Reporting Environmental Liabilities - Solution 
This case addresses one of the most difficult issues in accounting.  How to account for potential unasserted claims under the provisions of FAS 5 (FASB 1986a) and, in particular, how to account for environmental liabilities under FASB and SEC requirements. 

The case also highlights the potential ethical conflicts encountered in such a situation.

Note that there is no definitive correct answer for this case.

The relevant authoritative standards/rules are attached to the case.  

The Relevant Facts:

1) Willis Co. has acquired a subsidiary, which in the past disposed of hazardous materials in a legal manner.  The site has not been identified as being contaminated 

2) After consultation with two environmental consulting firms. 

3) According to them 

a)
Firms in similar situations were held responsible for cleaning up the sites in question

b)
However, it is not certain that the EPA will investigate the site in question any time soon, if ever.  Furthermore, even if the site is investigated and found to require environmental clean up under CERCLA, many other companies contributed much more to the site than Willis' subsidiary and these companies have significant financial resources.  Therefore, one consultant states that it is unlikely that Willis will be named a PRP (Potentially Responsible Party).  

4) FAS 5 requires accrual of contingent liabilities if

a)
A liability is probable 

b)
And can be reasonably estimated.

c)
If the liability is probable, but the amount cannot be reasonably estimated, footnote disclosure u=is required

d)
Accrual/disclosure are required if the liability is likely to be material. 

5) If Willis decides to disclose a potential liability for site clean-up in its financial statements, it is to be expected that the SEC will notify the EPA.  This in turn, may trigger an investigation and

6) Willis could be fined for not informing the EPA. 

Alternatives

A.  Disclose the information

B.  Do not disclose the information

To arrive at a decision, examine the information in Table A.  While it appears that under the provisions of FAS 5, non-disclosure can easily be defended (and would appear to be in the best interest of a number of stakeholders, such as the current stockholders), you may feel that other considerations are more important.  Carefully examine the information and try to arrive at a decision that will do what is best for the greatest number of people.  

Table A

Effects Upon Stakeholders if Site Never Identified by the EPA Without Willis' Disclosure

   10-K and Footnote Disclosure, or 

       Stakeholders

No Disclosure



10-K Disclosure Only 


Existing stockholders and creditors 

Future stockholders and creditors 

Effect on existing and future stockholders and creditors about the same. 

· no resultant decrease in future corporate cash flows, stock price and bond ratings associated with site investigation 

· have an investment in a "non-green" firm

For both existing and future investors: 

· increased probability of site investigation (due to MOU*) and resultant decrease in future corporate cash flows, stock price and bond ratings 

· have an opportunity to dispose of this investment in a "non-green" firm 

· if disclosure is in 10-K only, some investors may be unaware of the increased probability of site investigation 

· possible additional decrease in future corporate cash flows for penalties due to lack of EPA notification about site when site is eventually investigated 


Ms. Nolan 

Management and the Board of Directors

Same as effects upon existing investors (assuming they own stock or options), plus: 

· avoids decrease in job security when Willis eventually designated as PRP and if loss is large 

Same as effects upon existing investors (assuming they own stock or options), plus: 

· increased chance of site investigation, probabilities of decrease in stock price, corporate cash flow, bond ratings and job security 


Employees of Willis** 

Same as effects upon existing investors (assuming they own stock or options), plus: 

· avoids decrease in job security by avoiding large remediation costs

Same as effects upon existing investors (assuming they own stock or options), plus: 

· increased chance of site investigation, therefore, higher probabilities of decrease in stock price, corporate cash flows, bond ratings and job security 


Auditors of Willis' financial statements 

· avoids possible reputation damage 

· no possible reputation damage 


Other PRPs

· the as yet unnamed contributors to the site enjoy a decreased probability of site investigation

· increased chance of site investigation, so that the named PRPs will pay a lower share of the costs if Willis eventually designated as a PRP

· the as yet unnamed PRPs suffer an increased probability of site investigation


Society** 

· the site will never be cleaned up

· increased probability that site will eventually be cleaned up

· • when site is eventually investigated, society is less likely to share a greater burden of the costs no effect, except for timing


* Memorandum of understanding between EPA and SEC. 

** Since employees may be close to site, health considerations could be a factor.

Table A continued

Effects Upon Stakeholders if Willis Eventually Designated as a PRP,

Regardless of Disclosure Decision
   10-K and Footnote Disclosure, or 

Stakeholders


No Disclosure



10-K Disclosure Only 


Existing stockholders and creditors 

Future stockholders and creditors 

Effect on existing and future stockholders and creditors about the same, except that existing stockholders that sell their shares before Willis' PRP designation "win" and the stockholders that buy these shares "lose" since the stock price has not yet incorporated the PRP designation information: 

· have an investment in a "non-green" firm 

· probable decrease in future corporate cash flows, stock price and bond ratings 

· probable additional decrease in future corporate cash flows due to penalties due to lack of EPA notification about site 

Effects on existing and future stockholders and creditors about the same, except that existing stockholders suffer a probable decrease in stock price, while the future stockholders' enjoy the decreased purchase price: 

· have an opportunity to dispose of or not purchase an investment in a "non-green" firm 

· if disclosure is in 10-K only, some investors may be unaware of the increased probability of loss 

· probable decrease in corporate cash flows, stock price and bond ratings 


Ms. Nolan 

Management and the Board of Directors 

Same as effects upon existing investors (assuming they own stock or options), plus: 

· probable personal penalties for inadequate SEC disclosures 

· possible personal penalties for lack of EPA notification about site when site is eventually investigated possible decrease in job security if loss is large 

Same as effects upon existing investors (assuming they own stock or options), plus: 

· probable decrease in stock price and corporate cash flows, bond ratings and job security 


Employees of Willis** 

Same as effects upon existing investors (assuming they own stock or options), plus: 

· possible decrease in job security if loss is large 

Same as effects upon existing investors (assuming they own stock or options), plus: 

· probable decrease in stock price, corporate cash flows, bond ratings and job security 


Auditors of Willis' financial statements 

· possible lawsuits from investors if loss is large 

·  possible reputation damage 

· no possible reputation dam- age 


Other PRPs

· no effect, except for timing 

· no possible reputation damage 


Society** 

· must wait for the site remediation 

· no effect, except for timing 


source: Eynon and Stevens (1996, p. 411-412)
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