3. Financially relevant (“eco-financial”)
envi ronnent al perfornmance indicators

1. Cost of environnment related capital expenditure

2. Direct environment related operating or managenent costs as %
of sal es, value added, net earnings, divisional earnings or
other unit of output costs, e.g. production cost or site cost

of sales
3. Total costs of regulatory conpliance
4. Fi nes and penalties, danmages and renedi ati on costs
5. Cost of waste and waste-di sposal charges to costs of
material s
6. Avoi ded costs/benefits of pollution prevention

nmeasur es/ reduced costs of purchased materials resulting from
recycling or reuse

7. Mar gi nal cost of environnmental protection neasures
8. I nsurance prem uns as neasures of the effectiveness of risk-
management activities
9. Em ssi on reduction/ expenditure
10. Aver age environnental expenditure per....
11. Envi ronmental investnments/total investnents
12. Cost of energy or fuel consunption or packagi ng costs
13. Donati ons and ot her voluntary environmental costs
14. TRl em ssion per $mturnover
75. The above table reveals the diversity in environmental performance

i ndicators. Enterprises within the same industry often report their performance
using different indicators, and not necessarily using the same indicators from
year to year. As a result, it is nore difficult to conmpare the environnenta
performance of different enterprises; to determine if the enterprise is inproving
over tine; and if so what strategy it adopted to achi eve any inprovenents and
whet her it was the npst cost-efficient strategy. The work currently under way on
EPls at the industry level or in conjunction with I SO 14031 ains at devel opi ng

i ndustry-specific indicators for internal nanagenent purposes and not for

external reporting purposes. The identification and standardization of both
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generic and industry-specific EPIs could guide preparers in providing essentia
qualitative and quantitative environnental information for inclusion in the
annual report. The use of standardi zed indicators could also stimulate
enterprises to inprove their environnental and financial performance by conparing
themw th conpetitors, that is benchmarking.

76. The wi despread usage of such EPIs is dependent on there being:

- an accepted definition of environnental operating and capita
expendi t ures;

- further development in the area of industry-specific EPIs;

- devel opnent of generic environnmental inmpact EPIs, e.g., global-
war m ng indicators

77. Regarding the first constraint, many enterprises appear able to disclose
such data, but the analyst or woul d-be user needs to pay careful attention to the
preci se details of the accounting policy adopted by the reporting entity vis-a-
vis the definition and di scl osure of environnental operating and capital costs.
Wth regard to the second constraint there is considerable experinmentation going
on at the industry/trade association |level to derive appropriate generally
accepted benchmark EPIs. Wth respect to the third constraint nore work needs to
be done in this area - a new | SAR project is reviewi ng generic EPIs in the
context of such issues as Agenda 21 and various sustainability indicators.

78. Once neasured, environnental performance is being comunicated via a nunber
of different media - and sone conpanies use two, three or four different avenues
to convey their environmental performance record to interested stakehol der
groups. For exanple via:

- the annual report to sharehol ders

- a corporate stand-al one environnental perfornmance report

- a local (site) report

- an Internet web site

- the official environnental register maintained by the regul ator

As noted in para. 69 above, the nunber of enterprises disclosing non-
financial and financially quantified environmental data is increasing at a steady
rate.

79. But, as also noted in paras. 70 and 71 above, environmental reporting
currently lacks credibility in the eyes of certain external stakehol der groups
because certain "qualitative characteristics”, which exist in the financia
reporting domaein, are absent. These include, inter alia:

- a guarantee of conpl et eness

- conmparability (through standardi zation of industry-relevant and
generic EPIs)

- consi stency of neasurenent

- absence of credible external verification

E. Concl usi ons and recommendati ons

80. In general the weight of avail able evidence indicates a strong (and
growing) interest in corporate environmental performance - not just fromthe
rel evant national or regional environnmental regulator, but froma variety of
ot her stakehol ders, nobst noticeably those fromthe financial sector (bankers,
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i nsurers, fund nmanagers, etc.). At present these stakeholders find it difficult
to interpret corporate environmental disclosures on a systematic basis because
(a) of the voluntary nature of such reporting, and (b) because the general |ack
of standardi zation regarding the conputati on and di scl osure of environnenta
performance indicators inhibits interconmpany compari son

81. The need for inproved standards of environmental perfornmance data is not
restricted to enterprises based in devel oped countries, nor is it peculiar to the
private sector. In nany devel oping countries and transitional econom es, access
to external funding will depend in part upon inproved environmental transparency
and accountability.

Recommendati ons for annual report disclosures

82. Accepting that all material environnental liabilities and contingent
liabilities are recognized, are appropriately neasured and are properly discl osed
by the conventional accounting system what sort of additional information could
be delivered in the annual report to sharehol ders on a cost-effective basis?

Del i verabl e possibilities include those listed in the following table. 1t should
be noted that the majority of these disclosures fall outside the audited
financial statenents thensel ves.

Table 4. An environnental reporting framework for the annual report

Annual report Recommended envi ronnental discl osure(s)
el enent
Chai r man/ CEGs . corporate conmitment to continuous environmental inprovement
r eport . significant inprovenents since |ast report
Busi ness segnent . segment ed envi ronnental performance data (if not provided in the
revi ew environnmental review (see bel ow)
. i nprovenents in key areas since previous report
Envi r onnent al e scope of the review
revi ew . corporate environnmental policy statenent

. extent of worl dwi de conpliance

. key environnental issues facing the conpany

. organi zational responsibilities

. description of environnental nmanagenent systens and
internati onal standards (e.g., |CC |SQO ENVAS)

. segnental perfornmance data based around: energy use,
materials use, emissions (CO, NXx, SO, CFCs, etc.) and waste
di sposal routes

. sector-specific data including i ndustry-agreed EPls
(including eco-efficiency-based EPIs)

e financial data on environnental costs (energy, waste,
remedi ati on, staffing, exceptional charges and wite downs,
fines and penalties, green taxes paid, capital investnent)

e financial estimtes of savings and benefits flowi ng from pro-
environment efforts

. cross-reference to other environnmental reports

* jndependent verification statenment
Operating & . key environnental issues facing the conpany in the short-to
fi nanci al medi umterm and plans for addressing these
revi ew VD&A . progress in addressing changes required by future |egal

requi renents
. actual and projected | evels of environmental expenditure
° | egal matters pending
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Report of the . environmental policy statement (if not provided el sewhere)
Directors
Accounting policy e estimation of provisions and contingencies
di scl osure e capitalization policies

e inpairment policies
. de-conmi ssioning and | and renedi ati on policies

. depreci ation polices
Profit & | oss . exceptional environnmental charges (e.g. for renediation, de-
comm ssi oni ng or inpairment charges)

account . other environmental costs and benefits (if not disclosed in
separate environnental review - see above)
Bal ance sheet e environmental provisions
e de-conmm ssioning provisions
. environmental costs capitalized
. expected recoveri es
Notes to the accounts e contingent environmental liabilities plus explanations
O her Environnental data can also be put in the summary financial

statenents

Recommendati ons for inproving stand-al one environnmental reports

83. Some general suggestions mght be appropriate regarding the form and
content of stand-al one environmental reports as they appear at present:

e clearer statenents regarding the key environnental issues facing the
reporting entity;

e« nore use could be nade of the sort of segmental reporting techni gues used
for consolidated financial reporting purposes;

e a clear statenent regarding the conpl eteness of the environnmental reporting
shoul d be nede;

e a statenment of the nunber of contami nated sites, the current state of
renedi ati on at each site and the likely tim ng and cost of future
remedi ati on procedures;

e the provision of industry relevant and industry accepted benchmarked
environnental perfornmance indicators (including experinmentation with eco-
efficiency indicators; and

e the provision of externally verified third party opinions based upon
accepted and tested verification procedures (though these may still be
devel opi ng) .

Recommendati ons for future work

84. The major issues to be resolved relating to the disclosure of environmenta
data woul d seemto be

« agreeing financial accounting definitions in respect of environnental costs
and revenues;

« developing a widely accepted range of standardi zed environnent al
performance indicators suitable for external reporting purposes;
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e« gaining acceptance for a standardi zed format for external environnental
reporting: whether through the annual report to shareholders or through a
st and- al one perfornmance report; and

e inproving the credibility of corporate environnental reporting activities
by formalizing the external attestation process.
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