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QUESTION 12 – IAS 37 Provisions and Contingencies (ICAP C6 A08) 
 
J-Mart Limited, a chain of departmental stores has distributed its operations into four Divisions i.e. 
Food, Furniture, Clothing and Household Appliances. The following information has been 
extracted from the records: 
 
(i) The company allows the dissatisfied customers to return the goods within 30 days. It is 

estimated that 5% of the sales made in June 2008 will be refunded in July 2008. 
 
(ii) On June 2, 2008, three employees were seriously injured as a result of a fire at the 

company’s warehouse. They have lodged claims seeking damages of Rs. 2.0 million from 
the company. The company’s lawyers have advised that it is probable that the court may 
award compensation of Rs. 400,000. 

 
(iii) Under a new legislation, the company is required to fit smoke detectors at all the stores by 

December 31, 2008. The company has not yet installed the smoke detectors. 
 
(iv) On June 20, 2008, the board of directors decided to close down the Household Appliances 

Division. However, the decision was made public after June 30, 2008. 
 

(v) The company has a large warehouse in Lahore which was acquired under a three-year rent 
agreement signed on April 1, 2007. The agreement is non-cancelable and the company 
cannot sub-let the warehouse. However, due to operational difficulties, the company shifted 
the warehouse to a new location. 

 
(vi) A 15% cash dividend was declared on July 5, 2008. 

 
Required: 
Describe how each of the above issue should be dealt with in the financial statements for the year 
ended June 30, 2008. Support your point of view in the light of relevant International Accounting 
Standards.            (15) 
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ANSWER 12 – IAS 37 Provisions and Contingencies (ICAP C6 A08) 
 
(i) This is an adjusting event and the entity has constructive obligation to make refunds. A 

provision equal to 5% of sales in June 2008 shall be made in the financial statements. This 
estimate may be subsequently changed if any improved information is received before the 
financial statements are authorised for issue. Consequently, cost of sales and cost of 
inventories may also be changed. 

 
(ii) This is an adjusting event and evidence of present obligation as a result of past event as 

the event happened on June 2, 2008 before the end of reporting period. The outflow is also 
probable according to lawyers’ advice. The reliable estimate is also available of Rs. 
400,000. Therefore, a provision of Rs. 400,000 shall be recognisd. 

 
(iii) There is no present obligation to install smoke detector as at June 30, 2008. Therefore, no 

provision shall be recognised. 
 
(iv) Only a decision by management does not create present obligation unless the restructuring 

etc are implemented or announced to those affected by it. Therefore, no provision shall be 
recognised. 

 
(v) This is a situation of onerous contract. The company shall recognise the provision for 

unavoidable costs related to this rent contract. 
 
(vi) The dividends shall not be recognised in the financial statements for the year ended June 

30, 2008. However, they shall be disclosed in accordance with IAS 1. 
 

Examiner Comments 
Another simple question on the application of IAS-37 and most of the candidates were able to 
secure passing marks. The comments on each of the situation are given below: 
(i) The candidates correctly mentioned that the conditions attached to the sale gave rise to a 

constructive obligation on the date of balance sheet and therefore a provision for sales 
return should be made @ 5% of sales. However, the point that cost of sales and other 
related costs will also have to be revised, was mostly ignored. 

(ii) The students were able to explain correctly that a provision of Rs. 400,000 was required 
because the law suit was in progress at year end and a reliable estimate of the liability was 
also possible. 

(iii) The situation was quite straightforward. Almost all those who attempted could easily identify 
that no provision was necessary. 

(iv) Many candidates seemed confused. In fact no provision was required because in such 
situations, a constructive obligation is only created after the decision is made public. 

(v) The situation proved difficult for most candidates. Very few of them could identify that in the 
given situation all the unavoidable payments should be provided in the period in which the 
warehouse was shifted, because the contract became onerous. 

(vi) Most of the candidates correctly answered that it was a non adjusting event as dividend 
was declared after year end. However, few could mention about the requirement to disclose 
the details of such dividend in the financial statements, for the year ended June 30, 2008. 

 
 


