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INTRODUCTION 
 

 

 Different kinds of liabilities have differing implications: short-term trade 

payables indicate a near-term outflow, while long-term debt covers a wide 

range of periods, and provisions have yet other significance to those 

performing financial analysis.  

 At the same time, a company with a long operating cycle will have 

operating liabilities that stretch for more than a year ahead, and some 

long-term debt may call for repayment within one year, so the distinction is 

not so clear, and presentation in the statement of financial position is an 

issue. 
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INTRODUCTION 
 

 

 IAS 37 addresses so-called “onerous executory contract” which require a 

company to take into current earnings the entire cost of fulfilling contracts 

that continue into the future under defined conditions. This can be a very 

sensitive issue for a company experiencing trading difficulties. 
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INTRODUCTION 
 

 Another sensitive issue is the accounting for decommissioning or similar 

asset retirement costs, which increasingly are becoming a burden for 

companies engaged in mineral extraction and manufacturing, but also 

potentially for those engaged in agriculture and other industry segments. 

 

  Where historically it was assumed that these costs were future events to be 

recognised in later periods, it is now clear that these are costs of asset 

ownership and operation that need to be reflected over the productive 

lives of the assets, and that the estimated costs are to be recognised as a 

formal obligation of the reporting entity. 
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INTRODUCTION 
 

 

 Sources of IFRS 

IAS 1, 10, 37 IFRS 9 IFRIC 1, 6, 21 

Mohammed ALASHI 

7 



DEFINITIONS OF TERMS 
Adjusting events after the reporting period. Those events after the reporting 

period that provide evidence of conditions that existed at the end of the 

reporting period and require that the financial statements be adjusted. 

Authorisation date. The date when the financial statements would be 

considered legally authorised for issue. 

Constructive obligation. An obligation resulting from an entity’s actions such 

that the entity: 

• By an established pattern of past practice, published policies or a sufficiently 

specific current statement, has indicated to third parties that it will accept 

certain responsibilities; And 

• As a result, has created a valid expectation in the minds of third parties that 

it will discharge those responsibilities. 
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DEFINITIONS OF TERMS 
Contingent asset. 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 reporting 

entity. 

Contingent liability. An obligation that is either: 

• A possible obligation arising from past events, the outcome of which will be 

confirmed only on the occurrence or non-occurrence of one or more 

uncertain future events which are not wholly within the control of the reporting 

entity; or 

• A present obligation arising from past events, which is not recognised either 

because it is not probable that an outflow of resources will be required to 

settle an obligation, or where the amount of the obligation cannot be 

measured with sufficient reliability. 
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DEFINITIONS OF TERMS 
Current liabilities. A liability of the entity which: 

• The entity expects to settle in its normal operating cycle; or 

• The entity holds primarily for the purpose of trading; or 

• Is due to be settled within 12 months after the reporting period; or 

• Does not allow the entity an unconditional right to defer settlement thereof 

for at least 12 months after the reporting period. 

Events after the reporting period. Events, favourable and unfavourable, that 

occur between the end of the entity’s reporting period and the date the 

financial statements are authorised for issue that would necessitate either 

adjusting the financial statements or disclosure. These include adjusting events 

and non-adjusting events. 
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DEFINITIONS OF TERMS 
Legal obligation. An obligation that derives from the explicit or implicit terms of 

a contract, or from legislation or other operation of law. 

Levy. An outflow of resources embodying economic benefits that are imposed 

by governments on entities in accordance with legislation (i.e., laws and/or 

regulations), other than: 

a. Outflows of resources that are within the scope of other standards (such as 

income taxes that are within the scope of IAS 12, Income Taxes); and 

b. Fines or other penalties that are imposed for breaches of the legislation. 

Liability. 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. 
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DEFINITIONS OF TERMS 
Non-adjusting events after the reporting period. Those events after the 

reporting period that provide evidence of conditions that arose after the end 

of the reporting period and which thus would not necessitate adjusting 

financial statements. Instead, if significant, these would require disclosure. 

Obligating event. An event that creates a legal or constructive obligation that 

results in an entity having no realistic alternative but to settle that obligation. 

Onerous contract. A contract in which the unavoidable costs of meeting the 

obligations under the contract exceed the economic benefits expected to be 

received therefrom. 

Operating cycle. The operating cycle of an entity is the time between the 

acquisition of assets for processing and their realisation in cash or cash 

equivalents. When the entity’s normal operating cycle is not clearly 

identifiable, it is assumed to be 12 months. 
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DEFINITIONS OF TERMS 
Provision. Liabilities having uncertain timing or amount. 

Restructuring. A programme that is planned and controlled by management 

and which materially changes either the scope of business undertaken by the 

entity or the manner in which it is conducted. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Classification 

 

IAS 1 requires that the reporting entity must present current and non-current 

assets, and current and non-current liabilities, as separate classifications on the 

face of its statement of financial position, except when a liquidity presentation 

provides more relevant and reliable information. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Classification 

 

That is, the goal is to identify specifically resources and commitments that are 

consumed or settled in the normal course of the operating cycle. In some 

types of businesses, such as certain construction entities, the normal operating 

cycle may exceed one year. Thus, some assets or liabilities might fail to be 

incorporated into a definition based on the first goal of reporting, providing 

insight into liquidity, but be included in one that meets the second goal. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Classification 

 

As a compromise, if a classified statement of financial position is indeed being 

presented, the convention for financial reporting purposes is to consider assets 

and liabilities current if they will be realised and settled within one year or one 

operating cycle, whichever is longer. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Nature of current liabilities 

 

Current liabilities would almost always include not only obligations that are due 

on demand (typically including bank lines of credit, other demand notes 

payable, and certain overdue obligations for which forbearance has been 

granted on a day-to-day basis), but also the currently scheduled payments on 

longer-term obligations, such as installment agreements. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Nature of current liabilities 

 

An amendment to IAS 1, effective January 1, 2009, clarified that terms of a 

liability that could, at the option of the counterparty, result in its settlement by 

the issue of equity instruments do not affect its classification. 

 

 For example, if a liability to be settled in full in cash after five years also allows 

the lender to demand settlement in shares of the borrower at any point prior to 

the settlement date, that liability will be classified as non-current. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Nature of current liabilities 

 

Consistent with basic principles of accrual accounting, however, the lack of 

specific information on, say, the amount owed will not serve to justify a failure 

to record and report on such obligations.  

 

The former commonly used term “estimated liabilities” has been superseded 

per IAS 37 by the term “provisions.” Provisions and contingent liabilities are 

discussed in detail later in this chapter. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Offsetting current assets against related current liabilities 

 

IAS 1 states that current liabilities are not to be reduced by the deduction of a 

current asset (or vice versa) unless required or permitted by another IFRS.  

 

In practice, there are few circumstances that would meet this requirement; 

certain financial instruments (to the extent permitted by IAS 32) are the most 

commonly encountered exceptions. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Types of liabilities 

 

Current obligations can be divided into those where: 

1. Both the amount and the payee are known; 

2. The payee is known but the amount may have to be estimated; 

3. The payee is unknown and the amount may have to be estimated; and 

4. The liability has been incurred due to a loss contingency. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Amount and Payee Known 

 

Accounts payable arise primarily from the acquisition of materials and supplies 

to be used in the production of goods or in conjunction with providing 

services. Payables that arise from transactions with suppliers in the normal 

course of business, which customarily are due in no more than one year, may 

be stated at their face amount rather than at the present value of the 

required future cash flows if the effect of discounting is immaterial. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Amount and Payee Known 

 

Notes payable are more formalised obligations that may arise from the 

acquisition of materials and supplies used in operations or from the use of 

short-term credit to purchase capital assets. Monetary obligations, other than 

those due currently, should be presented at the present value of future 

payments, thus giving explicit recognition to the time value of money. 

Discounting, however, is only required where the impact of the discounting 

would be material on the financial statements. In many cases, the discounting 

of short-term obligations would not be material. (Note that if the obligations 

are interest-bearing at a reasonable rate determined at inception, discounting 

is not an issue.) 

Mohammed ALASHI 

23 



RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Amount and Payee Known 

 

Dividends payable become a liability of the entity when a dividend has been 

approved. However, jurisdictions vary as to how this is interpreted.  

Undermost continental European company law, only the shareholders in a 

general meeting can approve a dividend, and so the function of the directors 

is to propose a dividend, which itself does not give rise to a liability. 

In other jurisdictions, the decision of the board of directors would trigger 

recognition of a liability. Since declared dividends are usually paid within a 

short period of time after the declaration date, they are classified as current 

liabilities, should a statement of financial position be prepared at a date 

between the two events. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Amount and Payee Known 

 

Unearned revenues or advances result from customer prepayments for either 

performance of services or delivery of product. 

They may be required by the selling entity as a condition of the sale or may be 

made by the buyer as a means of guaranteeing that the seller will perform the 

desired service or deliver the product.  

Unearned revenues and advances should be classified as current liabilities at 

the end of the reporting period if the services are to be performed or the 

products are to be delivered within one year or the operating cycle, 

whichever is longer. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Amount and Payee Known 

 

Returnable deposits may be received to cover possible future damage to 

property. Many utility companies require security deposits. 

A deposit may be required for the use of a reusable container. 

Refundable deposits are classified as current liabilities if the entity expects to 

refund them during the current operating cycle or within one year, whichever 

is longer. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Amount and Payee Known 

 

Accrued liabilities have their origin in the end-of-period adjustment process 

required by accrual accounting.  

They represent economic obligations, even when the legal or contractual 

commitment to pay has not yet been triggered.  

Commonly accrued liabilities include wages and salaries payable, interest 

payable, rent payable and taxes payable. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Amount and Payee Known 

 

Agency liabilities result from the legal obligation of the entity to act as the 

collection agent for employee or customer taxes owed to various federal, 

state or local government units. 

Examples of agency liabilities include value-added tax, sales taxes, income 

taxes withheld from employee salaries, and employee social security 

contributions, where mandated by law. 

In addition to agency liabilities, an employer may have a current obligation for 

unemployment taxes. Payroll taxes typically are not legal liabilities until the 

associated payroll is actually paid, but in keeping with the concept of accrual 

accounting, if the payroll has been accrued, the associated payroll taxes 

should be as well. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Amount and Payee Known 

 

Obligations that are, by their terms, due on demand or will become due on 

demand within one year (or the operating cycle, if longer) from the end of the 

reporting period, even if liquidation is not expected to occur within that 

period, must be classified as current liabilities. 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Short-term obligations expected to be refinanced 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Short-term obligations expected to be refinanced 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Short-term obligations expected to be refinanced 
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RECOGNITION AND MEASUREMENT 
 Current Liabilities 

 Long-term debt subject to demand for repayment 

 

IAS 1 addresses the matter of breach of loan covenants, but does not address the 
less common phenomenon of subjective acceleration clauses in loan agreements. 
As to the former, it provides that continued classification of the debt as non-
current, when one or more of the stipulated default circumstances has occurred, is 
contingent upon meeting two conditions: 

First, the lender has agreed, prior to approval of the financial statements, not to 
demand payment as a consequence of the breach (giving what is known as a 
debt compliance waiver); and  

second, that it is considered not probable that further breaches will occur within 12 
months of the end of the reporting period. If one or both of these cannot be met, 
the debt must be reclassified to current status if a classified statement of financial 
position is, as is generally required under IAS 1, to be presented. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions 

Under IAS 37, Provisions, Contingent Liabilities and Contingent Assets, those 

liabilities for which amount or timing of expenditure is uncertain are deemed to 

be provisions. First and foremost, with the issuance of IFRS 15 applicable to 

entities from 1 January 2018, there are key impacts on IAS 37 as detailed 

hereunder: 

• Type of provision, contingent liability and contingent asset arising from IFRS 

15, Revenue from Contracts with Customers, shall be dealt with as detailed 

therein and not under IAS 37; 

• However, as IFRS 15 does not deal specifically with contracts with customers 

that are, or have become, onerous, the same will continue to be dealt with 

under IAS 37. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions 

 

IAS 37 provides a comprehensive definition of the term “provision.” It 

mandates, in a clear-cut manner, that a provision should be recognised only 

if: 

• The entity has a present obligation (legal or constructive) as a result of a past 

event; 

• It is probable that an outflow of resources embodying economic benefits will 

be required to settle the obligation; and 

• A reliable estimate can be made of the amount of the obligation. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions 

 

IAS 37 offers in-depth guidance on the topic of provisions. Each of the key 

words in the definition of the term “provision” is explained in detail by the 

standard. Explanations and clarifications offered by the standard are 

summarised below. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions 

 

 

• Present obligation. The standard states that in almost all cases it will be clear 

when a present obligation exists. The notion of an obligation in the standard 

includes not only a legal obligation (e.g., deriving from a contract or 

legislation) but also a constructive obligation. It explains that a constructive 

obligation exists when the entity from an established pattern of past practice 

or stated policy has created a valid expectation that it will accept certain 

responsibilities. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions 

 

Past event. There must be some past event which has triggered the present 

obligation— for example, an accidental oil spillage. An accounting provision 

cannot be created in anticipation of a future event. 

The entity must also have no realistic alternative to settling the obligation 

caused by the event.  

 

In other words, if the entity can avoid the expenditure through its own actions, 

a provision cannot be recognised (e.g., planned future maintenance on a 

plant). 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions 

 

 Probable outflow of resources embodying economic benefits. For a 

provision to qualify for recognition it is essential that it is not only a present 

obligation of the reporting entity, but also it should be probable that an 

outflow of resources embodying benefits used to settle the obligation will in 

fact result. 

For the purposes of this standard, probable is defined as “more likely than not.” A 

footnote to the standard states that this interpretation of the term“ probable” does 

not necessarily apply to other IFRS. The use of terms such as probable, significant or 

impracticable creates problems of interpretation, both within a given set of 

standards (e.g., IFRS) and across different sets. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions 

 

 

• Reliable estimate of the obligation. The standard recognises that using 

estimates is common in the preparation of financial statements and suggests 

that by using a range of possible outcomes, an entity will usually be able to 

make an estimate of the obligation that is sufficiently reliable to use in 

recognising a provision. 

Where no reliable estimate can be made, though, no liability is recognised. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 

include the following) 

 

Best estimate. For all estimated liabilities that are included within the definition 

of provisions, the amount to be recorded and presented in the statement of 

financial position should be the best estimate, at the end of the reporting 

period, of the amount of expenditure that will be required to settle the 

obligation. 

This is often referred to as the “expected value” of the obligation, which may 

be operationally defined as the amount the entity would pay, currently, to 

either settle the actual obligation or provide consideration to a third party to 

assume it (e.g., as a single occurrence insurance premium). 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 
include the following) 

 

The concept of “expected value” can be best explained through an 
example: Good Samaritan Inc. provides warranty for the machines sold by it, 
where customers are entitled to refunds if they return defective machines with 
valid proof of purchase. Good Samaritan Inc. estimates that if all machines 
sold and still in warranty had major defects, total replacement costs would 
equal €1,000,000; if all those machine suffered from minor defects, the total 
repair costs would be €500,000. Good Samaritan’s past experience, however, 
suggests that only 10% of the machines sold will have major defects, and that 
another 30% will have minor defects. Based on this information, the expected 
value of the product warranty costs to be accrued at year-end would be 
computed as follows: 
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RECOGNITION AND MEASUREMENT 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 

include the following) 

 

Risks and uncertainties. The “risks and uncertainties” surrounding events and 

circumstances should be taken into account in arriving at the best estimate of 

a provision. However, as pointedly noted by the standard, uncertainty should 

not be used to justify the creation of excessive provisions or a deliberate 

overstatement of liabilities. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 

include the following) 

 

 Discounting. The standard also addresses the use of present values or 

discounting (i.e., recording the estimated liability at present value, after 

taking into account the time value of money). While the entire subject of 

present value measurement in accounting has been widely debated, in 

practice there is a notable lack of consistency (with some standards 

requiring it, others prohibiting it and many others remaining silent on the 

issue).  
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 

include the following) 

 

 Discounting.  

IAS 37 has stood firm on the subject of present value measurement and 

requires the use of discounting when the effect would be material, but it can 

be ignored if immaterial in effect. Thus, provisions estimated to be due farther 

into the future will have more need to be discounted than those due currently. 

As a practical matter, all but trivial provisions should be discounted unless the 

timing is unknown (which makes discounting a computational impossibility). 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 

include the following) 

 

Future events. Future events that may affect the amount required to settle an 

obligation should be reflected in the provision amount where there is sufficient 

objective evidence that such future events will in fact occur. For example, if 

an entity believes that the cost of cleaning up a plant site at the end of its 

useful life will be reduced by future changes in technology, the amount 

recognised as a provision for cleanup costs should reflect a reasonable 

estimate of cost reduction resulting from any anticipated technological 

changes. However, in many instances making such estimates will not be 

possible. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 

include the following) 

 

Decommissioning provisions. IFRIC 1 mandates that changes in 

decommissioning provisions should be recognised prospectively (i.e., by 

amending future depreciation charges). 

 Disposal proceeds. Gains from expected disposals of assets should not be 

taken into account in arriving at the amount of the provision (even if the 

expected disposal is closely linked to the event giving rise to the provision). 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 

include the following) 

 

Reimbursements. Reimbursements by other parties should be taken into 

account when computing the provision, only if it is virtually certain that the 

reimbursement will be received. The reimbursement should be treated as a 

separate asset on the statement of financial position, and not netted against 

the estimated liability. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 

include the following) 

 

Changes in provisions. Changes in provisions should be considered at the end 

of each reporting period, and provisions should be adjusted to reflect the 

current best estimate. If upon review it appears that it is no longer probable 

that an outflow of resources embodying economics will be required to settle 

the obligation, then the provision should be reversed through current period 

profit or loss as a change in estimate. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard 

include the following) 

 

Use of provisions recognised. Use of a provision is to be restricted to the 

purpose for which it was recognised originally. A reserve for plant 

dismantlement, for example, cannot be used to absorb environmental 

pollution claims or warranty payments. If an expenditure is set against a 

provision that was originally recognised for another purpose, that would 

camouflage the impact of the two different events, distorting income 

performance and possibly constituting financial reporting fraud. 
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RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard include 

the following) 

 

Future operating losses. Provisions for future operating losses cannot be recognised. 

This is explicitly proscribed by the standard, since future operating losses do not 

meet the definition of a liability at the end of the reporting period (as defined in the 

standard) and the general recognition criteria set forth in the standard. 

Onerous contracts. Present obligations under onerous contracts should be 

recognised and measured as a provision. The standard introduces the concept of 

onerous contracts, which it defines as contracts under which the unavoidable costs 

of satisfying the obligations exceed the economic benefits expected. Executory 

contracts that are not onerous do not fall within the scope of this standard. In other 

words, the expected negative implications of such contracts (executory contracts 

which are not onerous) cannot be recognised as a provision. 

Mohammed ALASHI 

52 



RECOGNITION AND MEASUREMENT 
 Payee Known but Amount May Need to Be Estimated 

 Provisions (Other salient features of provisions explained by the standard include 
the following) 

 

Restructuring provisions. Provisions for restructuring costs are recognised only when 
the general recognition criteria for provisions are met. A constructive obligation to 
restructure arises only when an entity has a detailed formal plan for the 
restructuring, which identifies at least the following: 

• The business or the part of the business concerned; 

• Principal locations affected; 

• Approximate number of employees that would need to be compensated for 
termination resulting from the restructuring (along with their function and location); 

• Expenditure that would be required to carry out the restructuring; and 

• Information as to when the plan is to be implemented. 

Mohammed ALASHI 

53 



DISCLOSURES 
 Disclosures mandated by the standard for provisions are the following: 

 

• For each class of provision, the carrying amount at the beginning and the 

end of the period, additional provisions made during the period, amounts 

used during the period, unused amounts reversed during the period and the 

increase during the period in the discounted amount arising from the passage 

of time and the effect of change in discount rate (comparative information is 

not required). 
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DISCLOSURES 
 For each class of provision, a brief description of the nature of the 

obligation and the expected timing of any resulting outflows of economic 

benefits, an indication of the uncertainties regarding the amount or timing 

of those outflows (including, where necessary in order to provide adequate 

information, disclosure of major assumptions made concerning future 

events), and the amount of any expected reimbursement, stating the 

amount of the asset that has been recognised for that expected 

reimbursement. 
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DISCLOSURES 
 

In extremely rare circumstances, if the above disclosures as envisaged by the 

standard are expected to seriously prejudice the position of the reporting 

entity in a dispute with third parties on the subject matter of the provision, then 

the standard takes a lenient view and allows the reporting entity to disclose 

the general nature of the dispute together with the fact that, and reason why, 

the information has not been disclosed. This is to satisfy the concerns of those 

who believe that mere disclosure of certain provisions will encourage potential 

claimants to assert themselves, thus becoming a “self-fulfilling prophecy.” 
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DISCLOSURES 
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PRACTICAL EXAMPLES 
 Dry-docking costs 

In some countries, it is required by law, for the purposes of obtaining a 

certificate of seaworthiness, that ships must periodically (e.g., every three to 

five years) undergo extensive repairs and incur maintenance costs that are 

customarily referred to as “dry-docking costs.” Depending on the type of 

vessel and its remaining useful life, such costs could be significant in amount. 

Before IAS 37 came into effect, some argued that dry-docking costs should be 

periodically accrued (in anticipation) and amortised over a period of time 

such that the amount is spread over the period commencing from the date of 

accrual to the date of payment. Using this approach, if every three years a 

vessel has to be dry-docked at a cost of €5 million, then such costs could be 

recognised as a provision at the beginning of each triennial period and 

amortised over the following three years. 
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PRACTICAL EXAMPLES 
 Unlawful environmental damage 

Cleanup costs and penalties resulting from unlawful environmental damage 

(e.g., an oil spill by a tanker ship which contaminates the water near the 

seaport)would need to be provided for in those countries which have laws 

requiring cleanup, since it would lead to an outflow of resources embodying 

economic benefits in settlement regardless of the future actions of the entity. 

In case the entity which has caused the environmental damage operates in a 

country that has not yet enacted legislation requiring cleanup, in some cases 

a provision may still be required based on the principle of constructive 

obligation (as opposed to a legal obligation). This may be possible if the entity 

has a widely publicised environmental policy in which it undertakes to clean 

up all contamination that it causes and the entity has a clean track record of 

honouring its published environmental policy. 
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PRACTICAL EXAMPLES 
 Onerous contracts 

An entity relocates its offices to a more prestigious office complex because 

the old office building that it was occupying (and has been there for the last 

20 years) does not suit the new corporate image it wants to project. However, 

the lease of the old office premises cannot be cancelled at the present time 

since it continues for the next five years. This is a case of an onerous contract 

wherein the unavoidable costs of meeting the obligations under the contract 

exceed the economic benefits under it. A provision is thus required to be 

made for the best estimate of unavoidable lease payments. 
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PRACTICAL EXAMPLES 
 Decommissioning costs 

 

An oil company installed an oil refinery on leased land. The installation was 

completed before the end of the reporting period. Upon expiration of the 

lease contract, seven years hence, the refinery will have to be relocated to 

another strategic location that would ensure uninterrupted supply of crude oil. 

These estimated relocation or decommissioning costs would need to be 

recognised at the end of the reporting period. Accordingly, a provision should 

be recognised for the present value of the estimated decommissioning costs 

to take place after seven years. 
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PRACTICAL EXAMPLES 
 Payee Unknown and the Amount May Have to Be Estimated 

 

The following are further examples of estimated liabilities, which also will fall 

within the definition of provisions under IAS 37. 

Premiums are usually offered by an entity to increase product sales. They may 

require the purchaser to return a specified number of box tops, wrappers or 

other proofs of purchase. They may or may not require the payment of a cash 

amount. If the premium offer terminates at the end of the current period but 

has not been accounted for completely if it extends into the next accounting 

period, a current liability for the estimated number of redemptions expected in 

the future period will have to be recorded. If the premium offer extends for 

more than one accounting period, the estimated liability must be divided into 

a current portion and a long term portion. 
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PRACTICAL EXAMPLES 
 Payee Unknown and the Amount May Have to Be Estimated 

 

Product warranties providing for repair or replacement of defective products 

may be sold separately or may be included in the sale price of the product. If 

the warranty extends into the next accounting period, a current liability for the 

estimated amount of warranty expense anticipated for the next period must 

be recorded. If the warranty spans more than the next period, the estimated 

liability must be partitioned into a current and long-term portion. 
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PRACTICAL EXAMPLES 
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PRACTICAL EXAMPLES 
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PRACTICAL EXAMPLES 
 Contingent Liabilities 

 

IAS 37 defines a contingent liability as an obligation that is either: 

• A possible obligation arising from past events, the outcome of which will be 

confirmed only on the occurrence or non-occurrence of one or more 

uncertain future events which are not wholly within the control of the reporting 

entity; or 

• A present obligation arising from past events, which is not recognised either 

because it is not probable that an outflow of resources will be required to 

settle an obligation or the amount of the obligation cannot be measured with 

sufficient reliability. 
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PRACTICAL EXAMPLES 
 Contingent Liabilities 

 

Under IAS 37, the reporting entity does not recognise a contingent liability in its 

statement of financial position. Instead, it should disclose in the notes to the 

financial statements the following information: 

1. An estimate of its financial effect; 

2. An indication of the uncertainties relating to the amount or timing of any 

outflow; and 

3. The possibility of any reimbursement.of the obligation cannot be measured 

with sufficient reliability. Disclosure of this information is not required if the 

possibility of any outflow in settlement is remote, or if it is impracticable to do 

so. 
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