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Abstract

Environmental issues have a significant impact on business and the auditing
profession. Each year firms are prosecuted and fined for violating environmental laws.
Corporations are faced with increasing pressures from diverse stakeholder groups,
including governmental agencies, to address environmental concerns. However,
environmental disclosure is still very low. The implications of environmental issues on
business lead to the emergence of a number of arguments concerning the role of financial
auditors in environmental auditing. The critical question posed is should financial auditors
be involved in environmental auditing? and what factors which limit their participation?.

Accounting research, which addresses environmental auditing, environmental
impacts on business and the auditing profession, corporate environmental disclosure, and
companies’ motivations for environmental disclosure, are reflected upon to draw the
theoretical findings of the research. The theoretical framework of research is based on
legitimacy theory to recognize companies’ motivations for environmental disclosure in
Egypt and to identify the impact of these motivations on the demand for environmental
auditing. Empirical findings based on surveying three groups (researchers-practitioners-
companies). The central proposal made is that the level of demand for environmental
auditing may impact on auditors’ participation in environmental auditing. The theoretical
foundations of the research and the results of statistical analysis of surveys can be
suggested that obstacles, which limit auditors’ involvement in environmental audits,
depend on two groups of factors:
First group is related to auditors’ qualification and the auditing profession (such as
accounting education, the ethical and social aspects in accounting, the experience, skills
and training of auditors, the absence of professional guidance for environmental issues).
Second group is related to the level of demand for environmental auditing, which depends
on companies’ motivations for environmental disclosure and companies’ lack of the

requirements of environmental reports.
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Part I: Theoretical part

Chapter 1: Introduction and Overview

1. Introduction

The earth has been evolving and changing throughout its history, and it may
continue to do so. Previous environmental changes were driven by natural forces, and the
primitive ancestors had to adapt to these in order to survive. Today certain environmental
changes are taking place as a result of modern industrial area. For example, in just one
industrial sector: refrigeration which uses chlorofluorocarbons (CFCs), the use of CFCs
resulted in the depletion of ozone layer in the upper atmosphere (Meall, 1990; Atchia and
Tropp, 1995). Environmental issues arise from increasing concern about the interaction

between business and the natural environment which will affect companies.

The last two decades therefore have witnessed the growing importance of

environmental issues. The report of the World Commission on the Environment and

Development (1987, p.6) points out that “we found everywhere deep public concern for the
environment, concern that has led not just to protests but often to changed behaviour. The

challenge is to ensure that these new values are more adequately reflected in the principles

and operations of political and economic structures”.

Companies are currently faced with an increasing number of environmental laws
and pressures from a variety of stakeholders regarding environmental performance. These
laws impose sanctions on offending companies. These sanctions lead to the creation of
environmental risks for companies such as fines and penalties for pollution of land, water
or air, loss of the public confidence, and also companies may be shut down (Graves et al.,
1996; Wood, 1990; Sternberg, 2000; Mason, 1995). Because of these risks, stakeholders,
consumers, investors, and others ask for information about environmental impacts on

business. Environmental information can help them to take their decisions. The credibility

of this information will increase if it is audited by an independent audit (ICAEW, 1992).




An increasingly substantial number of studies (APB, 1995, 1993; APC, 1991;
CICA, 1992, 1994, 1997; Collison et al., 1996; Collison and Slomp, 2000; ICAEW, 1992,
2000; FEE, 1993; Collison and Gray, 1997) have argued that environmental 1ssues have a
significant impact on the auditing profession and financial auditors should consider these
1ssues when auditing the financial statements of companies. The possible implications of

environmental issues on financial auditors’ functions are discussed (Blockdiyk and
Drieenhuizen, 1992; Colbert and Scarbrough, 1993; Gray et al., 1993; Owen, 1992;
Roussey, 1992; Collison and Gray, 1997; Brown, 2000; ICAEW, 1992, 2002).

Collison et al. (1996) argue that auditors are becoming more involved in various
aspects of the environmental agenda and the notion of auditing is gaining a wider currency
on the environmental agenda than as applied to only attestation of financial statements.
Also, 57 % of finance directors surveyed by Coopers and Lybrand (1990) expected their
financial auditors to understand environmental issues affecting their business. Despite this
auditors’ participation in environmental audits is still limited, a number of arguments have
emerged concerning the relevance of financial auditors to participate in these audits. Some
studies advocate this participation, especially, if auditors co-operate with other specialists.
While, other studies have criticised auditors’ ability to take part in these audits.

The critical question of this research 1s should the financial auditors be involved in
environmental auditing? and what are obstacles which limit their participation?. The
research investigates the factors, which limit auditors’ involvement in environmental audits
through applying legitimacy theory to recognise companies’ motivations for environmental
disclosure across the Egyptian community, which may impact on the level of demand for

environmental auditing.

2. Objectives of the Study

The general objective of this research 1s to increase an understanding of
environmental impacts on the auditing profession and the financial auditors’ work, as well
as recognizing obstacles, which limit auditors’ participation in environmental auditing in
Egypt. Specific objectives of this research are to describe the following attributes (1-
environmental awareness, 2-environmental auditing, and 3-auditors’ involvement in
environmental auditing and obstacles which limit this) by surveying three groups

(researchers-practitioners and some companies).



3. The importance of the study

Environmental issues are a critical subject for business. Some researchers have
done work in this area, particularly in the United States and the United Kingdom, but in
Arab countries environmental issues just start to be considered.

Therefore, this research is necessary for the Arab countries, especially, Egypt for the

following reasons:-

-to highlight the importance of environmental issues and their impact on business,
-to Increase awareness of environmental issues in society,

-to Investigate companies’ motivations for environmental disclosure, and

-to determine the barriers which face financial auditors to take part in environmental

auditing.,

4. Structure of the Thesis

The study is divided into two parts (the first is theoretical and the second is

empirical.
The theoretical part consists of six chapters:
-Chapter one serves as the introduction to the entire study. It provides brief information

about the purpose of the research. It also explains the importance and objectives of this

research.

-Chapter two: The purpose of this chapter i1s to address the question “is there a need for
environmental auditing?”. The relationship between business ethics and the environment is
provided. Arguments about the importance of widening the scope of conventional auditing
to encapsulate environmental issues are presented. A number of matters related to

environmental auditing are presented (such as, its emergence, definition, objectives, types

and its dimensions) to introduce a background about environmental auditing.

-Chapter three: the chapter addresses the impact of environmental issues on the auditing
profession and financial auditors’ work. It attempts to answer the question, are financial
auditors able to contribute in environmental audits? and what are barriers which limit their

participation in these audits?. Arguments about the relevance of financial auditors in

carrying out environmental audits and their responsibility towards environmental



disclosure are provided. A discussion about factors, which limit auditors’ involvement in
environmental audits, 1s addressed in an attempt to suggest a general framework of the

necessary characteristics of environmental auditors.

-Chapter four: The chapter investigates the obstacles, which make companies prefer not to
engage in environmental reporting and identifies a general framework of the requirements
of environmental reports. It reviews a number of the accountancy bodies’ activities
concerning environmental matters and environmental initiatives, such as the Copenhagen
Charter (CC) (1999), the Accountability AA1000 (and AA2000), the Global Reporting
Initiatives  Guidelines (GRIs 2000), the British Standard (BS7750), the International
Organization for Standardization (ISO 14000), and the Eco-Management and Audit
Scheme (EMAS). The problems, which limit companies to produce detailed environmental

reports, are presented. Whether the international environmental initiatives can meet the

requirements of environmental reports are provided.

-Chapter five: the chapter provides a theoretical framework based on legitimacy theory to

examine the question why some companies pay attention to environmental issues and

engage 1n environmental disclosure while others 1ignore these issues. It aims to identify
companies’ motivations for environmental disclosure, which may impact on the level of
demand for environmental auditing, consequently, may effect on audttors’ participation in
that audit. The chapter includes defining the concept of legitimacy, and presenting
perspectives on legitimacy theory. The literature of legitimacy theory is reviewed. The
relationship between legitimacy theory and corporate environmental reporting are
presented. The corporate image as an example of the legitimating motive is addressed.
The relevant public who has the right to know environmental impacts on business is

discussed. Legitimizing the corporate environmental reports is provided.

The empirical part consists of four chapters
-Chapter six: the chapter examines the researcher’s rationality for adapting a research

methodology, which based on conducting surveys for three groups (researchers-external

auditors-some companies). In deciding an appropriate and adequate research methodology,

methodological foundation of the research are based on the following five steps:-

|-Identifying the central proposal of research.



2-Suggesting the subsidiary hypotheses of research.
3-Identifying the theoretical framework of research.

4-Observing the nature and type of corporate environmental disclosure in Egypt.

5-Determining research method.

-Chapter seven: this chapter presents the research methodology, which is primarily an
empirical study surveying the views of some researchers, practitioners and companies
concerning external auditors’ involvement in environmental audits and companies’
motivations for environmental disclosure through specific attributes (environmental
awareness, environmental auditing and the external auditor’s involvement in environmental
auditing and obstacles, which limit that). The sample frame, the statistical methodology,

and the descriptive analysis of surveys are presented. The statistical methodology based on

adapting three steps:-
]-The descriptive analysis.
2-The factor analysis.

3-The correlation and regression analysis.

-Chapter eight: the chapter provides additional statistical analysis (factor analysis and
correlation and regression analysis) to describe the external auditors’ involvement iIn
environmental auditing and obstacles limiting their participation. The Pearson correlation
analysis is used to examine the relationship between obstacles to auditors’ participation in
environmental auditing and other variables. Stepwise regression is employed to select the

independent variables for designing the descriptive regression model for each survey.

-Chapter nine: 1t outlines the findings and implications of the research. Suggestions for

future research are addressed.



Chapter 2

Perspectives on Environmental Auditing

1. Introduction

Each year, hundreds of firms are prosecuted for violating environmental laws and
hundreds of millions of dollars in penalties are assessed. At the same time, a much larger
number of firms escape the various costs associated with ligitation by adhering to the
provisions of the same laws and regulations (Kassinis and Vafeas, 2002; Burnett-Hall,
1994 (a); Balcconire and Patten, 1994; Shields and Ber, 1997; Graves et al., 1996; Natale
and Ford, 1995).

During 1991, the US Environmental Protection Agencies (EPA) assessed a total of $ 73.1
million in civil penalties and criminal fines totalled $ 14.1 million [see appendix 2].
Environmental laws are now becoming more complex and extensive. If a company chooses

not to comply, the eventual cost in terms of later clean up, fines, and penalties could be in

the billion of dollars.

Today social factors are of much higher consideration than they were in the 1980s,
also environmental factors are at the top of social considerations. In Europe and the United

States, the late 1980s and early 1990s witnessed the emergence of interest in environmental
accounting, auditing and reporting (Owen et. al., 2000). Governmental bodies,
environmental groups, firms and the accountancy profession in most countries have a
concern about environmental issues (Longford, 1995). The social demands and the
significant environmental legislation that have forced companies to undertake and
participate in extensive environmental activities. Therefore, organizations increasingly
recognise the importance of addressing environmental issues effectively (Judge and
Douglas, 1998; Beets and Souther, 1999). Stakeholders are increasingly demanding the
disclosure of information that reflects the interaction between organizations and the
environment (Moneva and Llena, 2000). Brown and Deegan (1998) reported that there is
an increasing propensity for firms to disclose information about their environmental
performance. However, Post and Altman (1994) argued that the method companies use to
address environmental requirements influence the success or failure of their products.
Brady et al., (1999) argued that competitive opportunities exist for companies that address
concerns for environmental costs, risk reduction, innovation, efficiency, and regulatory
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pressures. A number of companies have declared that they have not only economic but also
environmental and social responsibilities. One part of taking these responsibilities is the
reporting of the relevant achievements in environmental reporting (Schaltegger et al.,

1996). It can be argued that environmental issues are evolving quickly and developments in
thinking, law, practice and attitudes are rapid with consequent potential impact on a

company’s sustainability and the auditing profession.

The purpose of this chapter 1s to address the question “is there a need for
environmental auditing?”. The chapter includes environmental impacts on business. The
relationship between business ethics and the environment 1s provided. Arguments about the
importance of widening the scope of conventional auditing to encapsulate environmental
issues are presented. A number of matters related to environmental auditing are presented

(such as, its emergence, definition, objectives, types and its dimensions).

2. The impact of environmental issues on business

At the beginning of the century thick dark smoke and stinking water were regarded
as a necessary evil of economic welfare. Today society demands clean air, clean water, and
sustainable development (Drummond and Bain, 1994, Kenneth and John, 1982, Peter,
1981, Sternberg, 2000, Mason, et. al, 1995). The human impact on the natural environment
s not only local or regional but poses a threat to the global ecosphere. As shown by
scientific ﬁndings [e.g. about the ozone layer and climatic change]. In general,
environmental issues have two aspects. The first is pertinent to the natural resource-base
and involves land development to support food production, water shortage and quality,
availability of energy and management of the natural heritage. The second is concerned
with the decay of environmental quality such as air pollution and water pollution, soil

erosion, solid waste and noise pollution (Attia, 1999).

Awareness of environmental issues has been rising during the last 20 years and
environmental pressure groups have been growing in most countries. A number of
countries have environmental laws and regulations to protect the environment such as the
U.S. the UK, Egypt, Canada, Swiss, Dutchland, and Germany [see appendix 3 and 4].

These laws impose sanctions on offending companies, therefore, environmental issues may



have a material effect on companies either directly or indirectly. The last decade has
witnessed a lot of environmental risks for organizations, for example, in the 1960s, the
asbestos industry sold products that have been causing tremendous health damage in the
1980s and 1990s. Today, asbestos as a product is mostly phased out and the insurance
companies (which have not caused the damage) are having to foot the financial bill. The
consequent financial liabilities for pollution, illnesses, and clean up liabilities for asbestos
are estimated to be $ 2 trillion alone in the U.S. (Schaltegger, et. al., 1996). In 1984 a cloud
of poisonous methyl iso-cyanate leaked from union Carbide’s Pesticide Plant, located on
the outskirts of Bhopal, India. Its effect on human life was devastating with approximately
4,000 deaths and 200,000 injuries. The financial impact was also pronounced and virtually
immediate. Within five trading days of the chemical leak the market value of Union

Carbide’s common stock fell approximately 27.9 % from US $ 3,443 million to US $ 2,483

million (Balcconire and Patten 1994).

Some environmental liabilities have exceeded the worst losses of companies.
Among the major disasters in the 1980s were Bhopal (Union Carbide), Schweizerhalle
(Sandoz), and Prince William Sound (Exxon), all of which had substantial financial
consequences for the companies involved (Patten, 1992). On March 24, 1989 Oil Tanker
Exxon Valdez ran ground in Prince William Sound on Alaska’s West Coast. Forty million
liters of crude oil spilled into the sea, causing enormous damage to the marine flora and
fauna. The announcement of the court’s decision in the first of four stages of the
proceeding led to a 4 % fall in Exxon’s share price wiping out roughly US $ 3.1 billion of
the firm’s market capitalization (in short term). By then the company had already spent $
2.5 billion on cleaning much of the 2,400 km of beaches soiled by the spill, and another $
1.1 billion to settle several claims under criminal law. In the second stage the court decided
that Exxon would have to pay $§ 268.8 million to affected fishermen. Third, the court
decided the fine in total Exxon was confronted $ 16.5 billion: ($ 3.5 million for clean up, $
1.5 million in compensation and the rest as punitive penalties). In the fourth stage, the court
will deal with the claims of thousands of individuals and groups that do not belong to those
of stage three of the court case (Patten, 1992, Schaltegger et al., 1996). In the US, Act of
1980 [referred to as the “Superfund Law”], which enables the US Environmental

Protection Agency (EPA) to enforce landfill remediation by companies. EPA can also



require any person or company involved to carry the total of all remediation costs, no

matter how much of them the respective party has actually caused (Roussey, 1992).

In 1992, Monsanto Company made a provision for liabilities to clean up waste
sites, which was almost 83 % of its 1991 net income (McMurray, 1992). During 1990,
Atlantic Richfield Company (ARCo) added $ 220 million to its reserves relating to future
environmental clean up costs. On December 31, 1990, such reserves totaled $ 737 million
(Roussy, 1992, P. 51). Even banks, in the US, which have given mortgages or which
manage closed properties can be held liable. The costs of cleaning up superfund sites are

expected to exceed $ 500 billion in the next 40 to 50 years (EIU, 1993).

The US Environmental Protection Agency (EPA) ordered in 1991 a major
manufacturer of electronic parts to pay an estimated $ 14.9 million to clean a
contamination site in upstate New York [Roussey, 1992, P. 48]. In 1993, the E. 1. Dupont
de Nemours and company spent approximately $ 500 million for capital projects related to
environmental goals and environmental expenses were about $ 1 billion (Shields, and Ber,
1997). Also, the management of Amoco York town refinery estimated that its
environmental costs were approximately 3 % of operating costs, but the environmental

costs were determined to be approximately 22 % of operating costs (Shields and Ber,
1997).

It can be argued that environmental risk is one area of risk that has grown in
importance in recent years due to an increasing the number of governmental regulations,
the areas of this risk can be summarized as follows:

-Fines for pollution of land, water, or air.

-Penalties may be imposed on a company.

-Clean up costs for land sites.

-Liability for disposal of hazardous wastes.

-System breaks down allowing environmental problems to occur.

-Loss of employee time and / or employee law suits due to safety hazards.
-Product liability suits or recalls costs.

-Loss of the public confidence (a company will have a bad reputation or corporate image).



-LLoss of market share when environmental incidents occur.

-A company may lose its license or shut down (Flesher, 1996, Specht, 1992; Natale and
Ford, 1995; Gray, et al., 1993).

However, the previous discussion provides evidence that environmental
1Issues may have a strong impact on the financial statements of companies. Gray et al.
(1993) argue that on the basic of such events environmental 1ssues have many potential
impacts on financial statements, such as specific costs for clean up, effluent and emission
control or reduction, waste treatment and minimization, remediation, and insurance costs.

Also, contingent liabilities, provision, fines, damages, increased costs of plant, accelerated

depreciation on machines or increased provisions for abandonment.

IAS36 sets out the requirements for recognizing and measuring impairment losses
for assets. It points out that an enterprise should asses at each balance sheet date whether
there 1s any indication that an asset may be impaired. If any such indication exists, the
enterprise should estimate the recoverable amount of the asset and after the recognition of

an impairment loss, the depreciation charge for the asset should be adjusted. This standard
identifies a range of factors, which an enterprise should consider when it evaluates an asset,

such as significant changes with an adverse effect on the enterprise 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 (IASC, 1998).

Dittenhofer (1995) argues that financial auditors must be familiar with the
environmental aspects of reviewing assets and liabilities to determine that the valuation is
proper, that contamination has not reduced the underlying value of assets, and that the

expending and capitalization of remedial costs have been recorded properly.

ICAEW (1992) points out that environmental issue can impact on financial

disclosures in financial statements in relation to: -

-provisions, e.g. for site restoration
-contingent liabilities, e.g. for pending legal action
-asset values, e.g. where stocks of goods, or the fixed assets used in producing them, are

subject to environmental concern
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-accounting for capital or revenue expenditure on cleaning up the productive process or to
meet legal and other standards
-product redesign costs
-product viability — going concern, e.g. where new regulations impose tighter emissions
criteria
-any non-financial environmental disclosures within the financial statements, for example
regarding environmental impact or actions to protect the environment (unlikely at present),
will be subject to audit.

Schaltegger et al. (1996, p. 88) define contingent environmental liabilities as:
“an obligation to pay future expenditures to remedy environmental damage that has
occurred because of past events or transactions, or to compensate a third party, which has
suftered from the damage™ . It can be argued that contingent environmental liabilities have
become not only much more common but also have much more impact on financial
statements and the sustainable advantage of many companies. Environmental issues have
many potential impacts of financial statements. Despite these potential impacts, financial

auditors should express an opinion on financial statements. They have to make a decision

based on the risk of such matters affecting the financial statements.

3. Business ethics and the environment

Business ethics is commonly associated in the media with environmental disasters
and financial scandals. Ethical concerns permeate every aspect of business activity. Ethical

issues arise in connection with core ethical values (Sternberg, 2000; Mason, et al., 1995).

There are some interconnections between business and environmental ethics.
Drummond and Bain (1994) argue that business has obligations to protect the environment
over and above what 1s required by environmental law and that it should cooperate and
interact with government in establishing environmental legislation. Therefore, business
should develop and demonstrate environmental moral leadership. The negative effect of
business on the environment is easily observed. Planet Earth suffers from droughts, heat
waves and forest fires, raising fears of global warming due to the build-up of carbon
dioxide and other gases in the atmosphere. Moreover, water in rivers, seas ... etc. has

become polluted by raw sewage, medical wastes, oil spills, chemical materals, toxic
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materials ...etc. In addition, dumping tons of toxic wastes contaminates land. Air is
polluted by poisonous gases such as carbon dioxide, chlorofluorocarbons (ferions), which
led to depletion of the ozone layer...etc. All of these negative effects result from

companies’ activities (Drummond and Bain, 1994, Kenneth and John, 1982, Peter, 1981).

Luthans et al. (1984) argue that the right of society to place ethical constraints on
business stems from three considerations. First, a society has the right to dictate business’s
ethical actions because it has given the organization the legal right to conduct business. It
can also determine the conditions that will prevail in that environment. The second
justification rests with the all-encompassing nature of the state. A third justification for
society to define the ethical boundaries of business relates to the failure of companies to
regulate themselves. The Business Roundtable’s Corporate Ethics Report (1998, p. 4)
states that: “the corporate community should continue to refine and renew efforts to
improve performance and manage effectively through programs in corporate ethics.
Corporate ethics is a strategic key survival factor for profitability in this era of fierce
competitiveness in a global economy”. In contrast, Bowie (1990) argues that the real
burden for environmental changes lies with consumers, not with corporations. If consumers
are willing to accept the harm done to the environment by favoring environmentally
unfriendly products, corporations have no moral obligation to change so long as they obey
environmental law. The question now 1is, who produces products which effect badly on the

environment?. Consumers don’t make products, provide services which can be either

environmentally friendly or unfriendly.

It can be argued that business may have a moral responsibility to educate the public
and promote environmentally responsible behavior. Blanchard and Peale (1988) argue that
protecting the environment requires moral management in business. It requires
commitment, courage, and involves risk and sacrifice. Perhaps business is capable of such
a challenge. Wood (1990) argues that ethics s not only an individual, personal matter but
also that business provides a unique and specific social setting in which ethical standards
are applied. The law will remain a vital mechanism of social control, but the law cannot

incorporate all ethical situations. Some of the responsibility for ethical issues can rest with

organizations and with consumers.
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Moreover, stakeholders’ pressure has led a number of organizations to disclose
about their environmental performance and to initiate voluntary environmental auditing.
ICAEW (1992, p.1) points out that “the business community should place improvement of
its environmental performance high on its agenda. Government regulations and market
pressures from the green consumer, the environmental pressure groups, employees and
investors allow no other choice”. Wood (1991) argues that most parties in any society think

the organization’s duty is to act affirmatively for social well being. It should examine its

role in the environment to ascertain its social and environmental responsibilities.

However, environmental issues are becoming increasingly important to a broad
range of corporate stakeholders, including consumers, shareholders, regulators,
employee,...ctc. (Bringer and Benforado, 1994, Makower, 1993, Craig, 1992).Direct
investors, take-over bidders and bank lenders are increasingly aware of the need to
ascertain whether potential responsibilities for environmental liabilities are lurking within
the companies with which they become involved (KPMG,1991). Oliff and Vandermerwe
(1990) point out that from a consumer perspective, growing numbers of customers are

showing preference for greener companies and products. For example, approximately a

third of all adults in the UK pay premia of 15-50 % for organically sourced foods.

Clark (1990) points out that from an employment perspective, “it is becoming more
difficult to attract Chief Executive Officers (CEOs) and other key employees to positions in
industries with high environmental risk”. Howes (2002) argues that the sustainability of
businesses in long-term future is linked to their ability to minimize the environmental
damage caused by their activities. Consequently, an awareness of a business’s exposure to

environmental risks can help managers in their strategic planning. When reported,

environmental issues can help a business to boost Its reputation, attract the best employees

and differentiate itself from less proactive competitors.

Ilintch et al. (1998) argue that stakeholders pay more attention to companies’
environmental performance, measurement issues are becoming increasingly important, and
demand 1s growing for relevant information to assist them in making key decisions. Also,

the authors discussed the need for a common definition and consistent and reliable
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measures of corporate environmental performance in order to assist users of such

information in making informed consumption, employment, and investment decisions.

It can be argued that, the importance of business ethics stems from: -

- Business ethics plays an important role in protecting and preserving the environment.

- It is essential and vital for business. The business ethics challenge is to make that
inevitable ethical decision-making explicit so as to make it better.

- Owners want to ensure that their investments are safe, as reflected in accurate financial
disclosure. Society wants to ensure that its firms reflect the values and ethics of a
competitive, equal-opportunity environment.

- Business ethics actually provides essential support for maximizing long-term owner
value (Mason, 1995; Sternberg, 2000; Luthans, et al., 1989; Peter, 1981).

- Stakeholders have a right to know about the social and environmental implications of
an organization’s operations at all times-not just when management has been shocked

into action by legitimacy threatening events (Deegan, et al., 2000).

4. Should the auditing profession be extended to encapsulate

environmental issues?

The relationship and overlap between financial and environmental audits has been
widely discussed (IFAC, 1995). A number of studies have addressed the relevance of
accountants and financial auditors in carrying out environmental audits (Huizing and
Dekker, 1992: Collison and Gray, 1997, Collison et. al, 1996; Collison, 1996; Collison and
Slomp, 2000; Bebbington, et. al, 1994, Power, 1997; FEE, 1993; IFAC, 1995; ICAEW,

1992, 2000; CICA, 1992 and 1997; Black, 1998; Gray and Symon, 1992; Greeno et. al,
1989). ICAEW (1992) addresses the question of the competence of the financial auditor in
the environmental area. It suggests that financial auditors should apply scientific expertise,

according to their professional qualifications, as would any specialist, in order to achieve

credibility in an environmental audit.

An 1ncreasingly substantial number of studies (APB, 1995, 1993; APC, 1991;
CICA, 1992, 1994(a), 1997; Collison et. al, 1996; Collison and Slomp, 2000; ICAEW,

1992, 2000; FEE, 1993; Collison and Gray, 1997) have argued that environmental issues
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have a significant impact on the auditing profession and financial auditors should consider
these 1ssues when auditing the financial statements of companies. “The importance of

environment issues is increasingly recognized. They often have implications for business

and can not be ignored by auditors” (ICAEW, 2000, p. 1).

The American Institute of Certified Public Accountants (AICPA, 1973) pointed out
that the basic objective of financial statements is reporting about an organization’s
activities, which impact on society, can be determined or measured, and are essential for
the organization’s role in its environment. AICPA (1976) argued that there is a necessity to
wide the scope of conventional auditing for evaluating environmental control standards or
regulatory procedures. It concluded auditors had responsibilities for environmental
management. They should understand different situations for control pollution and be able
to evaluate its effects for external parties. AICPA (1989) addressed the impact of illegal
acts (such as, environmental violations) on the auditors’ report when auditing the financial

statements.

In 1991:1992, Price Waterhouse established two empirical studies in U.S. about
environmental accounting and measurement of environmental costs. These studies
recommended widening the scope of financial auditing to include environmental issues and
its liabilities (Price Waterhouse, 1992). The European Commission (EC) proposed that
environmental audit can be carried out either by the company’s own auditors (if the
COmpany has established 1ts own appropriate system) or by auditors authorized for this
purpose by a body recognized by the relevant member state. Also the environmental

statements must be validated by authorized environmental auditors (Accountancy, 1992).

Accountancy (1991) pointed out that some big accounting and auditing companies
in the UK such as KPMG, Price Waterhouse, Coopers and Lybrand established the

association of environmental consultancies. They will be founder members, become
involved with a variety of legal firms and technical consultancies. These companies felt

their reputation was being threatened by fringe organizations set up overnight and calling

themselves environmental auditors. This association aims to set standards for
environmental auditing, avoiding their imposition by government. It hopes to become the

accreditation body for registered environmental auditors. It can be concluded, these big
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accounting organizations in the UK can perform environmental auditing with help from

legal firms and environmental consultants.

Colbert and Scarbrough (1993) argue that the financial auditor’s concern with
environmental issues arises because of the need for appropriate accounting for the financial
aspect. Environmental problems may result in contingent losses. Such losses must be

appropriately reflected in the financial statements. The role of financial auditors concerning

accounting for contingencies is presented in chapter 3.

ICAEW (1992) argues that stakeholders ask for information about the
environmental impact on business. They need information to be appropriate and credible.
The credibility of environmental information can be achieved by conducting the
independent audit. A number of studies (Owen et al., 2000; Burnett-Hall, 1994(a); Wood,
1991; Innes et al., 1981; Hatherly, 1980; Pratt, 1987; Brown, 1962; Gwilliam, 1988; Dunn,
1991: Wallace, 1980; Show et al., 1980; Coopers and Lybrand, 1989; ICAEW, 1992, 2000,
IFAC, 1998) argue that auditing has many objectives, such as to give independent opinion
upon the financial statements of a company, to improve management performance, to
control and monitor on the company’s activities. However, these studies point out that
auditing lends credibility to accounting information, which assists a variety of users, such

as shareholders, creditors and employees to take their decisions.

There are a number of professional bodies now offer a comprehensive set of
environmental auditor certification programs to meet the emerging needs of the
environmental auditing profession, such as the Canadian Environmental Auditing

Association (2002). The Board of Environmental Auditor Health and Safety (2000) and the
American Industrial Hygiene Association have formally entered into an agreement to offer
certification to qualify environmental auditors. Moreover, the interest of teaching the

implications of environmental issues on the accounting and auditing profession has grown
in the last decade. For example, a business school in Manchester University, in the UK,

provides the public and social accounting course to final year students. The course was

started in 1986. It concerns with social issues in the public and the private sectors such as:

the social responsibility, social reporting, environmental accounting, and environmental

auditing (Lewis et al, 1992). Surrey and Glasgow universities are now to offer a
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qualification to audit social and ethical accounts in conjunction with the Accountability
AA 1000 guidance (Brown, 2000). Consistent with the previous discussion, it can be argued

that environmental issues have a number of implications on both the auditing profession
and business. The auditing profession cannot continue to ignore these implications and it
should accept this challenge. The auditing profession should develop its performance by
widening its scope to encapsulate environmental issues, if 1t wants to keep its position as a
source of credible information for diverse stakeholders. The users of the audit report may
be placing an excessive amount of reliance on the figures in the accountants. Therefore,
there 1s a crucial need to activate the role of the auditing profession concerning

environmental issues.

d. The emergence of environmental auditing

Although the origins and some of the underlying concepts of social auditing go
back as far as the nineteenth century, it was not generally accepted as a recognized audit
activity until the 1960s (Sherer and Kent, 1983). In the nineteenth century, many early

etforts were embodied in social legislation designed to protect employees from some of

adverse effects of the industrial revolution. But the term of social responsibility has as its
symbolic starting in Howard Bowen’s Seminal book, Social responsibility of the
businessman” (Bowen, 1971). In 1960s, industrialized economics of North America and
Western Europe started to concentrate on non-economic and non-financial variables such
as the quality of the environment, working conditions, and equality of opportunities, only
when a high level of material welfare has already been achieved (Sherer, and Kent, 1983).
Therefore, social audit emerged as a mechanism to persuade the corporations to recognize
and respond to society’s demand. The efforts of governments in many countries from the

m1d-1960s to the mid-1970s to make social audit regulations took place in four main social

areas: environmental protection, workers safety and health consumer and equal
employment opportunities (Frederick, et. al, 1992; Natale and Ford, 1995). For example, in
May 1970, the US General Motors Company set up a committee to investigate the
corporation’s record of social responsibility in a number of areas. These areas included the
amount of pollution produced by its cars and the efforts of corporation was making to
reduce that pollution, the amount of researches to improve the safety and reliability of cars,

and the increase in social accountability (Sherer and Kent, 1983).
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Brown (1979) expected the trend of social responsibilities to continue through the

1980s because corporations need to continue to be involved in social activities focussed on
the growing interest in social and economic issues. Brown was correct in that the

environmental movement began to develop in the 1980s. Both environmentalists and
organisations began to embrace the concept of sustainable development and compromise
on ways to temper the impacts of growth without sacrificing growth itself. Since 1980s an

important emerging area of social audit practice is environmental auditing (Owen, 1992).

The 1990s have seen an increasing interest in environmental issues. In many
countries, governmental bodies, environmental groups also the accountancy profession, and
business have contributed to the process. A number of institutional investors argue that the
corporation, which is not responsive to corporate social responsibility, will be a more risky
investment (Dillard, 1991; Hawtin, et al, 1994). A number of countries have
environmental regulations. If a company chooses not to comply, the eventual cost could be
in the billion of dollars. Environmental issues have a great impact on the organisation’s

financial aspects. There is a crucial need to provide information about the organisation’s

environmental performance for diverse stakeholders. They need information, which they
can rely on and take their decisions. They will trust in the environmental information if this
information is audited by an independent audit as ICAEW (1992, 2000) argues that the

reliability and credibility of environmental disclosure can be increased by independent

verification or audit.

Burnett- Hall (1994a) argues that society expects auditors to play an important role
on solving the environmental problems, which face organisations. Auditors could add to
the credibility of environmental estimates by determining whether these estimates are
reasonable, also whether the presentation and disclosure of environmental estimates are
appropriate and adequate [details about the relevance of financial auditors to be involved in
environmental issues are presented in chapter 3]. The accountancy bodies should start to
encourage the development of appropriate auditing and accounting for dealing with
environmental issues by applying their unique expertise to corporate environmental

reporting, practices of environmental auditing, and evaluation of risks and labilities
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(Collison and Slomp, 2000; Balacconiere and Patten, 1994; Brown, 2000; Burnett-Hall,
1994 (a, b); Frederick, et al., 1992; Gray, et al., 1993; Jacobs, 1991).

It can be argued that environmental auditing is a necessary tool for knowing more

about the influence of environmental issues on companies and about the effects of

organisations on the natural environment.

6. The definition of environmental auditing

Until now, there is no specific definition for environmental auditing may be
because this subject is relatively new in auditing, but there are a number of attempts to
establish some definitions for environmental auditing by the accountancy bodies, and
rescarchers. Some of these definitions focus on the financial aspects of environmental
1ssues, while others address performance aspects as follows:-

Cornell and Apostolou (1991, p. 18) point out that “an environmental audit is a systematic
examination of a client’s operations and properties, both past and present, to identify
potential liabilities arising from environmental causes”.

Gray and Collison (1991, pp. 17-25) State that:-

“An environmental audit is a means for organisations to both assess the environmental

Impact of their activities and to monitor the results of any environmental improvement

Programmes they decide to enact”.

The European Committee (1996) Defines 1t:-
“as a systematic, documented verification process of objectively obtaining and evaluating
audit evidence to determine whether specified environmental activities, events, conditions,
management systems, or information about these matters conform with audit criteria, and
communication the results of this process to the client” (ISO 14011, 1996, p. 5).
It can be observed that the most important part in this definition is communicating the

results of audit process to users.

The U.S. Environmental Protection Agency (EPA) defines environmental auditing
as:- “a systematic, documented, periodic and objective review by a firm or other regulated

entity of facility operations and practices related to meeting applicable requirements”
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(CH,MHILL, 1993, p. 4). Specht (1992, p. 29) states that:- “An environmental auditing

involves investigating a particular parcel of real property to determine the likely presence

of hazardous substances that have been released or may be released”.

The International Chamber of Commerce (ICC, 1991, pp. 3-6) defines
“environmental auditing” as:-
A management tool comprising a systematic, documented, periodic and objective
evaluation of how well environmental organisation, management, and equipment are
performing with the aim of helping to safeguard the environment by:
(1) facilitating management control of environmental practices, and
(2) assessing compliance with company policies which would include meeting regulatory

requirements.

This definition does not refer to any external performance standards against which a
company’s policies and practices should be judged in carrying out the audit (other than
applicable laws and regulations). It suggests a continuing function of environmental
auditing inside the company (CICA, 1992). From the previous definitions, it can be argued
that:-

- A number of definitions are narrow while others encompass a wide range of elements
of the environmental management system.
- There is no agreement on the role of environmental auditing in organisation and its

aims also still no uniform procedure of conducting environmental audit.

However, the definition of American Accounting Association (AAA, 1973, pp. 1-4)
for an audit, which is generally accepted between researchers and practitioners, points out
that:- “auditing is a systematic process of objectively obtaining and evaluating evidence
regarding assertions about economic actions and events to ascertain the degree of

correspondence between those assertions and established criteria and communication the

results to interested users”.
Through this definition, it can be argued that: -
- This definition is a comprehensive definition because the term “auditing” is modified
by a descriptive word to indicate all kinds of auditing such as financial audit, internal

audit, management audit, social audit, environmental audit ...etc.
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- Also the term “economic” actions in this definition mean the process of auditing does
not investigate only the information in financial statements. Moreover, the term
economic concerned with any situation in which a choice must be made involving
scarce resources.

- Also this definition confirms that the auditing is a means of communication to inform

interested users about the results of audit process.

Consistent with the previous discussion, environmental audit considers a new field
in auditing. Then, environmental auditing can be defined as:- an integral part of auditing
which concentrates on evaluating an organisation’s environmental performance and its
environmental control systems, determining environmental hability accruals and the
environmental impacts on the financial statements, and communicating environmental

information to interested users in society.

7. The objectives of environmental auditing

An environmental audit achieves five basic objectives (Wilson, 1992; Thompson,
1993):
-Examination an organization’s management system.
-Determination of an organization’s compliance with regulatory requirements.
-Determination of an organization’s conformance with the organization’s own policies and
with related industry standards.
-Evaluation of the organization’s routine management and house keeping practices.

-Creation of an action plan to correct any identified deficiencies.

The Institute of Internal Auditors in the US (1993) points out that the objectives of

environmental auditing as follows:-

- Determining whether the company is in compliance with environmental regulatory

requirements and laws.

- Evaluating the effectiveness of the environmental management and control systems.

- Determining the environmental organisation’s risks.

- Identifying future environmental policy and plans.
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- Determining whether the company’s internal polices, procedures, and practices are in
compliance with future environmental plans.

- Meeting customer requirements.

- Providing environmental information for many parties such as stakeholders,
shareholders, etc.

- Determining that known environmental liabilities are properly identified and reported
and establishing that associated financial accruals are adequate.

- Identifying and monitoring safety and health risks to employees and the public.

- Ventyming the effectiveness of waste reduction, energy conservation, or recycling

programs or the use of recycled products.

Maltby (1995) argues that environmental audit has many objectives, such as
providing an early warning, increasing employee awareness, testing environmental
performance against aims, assessing risk of litigation and reporting to third parties.
Sinclair- Desgagne and Gabel (1997, p. 331) state that “nowadays, environmental audits
are being routinely conducted within companies to define the extent of their liabilities
towards the environment, to check compliance with environmental legislation, to test
newly acquired land or buildings, and to assess environmental risks, employees’ safety,
energy consumption, waste streams, or pollutant emissions”. It can be argued that:-
environmental auditing has external and internal purposes. External purposes, such as to
communicate information about corporate environmental performance to many parties in
society as lending institutions, governmental agencies, consumers, stakeholders, etc, to
help them to take their decisions or for disclosing environmental information in annual
reports. While, internal purposes, such as to inform management that operations comply
with regulations, environmental management decisions are being made on the basis of fact,

and environmental liability accruals are appropriate.
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8. Types of environmental audits

It can be argued that environmental auditing has a number of objectives, therefore it
may vary from an organisation to another organisation according to some aspects as
follows:-

-The nature of an organisation’s activities (retail, service, business offices, manufacturing
Industries, public works, etc.).

-The environmental policies, plans, and objectives of organisations.

-The types of environmental risks, which organisations have faced.

-The environmental laws, regulations, and requirements, which organisations must follow.

-The objective of environmental audits.

Environmental audit is used to refer to a variety of activities, which are conducted
to assess and promote compliance with environmental regulations. This wide range of
activities encompasses many types of audits (Elkington and Jennings, 1991; CH,MHILL,
1993; Graves et al., 1996).

Environmental audits can be grouped into:-
(a)Compliance audits.
(b)Environmental management system audits.
(¢c)Transactional audits.
(d)Treatment, storage, and disposal facility audits.
(¢)Pollution prevention audits.
(HEnvironmental liability accrual audits.
(g)Product audits.
(a)Compliance audits
Compliance audits have become the most common form of environmental audits
for organisations because of the potential for civil and criminal liability from
environmental regulatory violations and laws in most countries. Compliance audits have
centred around whether operations are in compliance with governmental regulations,

whether organisation’s operations are being performed competently and legally, and also

environmental liability accruals are appropriate.
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(b)Environmental management systems audits

Environmental management systems audits focus on whether systems are in place
and operating properly to manage future environmental risks.
(c)Transactional audits

Transactional audits concentrate on assessing the environmental risks and liabilities
of land or facilities prior to a property transaction.
(d) Treatment, storage, and disposal facility audits

In some countries such as the U.S., under environmental regulations, all hazardous
materials are tracked from cradle-to-grave (creation to destruction), and all “owners” of
these materials have liability for them as long as the owners exist. This type of audits
focuses on how the organisation’s waste is treated, stored, or disposed.
(e)Pollution prevention audits

The aim of pollution prevention audit is to reduce or eliminate waste and pollution
of organisation’s operations.
(f) Environmental liability accrual audits

The accounting profession is interested in recognising, quantifying, and reporting
liability accruals for environmental 1ssues.

(2) Product audits

Product audits concentrate on making sure the company’s products environmentally

friendly. Also these products and chemical restrictions are being met.

9. Dimensions of environmental auditing

It can be argued that environmental auditing has two dimensions, the social and the

accountancy dimensions as follows:

The social dimension
In the last two decades, a number of organisations, according to their social
responsibilities, take into account environmental factors when they establish their

strategies, objectives, and procedures to achieve a number of aims (Patten, 1992; 2000;
Milne and Patten, 2002; O’Donovan, 1999, 2000, 2002; O’Dwyer, 2001; Reich, 1998).

This may be due to the following aspects: -
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-The emergence of environmental pressure groups such as the Friends of the Earth, which
concentrates on environmental protection. Friends of Earth has announced that 1t intends to
prosecute directors of major companies that it identifies as breaching legal limits for
polluting discharges to rivers, if the directors have not taken action to prevent further
breaches (Burnett-Hall(a) 1994).

-The evidence from the literature (Adams et al., 1995; Deegan and Rankin, 1996, 1997 and
1999; Deegan et al., 2000; Dowling and Pfeffer, 1975; Gray et al., 1995; Benston, 1982)
indicates that there is a social contract between the company and the society, where society
provides natural resources and imposes regulations to protect the environment, while, the
company uses society’s resources and then, it is expected from the company to comply
with the society’s regulation. If the company does not comply, the society may revoke its
contract then the company can not continue. Therefore, a company may bear its
environmental responsibility to gain the acceptance of society to continue (more details
about environmental issues and social perspectives are presented in chapter 5).

However, over recent years-widespread public concern for effective protection of the
environment has resulted in far more stringent legislation and tougher enforcement. For
example in the UK under environmental legislation, directors of offending companies can
face up to five years in prison or an unlimited fine [see appendix 1]. In Egypt, government
established Egyptian Environmental Aftairs Agency (EEAA), which is responsible for the
environmental control. Organisations are forced to bear their environmental responsibilities
for avoiding sanctions by EEAA. These sanctions may lead to shut down the organisation
(see, appendix 4).

-Some social perspectives (Mathews, 1993; Brown and Deegan, 1998; Reich, 1998) argue
that there is an exchangeable relation between the organisation and the environment where
the organisation considers as a producer and the environment as a supplier (both of them
depend on and impact on the other). Therefore, the organisation must protect the
environment to keep this relation and to guarantee its sustainability.

-A number of studies (Gingrich, 1995, Walley and Whitehead, 1994) argued that
environmental protection may suppress the economic development programs and 1f the
organisation established its environmental responsibility may lead to weakness of the

economic performance because of generating costs that business will never recover.

In contrast, other studies (Freedman and Jaggi, 1994; Russo and Fouts, 1997; Ruf et

al., 2001; O’Dwyer, 2001) proved that if the organisation spends on reducing pollution
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results from 1ts activities, this will not be accompanied negative effect on the economic
performance in long term, contrary, improving environmental performance is related
positively with financial benefits. For example, companies can achieve many benefits from
protecting the environment, such as a good reputation or image, and competitive
advantages.

-There are many changes in the role of management in companies. The objectives of
management are now achieving not only the economic welfare for owners, and maximising
profits but also the social welfare for all parties that are connected to the organisation. In
recent years, the awareness of environmental issues has been rising and the protection of
the environment has become the most important contents of social welfare (Ruf et. al.,
2001).

-The 1990s have witnessed an increasing interest in environmental issues therefore the
need for providing sufficient information about the organisation’s environmental
responsibility becomes a critical demand for diverse stakeholders. Investors no longer
concentrate on achieving profits only but they argue that the corporation, which is not
responsive to corporate social responsibility, will be a more risky investment (Surma and

Vondra, 1992). Investors need correct and accurate information about the social

performance.

The accountancy dimension

A number of accounting and auditing aspects are related to environmental issues as
follows:-
-The need for environmental auditing stems from that environmental information has
quantitative and financial nature. Environmental i1ssues may impact on the organisation’s
assets and its liabilities. The effects of environmental legislation are pervasive that virtually
every business organisation is likely to be affected to a greater or lesser degree and no
valuation of business or its assets can safely undertaken without taking this into account
(Burnet-Hall, 1994(b)). The financial statements should reflect the implication of
contingent liabilities that result from non-compliance with environmental laws.
-The Institute of Chartered Accountants in England and Wales (ICAEW, 1992 and 2000)
points out that environmental issue impacts on financial statements in relation to many

areas, such as provisions, contingent liabilities, asset values, and going concern
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considerations. It also argues that auditors should consider these issues when auditing
financial statements.

-Under the environmental regulations and laws, the users of financial statements have
become more interested to know information about environmental clean up costs and
environmental effects. Zuber and Berry (1992) argue that the auditors of financial
statements should evaluate whether environmental issues have been considered and
whether environmental liabilities have reflected on these statements according to Generally
Accepted Auditing Standards (GAAS).

-The International Federation of Accountants (IFAC, 1998) 1ssued an international auditing
practice statement developed by the International Auditing Practice Committee (IAPC) on
“The Consideration of Environmental Matters in the Audit of Financial Statements™. This
study referred to environmental issues may have a material impact on an entity’s financial
statements.

-A number of studies (Accountancy, 1991, 1992; Langtord, 1995; Wood, 1991) address the
responsibility of organisation to pay for environmental protection costs. Therefore, the
responsibilities of accountants are to evaluate, record and determine environmental costs in
financial statements

-Nowadays, the accountancy bodies, scientific institutions, researchers, and environmental
agencies in many countries argue that the environmental performance should be obligatory
or compulsory. For example the USA and Canadian Exchange Commission both require
reporting in the financial reports on the current and future financial effect of environmental
protection requirements. Denmark (1996) adopted a legislative requirement for companies
with a significant environmental impact (Brown, 2000).

-In U.S. the Financial Accounting Standards Board (FASB) and the Securities and
Exchange Commission (SEC) concentrate on measuring contingent environmental
liabilities, which have become now within the scope of external auditing (KPMG, 1999).
-The United Nations (UN), in 1991, recommends disclosure in the notes to financial
statements, including reporting of accounting practices in the notes, as well as, specific
financial information about liabilities, provisions and reserves, and contingent liabilities (if

quantifiable), as these relate to environmental measures (Niskala and Pretes, 1995).
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Consistent with the previous discussion, it can be argued that the importance of
environmental auditing is increasing. This importance stems from a number of factors as
follows:-

-The material impact of environmental issues on companies’ financial statements.

-The implications of environmental issues on the accounting and auditing profession.

-The increase of environmental awareness among a variety groups of society, such as
consumers, investors, creditors, bankers...etc. These groups asked for clean environment
and providing information about environmental performance of companies.

-The increase of environmental risks because of environmental laws and regulations in a

number of countries.

Summary

Awareness of environmental issues has been rising during the last 20 years and
environmental pressure groups have been growing in most countries to enact
environmental laws for protecting the environment. These laws impact on organizations
either directly or indirectly. Offending Companies may be paid millions of pounds as fines

or penalties besides losing their reputation, customers, employees ...etc because of

environmental violations.

A number of arguments have emerged to address the need for widening the scope of
conventional auditing to encapsulate environmental issues. The emergence of
environmental auditing goes back to social origins. There 1s no definitive definition for
environmental auditing. It can be defined as an integral part of auditing concentrates on
evaluating an organization’s environmental performance and its environmental control
systems, determining environmental liability accruals and the environmental impacts on
financial statements, and communicating environmental information to interested users in

society. The importance of environmental auditing attributes to a number of factors, such
as the increase of environmental impacts on business and the auditing profession, as well

as the 1ncrease of environmental laws.
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Chapter 3

The Relevance of Financial Auditors to Meet Environmental Challenges

1. Introduction

“The 1mportance of environmental issues is increasingly recognized. They often
have implications for business and can not be ignored by auditors” (ICAEW, 2000, p. 1).
An increasingly substantial number of studies (APB, 1995, 1993; APC, 1991; CICA, 1992,
1994, 1997; Collison et. al, 1996; Collison and Slomp, 2000; ICAEW, 1992, 2000; FEE,
1993; Collison and Gray, 1997) have argued that environmental issues have a significant
impact on the auditing profession and financial auditors should consider these issues when
auditing the financial statements of companies. Despite this auditors’ participation in
environmental audits 1s still limited. A number of arguments have therefore emerged
concerning the relevance of financial auditors to participate in these audits. Some studies
advocate this participation, especially, if auditors co-operate with other specialists. While,

other studies have criticized auditors’ ability to take part in environmental audits.

The chapter aims to address the question are financial auditors in a position to
assess environmental implications for business and make a contribution in the area of
environmental auditing?. It proceeds on to suggest a general framework of the necessary
characteristics of environmental auditors. The chapter reviews the academic environmental
auditing literature. The impact of environmental issues on financial auditors’ work is
presented. Arguments about the relevance of financial auditors in carrying out
environmental audits are provided. The responsibility of financial auditors towards

environmental specialist’s work and environmental disclosure is provided. A discussion

about factors, which limit auditors’ involvement in environmental auditing, is addressed.

2. An Overview of environmental auditing literature

Publishing on the subject of environmental auditing effectively started in the late

1970s and early 1980s, when environmental regulation was beginning to increase rapidly
and the practice of environmental auditing was first emerging. Researchers during this time

focused on the importance of environmental auditing and appropriate methodologies
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(Schaltegerr et al., 1996; Black, 1998; Wood, 1991; Flesher, 1996; Roussey, 1992; Sherer
and Turley, 1991). In the late 1980s studies started to focus on a number of areas, such as
contingent environmental liabilities, which may be generated by companies’ activities or
non-compliance with environmental laws. Other studies discussed environmental issues
and the role of the accountancy bodies, accountants, and auditors (ICAEW, 1992, 2000;
Collison et al., 1996; Collison and Slomp, 2000; Bebbington et al., 1994; CICA, 1992,
1994, 1997; FEE, 1993). On the other hand, a number of studies addressed the motivations
for companies to bear their responsibility towards the environment seriously and to engage
in environmental reporting (Patten, 1992, 2000, Miln and Patten, 2002, O’Dwyer, 2001,
Deegan et al., 2000, Deegan and Rankin 1997).

Within the broad area of research in environmental auditing literature, there are
many areas or issues that can be researched. In the brief discussion below, 1t can be

outlined some of these issues as follows: -

- the importance of environmental auditing
- environmental management systems
- corporate social and environmental reporting

- the financial auditor and environmental 1ssues

The importance of environmental auditing

Environmental auditing has attracted increasing attention world-wide over the past
few years as a new tool to be used by industrial and government enterprises in the
management of their health, safety, and environmental responsibilities (ICC, 1991).

Boland (1988) addresses the elements of environmental auditing and describes how an
audit should be conducted. The International Chamber of Commerce (ICC) published a
paper on “Environmental Auditing” in March 1989, which described the basic elements of
environmental auditing and served to inform business on how environmental auditing

might improve health, safety, and environmental programs.

Cordiano (1992) discusses the benefits of environmental audits in detecting, and
correcting noncompliance, and also appropriate audit staff qualifications, managerial

support, program development, legal issues and information protection. Bailey et al. (1992)
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argue that environmental auditing has emerged as a means of examining the effectiveness
of past environmental impact assessments 1n an attempt to identify ways of improving the

utility and efficiency of future assessments.

Reed (1987) discusses the use of environmental auditing by Canadian firms. This
study describes the results of a survey of the Canadian industrial sector, including the fact
that individual firms use auditing programs to meet diverse objectives, such as verifying
compliance, identifying risks and hazards, and limiting liability. Roussey (1992) discusses
accounting and auditing issues including problems of estimating lhabilities, proper
accounting procedures, disclosure considerations, risk assessment factors, appropriate audit
procedures and possible impacts on the audit report. Brimelow and Spencer (1992)
presented a critique of the current state of US EPA and its successes and failures. Dansing
et al. (1987) examined the evaluation of government and corporate interests in

environmental auditing. The authors concluded that audit programs save money for

companies in the long-term.

Environmental management systems

“A company should implement an effective environmental management system in
order to help protect human health and the environment from potential 1impacts of its
activities, products or services, and to assist in maintaining and improving the quality of

the environment” (ISO 14004, 1996, p. 3). A number of studies have discussed the use of

environmental management systems in companies.

Buckley (1991) discusses a number of environmental aspects, which relate to
environmental auditing such as, environmental risk management, identifying potential
liabilities, quantifying the probabilities and size of prosecutions and penalties and assessing
the effectiveness of environmental management systems. Maday and Kuusinen (1991)
describe how environmental auditing can improve the effectiveness of the basic

environmental management system, while at the same time determining compliance with

requirements.
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Wells et al. (1994) assert that effective managerial systems drive environmental
results. There are a number of international environmental initiatives to establish standards
for environmental management systems such as:-

-in 1991, the British Standards Institution (BSI) issued BS7759, which 1s a specification for
an environmental management system.
-the International Organisation for Standardisation (ISO) issued ISO 14000 series, which

focuses on the quality of environmental management systems.

-the European Community has adopted the Eco-Management and Audit Scheme
(EMAS) which concentrates on establishing an environmental management system and

reporting publicly on companies’ performance (details about these initiatives are presented

in chapter 4).

Corporate environmental reporting

Recent studies indicate that a number of firms are increasing the reporting of
environmental matters (Harte and Owen, 1997; Patten, 1992; Gamble et al., 1995).
Freedman and Stagliano (1991) argue that increased environmental disclosure may be the
result of regulatory effects. Patten (1991, 1992) indicates that environmental disclosures
may be linked to efforts to legitimise corporate actions and to the development of a positive

corporate image due to social changes.

A number of studies (Herremans et al, 1993; Hays and Pereira 1990,
Hoogheimstra, 2000; Gray and Balmer, 1998; Rosthorn, 2000; Deegan and Rankin, 1996,
1997, 1999) suggest that companies may engage in environmental reports to create a
positive image or reputation about their activities, which helps companies to achieve a
number of benefits such as confirming their legitimacy, creating competitive advantage,

and attracting investors (details about the phenomenon of voluntary social and

environmental reporting are discussed in chapter 5).

In the UK, the Advisory Committee on Business and Environment (ACBE)
established a Financial Sector Working Group (FSWG) to assist their members to improve

their environmental awareness and performance. In February 1993, the FSWG 1ssued a

report including the disclosure by companies of information about their environmental
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performance, the report indicated that the level of disclosure is still low, there is no
standard for the quality of environmental reporting and disclosure varies between
companies (Langtord, 1995). Freedman and Stagliano (1991) found a broad diversity of
disclosure, which ranged from extensive discussion to very little, even within the same
industry. KPMG (1999) survey analysed the reporting of the global top 250 companies in
eleven countnies (Australia, Belgium, Denmark, France, Germany, Japan, Netherlands,
Norway, Sweden, UK, and USA). The majority of the top 250 companies are based in the
USA, Japan, Germany and France. Overall only 35 % (88) of the top 250 companies issued
an environmental report. The level of reporting varied widely between countries and within
Industrial sectors. Walden and Schwartz (1997, p. 125) state that “disclosing environmental
information in annual reports may affect the perceptions of an enterprise’s earnings and
cash flows”. Johnson (1993, p. 127) reports that environmental issues can dramatically
impact upon a company’s short-term financial position and its chances for long-term
Success.
[t can be observed that:-

-Despite corporate environmental reporting studies indicate the importance of
environmental performance disclosure for many stakeholders. These studies do not provide
a theoretical framework for the contents and shape of corporate environmental reporting.
-There is no agreement as to how companies should report and what information should be
disclosed in environmental reports (details about companies’ problems to produce detailed
énvironmental reports are discussed in chapter 4). Adams and Kuasirikun (2000)
Investigate the reporting of ethical issues in the corporate annual reports of the largest UK
and German chemical and pharmaceutical companies between 1985 and 1995. The study
found substantial differences in the nature and patterns of reporting both across time and

between the two countries studied. Also, it referred to factors, which might be thought to
have caused this diversity in reporting between the two countries including: industry

activities, extent of regulations demanding ethical responsibility, and other social and

political pressures.

A number of studies (Belkaoui, 1976; Jaggi and Freedman, 1982; Anderson and
Frankle, 1980; Tilt, 1994; Epstein and Freedman, 1994) examined how investors react to
corporate social disclosures, with this reaction often being gauged by market share

reactions. These studies indicate that various stakeholder groups find corporate social
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disclosure to be useful to their decision making processes. Spicer (1978) provided some
empirical evidence relevant to the social performance disclosure by testing some relations
between a number of economic and financial indicators of investment value (profitability,
size, total and systematic risk, price, earning ratio) and corporate performance on one key
social 1ssues (pollution control) in a sample of companies drawn from a pollution prone
industry. The author assumed that there is a strong relation between the investment value of
a company’s common shares and its social performance. Some statistically significant
relations were found to exist. While generalisation of these results will require further

research, the findings reported were consistent with stated investors’ perceptions.

Herremans et al. (1993) investigated whether large U.S. manufacturing companies
with better reputation for social responsibility provided investors better stock market
returns and lower risk in 21 manufacturing industries, such as mining, oil, chemicals.. .etc,
during a six-year period 1982-1987. Three main findings emerged in the study:

-A good reputation for corporate social responsibility and higher reported profitability are

strongly related.

-A good reputation for corporate social responsibility is strongly associated with lower total

firm risk.

-Investors appear to be cognisant of differences in reputation about social responsibility
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