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Should the auditing profession be extended to 
encapsulate environmental issues?

-An article review
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1. Introduction
'CEJ�[GCT��JWPFTGFU�QH�ſTOU�CTG�RTQUGEWVGF�

for violating environmental laws and hundreds 
of millions of dollars in penalties are assessed. 
At the same time, a much larger number of 
ſTOU�GUECRG� VJG�XCTKQWU� EQUVU� CUUQEKCVGF�YKVJ�
litigation by adhering to the provisions of the 
same laws and regulations. Environmental laws 
are becoming more complex and extensive. 
If a company chooses not to comply, the 
GXGPVWCN�EQUV� KP� VGTOU�QH� NCVGT�ENGCP�WR��ſPGU��
and penalties could be in the billions of dollars. 
Business ethics is commonly associated in 
the media with environmental disasters and 
ſPCPEKCN� UECPFCNU�� 'VJKECN� EQPEGTPU� RGTOGCVG�
every aspect of business activity. Ethical issues 
arise in connection with core ethical values. 
There are some interconnections between 
business and environmental ethics. Business 
has obligations to protect the environment over 
and above what is 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 
HQTGUV�ſTGU��TCKUKPI�HGCTU�QH�INQDCN�

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 materials, toxic 
materials.  In addition, dumping tons of toxic 
wastes contaminates land. Air is polluted 
by poisonous gases such as carbon dioxide, 
EJNQTQƀWQTQECTDQPU� 
HGTKQPU��� YJKEJ� NGF� VQ�
depletion of the ozone layer…etc. All of 
these negative effects result from companies’ 
activities.

The right of society to place ethical 
constraints on business stems from three 
considerations. First, a society has the right 

(�PDLO��JDPRXVD����#\DKRR�FRP

Abstract: 'PXKTQPOGPVCN� KUUWGU� JCXG� C� UKIPKſECPV� KORCEV� QP�DWUKPGUU� CPF� VJG� CWFKVKPI�RTQHGUUKQP��'CEJ�[GCT�
ſTOU�CTG�RTQUGEWVGF�CPF�ſPGF�HQT�XKQNCVKPI�GPXKTQPOGPVCN�NCYU��%QTRQTCVKQPU�CTG�HCEGF�YKVJ�KPETGCUKPI�RTGUUWTGU�
from diverse stakeholder groups, including governmental agencies, to address environmental concerns. The 
implications of environmental issues on business lead to the emergence of a number of arguments concerning the 
TQNG�QH�CEEQWPVCPVU�CPF�ſPCPEKCN�CWFKVQTU�KP�GPXKTQPOGPVCN�KUUWGU��6JKU�UVWF[�TGXKGYU�VJG�NKVGTCVWTG�VQ�EQPVTKDWVG�
in such arguments. The critical question posed is should auditing profession develop its performance by widening 
its scope to encapsulate environmental issues? The study concludes that environmental issues have a number of 
implications on both the auditing profession and business. The auditing profession cannot continue to ignore these 
implications. It should accept this challenge and widen its scope to encapsulate environmental issues. The impact 
of environmental issues on the  accounting and auditing profession can be noticed in a number of aspects such 
as corporate environmental reporting; environmental violations and illegal acts; accounting for contingencies; 
auditing accounting estimates; the going concern assumption; and materiality policy. 

Keywords: #EEQWPVKPI���#WFKVKPI�2TQHGUUKQP��'PXKTQPOGPVCN�+UUWGU��#WFKVQTUŏ�4QNG�'PXKTQPOGPVCN�8KQNCVKQPU�



*HKDQ�$��0RXVD��6KRXOG�WKH�DXGLWLQJ�SURIHVVLRQ�EH�H[WHQGHG�����56

http://journals.uob.edu.bh

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. 
6JG� UGEQPF� LWUVKſECVKQP� TGUVU� YKVJ� VJG� CNN�
encompassing nature of the state. A third 
LWUVKſECVKQP� HQT� UQEKGV[� VQ� FGſPG� VJG� GVJKECN�
boundaries of business relates to the failure of 
companies to regulate themselves. The Business 
4QWPFVCDNGŏU� %QTRQTCVG� 'VJKEU� 4GRQTV� 
������
UVCVGU� VJCV�� őVJG� EQTRQTCVG� EQOOWPKV[� UJQWNF�
EQPVKPWG�VQ�TGſPG�CPF�TGPGY�GHHQTVU�VQ�KORTQXG�
performance and manage effectively through 
RTQITCOU� KP�EQTRQTCVG�GVJKEU��%QTRQTCVG�GVJKEU�
KU�C�UVTCVGIKE�MG[�UWTXKXCN�HCEVQT�HQT�RTQſVCDKNKV[�
KP�VJKU�GTC�QH�ſGTEG�EQORGVKVKXGPGUU�KP�C�INQDCN�
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 is 
who produces products which effect badly 
QP� VJG� GPXKTQPOGPV!� %QPUWOGTU� FQPŏV� OCMG�
products or provide services which can be 
either environmentally friendly or unfriendly. 
Business may have a moral responsibility to 
educate the public and promote environmentally 
responsible behavior. Protecting the 
environment requires moral management in 
business. It requires commitment, courage, and 
KPXQNXGU�TKUM�CPF�UCETKſEG��2GTJCRU�DWUKPGUU�KU�
capable of such a challenge. Ethics is not only 
an individual, personal matter but also that 
DWUKPGUU�RTQXKFGU�C�WPKSWG�CPF�URGEKſE�UQEKCN�
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. Moreover, stakeholders’ 
pressure has led a number of organizations to 
disclose about their environmental performance 
and to initiate voluntary environmental auditing. 
+%#'9� 
������ RQKPVU� QWV� VJCV� őVJG� DWUKPGUU�
community should place improvement of its 
environmental performance high on its agenda. 
)QXGTPOGPV� TGIWNCVKQPU� CPF�OCTMGV� RTGUUWTGU�
from the green consumer, the environmental 

pressure groups, employees and investors 
allow no other choice”. Most parties in any 
society think the organization’s duty is to act 
CHſTOCVKXGN[� HQT� UQEKCN� CURGEVU� VQ� CUEGTVCKP�
its responsibilities. However, environmental 
issues are becoming increasingly important 
to a broad range of corporate stakeholders, 
including consumers, shareholders, regulators, 
employee and others. 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 
VJG[� DGEQOG� KPXQNXGF� 
-2/)�� ������� (TQO�
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. From an employment perspective, it 
KU� DGEQOKPI� OQTG� FKHſEWNV� VQ� CVVTCEV� %JKGH�
'ZGEWVKXG�1HſEGTU�CPF�QVJGT�MG[�GORNQ[GGU�VQ�
positions in industries with high environmental 
risk. The sustainability of businesses in long-
term future is linked to their ability to minimize 
the environmental damage caused by their 
CEVKXKVKGU�� %QPUGSWGPVN[�� CP� CYCTGPGUU� QH� C�
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. 

Stakeholders pay more attention to 
companies’ environmental performance, 
measurement issues are becoming increasingly 
important, and demand is growing for relevant 
information to assist them in making key 
decisions. Also, the need for a common 
FGſPKVKQP� CPF� TGNKCDNG� OGCUWTGU� QH� EQTRQTCVG�
environmental performance is required in 
order to assist users of such information in 
making informed consumption, employment, 
and investment decisions. The importance of 
DWUKPGUU�GVJKEU�UVGOU�HTQO���

-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 
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as to make it better. Owners want to ensure 
VJCV� VJGKT� KPXGUVOGPVU� CTG� UCHG�� CU� TGƀGEVGF� KP�
CEEWTCVG� ſPCPEKCN� FKUENQUWTG�� 5QEKGV[� YCPVU�
VQ� GPUWTG� VJCV� KVU� ſTOU� TGƀGEV� VJG� XCNWGU� CPF�
ethics of a competitive, equal-opportunity 
environment. Business ethics actually provides 
essential support for maximizing long-term 
owner value. 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. In 
Europe and the United States, the late 1980’s 
and early 1990’s witnessed the emergence 
of interest in environmental accounting, 
auditing and reporting governmental 
DQFKGU�� GPXKTQPOGPVCN� ITQWRU�� ſTOU� CPF� VJG�
accountancy profession in most countries have a 
concern about environmental issues. The social 
FGOCPF� CPF� VJG� UKIPKſECPV� GPXKTQPOGPVCN�
legislation have forced companies to undertake 
and participate in extensive environmental 
activities. Organizations increasingly recognize 
the importance of addressing environmental 
issues effectively. Stakeholders are increasingly 
demanding the disclosure of information that 
TGƀGEVU� VJG� KPVGTCEVKQP� DGVYGGP� QTICPK\CVKQPU�
and the environment. Recently, there is an 
KPETGCUKPI� RTQRGPUKV[� HQT� ſTOU� VQ� FKUENQUG�
information about their environmental 
performance. However, the method that 
companies use to address environmental 
TGSWKTGOGPVU� KPƀWGPEGU� VJG� UWEEGUU� QT� HCKNWTG�
QH� VJGKT� RTQFWEVU�� %QORGVKVKXG� QRRQTVWPKVKGU�
exist for companies that address concerns for 
environmental costs, risk reduction, innovation, 
GHſEKGPE[��CPF�TGIWNCVQT[�RTGUUWTGU��#�PWODGT�
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. 
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 structure of the paper 
is organized as follows; Section 2 presents 
the impact of environmental issues; Section 
3 addresses the emergence of environmental 
auditing; Section 4 presents environmental 

auditing has two dimensions; Section 5 
explains the interrelations between the auditing 
profession and environmental issues; Section 6 
concludes the paper.

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. The human impact 
on the natural environment is not only local 
or regional but poses a threat to the global 
GEQURJGTG��#U�UJQYP�D[�UEKGPVKſE�ſPFKPIU�=G�I��
about the ozone layer and climatic change]. In 
general, environmental issues have two aspects. 
6JG� ſTUV� KU� RGTVKPGPV� VQ� VJG� PCVWTCN� TGUQWTEG�
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.

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 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 1980’s and 1990’s. Today, asbestos as a 
product is mostly phased out and the insurance 
companies (which have not caused the damage) 
JCXG�VQ�HQQV� VJG�ſPCPEKCN�DKNN��6JG�EQPUGSWGPV�
ſPCPEKCN� NKCDKNKVKGU�HQT�RQNNWVKQP�� KNNPGUUGU��CPF�
clean up liabilities for asbestos are estimated 
to be $ 2 trillion alone in the U.S. In 1984 a 
cloud of poisonous methyl iso-cyanate leaked 
HTQO� WPKQP� %CTDKFGŏU� 2GUVKEKFG� 2NCPV�� NQECVGF�
on the outskirts of Bhopal, India. Its effect on 
human life was devastating with approximately 
4,000 deaths and 200,000 injuries. The 
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ſPCPEKCN� KORCEV� YCU� CNUQ� RTQPQWPEGF� CPF�
XKTVWCNN[� KOOGFKCVG�� 9KVJKP� ſXG� VTCFKPI� FC[U�
of the chemical leak the market value of Union 
%CTDKFGŏU� EQOOQP� UVQEM� HGNN� CRRTQZKOCVGN[�
27.9 % from US $ 3,443 million to US $ 2,483 
million. 

Some environmental liabilities have 
exceeded the worst losses of companies 
for example; among the major disasters in 
VJG� ����U� YGTG� $JQRCN� 
7PKQP� %CTDKFG���
Schweizerhalle (Sandoz), and Prince William 
Sound (Exxon), all of which had substantial 
ſPCPEKCN� EQPUGSWGPEGU� HQT� VJG� EQORCPKGU�
involved. On March 24, 1989 Oil Tanker Exxon 
8CNFG\�TCP�ITQWPF�KP�2TKPEG�9KNNKCO�5QWPF�QP�
#NCUMCŏU� 9GUV� %QCUV�� (QTV[� OKNNKQP� NKVGTU� QH�
crude oil spilled into the sea, causing enormous 
FCOCIG� VQ� VJG� OCTKPG� ƀQTC� CPF� HCWPC�� 6JG�
CPPQWPEGOGPV�QH�VJG�EQWTVŏU�FGEKUKQP�KP�VJG�ſTUV�
of four stages of the proceeding led to a 4 % fall 
in Exxon’s share price wiping out roughly US $ 
����DKNNKQP�QH�VJG�ſTOŏU�OCTMGV�ECRKVCNK\CVKQP�
KP�
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 
OKNNKQP� VQ�CHHGEVGF�ſUJGTOGP��6JKTF�� VJG�EQWTV�
FGEKFGF�VJG�ſPG�KP�VQVCN�'ZZQP�YCU�EQPHTQPVGF�
�������DKNNKQP��
������OKNNKQP�HQT�ENGCP�WR��������
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. In the US, Act of 1980 
=TGHGTTGF� VQ� CU� VJG� ő5WRGTHWPF� .CYŒ?�� YJKEJ�
enables the US Environmental Protection 
#IGPE[� 
'2#�� VQ� GPHQTEG� NCPFſNN� TGOGFKCVKQP�
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.  

+P� ������ /QPUCPVQ� %QORCP[� OCFG� C�
provision for liabilities to clean up waste sites, 
which was almost 83 % of its 1991 net income. 
&WTKPI� ������ #VNCPVKE� 4KEJſGNF� %QORCP[�
(arco) added $ 220 million to its reserves 
relating to future environmental cleanup 
costs. On December 31, 1990, such reserves 

totaled $ 737 million. 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 (EPA) ordered in 1991 a major man-
ufacturer of electronic parts to pay an estimated 
$ 14.9 million to clean a contamination site in 
upstate New York. In 1993, the E. I. Dupont de 
Nemours and company spent approximately $ 
500 million for capital projects related to envi-
ronmental goals and environmental expenses 
were about $ 1 billion. Also, the management 
QH�#OQEQ�;QTM�VQYP�TGſPGT[�GUVKOCVGF�VJCV�KVU�
environmental costs were approximately 3 % 
of operating costs, but the environmental costs 
were determined to be approximately 22 % of 
operating costs. Environmental risks are one of 
the risk areas that have grown in recent years 
due to an increasing the number of governmen-
VCN�TGIWNCVKQPU��UWEJ�TKUMU�ECP�DG�ſPGU�HQT�RQN-
lution of land, water, or air; penalties may be 
imposed on a company; cleanup 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 
RWDNKE�EQPſFGPEG�
C�EQORCP[�YKNN�JCXG�C�DCF�
reputation or corporate image); loss of market 
share when environmental incidents occur and 
ſPCNN[��C�EQORCP[�OC[�NQUG�KVU�NKEGPUG�QT�UJWV�
down. 

Environmental issues have a strong impact 
QP� VJG� ſPCPEKCN� UVCVGOGPVU� QH� EQORCPKGU�� 1P�
the basic of such events these issues have many 
RQVGPVKCN�KORCEVU�QP�ſPCPEKCN�UVCVGOGPVU��UWEJ�
CU�URGEKſE�EQUVU�HQT�ENGCP�WR��GHƀWGPV�CPF�GOKU-
sion control or reduction, waste treatment and 
minimization, remediation, and insurance costs. 
#NUQ�� EQPVKPIGPV� NKCDKNKVKGU�� RTQXKUKQP�� ſPGU��
damages, increased costs of plant, accelerated 
depreciation on machines or increased provi-
sions for abandonment. 

IAS36 sets out the requirements for recog-
nizing and measuring impairment losses for 
assets. It points out that an enterprise should 
asses at each balance sheet date whether there 
is any indication that an asset may be impaired. 
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If any such indication exists, the enterprise 
should estimate the recoverable amount of the 
asset and after the recognition of an impair-
ment loss, the depreciation charge for the as-
UGV�UJQWNF�DG�CFLWUVGF��6JKU�UVCPFCTF�KFGPVKſGU�
a range of factors, which an enterprise should 
consider when it evaluates an asset, such as sig-
PKſECPV�EJCPIGU�YKVJ�CP�CFXGTUG�GHHGEV�QP� VJG�
enterprise have taken place during the period, 
or will take place in the near future, in the tech-
nological market, economic or legal environ-
ment in which the enterprise operates or in the 
OCTMGV� VQ�YJKEJ� CP� CUUGV� KU� FGFKECVGF� 
+#5%��
1998). 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 expend-
ing and capitalization of remedial costs have 
DGGP�TGEQTFGF�RTQRGTN[���+%#'9�
������RQKPVU�
QWV� VJCV�GPXKTQPOGPVCN� KUUWG�ECP� KORCEV�QP�ſ-
PCPEKCN� FKUENQUWTGU� KP� ſPCPEKCN� UVCVGOGPVU� KP�
relation to provisions, e.g. for site restoration; 
contingent liabilities, e.g. for pending legal ac-
tion; asset values, e.g. where stocks of goods, 
QT�VJG�ſZGF�CUUGVU�WUGF�KP�RTQFWEKPI�VJGO��CTG�
subject to environmental concern; 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 regu-
lations impose tighter emissions criteria; any 
PQP�ſPCPEKCN�GPXKTQPOGPVCN�FKUENQUWTGU�YKVJKP�
VJG�ſPCPEKCN�UVCVGOGPVU��HQT�GZCORNG�TGICTFKPI�
environmental impact or actions to protect the 
environment (unlikely at present), will be sub-
ject to audit.  

%QPVKPIGPV�GPXKTQPOGPVCN�NKCDKNKV[�KU�CP�QD-
ligation to pay future expenditures to remedy en-
vironmental damage that has occurred because 
of past events or transactions, or to compensate 
a third party, which has suffered from the dam-
CIG���%QPVKPIGPV�GPXKTQPOGPVCN�NKCDKNKVKGU�JCXG�
become not only much more common but also 
JCXG�OWEJ�OQTG�KORCEV�QP�ſPCPEKCN�UVCVGOGPVU�
and the sustainable advantage of many compa-
nies. Environmental issues have many potential 
KORCEVU� QH� ſPCPEKCN� UVCVGOGPVU�� &GURKVG� VJGUG�
RQVGPVKCN�KORCEVU��ſPCPEKCN�CWFKVQTU�UJQWNF�GZ-
RTGUU�CP�QRKPKQP�QP�ſPCPEKCN�UVCVGOGPVU��6JG[�
have to make a decision based on the risk of 

UWEJ�OCVVGTU�CHHGEVKPI�VJG�ſPCPEKCN�UVCVGOGPVU�

3. The emergence of environmental au-
diting

Although the origins and some of the under-
lying 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. In the nineteenth century, many early 
efforts were embodied in social legislation de-
signed to protect employees from some of ad-
verse effects of the industrial revolution. But the 
term of social responsibility has as its symbolic 
UVCTVKPI�KP�*QYCTF�$QYGPŏU�5GOKPCN�DQQM�ő5Q-
cial responsibility of the businessman” In 1960s, 
industrialized economics of North America and 
Western Europe started to concentrate on non-
GEQPQOKE� CPF� PQP�ſPCPEKCN� XCTKCDNGU� UWEJ� CU�
the quality of the environment, working condi-
tions, and equality of opportunities, only when a 
high level of material welfare has already been 
achieved. Therefore, social audit emerged as a 
mechanism to persuade the corporations to rec-
ognize and respond to society’s demand. The 
efforts of governments in many countries from 
the mid-1960s to the mid-1970s to make social 
audit regulations took place in four main social 
CTGCU��GPXKTQPOGPVCN�RTQVGEVKQP��YQTMGTU�UCHGV[�
and health consumer and equal employment op-
portunities. For example, in May 1970, the US 
)GPGTCN�/QVQTU�%QORCP[� UGV� WR� C� EQOOKVVGG�
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 were mak-
ing to reduce that pollution, the amount of re-
searches to improve the safety and reliability of 
cars, and the increase in social accountability.

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 respon-
sive to corporate social responsibility, will be 
a more risky investment. Environmental issues 
JCXG�C�ITGCV�KORCEV�QP�VJG�QTICPK\CVKQPŏU�ſPCP-
cial aspects. There is a crucial need to provide 
information about the organization’s environ-
mental performance for diverse stakeholders. 
They need information, which they can rely on 
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and take their decisions. They will trust in the 
environmental information if this information 
KU�CWFKVGF�D[�CP� KPFGRGPFGPV�CWFKV�CU� +%#'9�
(1992, 2000) argues that the reliability and 
credibility of environmental disclosure can be 
KPETGCUGF�D[�KPFGRGPFGPV�XGTKſECVKQP�QT�CWFKV���

Society expects auditors to play an impor-
tant role on solving the environmental prob-
lems, which face organizations. Auditors could 
add to the credibility of environmental esti-
mates by determining whether these estimates 
are reasonable, also whether the presentation 
and disclosure of environmental estimates are 
appropriate and adequate. The accountancy 
bodies should start to encourage the develop-
ment of appropriate auditing and accounting for 
dealing with environmental issues by applying 
their unique expertise to corporate environ-
mental reporting, practices of environmental 
auditing, and evaluation of risks and liabilities. 
Environmental auditing is a necessary tool for 
MPQYKPI�OQTG�CDQWV� VJG� KPƀWGPEG�QH�GPXKTQP-
mental issues on companies and about the ef-
fects of organizations on the natural environ-
OGPV��7PVKN�PQY��VJGTG�KU�PQ�URGEKſE�FGſPKVKQP�
for environmental auditing may be because this 
subject is relatively new in auditing, but there 
are a number of attempts to establish some 
FGſPKVKQPU� HQT� GPXKTQPOGPVCN� CWFKVKPI� D[� VJG�
accountancy bodies, and researchers. Some of 
VJGUG�FGſPKVKQPU�HQEWU�QP�VJG�ſPCPEKCN�CURGEVU�
of environmental issues, while others address 
performance aspects as follows. For example, 
)TC[� CPF� %QNNKUQP� 
������ FGſPG� CP� GPXKTQP-
mental audit as a means for organizations to 
both assess the environmental impact of their 
activities and to monitor the results of any envi-
ronmental improvement programs they decide 
to enact.

9JKNG��%QTPGNN�CPF�#RQUVQNQW�
������RQKPV�
out that an environmental audit is a systematic 
examination of a client’s operations and proper-
ties, both past and present, to identify potential 
liabilities arising from environmental causes. 
An environmental audit is a management tool 
comprising a systematic, documented, periodic 
and objective evaluation of how well environ-
mental organization, management, and equip-
ment are performing with the aim of helping to 
UCHGIWCTF� VJG� GPXKTQPOGPV� D[� ſTUV� HCEKNKVCVKPI�

management control of environmental prac-
tices, and Second assessing compliance with 
company policies which would include meet-
ing regulatory requirements (The International 
%JCODGT� QH� %QOOGTEG� 
+%%��� ������� 6JKU�
FGſPKVKQP�FQGU�PQV�TGHGT�VQ�CP[�GZVGTPCN�RGTHQT-
mance standards against which a company’s 
policies and practices should be judged in car-
rying out the audit (other than applicable laws 
and regulations). It suggests a continuing func-
tion of environmental auditing inside the com-
pany. An environmental audit is a systematic, 
FQEWOGPVGF�XGTKſECVKQP�RTQEGUU�QH�QDLGEVKXGN[�
obtaining and evaluating audit evidence to de-
VGTOKPG�YJGVJGT�URGEKſGF�GPXKTQPOGPVCN�CEVKXK-
ties, events, conditions, management systems, 
or information about these matters conform with 
audit criteria, and communication the results of 
this process to the client. It can be observed that 
VJG�OQUV�KORQTVCPV�RCTV�KP�VJKU�FGſPKVKQP�KU�EQO-
municating the results of audit process to users 

6JG�'WTQRGCP�%QOOKVVGG���������(KPCNN[�� VJG�
7�5�� 
'2#��FGſPGU� CP� GPXKTQPOGPVCN� CWFKV� CU�
a systematic, documented, periodic and objec-
VKXG�TGXKGY�D[�C�ſTO�QT�QVJGT�TGIWNCVGF�GPVKV[�
of facility operations and practices. From the 
RTGXKQWU� FGſPKVKQPU�� KV� ECP� DG� CTIWGF� VJCV� C�
PWODGT�QH�FGſPKVKQPU�CTG�PCTTQY�YJKNG�QVJGTU�
encompass a wide range of elements of the en-
vironmental management system. There is no 
agreement on the role of environmental audit-
ing in organization and its aims also still no uni-
form procedure of conducting environmental 
CWFKV��*QYGXGT��VJG�FGſPKVKQP�QH�#OGTKECP�#E-
counting Association (AAA, 1973) for an audit, 
which is generally accepted between research-
GTU�CPF�RTCEVKVKQPGTU��RQKPVU�QWV�VJCV���őCWFKVKPI�
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 as-
sertions and established criteria and communi-
cation the results to interested users”. Through 
VJKU�FGſPKVKQP��KV�ECP�DG�PQVKEGF�VJCV�UWEJ�FGſ-
nition is a comprehensive one because the term 
őCWFKVKPIŒ�KU�OQFKſGF�D[�C�FGUETKRVKXG�YQTF�VQ�
KPFKECVG�CNN�MKPFU�QH�CWFKVKPI�UWEJ�CU�ſPCPEKCN�
audit, internal audit, management audit, social 
audit, environmental audit …etc. Also the term 
őGEQPQOKEŒ�CEVKQPU�KP�VJKU�FGſPKVKQP�OGCP�VJG�
process of auditing does not investigate only the 
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KPHQTOCVKQP� KP�ſPCPEKCN�UVCVGOGPVU��/QTGQXGT��
the term economic concerned with any situa-
tion in which a choice must be made involving 
UECTEG� TGUQWTEGU��6JKU�FGſPKVKQP� EQPſTOU� VJCV�
the auditing is a means of communication to in-
form interested users about the results of audit 
process.

'PXKTQPOGPV�CWFKV�EQPUKFGTU�C�PGY�ſGNF�KP�
auditing. Then, environmental auditing can be 
FGſPGF�CU���CP� KPVGITCN�RCTV�QH�CWFKVKPI�YJKEJ�
concentrates on evaluating an organization’s 
environmental performance and its environ-
mental control systems, determining environ-
mental liability accruals and the environmental 
KORCEVU� QP� VJG�ſPCPEKCN� UVCVGOGPVU�� CPF� EQO-
municating environmental information to inter-
ested users in society. An environmental audit 
CEJKGXGU�ſXG�DCUKE�UWEJ�CU�GZCOKPCVKQP�CP�QT-
ganization’s management system; determina-
tion of an organization’s compliance with regu-
latory requirements; determination of an orga-
nization’s conformance with the organization’s 
own policies and with related industry stan-
dards; evaluation of the organization’s routine 
management and housekeeping practices; and 
creation of an action plan to correct any identi-
ſGF�FGſEKGPEKGU��6JG�+PUVKVWVG�QH�+PVGTPCN�#WFK-
tors in the US (1993) points out that the objec-
tives of environmental auditing such as deter-
mining whether the company is in compliance 
with environmental regulatory requirements 
and laws; evaluating the effectiveness of the en-
vironmental management and control systems; 
determining the environmental organization’s 
risks; identifying future environmental policy 
and plans; determining whether the company’s 
internal policies, procedures, and practices are 
in compliance with future environmental plans; 
meeting customer requirements; providing en-
vironmental information for many parties; de-
termining that known environmental liabilities 
CTG�RTQRGTN[�KFGPVKſGF�CPF�TGRQTVGF�CPF�GUVCD-
NKUJKPI�VJCV�CUUQEKCVGF�ſPCPEKCN�CEETWCNU�CTG�CF-
equate; identifying and monitoring safety and 
health risks to employees and the public; and 
ſPCNN[��XGTKH[KPI�VJG�GHHGEVKXGPGUU�QH�YCUVG�TG-
duction, energy conservation, or recycling pro-
grams or the use of recycled products.

Environmental audit has many objectives, 
such as providing an early warning, increas-

ing employee awareness, testing environmental 
performance against aims, assessing risk of liti-
gation and reporting to third parties. Nowadays, 
environmental audits are being routinely con-
FWEVGF� YKVJKP� EQORCPKGU� VQ� FGſPG� VJG� GZVGPV�
of their liabilities towards the environment, to 
check compliance with environmental legisla-
tion, to test newly acquired land or buildings, 
and to assess environmental risks, employees’ 
safety, energy consumption, waste streams, or 
pollutant emissions.  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, stakehold-
ers, etc, to help them to take their decisions or 
for disclosing environmental information in an-
nual 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 appro-
priate.

4. Dimensions of environmental audits
Environmental audit is used to refer to a va-

riety of activities, which are conducted to assess 
and promote compliance with environmental 
regulations. This wide range of activities en-
compasses many types of audits. Environmen-
tal auditing has two dimensions, the social and 
VJG�CEEQWPVCPE[�FKOGPUKQPU�CU�HQNNQYU�

4.1. The social dimension

In the last two decades, a number of orga-
nizations, according to their social responsi-
bilities, take into account environmental factors 
when they establish their strategies, objectives, 
and procedures to achieve a number of aims. 
The emergence of environmental pressure 
groups such as the Friends of the Earth concen-
trates on environmental protection. Friends of 
Earth has announced that it intends to prosecute 
FKTGEVQTU�QH�OCLQT�EQORCPKGU�VJCV�KV�KFGPVKſGU�CU�
breaching legal limits for polluting discharges 
to rivers, if the directors have not taken action to 
prevent further breaches. Accounting literature 
indicates that there is a social contract between 
the company and the society, where society pro-
vides natural resources and imposes regulations 
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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 compa-
ny cannot continue. Therefore, a company may 
bear its environmental responsibility to gain the 
acceptance of society to continue. 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 
QHHGPFKPI�EQORCPKGU�ECP�HCEG�WR�VQ�ſXG�[GCTU�
KP�RTKUQP�QT�CP�WPNKOKVGF�ſPG��

- Some social perspectives argue that there is an 
exchangeable relation between the organization 
and the environment where the organization 
considers as a producer and the environment as 
a supplier (both of them depend on and impact 
on the other). Therefore, the organization must 
protect the environment to keep this relation 
and to guarantee its sustainability. Environ-
mental protection may suppress the economic 
development programs and if the organization 
established its environmental responsibility 
may lead to weakness of the economic perfor-
mance because of generating costs that busi-
ness will never recover. In contrast, if the or-
ganization spends on reducing pollution results 
from its activities, this will not be accompanied 
negative effect on the economic performance in 
long term, contrary, improving environmental 
RGTHQTOCPEG�KU�TGNCVGF�RQUKVKXGN[�YKVJ�ſPCPEKCN�
DGPGſVU�� (QT� GZCORNG�� EQORCPKGU� ECP� Cchieve 
OCP[�DGPGſVU�HTQO�RTQVGEVKPI�VJG�GPXKTQPOGPV��
such as a good reputation or image, and com-
petitive advantages.

- There are many changes in the role of manage-
ment in companies. The objectives of manage-
ment are now achieving not only the economic 
YGNHCTG�HQT�QYPGTU��CPF�OCZKOK\KPI�RTQſVU�DWV�
also the social welfare for all parties that are 
connected to the organization. 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. The 1990s have witnessed an increas-
ing interest in environmental issues therefore 
VJG� PGGF� HQT� RTQXKFKPI� UWHſEKGPV� KPHQTOCVKQP�

about the organization’s environmental respon-
sibility becomes a critical demand for diverse 
stakeholders. Investors no longer concentrate 
QP�CEJKGXKPI�RTQſVU�QPN[�DWV�VJG[�CTIWG�VJCV�VJG�
corporation, which is not responsive to corpo-
rate social responsibility, will be a more risky 
investment. Investors need correct and accurate 
information about the social performance. 

4.2. The accountancy dimension

The need for environmental auditing stems 
from that environmental information has quan-
VKVCVKXG�CPF�ſPCPEKCN�PCVWTG��'PXKTQPOGPVCN�KU-
sues may impact on the organization’s assets 
and its liabilities. The effects of environmental 
legislation are pervasive that virtually every 
business organization is likely to be affected to 
a greater or lesser degree and no valuation of 
business or its assets can safely undertake with-
QWV�VCMKPI�VJKU�KPVQ�CEEQWPV��6JG�ſPCPEKCN�UVCVG-
OGPVU�UJQWNF�TGƀGEV�VJG�KORNKECVKQP�QH�EQPVKP-
gent liabilities that result from non-compliance 
with environmental laws. 

�� 6JG� +PUVKVWVG� QH� %JCTVGTGF� #EEQWPVCPVU� KP�
'PINCPF�CPF�9CNGU�
+%#'9�������CPF�������
points out that environmental issue impacts on 
ſPCPEKCN� UVCVGOGPVU� KP� TGNCVKQP� VQ�OCP[�CTGCU��
such as provisions, contingent liabilities, asset 
values, and going concern considerations. It 
also argues that auditors should consider these 
KUUWGU�YJGP�CWFKVKPI�ſPCPEKCN�UVCVGOGPVU���

- Under the environmental regulations and laws, 
VJG�WUGTU�QH�ſPCPEKCN� UVCVGOGPVU�JCXG�DGEQOG�
more interested to know information about en-
vironmental cleanup costs and environmental 
GHHGEVU�� 6JG� CWFKVQTU� QH� ſPCPEKCN� UVCVGOGPVU�
should evaluate whether environmental issues 
have been considered and whether environmen-
VCN�NKCDKNKVKGU�JCXG�TGƀGEVGF�QP�VJGUG�UVCVGOGPVU�
CEEQTFKPI� VQ� )GPGTCNN[� #EEGRVGF� #WFKVKPI�
5VCPFCTFU�
)##5���

- The International Federation of Accountants 

+(#%�� ������ KUUWGF� CP� KPVGTPCVKQPCN� CWFKVKPI�
practice statement developed by the Interna-
VKQPCN� #WFKVKPI� 2TCEVKEG� %QOOKVVGG� 
+#2%��
QP�ő6JG�%QPUKFGTCVKQP�QH�'PXKTQPOGPVCN�/CV-
ters in the Audit of Financial Statements”. This 
study referred to environmental issues may have 
C�OCVGTKCN�KORCEV�QP�CP�GPVKV[ŏU�ſPCPEKCN�UVCVG-
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ments. A number of studies address the respon-
sibility of organization to pay for environmental 
protection costs. Therefore, the responsibilities 
of accountants are to evaluate; record and de-
VGTOKPG�GPXKTQPOGPVCN�EQUVU� KP�ſPCPEKCN� UVCVG-
ments. Environmental agencies in many coun-
tries argue that the environmental performance 
should be obligatory or compulsory. For ex-
CORNG�VJG�75#�CPF�%CPCFKCP�'ZEJCPIG�%QO-
OKUUKQP�DQVJ� TGSWKTG� TGRQTVKPI� KP� VJG�ſPCPEKCN�
TGRQTVU�QP�VJG�EWTTGPV�CPF�HWVWTG�ſPCPEKCN�GHHGEV�
of environmental protection requirements. Den-
mark in 1996 adopted a legislative requirement 
HQT�EQORCPKGU�YKVJ�C�UKIPKſECPV�GPXKTQPOGPVCN�
impact. In U.S. the Financial Accounting Stan-
dards Board (FASB) and the Securities and 
'ZEJCPIG� %QOOKUUKQP� 
5'%�� EQPEGPVTCVG� QP�
measuring contingent environmental liabilities, 
which have become now within the scope of ex-
VGTPCN�CWFKVKPI�
-2/)��������������

- The United Nations (UN), in 1991, recom-
OGPFU�FKUENQUWTG�KP�VJG�PQVGU�VQ�ſPCPEKCN�UVCVG-
ments, including reporting of accounting prac-
VKEGU�KP�VJG�PQVGU��CU�YGNN�CU��URGEKſE�ſPCPEKCN�
information about liabilities, provisions and 
reserves, and contingent liabilities (if quanti-
ſCDNG��� CU� VJGUG� TGNCVG� VQ� GPXKTQPOGPVCN� OGC-
sures. The importance of environmental au-
diting stems from a number of factors such as 
the material impact of environmental issues on 
EQORCPKGUŏ� ſPCPEKCN� UVCVGOGPVU�� VJG� KORNKEC-
tions of environmental issues on the accounting 
and auditing profession; the increase of envi-
ronmental awareness among a variety groups 
of society, such as consumers, investors, credi-
tors, bankers...etc. These groups ask for clean 
environment and provide information about 
environmental performance of companies and 
ſPCNN[� VJG� KPETGCUG�QH�GPXKTQPOGPVCN� TKUMU�DG-
cause of environmental laws and regulations in 
countries.

5. The interrelations between the audit-
ing profession and environmental issues

6JG�TGNCVKQPUJKR�CPF�QXGTNCR�DGVYGGP�ſPCP-
cial and environmental audits has been widely 
FKUEWUUGF� 
+(#%�� �������#� PWODGT� QH� UVWFKGU�
have addressed the relevance of accountants and 
ſPCPEKCN�CWFKVQTU�KP�ECTT[KPI�QWV�GPXKTQPOGPVCN�
CWFKVU�� +%#'9� 
������ CFFTGUUGU� VJG� SWGUVKQP�

QH�VJG�EQORGVGPEG�QH�VJG�ſPCPEKCN�CWFKVQT�KP�VJG�
GPXKTQPOGPVCN� CTGC�� +V� UWIIGUVU� VJCV� ſPCPEKCN�
CWFKVQTU� UJQWNF� CRRN[� UEKGPVKſE� GZRGTVKUG�� CE-
EQTFKPI� VQ� VJGKT� RTQHGUUKQPCN� SWCNKſECVKQPU�� CU�
would any specialist, in order to achieve cred-
ibility in an environmental audit. An increas-
ingly substantial number of studies have argued 
VJCV�GPXKTQPOGPVCN�KUUWGU�JCXG�C�UKIPKſECPV�KO-
RCEV�QP�VJG�CWFKVKPI�RTQHGUUKQP�CPF�ſPCPEKCN�CW-
ditors should consider these issues when audit-
KPI�VJG�ſPCPEKCN�UVCVGOGPVU�QH�EQORCPKGU��5WEJ�
issues often have implications on business and 
ECPPQV�DG�KIPQTGF�D[�CWFKVQTU�
+%#'9���������
6JG�#OGTKECP�+PUVKVWVG�QH�%GTVKſGF�2WDNKE�#E-
EQWPVCPVU�
#+%2#��������RQKPVU�QWV�VJCV�VJG�DC-
UKE�QDLGEVKXG�QH�ſPCPEKCN�UVCVGOGPVU�KU�TGRQTVKPI�
about an organization’s activities, which impact 
on society, can be determined or measured, and 
are essential for the organization’s role in its 
GPXKTQPOGPV��#+%2#� 
������ CTIWGU� VJCV� VJGTG�
is a necessity to widen the scope of conven-
tional auditing for evaluating environmental 
control standards or regulatory procedures. It 
concluded auditors had responsibilities for en-
vironmental management. They should under-
stand different situations for control pollution 
and be able to evaluate its effects for external 
RCTVKGU�� � #+%2#� 
������ CFFTGUUGF� VJG� KORCEV�
of illegal acts (such as, environmental viola-
tions) on the auditors’ report when auditing the 
ſPCPEKCN�UVCVGOGPVU��+%#'9�
������RQKPVU�QWV�
VJCV� őYJGTG�GPXKTQPOGPVCN� HCEVQTU�YKNN� KORCEV�
on a company’s policy and activities, and will 
impose costs on the company, or affect its as-
set values or liabilities, actual or contingent, the 
ſPCPEKCN� EQPUGSWGPEGU� PGGF� VQ� DG� CEEQWPVGF�
for or reported in accordance with existing ac-
counting requirements”. In the past, consumers 
have demanded traditional information to make 
their economic choice in areas such as, value, 
price, quality, and service. Now consumers 
have new values such as, the impact of products 
on the environment, environmental protection, 
etc. And they need information about those val-
ues to express their choice and make the market 
work effectively.  Investors prefer not to deal 
with companies, which have a bad reputation or 
do not have a socially responsible attitude to-
wards the environment. 

+%#'9�
������������CTIWGU�VJCV�VJG�ſPCP-
cial auditor’s responsibilities already extend to 
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consideration of the impact of environmental 
factors because environmental issues can im-
RCEV� QP� ſPCPEKCN� FKUENQUWTGU� KP� VJG� ſPCPEKCN�
statements such as, provisions and contingent 
liabilities. Accountants and auditors are in-
volved in reporting on corporate environmen-
tal issues, particularly evaluating contingent 
liabilities, determining the incentive effects of 
the environmental movement on environmental 
management, and providing decision-makers 
with quantitative information on environmen-
tal performance. Accountants and auditors will 
KPETGCUKPIN[�ſPF�VJGOUGNXGU�KPXQNXGF�KP�CTGCU��
such as, dealing with new types of taxes, having 
to take new factors into consideration in invest-
ment appraisal, helping cost out new pollution 
control methods, examining the feasibility of 
replacing materials used with sustainable re-
sources and exploring recycling opportunities, 
and helping estimate the impact of green con-
sumer preference in existing new markets. 

+P������������2TKEG�9CVGTJQWUG�GUVCDNKUJGF�
two empirical studies in U.S. about environ-
mental accounting and measurement of envi-
ronmental costs. These studies recommended 
YKFGPKPI�VJG�UEQRG�QH�ſPCPEKCN�CWFKVKPI�VQ�KP-
clude environmental issues and its liabilities 

2TKEG�9CVGTJQWUG���������6JG�'WTQRGCP�%QO-
OKUUKQP�
'%��RTQRQUGF�VJCV�GPXKTQPOGPVCN�CWFKV�
can be carried out either by the company’s own 
auditors (if the company has established its 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 en-
vironmental auditors. Some big accounting and 
CWFKVKPI�EQORCPKGU�KP�VJG�7-�UWEJ�CU�-2/)��
2TKEG�9CVGTJQWUG��%QQRGTU�CPF�.[DTCPF�GUVCD-
lished the association of environmental consul-
tancies. They will be founder members, become 
KPXQNXGF�YKVJ�C�XCTKGV[�QH�NGICN�ſTOU�CPF�VGEJ-
nical consultancies. These companies felt their 
reputation was being threatened by fringe or-
ganizations set up overnight and calling them-
UGNXGU� GPXKTQPOGPVCN� CWFKVQTU�� 6JG� ſPCPEKCN�
auditor’s concern with environmental issues 
arises because of the need for appropriate ac-
EQWPVKPI�HQT�VJG�ſPCPEKCN�CURGEV��'PXKTQPOGP-
tal problems may result in contingent losses. 
5WEJ� NQUUGU�OWUV�DG�CRRTQRTKCVGN[� TGƀGEVGF� KP�
VJG�ſPCPEKCN�UVCVGOGPVU��+%#'9�
������CTIWGU�

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. 
Auditing has many objectives, such as to give 
KPFGRGPFGPV� QRKPKQP� WRQP� VJG� ſPCPEKCN� UVCVG-
ments 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 ac-
counting information, which assists a variety of 
users, such as shareholders, creditors and em-
ployees to take their decisions. Accountants and 
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 
QPN[� CVVGUVCVKQP� QH� ſPCPEKCN� UVCVGOGPVU�� 'XGT[�
accountant and auditor should be able to evalu-
ate the consequences of environmental issues 
in relation to accounting and auditing practices 
KP�VJG�ſPCPEKCN�UVCVGOGPVU�CWFKV��(KPCNN[��'PXK-
ronmental responsibility, whether voluntary or 
through regulation, is a major new challenge 
for accountants, auditors and business. The 
demand for environmental information by ac-
countants and auditors is increasing rapidly. 
They have to cope with their new responsibili-
ties for environmental issues. The impact of 
environmental issues on the  accounting and 
auditing profession can be noticed in a num-
ber of aspects such as corporate environmental 
reporting; environmental violations and illegal 
acts; accounting for contingencies; auditing ac-
counting estimates; the going concern assump-
tion; and materiality policy. 

5.1 Corporate environmental reporting 

#�PWODGT�QH�ſTOU�CTG�KPETGCUKPI�VJG�TGRQTV-
ing of environmental matters. Environmental 
disclosures may be linked to efforts to legitimise 
corporate actions and to the development of a 
positive corporate image due to social changes. 
%QORCPKGU� OC[� GPICIG� KP� GPXKTQPOGPVCN� TG-
ports to create a positive image or reputation 
about their activities, which helps companies to 
CEJKGXG�C�PWODGT�QH�DGPGſVU�UWEJ�CU�EQPſTOKPI�
their legitimacy, creating competitive advan-
tage, and attracting investors. 
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+P� VJG� 7-�� VJG� #FXKUQT[� %QOOKVVGG� QP�
$WUKPGUU�CPF�'PXKTQPOGPV�
#%$'��GUVCDNKUJGF�
C�(KPCPEKCN�5GEVQT�9QTMKPI�)TQWR�
(59)��VQ�
assist their members to improve their environ-
mental awareness and performance. In February 
������ VJG�(59)�KUUWGF�C�TGRQTV� KPENWFKPI�VJG�
disclosure by companies of information about 
their environmental performance, the report in-
dicated that the level of disclosure is still low, 
there is no standard for the quality of environ-
mental reporting and disclosure varies between 
EQORCPKGU��-2/)�
������UWTXG[�CPCN[UGF�VJG�
reporting of the global top 250 companies in 
eleven countries (Australia, Belgium, Denmark, 
(TCPEG��)GTOCP[��,CRCP��0GVJGTNCPFU��0QTYC[��
Sweden, UK, and USA). The majority of the 
top 250 companies are based in the USA, Ja-
RCP��)GTOCP[�CPF�(TCPEG��1XGTCNN�QPN[������
(88) of the top 250 companies issued an envi-
ronmental report. The level of reporting varied 
widely between countries and within industrial 
sectors. Disclosing environmental information 
in annual reports may affect the perceptions of 
CP�GPVGTRTKUGŏU�GCTPKPIU�CPF�ECUJ�ƀQYU��'PXK-
ronmental issues can dramatically impact upon 
C� EQORCP[ŏU� UJQTV�VGTO�ſPCPEKCN� RQUKVKQP� CPF�
its chances for long-term success. It can be ob-
UGTXGF�VJCV��

- Despite corporate environmental reporting 
studies indicate the importance of environmen-
tal performance disclosure for many stakehold-
ers. These studies do not provide a theoretical 
framework for the contents and shape of corpo-
rate environmental reporting.

- There is no agreement as to how companies 
should report and what information should be 
disclosed in environmental reports. Adams and 
Kuasirikun (2000) investigate the reporting of 
ethical issues in the corporate annual reports of 
VJG�NCTIGUV�7-�CPF�)GTOCP�EJGOKECN�CPF�RJCT-
maceutical 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 
VJG�VYQ�EQWPVTKGU�KPENWFKPI��KPFWUVT[�CEVKXKVKGU��
extent of regulations demanding ethical respon-
sibility, and other social and political pressures. 

Epstein and Freedman (1994) examine how 

investors react to corporate social disclosures, 
with this reaction often being gauged by mar-
ket share reactions. These studies indicate that 
XCTKQWU�UVCMGJQNFGT�ITQWRU�ſPF�EQTRQTCVG�UQEKCN�
disclosure to be useful to their decision making 
processes. Spicer (1978) provides some empiri-
cal evidence relevant to the social performance 
disclosure by testing some relations between a 
PWODGT�QH�GEQPQOKE�CPF�ſPCPEKCN�KPFKECVQTU�QH�
KPXGUVOGPV� XCNWG� 
RTQſVCDKNKV[�� UK\G�� VQVCN� CPF�
systematic risk, price, earning ratio) and corpo-
rate performance on one key social issues (pol-
lution control) in a sample of companies drawn 
from a pollution prone industry. The author as-
sumed that there is a strong relation between 
the investment value of a company’s common 
shares and its social performance. Some statis-
VKECNN[� UKIPKſECPV� TGNCVKQPU� YGTG� HQWPF� VQ� GZ-
ist. While generalisation of these results will 
TGSWKTG� HWTVJGT� TGUGCTEJ�� VJG� ſPFKPIU� TGRQTVGF�
were consistent with stated investors’ percep-
tions. 

Herremans et al. (1993) investigate whether 
large U.S. manufacturing companies with bet-
ter reputation for social responsibility provided 
investors better stock market returns and low-
er risk in 21 manufacturing industries, such 
as mining, oil, chemicals…etc, during a six-
[GCT� RGTKQF� ����������� 6JTGG� OCKP� ſPFKPIU�
GOGTIGF�KP�VJG�UVWF[�

- A good reputation for corporate social respon-
UKDKNKV[� CPF� JKIJGT� TGRQTVGF� RTQſVCDKNKV[� CTG�
strongly related.

- A good reputation for corporate social respon-
sibility is strongly associated with lower total 
ſTO�TKUM�

- Investors appear to be cognisant of differences 
in reputation about social responsibility among 
companies as evidenced by positive abnormal 
returns accruing to the stocks of companies 
with superior reputation during the period of 
the study.

Investors, stakeholders and others suf-
fer when companies pay millions of dollars in 
ſPGU��ENGCP�WR�HGGU��CPF�EQWTV�EQUVU�VQ�MGGR�EQT-
RQTCVG� QHſEGTU� QWV� QH� LCKN� DGECWUG� QH� GPXKTQP-
mental issues. It can be observed that, although 
some accounting studies found a relationship 
between the impact of environmental issues and 
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the investment value of the company’s shares, 
the results of these studies might need more re-
search to allow generalisation also, these stud-
ies did not provide explicitly look to estimate 
the impact of environmental issues on business.  
Stakeholders ask for appropriate information 
HQT�VJGKT�CUUGUUOGPV��+%#'9�
������CTIWGU�VJCV�
stakeholders think that the credibility of envi-
ronmental information will be achieved if the 
independent auditor audits and reports upon this 
information. Discussion on the relevance of en-
XKTQPOGPVCN�KUUWGU�HQT�VJG�ſPCPEKCN�CWFKVQT�JCU�
CFFTGUUGF�D[�%QNNKUQP� CPF�)TC[� 
�������6JG[�
conducted a large survey on audit practitioners 
in the UK. The questionnaire investigated audi-
tors’ experience of the issues and any actions 
that they may have been taken in response to 
VJGO��6JG�TGUWNVU�UWIIGUV�VJCV�UQOG�ſTOU�OC[�
DG�CV�TKUM�QH�IKXKPI�KPUWHſEKGPV�CVVGPVKQP�VQ�VJG�
ſPCPEKCN� KORNKECVKQPU�QH�GPXKTQPOGPVCN� KUUWGU��
The majority of respondents thought the envi-
ronmental awareness of auditors needs to be 
raised. The study also expects a possible wider 
TQNG�HQT�VJG�ſPCPEKCN�CWFKVQT�KP�VJG�XGTKſECVKQP�
QH� GPXKTQPOGPVCN� TGRQTVU�� %QNNKUQP� 
������ GZ-
RNQTGU�VJG�TGCEVKQP�QH�7-�ſPCPEKCN�CWFKVQTU�D[�C�
series of interviews with a range of audit practi-
tioners to the growth of society’s environmental 
awareness and attendant legislative pressures. 
The results show that environmental issues can 
JCXG�UKIPKſECPV�KORNKECVKQPU�HQT�ſPCPEKCN�UVCVG-
ments and should be of concern to auditors who 
GZRTGUU�QRKPKQPU�QP�VJGO��#NVJQWIJ�VJG�ſPCP-
cial effect of environmental issues may be indi-
rect, the amounts may be material. The auditor 
must be alert to the possibility of loss contin-
gencies and must ascertain if the contingencies 
are accounted for properly. 

5.2 Environmental violations and illegal acts

6JG�VGTO�KNNGICN�CEV�KP�VJG�75�5#5���ő+NNG-
ICN�#EVU�D[�%NKGPVUŒ�TGHGTU�VQ�XKQNCVKQPU�QH�NCYU�
QT� IQXGTPOGPVCN� TGIWNCVKQPU� 
#+%2#�� �������
SAS54 divides illegal acts into two categories 
YKVJ�VJG�ſTUV��KNNGICN�CEVU�VJCV�JCXG�C�FKTGEV�CPF�
OCVGTKCN� GHHGEV�QP� NKPG�KVGO�COQWPVU� KP� VJG�ſ-
nancial statements. The second illegal act has 
an indirect effect. A number of laws affect com-
panies. Environmental laws and regulations are 
among those, which could have an indirect im-
RCEV� QP� VJG�ſPCPEKCN� UVCVGOGPVU��6JG� GHHGEV� KU�

not direct because environmental issues do not 
PGEGUUCTKN[�FKTGEVN[�CHHGEV�VJG�ſPCPEKCN�CPF�CE-
counting areas of the company. The indirect-ef-
fect illegal acts relate to company’s operations 
OQTG�VJCP�KVU�ſPCPEGU��6JG�KPFKTGEV�GHHGEV�CTKUGU�
from the possibility of a contingent liability. 
SAS54 provides guidance to the auditor consid-
ering environmental transactions or situations, 
which may be violations of rules, regulations, 
or laws. The standard aids the auditor who is 
considering the possibility of environmental il-
NGICN�CEVU�D[�FGſPKPI�VJG�CWFKVQTŏU�TGURQPUKDKN-
ity with respect to such occurrences. 

+P�VJG�7-�VJG�#2%�
������CTIWGU�VJCV�KNNG-
gal acts may be expected to have a fundamental 
effect on the operations of the entity and this 
EQWNF�JCXG�ſPCPEKCN�EQPUGSWGPEGU�VJCV�CTG�OC-
VGTKCN�VQ�VJG�VTWG�CPF�HCKT�XKGY�QH�ſPCPEKCN�UVCVG-
ments. The possible monetary effect of an en-
vironmental violation might take many forms. 
6JG�EQORCP[�EQWNF�DG�ſPGF��2GPCNVKGU�OC[�DG�
imposed. Damages could be assessed. A com-
pany might be shutdown, resulting in loss of in-
come and litigation could occur. If any of these 
possible monetary effects could be material the 
auditor must ascertain that the event has been 
treated as a loss contingency and occurred or 
disclosed as appropriate. 

#+%2#�
������CPF�#2%�
������KFGPVKH[�VJG�
auditors’ responsibility for detecting the illegal 
CEVU�CU�HQNNQYU��

- The auditors should be aware of the possibil-
ity that such illegal acts may have occurred. 
Therefore, they should understand the client’s 
business and be aware of those laws, regula-
tions and provisions of an entity’s constitution, 
which may be expected to have a fundamental 
effect on the operations of the entity.

+H� URGEKſE� KPHQTOCVKQP� EQOGU� VQ� VJG� CWFK-
tor’s attention that provides evidence concern-
ing the existence of possible illegal acts that 
could have a material indirect effect on the 
ſPCPEKCN� UVCVGOGPVU�� VJG� CWFKVQT� UJQWNF� CRRN[�
audit procedures to ascertain whether an illegal 
act has occurred.

The auditor should consider the effect of 
KNNGICN� CEVU�QP� VJG�ſPCPEKCN� UVCVGOGPVU� KPENWF-
KPI�EQPVKPIGPV�OQPGVCT[�GHHGEVU��UWEJ�CU�ſPGU��
penalties and damages. Loss contingencies re-
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sulting from illegal acts may be required to be 
disclosed or should be evaluated in the same 
manner as other loss contingencies. The audi-
tor should evaluate the adequacy of disclosure 
KP� VJG�ſPCPEKCN� UVCVGOGPVU� QH� VJG� RQVGPVKCN� GH-
fects of illegal acts on the entity’s operations. If 
material revenue or earnings are derived from 
transactions involving illegal acts, or if illegal 
CEVU�ETGCVG�UKIPKſECPV�WPWUWCN� TKUMU�CUUQEKCVGF�
with material revenue or earnings, such as loss 
QH�C�UKIPKſECPV�DWUKPGUU�TGNCVKQPUJKR��VJCV�KPHQT-
mation should be considered for disclosure.

(WTVJGTOQTG��#+2%#� 
������ CFFTGUUGU� VJG�
impact of illegal acts on the auditor’s report as 
HQNNQYU��

- If the auditor concludes that an illegal act has 
C�OCVGTKCN�GHHGEV�QP�VJG�ſPCPEKCN�UVCVGOGPVU��CPF�
the act has not been properly accounted for or 
FKUENQUGF��VJG�CWFKVQT�UJQWNF�GZRTGUU�C�SWCNKſGF�
QRKPKQP�QT�CP�CFXGTUG�QRKPKQP�QP�VJG�ſPCPEKCN�
statements.

- If the client precludes the auditor from obtain-
KPI� UWHſEKGPV� EQORGVGPV� GXKFGPVKCN� OCVVGT� VQ�
evaluate whether an illegal act that could be ma-
VGTKCN�VQ�VJG�ſPCPEKCN�UVCVGOGPVU�JCU��QT�KU�NKMGN[�
to have, occurred, the auditor generally should 
FKUENCKO�CP�QRKPKQP�QP�VJG�ſPCPEKCN�UVCVGOGPVU�

- If the client refuses to accept the auditor’s 
report, the auditor should withdraw from the 
engagement and indicate the reasons for with-
drawal in writing to the audit committee or 
board of directors.

- The auditors may be unable to determine 
whether an act is illegal because of limitations 
imposed by the circumstances rather than by the 
client or because of uncertainty associated with 
interpretation of applicable laws or regulations 
in these circumstances, they should consider the 
effect on their report.

Although, the auditors should normally re-
port to senior management of an entity illegal 
acts, there may be exceptional occasions when 
it is necessary for the auditors to report direct to 
a third party without the knowledge or consent 
QH�OCPCIGOGPV�
#2%���������+P�EKTEWOUVCPEGU�
the auditors are not bound by their duty of con-
ſFGPVKCNKV[�CPF�ECP�FKUENQUG�OCVVGTU�VQ�C�RTQRGT�
authority in the public interest such as, if they 

have a reasonable suspicion of an illegal act and 
they can demonstrate that in the court. Finally, 
the auditors have to decide whether they con-
UKFGT�FKUENQUWTG�QH�VJG�OCVVGT�KU�LWUVKſGF�KP�VJG�
RWDNKE�KPVGTGUV�
#2%��������

5.3 Accounting for contingencies

The US Statement on Financial Account-
KPI�5VCPFCTFU�0Q����
5(#5���ő#EEQWPVKPI�HQT�
contingencies”, is the most applicable standard 
VQ�VJG�CEEQWPVKPI�HQT�GPXKTQPOGPVCN�EQUVU��%QP-
tingent liabilities arising from environmental 
cleanup costs should be accounted for and dis-
closed according to SFAS5. A contingency is 
FGſPGF�KP�5(#5��CU���

őCP� GZKUVKPI� EQPFKVKQP�� UKVWCVKQP� QT� UGV� QH�
circumstances involving uncertainty as to pos-
sible gain or loss to an enterprise that will ul-
timately be resolved when one or more future 
events occur or fail to occur. Resolution of the 
WPEGTVCKPV[�OC[� EQPſTO� VJG� CESWKUKVKQP� QH� CP�
asset or the reduction of a liability or the loss 
or impairment of an asset or the incurrence of a 
liability” (FASB, 1975, P. 1). It can be observed 
VJCV��5(#5��FGſPGU�DQVJ�NQUU�CPF�ICKP�EQPVKP-
gencies but contingencies that might result in 
ICKPU�WUWCNN[�CTG�PQV� TGƀGEVGF� KP� VJG�CEEQWPVU�
since to do so might be to recognize revenue 
prior to its realization. The discussion in this 
study is limited to loss contingencies. When 
considering a loss contingency, the accountant 
determines the likelihood that a future event 
YKNN�EQPſTO�VJG�KORCKTOGPV�QH�CP�CUUGV�QT� VJG�
incurrence of a liability. SFAS5 categorizes the 
NKMGNKJQQF�KPVQ�VJTGG�NGXGNU��RTQDCDNG��RQUUKDNG��
and remote (FASB, 1975).

��2TQDCDNG��VJG�HWVWTG�GXGPV�QT�GXGPVU�CTG�NKMGN[�
to occur.

��4GCUQPCDN[�RQUUKDNG��VJG�EJCPEG�QH�VJG�HWVWTG�
event or events occurring is more than remote 
but less than likely.

�� 4GOQVG�� VJG� EJCPEG� QH� VJG� HWVWTG� GXGPV� QT�
events occurring is slight. 

*QYGXGT��+#5���
������FGſPGU�C�EQPVKPIGPV�
liability as a possible obligation that arises from 
past events and whose existence will be con-
ſTOGF�QPN[�D[�VJG�QEEWTTGPEG�QT�PQP�QEEWTTGPEG�
of one or more uncertain future events not whol-
ly within the control of the enterprise; or a pres-
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ent obligation that arises from past events but is 
not recognized because it is not probable that an 
QWVƀQY�QH�TGUQWTEGU�GODQF[KPI�GEQPQOKE�DGP-
GſVU�YKNN�DG�TGSWKTGF�VQ�UGVVNG�VJG�QDNKICVKQP��QT�
the amount of the obligation cannot be measured 
YKVJ�UWHſEKGPV�TGNKCDKNKV[�
+#5%���������

5.4 Measurement of a loss contingency

A loss contingency must be measured or 
reliably estimated in order to qualify for recog-
PKVKQP� KP� VJG� ſPCPEKCN� UVCVGOGPV� WPFGT� EGTVCKP�
conditions.

A number of factors can be considered when 
estimating a loss contingency such as current 
laws and regulations; the extent of regulatory 
involvement; the number and viability of the 
parties involved; prior legal, economic, po-
NKVKECN�CPF�UEKGPVKſE�GZRGTKGPEG��CPF�ſPCNN[�VJG�
complexity of the problem, existing technolo-
gies and technological experience. However, 
5(#5��TGSWKTGU�VJCV��

A loss contingency should be incurred by a 
charge to income if both of the following condi-
VKQPU�CTG�OGV��

��+PHQTOCVKQP�CXCKNCDNG�RTKQT�VQ�KUUWCPEG�QH�VJG�ſ-
nancial statements indicates that it is probable that 
an asset had been impaired or a liability had been 
KPEWTTGF�CV�VJG�FCVG�QH�VJG�ſPCPEKCN�UVCVGOGPVU�

- The amount of loss can be reasonably estimat-
ed (FASB, 1975).

International Auditing Standard no. 10 

+#5���� TGSWKTGU� VJCV� őVJG� GUVKOCVKQP� QH� VJG�
amount of a contingent loss to be recognized in 
VJG�ſPCPEKCN�UVCVGOGPVU�OC[�DG�DCUGF�QP�KPHQT-
mation that provides a range of amounts of loss 
which could result from the contingency. The 
best estimate of the loss within such a range is 
recognized when no amount within the range 
is indicated as a better estimate than any other 
amount. At least the minimum amount in the 
range if there is a possibility of loss in excess of 
VJG�COQWPV�TGEQIPK\GFŒ�
+#5%��������2��������
Among the factors taken into account by man-
agement in evaluating the contingency are the 
progress of the claim at the date on which the 
ſPCPEKCN�UVCVGOGPVU�CTG�CWVJQTK\GF�HQT�KUUWG��VJG�
opinions of legal experts or other advisers, the 
experience of the enterprise in similar cases and 
the experiences of other enterprise in similar 

UKVWCVKQPU� 
+#5%�������� /QTGQXGT�� FKUENQUWTG�
of a loss contingency depends on the likeli-
hood of loss and in some cases, on the ability 
of the company to estimate the loss. However, 
disclosure of the contingencies should be made 
KP�ſPCPEKCN�UVCVGOGPVU�KH�VJG[�CTG�OCVGTKCN�CPF�
if the contingencies or the events leading to the 
contingencies are probable or if these contin-
gencies can be reliably measured (or reasonably 
estimated) (FASB, 1975). The disclosure of a 
loss contingency should indicate the nature of 
the contingency and should give an estimate of 
the possible loss or range of loss or state that 
such an estimate cannot be made (FASB, 1975). 

+#5%�
������TGSWKTGU�VJCV�EQPVKPIGPV�NQUUGU�
OWUV�DG�FKUENQUGF� KP� VJG�PQVGU� VQ� VJG�ſPCPEKCN�
statements if they are probable that they have 
occurred, although no reasonable estimate can 
be made of the amount. Footnote disclosure of 
the contingent loss is appropriate if the likeli-
hood of a loss is at least reasonably possible. 
Also, if the likelihood of loss is remote, there is 
no disclosure necessary. For example, if the en-
vironmental protection agency informed a com-
pany that its disposal site does not comply with 
legal regulations, it is still not known which 
technique of remediation will be necessary, and 
thus what costs the company will face. Then, 
at least the costs of the cheapest remediation 
should be recognized. An additional exposure 
to loss should be disclosed in a footnote and the 
management should mention that the amount 
cannot be estimated. Furthermore, reserves for 
contingent liabilities may be made according 
to the same rules as reserves for other liabili-
ties. Reserve charges to income or provisions 
for contingent liabilities can be made to cover 
NQUUGU�QT�FGDVU��YJKEJ�CTG�FGſPGF�CPF�YJKEJ�QP�
the date of the balance sheet are either likely to 
be incurred or certain to be incurred, but uncer-
tain as to amount or as to the date on which they 
YKNN�CTKUG�
+#5%���������

(#5$� 
������ RQKPVGF� QWV� VJCV� ő5QOG� GP-
terprises accrue estimated losses from certain 
types of contingencies by a charge to income 
prior to the occurrence of the event or events 
that are expected to resolve the uncertainties 
while, under similar circumstances, other enter-
prises account for those losses only when the 
EQPſTOKPI�GXGPV�QT�GXGPVU�JCXG�QEEWTTGFŒ�� +P�



69J. Emp. Res. Acc. Aud. 1, No. 1, 55-73 (Oct. 2014)

http://journals.uob.edu.bh

general, SFAS5 requires that a provision for a 
loss contingency be recorded when it is prob-
able that a liability has been incurred at the date 
QH� VJG� ſPCPEKCN� UVCVGOGPVU� CPF� VJG� COQWPV� QH�
the loss can be reasonably estimated. 

+#5%� 
������ UVCVGU� VJCV� ő5QOG� NKCDKNKVKGU�
can be measured only by using a substantial 
degree of estimation. Some enterprises describe 
these liabilities as provisions. In some coun-
tries, such provisions are not regarded as liabili-
VKGU�DGECWUG�VJG�EQPEGRV�QH�C�NKCDKNKV[�KU�FGſPGF�
narrowly so as to include only amounts that can 
be established without the need to make esti-
mates”. A slightly different tack is taken by the 
%CPCFKCP� +PUVKVWVG� QH� %JCTVGTGF� #EEQWPVCPVU�

%+%#�������YJQ�TGEQOOGPF�CU�HQNNQYU��

- Environmental liabilities should be disclosed 
UGRCTCVGN[�KP�VJG�ſPCPEKCN�UVCVGOGPVU�

- Environmental liabilities of individual materi-
ality should be disclosed separately.

- A deferred charge should be disclosed in con-
nection with the liability it relates to. 

- The nature of any uncertainties of measure-
ment should be explained.

The general accounting standards would be 
UWHſEKGPV�VQ�EQRG�YKVJ�GPXKTQPOGPVCN�NKCDKNKVKGU��
if they were only applied correctly or enforced 
by regulatory authorities, so there is no need for 
PGY� CEEQWPVKPI� UVCPFCTFU� FGſPKPI� VJG� FKUENQ-
sure of environmental liabilities.

5.5 Auditing accounting estimates

SAS57 provides guidance to auditors on ob-
VCKPKPI�CPF�GXCNWCVKPI�UWHſEKGPV�EQORGVGPV�GXK-
FGPVKCN�OCVVGT�VQ�UWRRQTV�UKIPKſECPV�CEEQWPVKPI�
GUVKOCVGU�KP�CP�CWFKV�QH�ſPCPEKCN�UVCVGOGPVU�KP�
CEEQTFCPEG�YKVJ�)GPGTCNN[�#EEGRVGF�#WFKVKPI�
5VCPFCTFU� 
#+%2#�� ������� 5#5��� UJQWNF� DG�
considered when the company has developed 
or should develop as estimate of an environ-
mental liability. However, SAS57 emphasizes 
that management is responsible for making the 
CEEQWPVKPI� GUVKOCVGU� KPENWFGF� KP� VJG� ſPCPEKCN�
statements. Estimates are based on subjective 
as well as objective factors and, as a result, 
judgment is required to estimate amount at the 
FCVG�QH�VJG�ſPCPEKCN�UVCVGOGPVU��/CPCIGOGPVŏU�
judgment is normally based on its knowledge 

and experience about past and current events 
and its assumptions about conditions it expects 
to exist and courses of action it expects to take 

#+%2#���������6JG�CWFKVQT� KU�TGURQPUKDNG�HQT�
evaluating the reasonableness of accounting es-
VKOCVGU�OCFG� D[�OCPCIGOGPV� KP� VJG� ſPCPEKCN�
statements taken as a whole. As estimates are 
based on subjective as well as objective factors, 
KV�OC[�DG�FKHſEWNV�HQT�OCPCIGOGPV�VQ�GUVCDNKUJ�
controls over them. Even when management’s 
estimation process involves competent per-
sonnel using relevant and reliable data, there 
is potential for bias in the subjective factors. 
Planning and performing procedures to evalu-
ate accounting estimates require the auditor to 
consider, with an attitude of professional skep-
ticism, both the subjective and objective factors 

#+%2#�� ������� 'PXKTQPOGPVCN� KUUWGU� JCXG� C�
strong effect on business and this may lead to 
some environmental costs. Management bases 
the estimate of these costs on assumptions and 
actions, which it expects to take. For example, 
the company may have received notice from 
the Environmental Protection Agency that it is 
in violation of regulations concerning smoke 
emissions. The company plans to modify the 
equipment to bring the emission within ac-
ceptable limits. Management should identify 
relevant factors, which may affect the estimate 
and gather data on which to base it. The cost 
QH�OQFKſECVKQP� UJQWNF� VJGP� DG� GUVKOCVGF� CPF�
CEETWGF�� �*QYGXGT��#+%2#� 
������ RQKPVU� QWV�
that if the auditors believe the estimated amount 
KPENWFGF�KP�VJG�ſPCPEKCN�UVCVGOGPVU�KU�WPTGCUQP-
able, they should treat the difference between 
that estimate and the closest reasonable estimate 
as a likely error and aggregate it with other like-
ly errors. They should also consider whether the 
difference between estimates best supported by 
the audit evidence and the estimates included 
KP�VJG�ſPCPEKCN�UVCVGOGPVU��YJKEJ�CTG�KPFKXKFW-
ally reasonable, indicate a possible bias on the 
part of the entity’s management. The auditors 
have three objectives when auditing environ-
mental estimates. First, the auditor should as-
certain that all necessary material environmen-
tal estimates have been developed. Second, they 
should determine that the estimates are reason-
able. Finally, the auditors should consider that 
the presentation and disclosure of environmen-
tal estimates are appropriate. 
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5.6 The going concern assumption
In recent years widespread public concern 

for effective protection of the environment has 
resulted in pervasive and extensive legislation 
in many nations. Environmental issues may ac-
tually threaten the company’s viability as a go-
ing concern. For example, a chemical company, 
CHVGT�PWOGTQWU�YCTPKPIU�CPF�ſPGU��EQPVKPWGU�VQ�
dispense hazardous materials into a lake. The 
external auditor should consider the likelihood 
that a governmental agency could order the 
company to be shutdown. However, the going 
concern assumption is a fundamental concept 
QH� CPPWCN� ſPCPEKCN� TGRQTVKPI��6JKU�OGCPU� VJCV�
it is assumed that the business will continue in 
existence and there will be no dramatic change 
in its economic circumstances, it excludes the 
possibility of short-term break-up, forced sale 
QT�NKSWKFCVKQP��+#5%�
������TGEQIPK\GU�őIQKPI�
concern” as one of fundamental accounting as-
sumptions. According to this assumption, the 
enterprise is normally viewed as a going con-
cern, that is, as continuing in operation for the 
foreseeable future. It is assumed that the enter-
prise has neither the intention nor the necessity 
of liquidation or of curtailing materially the 
scale of its operations. While, the external audi-
tor is not concerned to express an opinion on the 
quality of the management, if the audited ac-
counts provided an appropriate representation 
of economic reality, then users should be able 
to form their own judgment about managerial 
effectiveness. One limited instance in which 
the external auditor has to consider especially 
the effectiveness of management is in regard 
to its success in ensuring the continued short-
term future existence of the enterprise. IAS1 
requires that where fundamental accounting as-
UWORVKQPU�CTG�HQNNQYGF�KP�ſPCPEKCN�UVCVGOGPVU��
disclosure of such assumptions is not required. 
If a fundamental accounting assumption is not 
followed, that fact should be disclosed together 
YKVJ�VJG�TGCUQPU�
+#5%���������$GECWUG�QH�VJG�
importance of going concern assumption to the 
form and content of the accounts, external au-
ditors indicate by inference their belief that it 
is the appropriate basis. They do not guarantee 
that the business is a going concern in the long 
VGTO�� DWV� VJG[�FQ� EQPſTO� VJCV� VJG� IQKPI� EQP-
EGTP�CUUWORVKQP�KU�C�XCNKF�DCUKU�HQT�VJG�ſPCPEKCN�
UVCVGOGPVU�� 6JG� #WFKVKPI� 2TCEVKEGU� %QOOKV-

tee’s guidance suggests that only if the audi-
tors become aware of indications that the go-
ing concern basis may not be valid, they should 
ECTT[� QWV� CFFKVKQPCN� RTQEGFWTGU�� 5#5��� őVJG�
#WFKVQTŏU�%QPUKFGTCVKQP�QH�CP�'PVKV[ŏU�#DKNKV[�
VQ� %QPVKPWG� CU� C� )QKPI� %QPEGTPŒ�� 6JKU� UVCP-
dard requires that, on every audit, the auditor 
consider whether the entity will continue as a 
going concern for a reasonable period of time 

#+%2#���������+H�VJG�CWFKVQTU�EQPENWFG��VJGTG�
is substantial doubt about the entity’s ability to 
continue as a going concern for a reasonable pe-
riod of time, such as violations of environmen-
VCN� TGIWNCVKQPU�� RQVGPVKCN� NQUUGU�� VJG[� UJQWNF��
-consider the adequacy of disclosure about 
the entity’s possible inability to continue as a 
going concern for a reasonable period of time 
and, include an explanatory paragraph (follow-
ing the opinion paragraph) in their audit report 
VQ�TGƀGEV� VJGKT�EQPENWUKQP��+H� VJG�CWFKVQTU�EQP-
clude that substantial doubt does not exist, they 
UJQWNF� EQPUKFGT� VJG�PGGF� HQT�FKUENQUWTG� 
#+%-
2#���������(WTVJGTOQTG��+%#'9�
������RQKPVU�
QWV� VJCV� ſPCPEKCN� CWFKVQT� OC[� DG� TGSWKTGF� VQ�
comment directly on environmental uncertain-
ties in their audit reports will be increased if the 
Auditing Practices Board (APB) exposure draft 
ő#WFKVQTUŏ�4GRQTVU�QP�(KPCPEKCN�5VCVGOGPVUŒ��+V�
requires auditors to draw attention in their re-
port to inherent uncertainties, when those un-
certainties; affect the validity of the going con-
cern assumption; or involve possible outcomes 
falling within a range which is unusually or 
GZEGRVKQPCNN[�YKFG� KP� TGNCVKQP� VQ� VJG� ſPCPEKCN�
statements; or involve possible outcomes which 
are so material and pervasive in their possible 
effects that resolution of the matter could sig-
PKſECPVN[�CNVGT� VJG�XKGY�IKXGP�D[�VJG�ſPCPEKCN�
statements. Environmental issues threaten the 
continuity of a company. Stakeholders need in-
formation about the impact of these issues on a 
company, especially in an uncertain situation. 
&KXGTUG� UVCMGJQNFGTU�OC[�FGRGPF�QP�ſPCPEKCN�
statements to get information, which can help 
them to make their judgments. Therefore, ex-
VGTPCN�CWFKVQTU�OC[�ſPF�VJGOUGNXGU�KPXQNXGF�KP�
some aspects of environmental issues. 

5.7 Materiality policy

Accounting policies encompass the prin-
ciples, bases, conventions, rules and proce-
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dures adopted by management in preparing and 
RTGUGPVKPI� ſPCPEKCN� UVCVGOGPVU� 
+#5%�� �������
IAS1 requires that the disclosure of all sig-
PKſECPV� CEEQWPVKPI� RQNKEKGU�� YJKEJ� JCXG� DGGP�
adopted in the preparation and presentation of 
ſPCPEKCN� UVCVGOGPVU��#EEQWPVKPI�RQNKEKGU� UWEJ�
as prudence, materiality…etc, should govern 
the selection and application by management in 
VJG�RTGRCTCVKQP�QH�ſPCPEKCN� UVCVGOGPVU� 
+#5%��
1997). A variety of users such as stakeholders, 
ETGFKVQTU�� GORNQ[GGUŗGVE�� FGRGPF� QP� ſPCP-
cial statements to get information for making 
GXCNWCVKQPU�CPF�ſPCPEKCN�FGEKUKQPU��6JG[�ECP-
not make reliable judgments on these matters 
WPNGUU�VJG�ſPCPEKCN�UVCVGOGPVU�ENGCTN[�FKUENQUG�
VJG�UKIPKſECPV�CEEQWPVKPI�RQNKEKGU��YJKEJ�JCXG�
DGGP�CFQRVGF�KP�RTGRCTKPI�VJGO�
+#5%���������
+%#'9�
������RQKPVU�QWV� VJCV�OCVGTKCNKV[�ETK-
terion applicable to environmental information 
are no different from those applicable to other 
information, i.e. that information is material 
KH� KV� EQWNF� KPƀWGPEG� WUGTUŏ� FGEKUKQPU� VCMGP� QP�
VJG�DCUKU�QH�VJG�ſPCPEKCN�UVCVGOGPVU���/CVGTKCN-
KV[�UKIPKſGU�VYQ�CURGEVU�QH�CWFKVKPI��6JG�OQTG�
common use of the word relates to the size and 
sensitivity of errors that may affect an audit 
opinion. The other aspect was touched on above 
and relates to the depth of search in an audit. 
The two concepts are linked since the depth of 
search will govern the likelihood of errors be-
ing discovered. In essence materiality relates to 
those monetary values above which auditors be-
lieve that their objectives are directly affected. 
As such, materiality is subjective to external 
auditors and it may be varied from one audit 
situation to another. Using modern audit tech-
nique materiality rather than risk is the main 
determinant of the depth of search. Material-
KV[�KU�C�OKUUVCVGOGPV�KP�VJG�ſPCPEKCN�UVCVGOGPVU�
can be considered material if knowledge of the 
misstatement would affect a decision of a rea-
sonable user of the statements”. It is the major 
determinant of the impact which any piece of 
information produced by the audit investigation 
has in stimulating further enquiry or the value 
of information for the purposes of the report or 
opinion which an external auditor proposes to 
make to discharge the audit responsibility and 
HWNſNN� VJG� CWFKV� RWTRQUG�� #NUQ�� VJG� EQPEGRV� QH�
OCVGTKCNKV[�WPFGTNKGU� VJG�CRRNKECVKQP�QH�)GPGT-
CNN[�#EEGRVGF�#WFKVKPI� 5VCPFCTFU� 
)##5��� +V�

JCU� C� RGTXCUKXG� GHHGEV� KP� C�ſPCPEKCN� UVCVGOGPV�
audit. The concept of materiality is extremely 
important to external auditors in that planning 
the audit, it will indicate to the amount of work 
that should be done in any particular audit area; 
GXCNWCVKPI�YJGVJGT�VJG�ſPCPEKCN�UVCVGOGPVU�VCM-
en as a whole are presented fairly in conformity 
YKVJ�)##5��CPF�FGVGTOKPKPI� KPHQTOCVKQP�CPF�
data essential for the audit report. This includes 
accounting and non-accounting information 
and data necessary to auditors to enable an ade-
quate understanding of the organization affairs, 
VJG�ſPCPEKCN�UVCVGOGPV��VJG�CWFKV�QDLGEVKXG��CPF�
VJG�UKIPKſECPEG�QH�VJG�CWFKV�TGRQTV��+P�VJG�7-��
SAS220 addresses materiality and the audit. It 
requires that auditors should consider material-
ity and its relationship with audit risk when con-
ducting an audit when determining the nature, 
timing and extent of audit procedures and also 
KP� GXCNWCVKPI�YJGVJGT� VJG� ſPCPEKCN� UVCVGOGPVU�
give a true and fair view, auditors should assess 
the aggregate of uncorrected misstatements. 
Materiality is an essential consideration in de-
termining the appropriate type of report for a 
given set of circumstances. For example, when 
C�OKUUVCVGOGPV�KP�VJG�ſPCPEKCN�UVCVGOGPVU�GZKUVU�
but is unlikely to affect the decisions of a rea-
sonable user, it is considered to be immaterial. 
7PSWCNKſGF� QRKPKQP� KU� VJGTGHQTG� CRRTQRTKCVG��
(#5$�
������FGſPGU�OCVGTKCNKV[�CU�őVJG�OCIPK-
tude of an omission or misstatement of account-
ing information that, in the light of surround-
ing circumstances, makes it probable that the 
judgment of a reasonable person relying on the 
KPHQTOCVKQP�YQWNF�JCXG�DGGP�EJCPIGF�QT�KPƀW-
enced by the omission or misstatement”. This 
FGſPKVKQP�TGSWKTGU�GZVGTPCN�CWFKVQTU�VQ�EQPUKFGT�
both the circumstance pertaining to the entity 
and the information needs of those who will 
TGN[�QP�VJG�CWFKVGF�ſPCPEKCN�UVCVGOGPVU��

6. Conclusions 
Awareness of environmental issues has 

been rising during the last 20 years and envi-
ronmental pressure groups have been growing 
in most countries to enact environmental laws 
for protecting the environment. These laws 
impact on organizations either directly or indi-
rectly. Offending companies may be paid mil-
NKQPU� QH� RQWPFU� CU� ſPGU� QT� RGPCNVKGU� DGUKFGU�
losing their reputation, customers, employees 
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and others because of environmental violations. 
Organizations cannot ignore the impact of these 
issues on business. A number of arguments 
therefore have emerged to address the need for 
widening the scope of conventional auditing to 
encapsulate environmental issues. The emer-
gence of environmental auditing goes back to 
UQEKCN�QTKIKPU�� +V� ECP�DG�FGſPGF�CU�CP� KPVGITCN�
part of auditing concentrates on evaluating an 
organization’s environmental performance and 
its environmental control systems, determin-
ing environmental liability accruals and the 
GPXKTQPOGPVCN�KORCEVU�QP�ſPCPEKCN�UVCVGOGPVU��
and communicating environmental information 
to interested users in society. Environmental 
KUUWGU� ECP� CHHGEV� C� PWODGT� QH� KVGOU� KP� VJG� ſ-
nancial statements, such as contingent liabili-
ties, expenditures, provisions, assets values and 
HWVWTG� RTQſVCDKNKV[�� KP� CFFKVKQP� VQ�� EQTRQTCVG�
environmental reporting; environmental viola-
tions and illegal acts; accounting for contingen-
cies; accounting estimates; the going concern 
assumption; and materiality policy. Therefore, 
the auditing literature is beginning to pay atten-
tion to identify VJGUG� KORCEVU� QP� VJG� ſPCPEKCN�
statements of companies, the auditing profes-
sion and the sustainability of a company. The 
study concludes that environmental issues have 
a number of implications on both the auditing 
profession and business. The auditing profes-
sion cannot continue to ignore these implica-
tions. It should accept this challenge and widen 
its scope to encapsulate environmental issues. 
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