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IAS 37  Provisions, Contingent Liabilities and Contingent Assets 

 

LIABILITIES, PROVISIONS & CONTINGENCIES  
 

A liability is a present obligation of the entity arising from past events, the settlement of which is 
expected to result in an outflow from the entity of resources embodying economic benefits. 

Provision Trade payables Accruals 

A provision is a liability of 
uncertain timing or amount. 
 
Provisions can be distinguished 
from other liabilities such as 
trade payables and accruals 
because there is uncertainty 
about the timing or amount of 
the future expenditure required 
in settlement. 

trade payables are 
liabilities to pay for 
goods or services 
that have been 
received or 
supplied and have 
been invoiced or 
formally agreed 
with the supplier 

accruals are liabilities to pay for goods or 
services that have been received or 
supplied but have not been paid, invoiced 
or formally agreed with the supplier, 
including amounts due to employees (for 
example, amounts relating to accrued 
vacation pay). Although it is sometimes 
necessary to estimate the amount or 
timing of accruals, the uncertainty is 
generally much less than for provisions. 

Accruals are often reported as part of trade and other payables, whereas provisions are 
reported separately. 

 
A contingent liability is: 
(a) a possible obligation that arises from past events and whose existence will be confirmed 

only by the occurrence or non-occurrence of one or more uncertain future events not wholly 
within the control of the entity; or 

(b) a present obligation that arises from past events but is not recognised because: 
(i) it is not probable that an outflow of resources embodying economic benefits will be 

required to settle the obligation; or 
(ii) the amount of the obligation cannot be measured with sufficient reliability.  

 
A contingent asset is a possible asset that arises from past events and whose existence will be 
confirmed only by the occurrence or non-occurrence of one or more uncertain future events not 
wholly within the control of the entity. 
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Note: in rare cases, it is not clear whether there is a present obligation. In these cases, a past 
event is deemed to give rise to a present obligation if, taking account of all available evidence, it is 
more likely than not that a present obligation exists at the end of the reporting period. 
 

A present obligation arises if obligating event has happened. 
An obligating event is an event that creates a legal or constructive obligation that results in an 
entity having no realistic alternative to settling that obligation. 

A legal obligation is an 
obligation that derives from: 
(a) a contract (through its 
 explicit or implicit 
 terms); 
(b) legislation; or 
(c) other operation of law. 

A constructive obligation is an obligation that derives from an 
entity’s actions where: 
(a) by an established pattern of past practice, published 

policies or a sufficiently specific current statement, the 
entity has indicated to other parties that it will accept 
certain responsibilities; and 

(b) as a result, the entity has created a valid expectation on 
 the part of those other parties that it will discharge those 
 responsibilities. 

 

SUMMARY OF ACCOUNTING TREATMENT 

DEGREE OF PROBABILITY OBLIGATION ASSET 

Virtually certain  [95%+] Recognise a liability Recognise a normal asset 

Probable  [50%+] Recognise a provision Disclose a contingent asset  

Possible  [5% to 50%] Disclose a contingent liability Do nothing 

Remote  [less than 5%] Do nothing Do nothing 
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EXAMPLE 37A 

Briefly discuss the accounting treatment for each of the following situation under IAS 37. All the 
entities in the question have 31 December year-ends. In all cases, it is assumed that a reliable 
estimate can be made of any outflows expected. 
(a) A manufacturer gives warranties at the time of sale to purchasers of its product. Under the 

terms of the contract for sale the manufacturer undertakes to make good, by repair or 
replacement, manufacturing defects that become apparent within three years from the date 
of sale. On past experience, it is probable (ie more likely than not) that there will be some 
claims under the warranties. 

 
(b) An entity in the oil industry causes contamination and operates in a country where there is 

no environmental legislation. However, the entity has a widely published environmental 
policy in which it undertakes to clean up all contamination that it causes. The entity has a 
record of honouring this published policy. 

 

(c) An entity operates an offshore oilfield where its licensing agreement requires it to remove 
the oil rig at the end of production and restore the seabed. Ninety per cent of the eventual 
costs relate to the removal of the oil rig and restoration of damage caused by building it, 
and 10 per cent arise through the extraction of oil. At the end of the reporting period, the rig 
has been constructed but no oil has been extracted. 

 

(d) A retail store has a policy of refunding purchases by dissatisfied customers, even though it 
is under no legal obligation to do so. Its policy of making refunds is generally known. 

 

(e) Under new legislation, an entity is required to fit smoke filters to its factories by 30 June 
20X1. The entity has not fitted the smoke filters. What is impact of this at 31 December 
20X0, the end of the reporting period? 

 

(f) Under new legislation, an entity is required to fit smoke filters to its factories by 30 June 
20X1. The entity has not fitted the smoke filters. What is impact of this at 31 December 
20X1, the end of the reporting period? 

 

(g) The government introduces a number of changes to the income tax system. As a result of 
these changes, an entity in the financial services sector will need to retrain a large 
proportion of its administrative and sales workforce in order to ensure continued compliance 
with financial services regulation. At the end of the reporting period, no retraining of staff 
has taken place. 

 

(h) After a wedding in 20X0, ten people died, possibly as a result of food poisoning from 
products sold by the entity. Legal proceedings are started seeking damages from the entity 
but it disputes liability. Up to the date of authorisation of the financial statements for the 
year to 31 December 20X0 for issue, the entity’s lawyers advise that it is probable that the 
entity will not be found liable. 

 

(i) Consider the same facts as given in (h) above. However, when the entity prepares the 
financial statements for the year to 31 December 20X1, its lawyers advise that, owing to 
developments in the case, it is probable that the entity will be found liable. 

 

(j) A furnace has a lining that needs to be replaced every five years for technical reasons. At 
the end of the reporting period, the lining has been in use for three years. 

 

(k) An airline is required by law to overhaul its aircraft once every three years.  
(IAS 37) 
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MEASUREMENT  
 

Best 
estimate 

The amount of provision shall be the best estimate of the expenditure (rationally) 
required to settle the present obligation at the end of year. 

Possible 
determinants 
of estimate 

 Judgment of management 
 Experience of similar transactions 
 Reports from independent experts 
 Additional evidence provided by events after the reporting period 

Risk and 
uncertainties 

The risks and uncertainties that inevitably surround many events and 
circumstances shall be taken into account in reaching the best estimate of a 
provision. 

Dealing with 
uncertainties 

Where the provision being 
measured involves a large 
population of items 

‘Expected value’ is used 

Where there is a continuous range 
of possible outcomes, and each 
point in that range is as likely as 
any other 

The mid-point of the range is used 

Where a single obligation is being 
measured 

The individual most likely outcome may be 
the best estimate of the liability 

Where other possible outcomes 
are either mostly higher or mostly 
lower than the most likely outcome 

The best estimate will be a higher or lower 
amount. For example, if an entity has to 
rectify a serious fault in a major plant that it 
has constructed for a customer, the 
individual most likely outcome may be for 
the repair to succeed at the first attempt at a 
cost of $ 1,000, but a provision for a larger 
amount is made if there is a significant 
chance that further attempts will be 
necessary. 

Tax impact The provision is measured at before tax amount. 

Present 
value 

Where the effect of the time value of money is material, the amount of a provision 
shall be the present value of the expenditures expected to be required to settle 
the obligation. 

Discount 
rate 

The discount rate (or rates) shall be a pre-tax rate (or rates) that reflect(s) current 
market assessments of the time value of money and the risks specific to the 
liability. The discount rate(s) shall not reflect risks for which future cash flow 
estimates have been adjusted. 

Future 
events 

Future events that may affect the amount required to settle an obligation shall be 
reflected in the amount of a provision where there is sufficient objective evidence 
that they will occur. 
 

For example, an entity may believe that the cost of cleaning up a site at the end 
of its life will be reduced by future changes in technology. However, an entity 
does not anticipate the development of a completely new technology for cleaning 
up unless it is supported by sufficient objective evidence. 
 

The effect of possible new legislation is taken into consideration in measuring an 
existing obligation when sufficient objective evidence exists that the legislation is 
virtually certain to be enacted. 
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Expected 
disposals  

Gains from the expected disposal of assets shall not be taken into account in 
measuring a provision. 

 

EXAMPLE 37B 

An entity sells goods with a warranty under which customers are covered for the cost of repairs of 
any manufacturing defects that become apparent within the first six months after purchase. If 
minor defects were detected in all products sold, repair costs of $ 1 million would result. If major 
defects were detected in all products sold, repair costs of $ 4 million would result. The entity’s past 
experience and future expectations indicate that, for the coming year, 75 per cent of the goods 
sold will have no defects, 20 per cent of the goods sold will have minor defects and 5 per cent of 
the goods sold will have major defects. (IAS 37) 
 
Required: 
Calculate the amount of provision to be recognised in respect of warranty. 

 

EXAMPLE 37C 

X Limited has purchased and installed a plant at a total cost of $ 20 million on January 01, 2011. 
The plant has a useful life of 10 years. There is a legal requirement to restore the site at the end of 
useful life. It is estimated that $ 5 million shall have to be incurred on 31 December 2020 using 
existing technology on the restoration. However, due to recent development in technology it is 
estimated that actual cost of restoration on 31 December 2020 would be $ 3 millions only. The 
entity uses pre-tax discount rate of 10% wherever applicable. 
 
Required: 
Calculate the amount of provision at its inception and pass the journal entry to record the purchase 
and installation of the plant. 

 

EXAMPLE 37D 

An entity in the oil industry causes contamination but cleans up only when required to do so under 
the laws of the particular country in which it operates. One country in which it operates has had no 
legislation requiring cleaning up, and the entity has been contaminating land in that country for 
several years. At 31 December 20X0 it is virtually certain that a draft law requiring a clean-up of 
land already contaminated will be enacted shortly after the year-end. (IAS 37) 
 
Required: 
Assuming that the reliable estimate can be made, what is the accounting treatment of the above 
situation? 

 

EXAMPLE 37E 

Z Limited installed a plant costing $ 25 million with a useful life of 10 years. There is legal 
requirement to restore the site used by the plant at the end of its useful life which shall cost $ 1 
million. The plant has residual value of $ 2 million and may be sold for $ 3.5 million at the end of 
useful life. The assistant accountant is of the view that there is no need to create the provision for 
restoration as this shall be adjusted against the expected gain on disposal of the plant. 
 
Required: 
Comment on the statement made by the assistant accountant. 
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REIMBURSEMENT   

 

Some or all of the expenditure required to settle a provision is expected to be reimbursed 
by another party. 

The entity has no 
obligation for the part 
of the expenditure to 
be reimbursed by the 
other party. 

The obligation for the amount 
expected to be reimbursed 
remains with the entity and it is 
virtually certain that 
reimbursement will be received if 
the entity settles the provision. 

The obligation for the amount 
expected to be reimbursed 
remains with the entity and 
the reimbursement is not 
virtually certain if the entity 
settles the provision. 

The entity has no liability 
for the amount to be 
reimbursed. 

 The reimbursement is recognised 
as a separate asset in the SFP. 

 It may be offset against the 
expense in the SCI.  

 The amount recognised for the 
expected reimbursement does 
not exceed the liability. 

The expected reimbursement is 
not recognised as an asset. 

No disclosure is 
required. 

The reimbursement is disclosed 
together with the amount recognised 
for the reimbursement 

The expected reimbursement is 
disclosed. 

An obligation for which an entity is jointly and severally liable is a contingent liability to the extent 
that it is expected that the obligation will be settled by the other parties. 

 

EXAMPLE 37F 

A claim has been made against X Limited for damage suffered by adjacent property due to work 
being undertaken on building of X Limited by a sub-contractor. The lawyers have confirmed that X 
Limited will have to pay damages of $ 3 million but due to a clause in agreement with sub-
contractor will also be able to recover $ 2 million from the sub-contractor. 
 
Required: 
Pass the journal entry for the above 
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CHANGES IN & USE OF PROVSIONS  

 

Review 
Provisions shall be reviewed at the end of each reporting period and adjusted to 
reflect the current best estimate. 

Reversal 
If it is no longer probable that an outflow of resources embodying economic 
benefits will be required to settle the obligation, the provision shall be reversed. 

Change in 
present 
value 

Where discounting is used, the carrying amount of a provision increases in each 
period to reflect the passage of time. This increase is recognised as borrowing 
cost. 

Use  
A provision shall be used only for expenditures for which the provision was 
originally recognised. 

 

EXAMPLE 37G 

Last year a damages claim (I) of $ 12 million was filed against the company. The lawyers were of 
the opinion that it is probable to pay the damages of $ 12 million and therefore, the company 
recognised the provision for this amount. The case has not been decided yet but due to 
development in the case, the lawyers are of the opinion that the damages of $ 7 million will have to 
be paid only. 
 
Last year another claim (II) of $ 4 million was filed against the company. The lawyers were of the 
opinion that it is probable to pay the damages of $ 4 million and therefore, the company 
recognised the provision for this amount. During the year, the case has now been decided in 
favour of the company. However, in another legal suit (III) against the company (filed during the 
year) the company had to pay damages of $ 4 million. 
 
Required: 
Pass the journal entries for the above transactions. 

 

EXAMPLE 37H 

X Limited has purchased and installed a plant at a total cost of $ 20,000 on January 01, 2011. The 
plant has a useful life of 3 years. There is a legal requirement to restore the site at the end of 
useful life. It is estimated that $ 5,324 shall have to be incurred on 31 December 2013. The entity 
uses pre-tax discount rate of 10% wherever applicable. The entity uses straight line method of 
depreciation. Assume that the plant has no residual value. 
 
Required: 
Pass the journal entries from the year 2011 to 2013. 

 
 

  



IAS 37  Summary Notes 

Page 8 of 15 (kashifadeel.com) 
 

APPLICATION OF RULES TO SPECIFIC SITUATIONS  

 

Future operating losses 
A reasonable expectation that carrying on trading / operations in future would result in loss. 

Treatment 
These do not meet the definition of liability (as there is no present obligation); 
therefore, no provision is recognised. 

Impairment 
indication 

An expectation of future operating losses is an indication that certain assets of the 
operation may have been impaired. 

 

Onerous contracts 
It is a contract in which the unavoidable costs of meeting the obligations under the contract 
exceed the economic benefits expected to be received under it. 

Treatment 
The present obligation under the contract shall be recognised and measured as a 
provision 

Unavoidable 
costs 

The unavoidable costs under a contract reflect the least net cost of exiting from the 
contract, which is the lower of the cost of fulfilling it and any compensation or 
penalties arising from failure to fulfil it. 

Impairment 
indication 

Before a separate provision for an onerous contract is established, an entity 
recognises any impairment loss that has occurred on assets dedicated to that 
contract 

 

EXAMPLE 37I 

An entity operates profitably from a factory that it has leased under an operating lease. During 
December 20X0 the entity relocates its operations to a new factory. The lease on the old factory 
continues for the next four years, it cannot be cancelled and the factory cannot be re-let to another 
user. (IAS 37) 
 
Required: 
Assuming that the reliable estimate is available, what will be accounting treatment for the above? 

 

EXAMPLE 37J 

SK Limited is engaged in trading of chemical products and has entered into following two 
contracts. 
(a) On December 15, 2010 with ABC Limited to supply 1,000 units of Product A at $ 10 to be 

delivered on Jan 15, 2011. On December 31, 2010 SK Limited has 800 units (at $ 9 per 
unit) of Product A in inventory and the purchase price of Product A has increased to $12 
per unit. 

 
(b) On December 20, 2010 with XYZ Limited (a firm contract) to buy 500 units of Product X at $ 

10 to be delivered on Jan 20, 2011. On December 31, 2010 the purchase price of Product 
X has fallen to $ 7 per unit. 

 
Required: 
Record journal entries due to change in purchase prices at December 31, 2010 the year-end 
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Restructuring 
It is a programme that is planned and controlled by management, and materially changes either: 
(a) the scope of a business undertaken by an entity; or 
(b) the manner in which that business is conducted. 

Examples 

 sale or termination of a line of business; 
 the closure of business locations in a country or region or the relocation of 

business activities from one country or region to another; 
 changes in management structure, for example, eliminating a layer of 

management; and 
 fundamental reorganisations that have a material effect on the nature and 

focus of the entity’s operations. 

Treatment 
A provision for restructuring costs is recognised only when the general 
recognition criteria for provisions are met. 

When 
constructive 
obligation 
arises 

A constructive obligation to restructure arises only when an entity: 
(a) has a detailed formal plan for the restructuring identifying at least: 
 (i) the business or part of a business concerned; 
 (ii) the principal locations affected; 
 (iii) the location, function, and approximate number of employees 
who   will be compensated for terminating their services; 
 (iv) the expenditures that will be undertaken; and 
 (v) when the plan will be implemented; and 
(b) has raised a valid expectation in those affected that it will carry out the 
 restructuring by starting to implement that plan or announcing its main 
 features to those affected by it. 

Impact of 
delayed 
implementation 

If it is expected that there will be a long delay before the restructuring begins or 
that the restructuring will take an unreasonably long time, it is unlikely that the 
plan will raise a valid expectation on the part of others that the entity is at 
present committed to restructuring, because the timeframe allows opportunities 
for the entity to change its plans. 

Status of 
management 
decision 

Only management or board decision to restructure taken before the end of the 
reporting period does not give rise to a constructive obligation unless 
implementation has been started or main features of the plan have been 
announced to those affected by it. 

Implementation 
or 
announcement 
after year end 

If an entity starts to implement a restructuring plan, or announces its main 
features to those affected, only after the reporting period, disclosure is required 
under IAS 10 for a material non-adjusting event. 

Sale of an 
operation 

No obligation arises for the sale of an operation until the entity is committed to 
the sale, ie there is a binding sale agreement. 

Measurement - 
Include 

A restructuring provision shall include only the direct expenditures arising from 
the restructuring, which are those that are both: 
(a) necessarily entailed by the restructuring; and 
(b) not associated with the ongoing activities of the entity. 

Measurement – 
do not include 

A restructuring provision does not include such costs as: 
(a) retraining or relocating continuing staff; 
(b)  marketing; or 
(c) investment in new systems and distribution networks 
(d) identifiable future operating losses up to the date of a restructuring 
(e) gains on the expected disposal of assets 
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EXAMPLE 37K 

On 12 December 20X0 the board of an entity decided to close down a division. Before the end of 
the reporting period (31 December 20X0) the decision was not communicated to any of those 
affected and no other steps were taken to implement the decision. (IAS 37) 
 
Required: 
Assuming that the reliable estimate is available, what will be accounting treatment for the above? 

 

EXAMPLE 37L 

On 12 December 20X0, the board of an entity decided to close down a division making a particular 
product. On 20 December 20X0 a detailed plan for closing down the division was agreed by the 
board; letters were sent to customers warning them to seek an alternative source of supply and 
redundancy notices were sent to the staff of the division. (IAS 37) 
 
Required: 
Assuming that the reliable estimate is available, what will be accounting treatment for the above? 

 

EXAMPLE 37M 

On June 25, 2011 Singh & Co has decided to change its management and operational structure in 
order to work efficiently and competitively. The plan has been formally approved and announced 
to all major stakeholders. The implementation shall start from August 31, 2011. The following 
costs are expected to be incurred: 

(a) Shifting allowance to employees $ 500,000 
(b) Consultant fee $ 700,000 
(c) New computer and distribution network systems $ 1,500,000 
(d) Staff training $ 50,000 
(e) Advertisement of new and improved operations $ 120,000 
(f) Implementation expenses specifically incurred for restructuring $ 450,000 

 
Required: 
Calculate the provision for restructuring for Singh & Co to be included in its financial statements for 
the year ended June 30, 2011. 

 
  



IAS 37  Summary Notes 

Page 11 of 15 (kashifadeel.com) 
 

ANSWER 37A 

The answer of each situation is given in the following table: 
 

Sr.# Obligation Outflow Conclusion 

(a) 
The obligating event is the sale of 
the product with a warranty, which 
gives rise to a legal obligation. 

Probable for the 
warranties as a 
whole 

A provision is recognised for 
the best estimate of the costs 
of making good under the 
warranty products sold before 
the end of the reporting period 

(b) The obligating event is the 
contamination of the land, which 
gives rise to a constructive 
obligation because the conduct of 
the entity has created a valid 
expectation on the part of those 
affected by it that the entity will 
clean up contamination. 

Probable. 
A provision is recognised for 
the best estimate of the costs 
of clean-up 

(c) 

The construction of the oil rig 
creates a legal obligation under 
the terms of the licence to remove 
the rig and restore the seabed and 
is thus an obligating event. At the 
end of the reporting period, 
however, there is no obligation to 
rectify the damage that will be 
caused by extraction of the oil. 

Probable. 

A provision is recognised for 
the best estimate of ninety per 
cent of the eventual costs that 
relate to the removal of the oil 
rig and restoration of damage 
caused by building it. These 
costs are included as part of 
the cost of the oil rig. The 10 
per cent of costs that arise 
through the extraction of oil 
are recognised as a liability 
when the oil is extracted. 

(d) The obligating event is the sale of 
the product, which gives rise to a 
constructive obligation because 
the conduct of the store has 
created a valid expectation on the 
part of its customers that the store 
will refund purchases. 

Probable, a 
proportion of goods 
are returned for 
refund 

A provision is recognised for 
the best estimate of the costs 
of refunds 

(e) There is no obligation because 
there is no obligating event either 
for the costs of fitting smoke filters 
or for fines under the legislation. 

NA 
No provision is recognised for 
the cost of fitting the smoke 
filters 

(f) 
There is still no obligation for the 
costs of fitting smoke filters 
because no obligating event has 
occurred (the fitting of the filters). 
However, an obligation might arise 
to pay fines or penalties under the 
legislation because the obligating 
event has occurred (the non-
compliant operation of the factory). 

Assessment of 
probability of 
incurring fines and 
penalties by non-
compliant operation 
depends on the 
details of the 
legislation and the 
stringency of the 
enforcement regime. 

No provision is recognised for 
the costs of fitting smoke 
filters.  
 
However, a provision is 
recognised for the best 
estimate of any fines and 
penalties that are more likely 
than not to be imposed 
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(g) There is no obligation because no 
obligating event (retraining) has 
taken place. 

NA No provision is recognised 

(h) 
On the basis of the evidence 
available when the financial 
statements were approved, there 
is no obligation as a result of past 
events. 

NA 

No provision is recognised. 
 
The matter is disclosed 
as a contingent liability unless 
the probability of any outflow is 
regarded as remote 

(i) On the basis of the evidence 
available, there is a present 
obligation. 

Probable 
A provision is recognised for 
the best estimate of the 
amount to settle the obligation 

(j) 

There is no present obligation. NA 

No provision is recognised  
 
The cost of replacing the lining 
is not recognised because, at 
the end of the reporting period, 
no obligation to replace the 
lining exists independently of 
the company’s future 
actions—even the intention to 
incur the expenditure depends 
on the company deciding to 
continue operating the furnace 
or to replace the lining. Instead 
of a provision being 
recognised, the depreciation of 
the lining takes account of its 
consumption, ie it is 
depreciated over five years. 
The re-lining costs then 
incurred are capitalised with 
the consumption of each new 
lining shown by depreciation 
over the subsequent five 
years. 

(k) 

There is no present obligation. NA 

No provision is recognised 
 
The costs of overhauling 
aircraft are not recognised as 
a provision for the same 
reasons as the cost of 
replacing the lining is not 
recognised as a provision in 
above example. Even a legal 
requirement to overhaul does 
not make the costs of overhaul 
a liability, because no 
obligation exists to overhaul 
the aircraft independently of 
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the entity’s future actions—the 
entity could avoid the future 
expenditure by its future 
actions, for example by selling 
the aircraft. Instead of a 
provision being recognised, 
the depreciation of the aircraft 
takes account of the future 
incidence of maintenance 
costs, ie an amount equivalent 
to the expected maintenance 
costs is depreciated over three 
years. 

 

 

ANSWER 37B 

The best estimate in this case is expected value of the warranty expenditure. The expected value 
of the cost of repairs is: 
 (75% of nil) + (20% of $  1m) + (5% of $  4m) = $  400,000 

 

ANSWER 37C 

Due to recent technological development, the entity shall consider the amount of provision to be $  
3 million so as to reflect the impact of future events. Further, as the effect of time value of money 
seems to be material, this amount shall be discounted. 

$  3,000,000 x (1+10%)-10 = $  1,156,630 
 
The journal entry: 

Date Particulars Dr. $  Cr. $  

01.01.11 Plant $  20,000,000 + 1,156,630 21,156,630  
  Cash / Bank  20,000,000 
  Provision for restoration  1,156,630 
 (Initial recognition of plant and related provision)   

 

 

ANSWER 37D 

Present obligation as a result of a past obligating event – The obligating event is the 
contamination of the land because of the virtual certainty of legislation requiring cleaning up. 
 
An outflow of resources embodying economic benefits in settlement – Probable 
 
Conclusion – A provision is recognised for the best estimate of the costs of the clean-up 

 

ANSWER 37E 

Gains from the expected disposal of assets are not taken into account while measuring a 
provision. Therefore, a provision at present value of $  1 million shall be recognised. 
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ANSWER 37F 

The journal entry: 

Date Particulars Dr. $  Cr. $  

xx.xx.xx Recoverable from sub-contractor 2,000,000  
 Compensation expense (P&L) 1,000,000  
  Provision for damages  3,000,000 
    

 

 

ANSWER 37G 

The journal entries are: 

Date Particulars Dr. $  Cr. $  

xx.xx.xx Provision for damages claim I 5,000,000  
  P&L  5,000,000 
 (reversal in provision due to change in best estimate)   

    
xx.xx.xx Provision for claim II 4,000,000  
  P&L   4,000,000 
 (reversal of provision as it is no longer probable 

outflow of economic benefits) 
  

    
xx.xx.xx P&L (Damages expense) 4,000,000  
  Cash  / Bank  4,000,000 
 (this shall be separately recognised and cannot be 

settled against provision recognised for another use) 
  

 

 

ANSWER 37H 

 

Date Particulars 
2011 2012 2013 

Dr. $  Cr. $  Dr. $  Cr. $  Dr. $  Cr. $  

        
01.01 Plant 24,000      
  Cash / Bank  20,000     
  Provision (w1)  4,000     

        
31.12 Depreciation (P& L) 8,000  8,000  8,000  
  Plant  8,000  8,000  8,000 

        
31.12 Interest expense (w2, w3, w4) 400  440  484  
  Provision  400  440  484 

        
31.12 Provision      5,324  
  Bank      5,324 

W1 $  5,324 x (1+10%)-3   = $  4,000 
W2 $  4,000 x 10%    = $  400 
W3 $  4,000 + 400 = $  4,400 x 10%  = $  440 
W4 $  4,400 + 440 = $  4,840 x 10%  = $ 484 
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ANSWER 37I 

Present obligation as a result of a past obligating event – The obligating event is the signing 
of the lease contract, which gives rise to a legal obligation. 
 
An outflow of resources embodying economic benefits in settlement – When the lease 
becomes onerous, an outflow of resources embodying economic benefits is probable. (Until the 
lease becomes onerous, the entity accounts for the lease under IAS 17 Leases.) 
 
Conclusion – A provision is recognised for the best estimate of the unavoidable lease  

 

ANSWER 37J 

The journal entries are: 

Date Particulars Dr. $  Cr. $  

31.12.10 Loss on onerous contract (P&L) 400  
  Provision for expected loss (onerous contract)  400 

 (Supply contract, increased price on short quantities $12-10  
= $  2 x (1,000 – 800 units) = $  400) 

  

 

Date Particulars Dr. $  Cr. $  

31.12.10 Loss on onerous contract (P&L) 1,500  
  Provision for expected loss (onerous contract)  1,500 

 (Firm purchase contract $  10 – 7 = $  3 x 500 units =  $  1,500)   
 

 

ANSWER 37K 

Present obligation as a result of a past obligating event– There has been no obligating event 
and so there is no obligation. 
 
Conclusion – No provision is recognised 

 

ANSWER 37L 

Present obligation as a result of a past obligating event – The obligating event is the 
communication of the decision to the customers and employees, which gives rise to a constructive 
obligation from that date, because it creates a valid expectation that the division will be closed. 
 
An outflow of resources embodying economic benefits in settlement – Probable 
 
Conclusion – A provision is recognised at 31 December 20X0 for the best estimate of the costs of 
closing the division. 

 

ANSWER 37M 

 
 $  
Consultant fee 700,000 
Implementation expenses 450,000 

Total 1,150,000 
 

 
Dated: 4 September 2016 


