STUDY UNIT 13
PROVISIONS, CONTINGENT LIABILITIES 

AND CONTINGENT ASSETS

EVALUATION CRITERIA

Read par 1 of chapter 10
SCHEMATIC REPRESENTATION OF IAS 37

study par 2 on page 260
BACKGROUND OF IAS 37

· IAS 37 deals with accounting recognition and disclosure of provisions, contingent liabilities and contingent assets in afs

· Often have to consider factual knowledge that only became available after the reporting date

· IAS 37 not applicable to prov, cont l & a of:
- executory contracts, except where contr is onerous, or
- items covered by IFRS

· Besides prescriptions of IAS 37, the general provisions of Companies Act must b kept in mind

· Accounting treatment of prov, cont l & a is a prime example of instances where the treatment of these matters is deduced solely from accounting theory and a specific standard dealing with these issues is therefore, strictly speaking, superfluous.  But IAS 37 to ensure consistent treatment of these items

RELATIONSHIP BETWEEN PROVISIONS AND CONTINGENT LIABILITIES
· Acc process is concerned with identification, recog, and disclosure of elements of afs
· Identification – assessment of particular item with a view of determining if fulfils the definition of element concerned

· Recognition – timing and measurement.  At what point in time and at what value
· As soon as element is recog, then its disclosed appropriately

· Disclosure can b qualitative (description) or quantitative (figures) or both

· Fundamental diff between contingent liabilities and provisions is in the degree of fulfilment of req of identification 

Provisions

· no doubts exists regarding identification:  prov is a L coz it has the characteristics of a L

· It is recognised when comp has a legal obligation or must inevitably transfer resources to another party, although there might not b absolute certainty when it will happen

· Its measured at amount that represents at least a reasonable estimate of L, whereafter its disclosed appropriately, qualitatively as well as quantitatively

Contingent Liabilities

· Is a greater measure of uncertainty about fulfilment of req of identification than in case for a provision
· Uncertainty may already exist at identification,, coz contingent L is described as a possible obligation that arises from past events and whose existence will b confirmed only by the occurrence or non-occurrence of one or more uncertain future events not wholly within the control of the comp
· May also take form of real present obligation – not only a possible obligation – but one that may however not b recognised, either cos the “when” or coz the “how much” is not known

· Ex. 10.1 pg 262

IDENTIFICATION OF LIABILITIES, PROVISIONS AND CONTINGENT LIABILITIES

· Contingent L gradually transform into provisions and still later into elements of liabilities that fulfil all req for acc identification, recog and disclosure
· See table on page 263

· Contingent L always uncertainty as to if condition will manifest in element of afs.  Its never recog in afs, but at most disclosed as a note

· Ex 10.2 and 10.3 on page 264

PROVISIONS
RECOGNITION

· Provisions aren’t separate elements of afs, they form part of L, but distinguished from other L

· The uncertainty takes form of uncertainty about timing or amount at which its recog

· Provisions not recog as element of afs until reasonable certainty exists

· Prov only recog when:
- comp has present legal or constructive obligation to forfeit econ benefits as result of pas events
- probable that outflow of resources embodying econ benefits will b req to settle the obligation
- reliable estimate of obligation can b made

· Ex. 10.4 on page 265

· Constructive obligation exists when comp has no realistic alternative to transfer of econ benefits, for instance as result of practice previously established or published policy, ito which a valid expectation has been created that comp will indeed comply with its responsibility

· Provisions divided into 2 categories:  legal obligations, constructive obligations

Legal obligations

· Another party has right to summons comp to perform.
· Applicable for ex.  when written warranties are given to customers, when they result from litigation and when self-insurance is applied, as well as in case of onerous contracts

· Essential element is can b enforced by law

Constructive obligations

· Not legally enforceable, but inescapable as result of external factors or mng policy and decisions
· Comp is left with no other realistic alternative than to incur the obligation

· It therefore emanate from circumstances, in contrast to legal obligations

· Ex 10.5 on page 266

· Coz constructive obligation leads to creation of L in afs, and thus characteristics and recog criteria must b fulfilled

· There must present obligation that arises as result of events in the past that will lead to outflow of resources
· Future operating losses cant b recog as provisions at present, coz don’t refer to events that have already taken place, but to events that will still occur in the future
· Ex 10.6 on page 267

MEASUREMENT

· A provision is measured ito the amount that represents the best estimate of amount required to settle the obligation at reporting date

· Prudence says use the most pessimistic possibility

· Uncertainty is inherent part of provisions, the only certainty about provision is that it’s a L, but precise extent of eventual L is not yet known

· If effect of discounting is significant, the provision must b measured at the present value of expected future outflow of resources
· When discounting is used, the carrying amount will increase on an annual basis over time.  The debit leg of the increase is shown as finance costs in profit or loss section

· Future events that are reasonably expected to have an effect on the amount that the entity will need to settle the provision, may b taken into account in the measurement process
· Technique of calculating expected value may also b applied to determine appropriate amount at which to measure a provision
· Provisions must b assessed continually to ensure amount against which they are measured is still acceptable.  If adjustment made its made through profit and loss in SOCI

· Provisions may only b made for purpose which they were originally created

ADDITIONAL MATTERS SURROUNDING PROVISIONS

Read 6.3

DISCLOSURE

· Provisions are disclosed as separate line item on face of afs
· No detail is req in extremely rare cases where disclosure can prejudice position of comp in negotiations with other parties

Following must b disclosed for ea category of provisions:

· Brief descrip of nature of obligation and expected timing of any outflow of econ benefits associated therewith

· Any signif uncertainty about amount/timing of expense must b stated

· If anticipated reimbursement of provision, amount of expected recovery must b stated, and any amount of A that been recog in respect of it

· Carrying amount at begin and end of period

· Movements must b reflected:
- additional prov and increases in existing prov
- amounts incurred and offset against the prov 
- amounts reversed for being superfluous
- increase in amount of prov due to passage of time or change in discount rate

· Ex. 10.12 on page 275

CONTINGENT LIABILITIES

· Condition at end of reporting  period of which the eventual result will only b confirmed upon the occurrence or non-occurrence of 1/more uncertain future events that beyond control of comp
· Take form of possible obligation or actual present obligation

· Possible obligation – uncertainty if obligation actually exists

· Actual present obligation – uncertainty in improbability of resources being utilised to settle obligation, or in inability to measure amount reliably

· Never recog as element of afs, but can b disclosed by way of a note

Measurement

· Measured at best estimation of amount that will b req to settle the L at end of reporting period, should it indeed materialise
Disclosure

· Brief description of nature, estimate of financial effect, uncertainties of amount and timing, possibility of reimbursement

· If prov and contingent L relate to same set of circumstances, then cross ref is made for it

· If disclosure of above doesn’t happen coz impractable, then must state it

· If outflow of resources is remote – then no disclosure necessary

Ex 10.13 page 277

CONTINGENT ASSETS

· Is a possible A that arises form past events, the existence of which will b confirmed only b occurrence or non-occurrence of 1/more uncertain future events not wholly within control of comp
· Ex. claim instituted by comp

· Not recog in afs

· Ex. 10.14 page 278

Disclosure

If inflow of benefits is probable, then following disclosure req:

· Brief description of mature of conting A
· Estimate of financial effect

· If disclosure doesn’t take place cos inpractable, must state this

· Ex. 10.15 page 279
