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IAS 37 Prescribes clear-cut rules and guidance in respect of the
recognition and measurement of provisions, contingent
liabilities, and contingent assets. It also makes certain
disclosures mandatory for companies.

One objective of IAS 37 is to make it difficult for an entity to
manipulate the financial reports with the help of provisions i.e.
high provisions when performance is good, but low provisions
or reversal of provisions when performance is poor.

1. Introduction
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Definition

A provision is a liability of uncertain
timing or amount. Remember a
liability is a present obligation of the
entity to transfer an economic
resource as a result of past events. An
obligation is a duty or responsibility
that the entity has no practical ability
to avoid (The Framework)
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Definition Provisions can be distinguished from other liabilities such as trade
payables and accruals because, for provisions there is uncertainty about the
timing or amount of the future expenditure required in settlement. By contrast,
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.

2. Provisions
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Definition
Accruals are liabilities to pay for goods or services that have
been received or supplied but have not been paid for, invoiced
or formally agreed with the supplier. 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.

2. Provisions
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A provision shall only be 
recognized when:

(a) An entity has a present 
obligation (legal or constructive) 
as a result of a past event; for 
example, there is a court case 
(legal) or the firm has made 
promises that can be enforced 
(constructive).

2.1. Provisions - Recognition 
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A provision shall only be recognized when:

(b) It is probable that an outflow of resources embodying economic benefits
will be required to settle the obligation i.e. more than 50% chance that a
payment would be made (based on expert advice or past experience).

2.1. Provisions - Recognition 
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(c) A reliable estimate can be made of the amount of the
obligation. Provisions are measured at the best estimate of
the expenditure required to settle the present obligation at
reporting date. Where the provision being measured
involves a large population of items (i.e. goods’ warranties),
the obligation is estimated by weighting all possible
outcomes by their associated probabilities.

2.1. Provisions - Recognition 
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(c) A reliable estimate can be made of the amount of the 
obligation. 

2.1. Provisions - Recognition 
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1. Future operating losses

Provisions shall not be recognized for future operating
losses/deficits. Future operating losses/deficits do not meet the
definition of a liability and the general recognition criteria set
out for provisions. There is no past event and even though there
maybe some probability of making losses given company/entity
and market conditions, it may not be possible to come up with a
reasonable estimate of the amount.

2.1. Provisions – Recognition: 
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2. Onerous contract

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.
If an entity has a contract that is onerous, the present obligation under the
contract shall be recognized and measured as a provision.

For onerous contract, the provision is recognized and measured at the lower
of:

-The cost of fulfilling the contract

-The costs/penalties incurred in cancelling the contract.
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3. Restructuring costs 

A restructuring is a programme that is planned and controlled by
management, and materially changes either the scope of an entity
undertaken by an entity or the manner in which operations are
conducted.

Examples of events that may fall under the definition of restructuring:

(a) Sale or termination of a line of the organization,

2.1. Provisions – Recognition: 

Examples 
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3. Restructuring costs 

(b) The closure of locations in a country or region or the relocation of
activities from one country or region to another.

(c) Changes in management structure, for example, eliminating a layer
of management and

(d) Fundamental reorganizations that have a material effect on the
nature and focus of the entity’s operations and may lead to
redundancy costs.

2.1. Provisions – Recognition: 

Examples 
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3. Restructuring costs 

A provision for restructuring should only
be made when an entity has a detailed
formal plan for the restructuring and the
entity 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.
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4. Warranties 

A dealer gives warranties at the time of sale to purchasers of its
product where the terms of the contract require the dealer to
make good, by repair or replacement defects that become
apparent within a given period from the date of sale. A
provision is recognized for the best estimate of the costs of
making good under the warranty products sold before the end
of the reporting period.

2.1. Provisions – Recognition: 

Examples 
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4. Warranties: Update from IFRS 15 revenue from contract 
with customers

With the introduction of IFRS 15, the treatment of sales
warranties starts in IFRS 15, to end in certain circumstance in
IAS 37.

Retails goods are frequently sold with a warranty (or guarantee)
that they will operate satisfactorily for a specified period of
time. The accounting treatment depends on:
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4. Warranties: 

Update from IFRS 15 revenue from contract with customers

1.Whether customers have an option to purchase the 
warranty separately, and

2.Whether the warranty is part of the overall package of 
goods sold to the customer (Assurance type warranty)
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Example – Providing a free extended warranty as per IFRS 15

XYZ has a special promotion for refrigerators, selling at $1,000 per unit. Customers get a free
2-year extended warranty, in addition to the 6- month standard warranty. Without the
promotion, the 2-year extended warranty is usually sold to customers for $200. How should
the free warranty offer be reported by XYZ?

XYZ will report revenue $833 upon
sale. $167 is deferred until the
warranty obligation is satisfied.

Before IFRS 15 XYZ would have
reported $1,000 as revenue, and a
provision under IAS 37.



2.1. Provisions – Recognition: 

Examples 
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Example – Measuring warranty expense under IAS 37

Meta sold goods for CU1,000,000 in 2020. Experience shows that 90% of goods do not require
warranty repairs; 6% require minor repairs costing 30% of the sale price; and 4% of products sold
require major repairs costing 70% of sale price. The expenditures for warranty repairs and
replacements for products sold in 2020 are expected to be made 60% in 2021, 30% in 2022, and
10% in 2023, at the end of the period. Compute the 2020 Warranty…assuming the discount rates
for 6% for 1 year and 7% for years 2 and 3.



5. Contaminated Land 

An entity in the oil industry causes
contamination and operates in a country
where there is either environmental
legislation or has a widely published
environmental policy in which it undertakes
to clean up all contamination that it causes.
A provision is recognized for the best
estimate of the costs of clean-up.

2.1. Provisions – Recognition: 
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6. Refunds Policy 

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. A
provision is recognized for the best
estimate of the costs of refunds.

2.1. Provisions – Recognition: 

Examples 
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7. A court Case

A firm is being sued by a former employee for wrongful termination. The
former employee is seeking damages from the entity but the entity
disputes liability. Up to the date of authorization of the financial
statements for issue, the entity’s lawyers advise that it is probable (more
than 50% chance) that the entity will not be found liable. No provision is
recognized. The matter is disclosed as a contingent liability

unless the probability of any outflow is

regarded as remote in which it need

not be disclosed.

2.1. Provisions – Recognition: 
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A contingent liability is: 

(i) 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,

(ii) A present obligation that arises from past events but is not
recognized because it is not probable that an outflow of resources
embodying economic benefits will be required to settle the obligation
or the amount of the obligation cannot be measured with sufficient
reliability.

3. Contingent Liabilities
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In a general sense, all provisions are
contingent because they are uncertain in
timing or amount. However, under IAS 37
term ‘contingent’ is used for liabilities
and assets that are not recognized
because their 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.

3. Contingent Liabilities
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In addition, the term ‘contingent liability’ is used for liabilities
that do not meet the recognition criteria. Remember
Provisions are due to past events, while contingent liabilities
are waiting for future events.

Therefore, an entity shall not recognize a contingent liability.
A contingent liability is disclosed unless the possibility of an
outflow of resources embodying economic benefits is remote.

3. Contingent Liabilities
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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.

An entity shall not recognize a contingent asset. Contingent assets usually
arise from unplanned or other unexpected events that give rise to the
possibility of an inflow of economic benefits to the entity.

3. Contingent Assets
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3. Contingent Assets
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1. For each class of provision, the carrying amount at the 
beginning and end of the period; additional provisions made in 
the period, including increases to existing provisions; amounts 
used (ie incurred and charged against the provision); 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 any change in the discount rate.

4. Disclosures
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2. An entity shall disclose the following 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 about the amount or timing of those
outflows.

Where necessary to provide adequate information, an entity shall disclose
the major assumptions made concerning future events, he amount of any
expected reimbursement, stating the amount of any asset that has been
recognized for that expected reimbursement.

4. Disclosures
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3. Unless the possibility of any outflow in settlement is remote, an
entity shall disclose for each class of contingent liability at the end of
the reporting

(a) period a brief description of the nature of the contingent liability 
and, where practicable:  an estimate of its financial effect, 
measured under; 

(b) an indication of the uncertainties relating to the amount or timing 
of any outflow; and 

(c) the possibility of any reimbursement.

4. Disclosures
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In extremely rare cases, disclosure of some or all of the
information required can be expected to prejudice seriously the
position of the entity in a dispute with other parties on the
subject matter of the provision, contingent liability or
contingent asset. In such cases, an entity need not disclose the
information, but shall disclose the general nature of the dispute,
together with the fact that, and reason why, the information has
not been disclosed.
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Vision: A world class Professional Accountancy Institute.



END

Vision: A world class Professional Accountancy Institute.


