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This Financial Reporting Standard replaces SSAPAEounting
for Contingencies (1982), although SSAP-15 willttare to apply
to general purpose financial reports until an epdects to comply
with this Standard as permitted by the Financial &t&pg Act 1993
section 27(7), or until this Standard takes effedtichever is
sooner.

This Financial Reporting Standard should be reathim context of
the Explanatory Foreword to General Purpose Finah&eporting
issued by the Council,
Institute of Chartered Accountants of New Zealand.

The Accounting Standards Review Board has apprbiRst15:
Provisions, Contingent Liabilities and Contingerssats, for the
purposes of the Financial Reporting Act 1993, tplgpo the
following entities (as respectively defined in &wt): All reporting
entities and groups, the Crown and all departme@ffices of
Parliament and Crown entities and all local authzest.

1 INTRODUCTION

COMMENTARY
1.1 This Standard deals with the treatment of prong contingent liabilities
and contingent assets in the financial report.

1.2 Financial reporting standards are paragraphslahtype-face in this Standard.

Where appropriate, interpretative commentary pamg in plain type-face follow
the financial reporting standard.
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2 APPLICATION

STANDARD
2.1. This Standard applies to the general purposeniancial reports of all
entities, except when exempted in paragraphs 2.2 dr2.3.

2.2 This Standard must be applied by all entitiesni accounting for provisions,
contingent liabilities and contingent assets, excep

(@) those resulting from financial instruments thatare carried at fair value;

(b) those resulting from executory contracts, excépvhere the contract is
onerous; and, additionally, in the case of the Crownthose obligations
expressed in legislation that have characteristicsimilar to an executory
contract;

(c) those arising in insurance entities from contrets with policyholders;

(d) those arising from employee benefits; and

(e) those covered by another Financial Reporting Stalard.

2.3 Entities which qualify for exemption in accordace with the Framework
for Differential Reporting are not required to make disclosures in their
financial statements of the requirements in this $tndard denoted with an
asterisk(*).

COMMENTARY
2.4 This Standard applies to financial instruméimsiuding guarantees) that are
not carried at fair value.

2.5 Executory contracts are contracts under whigthereparty has performed

any of its obligations, or both parties have péxtiperformed their obligations to

an equal extent. This Standard does not applyxécwgory contracts unless they
are onerous.

2.6 Obligations of the Crown expressed in legislatioat have characteristics

similar to an executory contract are those where:

(@) the Crown is obligated to provide goods, sewior transfers to the
community in future periods using funding to be adbéd from the
community substantially in those future periods] an

(b) the intended third party recipients of the d®cservices or transfers have not
yet satisfied the criteria for entittement to thge®ds, services or transfers.

These obligations of the Crown have charactersistiodar to executory contracts

in that the community will, collectively, providerds to the Crown in the future

under tax legislation, and the Crown will, in retuprpvide goods, services or
transfers to the community in the future. Such gdilons of the Crown include
those to make future social welfare payments (sichoapay unemployment,
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domestic purposes and national superannuation it®nahd to deliver future
health and education services, to the extent thatstibstantial funding of those
benefits will be met through future taxation andeothrevenues and the intended
recipients have not already satisfied the critésiaentitiement to those benefits.
However, such obligations exclude the obligation g Crown to fund future
payments by the Government Superannuation Fund $ireceecipients of those
future payments have already performed obligations.

2.7 The exclusion from the application of this Sf@ml of obligations of the
Crown that have characteristics similar to an ex@gutontract is not intended to
achieve a different result, in terms of the Crowr@sognition of liabilities, from
the practice followed at the date of introductiontbis Standard to recognise
liabilities only where the recipients of benefitskie provided in the future have
already satisfied the criteria for entitlement kmge benefits. These obligations
raise issues for financial reporting that requughfer study. Therefore, until further
progress has been made in this regard, such dbligatf the Crown are excluded
from the scope of this Standard.

2.8 This Standard applies to provisions, contindatiilities and contingent
assets of insurance entities other than those ngrisiom contracts with
policyholders.

2.9 Where another Financial Reporting Standardsdeé@h a specific type of
provision, contingent liability or contingent assah entity applies that Standard
instead of this Standard. For example, certainedypf provisions are also
addressed in Standards on:

(@) construction contracts (see FRS-Adcounting for Construction Contragts
(b) income taxes (see SSAP-EZcounting for Income T3x

(c) leases (see SSAP-18ccounting for Leases and Hire Purchase Contiacts
However, as SSAP-18 contains no specific requiremémtsleal with
operating leases that have become onerous, thigl@th applies to such
cases; and

(d) insurance activities (see FRS-3Financial Reporting of Insurance
Activities.

2.10 Some amounts treated as provisions may reldbes recognition of revenue,
for example, where an entity gives guarantees ihanxge for a fee. This Standard
does not address the recognition of revenue.

2.11 This Standard defines provisions as liabilitiesin€ertain timing or amount.
In some countries the term ‘provision’ is also ugethe context of items such as
depreciation, impairment of assets and doubtfutgje¢bese are adjustments to the
carrying amounts of assets and are not addresgkis iStandard.
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2.12 Other Financial Reporting Standards specify héretexpenditures are

treated as assets or as expenses. These issuest addressed in this Standard.
Accordingly, this Standard neither prohibits noruiees capitalisation of the costs
recognised when a provision is made.

2.13 This Standard applies to provisions for restning (including discontinuing
operations).

STANDARD

2.14 The financial reporting standards set out inhis Standard apply to all
financial reports where such application is of matdal consequence. A
statement, fact, or item is material if it is of sgh a nature or amount that its
disclosure, or the method of treating it, given ful consideration of the
circumstances applying at the time the financial rport is completed, is likely
to influence the users of the financial report in raking decisions or
assessments.

2.15 This Standard applies to general purpose finaal reports covering
periods ending on or after 31 October 2001.

3 STATEMENT OF PURPOSE

COMMENTARY

3.1 The purpose of this Standard is to ensureabjattopriate recognition criteria
and measurement bases are applied to provisiongingent liabilities and
contingent assets and that sufficient informatisrdisclosed in the notes to the
financial statements to enable users to undergteidnature, timing and amount.

4 DEFINITIONS

STANDARD
The following terms are used in this Standard witithese meanings:

4.1 A “constructive obligation” is an obligation that derives from an entity’s

actions where:

(&) by an established pattern of past practice, puished policies or a
sufficiently specific current statement, the entityhas indicated to other
parties that it will accept certain responsibilities; and

(b) as aresult, the entity has created a valid eggtation on the part of those
other parties that it will discharge those respondilities.

4.2 A “contingent asset” is:
(@) a possible asset that arises from past eventacawhose existence will
be confirmed only by the occurrence or non-occurrece of one or more
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uncertain future events not wholly within the control of the entity; or
(b) an asset that is not recognised because:
(i) itis not probable that the economic benefits mbodied in the asset
will eventuate; or
(i) the asset possesses a cost or other value tltainnot be measured
reliably.

4.3 A *“contingent liability” is:

(@) a possible obligation that arises from past emés and whose existence
will be confirmed only by the occurrence or non-ocarrence of one or
more uncertain future events not wholly within thecontrol of the entity;
or

(b) a present obligation that arises from past eves but is not recognised
because:

(i) itis not probable that an outflow of resourcessmbodying economic
benefits will be required to settle the obligationjor
(i) the amount of the obligation cannot be measurktreliably.

COMMENTARY

4.4 This Standard distinguishes between:

(&) provisions — which are recognised as liabilittessuming that a reliable
estimate can be made) because they are presegutaiiis and it is probable
that an outflow of resources embodying economic fitsneill be required
to settle the obligations; and

(b) contingent liabilities — which are not recogrisas liabilities because they
are either:

(i) possible obligations, as it has yet to be conéid whether the entity
has a present obligation that could lead to anlawtbf resources
embodying economic benefits; or

(i) present obligations that do not meet the redwgn criteria in this
Standard (because either it is not probable thatugitow of resources
embodying economic benefits will be required toledtie obligation,
or a reliable estimate of the amount of the obiggatannot be made).

4.5 In a general sense, all provisions are contingecause they are uncertain in
timing or amount. However, within this Standard tixen “contingent” is used for
liabilities and assets that are not recognised useraheir existence will be
confirmed only by the occurrence or non-occurren€ene or more uncertain
future events not wholly within the control of thetign In addition, the term
“contingent” is used for liabilities and assetsttid® not meet the recognition
criteria.
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STANDARD

4.6 A “legal obligation” is an obligation that derives from:
(&) a contract (through its explicit or implicit terms);

(b) legislation; or

(c) other operation of law.

4.7 An “obligating event” is an event that creates degal or constructive
obligation that results in an entity having no reaistic alternative to settling
that obligation.

4.8 An “onerous contract” is a contract in which theunavoidable costs of
meeting the obligations under the contract exceedhé economic benefits
expected to be received under it.

4.9 A “provision” is a liability of uncertain timing or amount.

COMMENTARY

4.10 Provisions can be distinguished from othédbiliizes such as trade payables

and accruals because there is uncertainty abouintieg or amount of the future

expenditure required in settlement. By contrast:

(a) trade payables are liabilities to pay for goadsservices that have been
received or supplied and have been invoiced or d&ymagreed with the
supplier; and

(b) accruals are liabilities to pay for goods ervices that have been received
or supplied but have not been paid, invoiced omfdly agreed with the
supplier, including amounts due to employees (kangple, amounts relating
to accrued vacation pay). Although it is sometimesessary to estimate the
amount or timing of accruals, the uncertainty isegally much less than for
provisions.

Accruals are often reported as part of trade andrgihyables, whereas provisions

are reported separately.

STANDARD

4.11 A “restructuring” is a programme that is planned and controlled by
management, and materially changes either:

(@) the scope of a business undertaken by an entityr

(b) the manner in which that business is conducted.
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COMMENTARY

4.12 The following are examples of events that nalyunder the definition of

restructuring:

(@) sale or termination of a line of business;

(b) the closure of business locations in a couatryegion or the relocation of
business activities from one country or regionnother;

(c) changes in management structure, for examglminating a layer of
management; and

(d) fundamental reorganisations that have a méteffact on the nature and
focus of the entity’s operations.

FINANCIAL REPORTING

5 RECOGNITION
Provisions

STANDARD

5.1 A provision must be recognised when:

(&) an entity has a present obligation (legal or ewtructive) as a result of a
past event;

(b) it is probable that an outflow of resources embdying economic benefits
will be required to settle the obligation; and

(c) areliable estimate can be made of the amount the obligation.

If these conditions are not met, a provision mustat be recognised.

Present Obligation

STANDARD

5.2 In rare cases it is not clear whether there ia present obligation. In
these cases, a past event is deemed to give risa fiwresent obligation if, taking
account of all available evidence, it is more likgl than not that a present
obligation exists at the balance date.

COMMENTARY

5.3 In almost all cases it will be clear whether atgavent has given rise to a
present obligation. In rare cases, for exampla law suit, it may be disputed

either whether certain events have occurred or whelitse events result in a

present obligation. In such a case, an entity rodgtes whether a present
obligation exists at the balance date by takingoant of all available evidence,

including, for example, the opinion of experts. eTévidence considered includes
any additional evidence provided by events afterlthlance date. On the basis of
such evidence:
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(&) where it is more likely than not that a pressriigation exists at the balance
date, the entity recognises a provision (if theogeition criteria are met);
and

(b) where it is more likely that no present obligatiofises at the balance date,
the entity discloses a contingent liability, unlése possibility of an outflow
of resources embodying economic benefits is rerfsate paragraph 11.3).

Past Event

COMMENTARY

5.4 A past event that leads to a present obligatiaralled an obligating event.

For an event to be an obligating event, it is neagsthat the entity has no realistic

alternative to settling the obligation created oy €vent. This is the case only:

(@) where the settlement of the obligation can eread by law; or

(b) in the case of a constructive obligation, whigre event (which may be an
action of the entity) creates valid expectationstimer parties that the entity
will discharge the obligation.

5.5 Financial statements deal with the financialtmosof an entity at the end of
its reporting period and not its possible positionthe future. Therefore, no
provision is recognised for costs that need torloeirred to operate in the future.
The only liabilities recognised in an entity’s staent of financial position are
those that exist at the balance date.

5.6 Itis only those obligations arising from pesénts existing independently of
an entity’s future actions (i.e. the future condaicits business) that are recognised
as provisions. Examples of such obligations amalbies or clean-up costs for
unlawful environmental damage, both of which woulddlga an outflow of
resources embodying economic benefits in settlemmgardless of the future
actions of the entity. Similarly, an entity recigps a provision for the
decommissioning costs of an oil installation omualear power station to the extent
that the entity is obliged to rectify damage algeadused. In contrast, because of
commercial pressures or legal requirements, atyently intend or need to carry
out expenditure to operate in a particular way e ftiture (for example, by fitting
smoke filters in a certain type of factory). Besauhe entity can avoid the future
expenditure by its future actions, for example bgrgying its method of operation,
it has no present obligation for that future expkmd and no provision is
recognised.

5.7 An obligation always involves another party to whihe obligation is owed.
It is not necessary, however, to know the identitytleé party to whom the
obligation is owed — indeed the obligation may béh public at large. Because
an obligation always involves a commitment to anotbarty, it follows that a
management or board decision does not give risectinstructive obligation at the
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balance date unless the decision has been comnechisefore the balance date to
those affected by it in a sufficiently specific man to raise a valid expectation in
them that the entity will discharge its respondiieiti.

5.8 An event that does not give rise to an obligatiomediately may do so at a
later date, because of changes in the law or becansect (for example, a
sufficiently specific public statement) by the éntgives rise to a constructive
obligation. For example, when environmental damiageaused there may be no
obligation to remedy the consequences. Howevercdhsing of the damage will
become an obligating event when a new law requiresettisting damage to be
rectified or when the entity publicly accepts resgibitity for rectification in a way
that creates a constructive obligation.

5.9 Where details of a proposed new law have yettéinalised, an obligation
arises only when the legislation is virtually cemt&d be enacted as drafted. For
the purpose of this Standard, such an obligatiotieigted as a legal obligation.
Differences in circumstances surrounding enactmexkenit impossible to specify
a single event that would make the enactment ofvavigually certain. In many
cases it will be impossible to be virtually certainthe enactment of a law until it
is enacted.

Probable Outflow of Resources Embodying Economic Benef

COMMENTARY

5.10 For a liability to qualify for recognition tfe should not only be a present
obligation but also the probability of an outflowresources embodying economic
benefits to settle that obligation. For the pugpos$ this Standard, an outflow of
resources or other event is regarded as probatiie #vent is more likely than not
to occur, i.e. the probability that the event witlcar is greater than the probability
that it will not. Where it is not probable thapeesent obligation exists, an entity
discloses a contingent liability, unless the pabsgibof an outflow of resources
embodying economic benefits is remote (see paragtas).

5.11 Where there are a number of similar obligati¢for example, product
warranties or similar contracts) the probabilityttaa outflow will be required in

settlement is determined by considering the clas®hiigations as a whole.
Although the likelihood of outflow for any one itemasnbe small, it may well be
probable that some outflow of resources will be ndette settle the class of
obligations as a whole. If that is the case, aipion is recognised (if the other
recognition criteria are met).
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Reliable Estimate of the Obligation

COMMENTARY

5.12 The use of estimates is an essential parhefpreparation of financial
statements and does not undermine their reliabilithis is especially true in the
case of provisions, which by their nature are moreettain than most other items
in the statement of financial position. Excepekiremely rare cases, an entity will
be able to determine a range of possible outcomeéscan therefore make an
estimate of the obligation that is sufficiently iable to use in recognising a
provision.

5.13 In the extremely rare case where no relialilemate can be made, a liability
exists that cannot be recognised. That liabitdisclosed as a contingent liability
(see paragraph 11.3).

Contingent Liabilities

STANDARD
5.14 An entity must not recognise a contingent lialfy.

COMMENTARY
5.15 A contingent liability is disclosed, as reqdifey paragraph 11.3, unless the
possibility of an outflow of resources embodyingmamic benefits is remote.

5.16 Where an entity is jointly and severally l@alibr an obligation, the part of
the obligation that is expected to be met by off@ties is treated as a contingent
liability. The entity recognises a provision ftietpart of the obligation for which
an outflow of resources embodying economic benégitsrobable, except in the
extremely rare circumstances where no reliablenagé can be made.

5.17 Contingent liabilities may develop in a way nivitially expected.
Therefore, they are assessed continually to deternathether an outflow of
resources embodying economic benefits has becorobalple. If a present
obligation, previously dealt with as a contingergbility because it was not
probable that an outflow of economic benefits wdnkdrequired, is reassessed as
requiring a probable outflow of future economic Hféaga provision is recognised
in the financial statements of the period in whieh thange in probability occurs
(except in the extremely rare circumstances whereetiable estimate can be
made — see paragraphs 5.12 and 5.13).
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Contingent Assets

STANDARD
5.18 An entity must not recognise a contingent asset

COMMENTARY

5.19 Contingent assets may arise from unplanned or ethexpected events that
give rise to the possibility of an inflow of econaenefits to the entity. An
example is a claim that an entity is pursuing tgfolegal processes, where the
outcome is uncertain.

5.20 A contingent asset is disclosed, as requireplaoggraph 11.6, except where
an inflow of economic benefits is remote.

6 MEASUREMENT
Best Estimate

STANDARD
6.1 The amount recognised as a provision must bbe best estimate of the
expenditure required to settle the present obligatin at the balance date.

COMMENTARY

6.2 The best estimate of the expenditure requiveskttle the present obligation
is the amount that an entity would rationally payskitle the obligation at the
balance date or to transfer it to a third partthat time. It will often be impossible

or prohibitively expensive to settle or transfer @bligation at the balance date.
However, the estimate of the amount that an entityldvaationally pay to settle or

transfer the obligation gives the best estimatthefexpenditure required to settle
the present obligation at the balance date.

6.3 The estimates of outcome and financial effed determined by the

judgement of the management of the entity, supphedeby experience of similar

transactions and, in some cases, reports from emagmt experts. The evidence
considered includes any additional evidence praliog events after the balance
date.

6.4 Uncertainties surrounding the amount to be neiseg as a provision are
dealt with by various means according to the cirdantes. Where the provision
being measured involves a large population of itehes obligation is estimated by
weighting all possible outcomes by their associgtezbabilities. The name for
this statistical method of estimation is “expecteslue”. The provision will

therefore be different depending on whether the ghdlty of a loss of a given

amount is, for example, 60 per cent or 90 per céfihere there is a continuous
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range of possible outcomes, and each point inrdrage is as likely as any other,
the mid-point of the range is used.

Example

An entity sells goods with a warranty under which oostrs are covered fof
the cost of repairs of any manufacturing defects tiecome apparent withi
the first six months after purchase. If minor defewere detected in all
products sold, repair costs of $1 million wouldules If major defects werg
detected in all products sold, repair costs of d#ian would result. The
entity’s past experience and future expectationcate that, for the coming
year, 75 per cent of the goods sold will have ncedsf 20 per cent of th
goods sold will have minor defects and 5 per certhefgoods sold will haved
major defects. In accordance with paragraph 5.11emtity assesses the
probability of an outflow for the warranty obligat®as a whole.

The expected value of the cost of repairs is:
(75% of nil) + (20% of $1m) + (5% of $4m) = $400000

=)

1%

6.5 Where a single obligation is being measurea, itfdividual most likely
outcome may be the best estimate of the liabilljowever, even in such a case,
the entity considers other possible outcomes. Whéner possible outcomes are
either mostly higher or mostly lower than the magely outcome, the best
estimate will be a higher or lower amount. For egbamnif an entity has to rectify
a serious fault in a major plant that it has carerd for a customer, the individual
most likely outcome may be for the repair to sudcatethe first attempt at a cost of
1,000, but a provision for a larger amount is médbere is a significant chance
that further attempts will be necessary.

6.6 The provision is measured before tax, as the ctansequences of the
provision, and changes in it, are dealt with und@AB-12:Accounting for Income
Tax

Risks and Uncertainties

STANDARD

6.7 The risks and uncertainties that inevitably surrourd many events and
circumstances must be taken into account in reachinthe best estimate of a
provision.

COMMENTARY
6.8 Risk describes variability of outcome. A rigljustment may increase the
amount at which a liability is measured. Cautionégded in making judgements
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under conditions of uncertainty, so that revenuessgets are not overstated and
expenses or liabilities are not understated. Howewacertainty does not justify
the creation of excessive provisions or a delileoaerstatement of liabilities. For
example, if the projected costs of a particuladyexse outcome are estimated on a
prudent basis, that outcome is not then delibgrateated as more probable than is
realistically the case. Care is needed to avoplickting adjustments for risk and
uncertainty with consequent overstatement of a prowi

6.9 Disclosure of the uncertainties surroundingaim®unt of the expenditure is
made under paragraph 11.2(b).

Present Value

STANDARD

6.10 Where the effect of the time value of money iwaterial, the amount of
a provision must be the present value of the expeiidres expected to be
required to settle the obligation.

COMMENTARY
6.11 Because of the time value of money, provisiafeting to cash outflows that
arise soon after the balance date are more on#ltanshose where cash outflows
of the same amount arise later. Provisions areettve discounted, where the
effect is material.

STANDARD

6.12 The discount rate (or rates) must be a pre-taxate (or rates) that

reflect(s) current market assessments of the timealue of money and the risks
specific to the liability. The discount rate(s) mst not reflect risks for which

future cash flow estimates have been adjusted.

Future Events

STANDARD

6.13 Future events that may affect the amount requed to settle an obligation
must be reflected in the amount of a provision wher there is sufficient
objective evidence that they will occur.

COMMENTARY

6.14 Expected future events may be particularly argnt in measuring
provisions. For example, an entity may believe tha cost of cleaning up a site at
the end of its life will be reduced by future chamge technology. The amount
recognised reflects a reasonable expectation dfnieglly qualified, objective
observers, taking account of all available evideséo the technology that will be
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available at the time of the clean-up. Thus @pgropriate to include, for example,
expected cost reductions associated with increageetience in applying existing

technology or the expected cost of applying existechnology to a larger or more
complex clean-up operation than has previously bmernied out. However, an
entity does not anticipate the development of apletaly new technology for

cleaning up unless it is supported by sufficierjeotive evidence.

Expected Disposal of Assets

STANDARD
6.15 Gains from the expected disposal of assets muost be taken into account
in measuring a provision.

COMMENTARY

6.16 Gains on the expected disposal of assets ardaken into account in

measuring a provision, even if the expected didpeszosely linked to the event

giving rise to the provision. Instead, an entigcagnises gains on expected
disposals of assets at the time specified by thmarf€ial Reporting Standard
dealing with the assets concerned.

7 REIMBURSEMENTS

STANDARD

7.1 Where some or all of the expenditure requireda settle a provision is
expected to be reimbursed by another party, the reabursement must be
recognised when, and only when, it is probable thahe reimbursement will be
received if the entity settles the obligation. Theaeimbursement must be
treated as a separate asset. The amount recognistt the reimbursement
must not exceed the amount of the provision.

7.2 In the statement of financial performance, the expgse relating to a
provision must be presented separately from the renue recognised for a
reimbursement.

COMMENTARY

7.3 Sometimes, an entity is able to look to anothetypsr pay part or all of
the expenditure required to settle a provision @sample, through insurance
contracts, indemnity clauses or suppliers’ warraitieThe other party may either
reimburse amounts paid by the entity or pay thewartsodirectly.

7.4 In most cases the entity will remain liable for thbole of the amount in
guestion so that the entity would have to settleftileamount if the third party
failed to pay for any reason. In this situatiomravision is recognised for the full
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amount of the liability, and a separate asset lier éxpected reimbursement is
recognised when it is probable that reimbursementheilreceived if the entity
settles the liability.

7.5 In some cases, the entity will not be liable thoe costs in question if the
third party fails to pay. In such a case the wgrités no liability for those costs and
they are not included in the provision.

7.6 As noted in paragraph 5.16, an obligation forciwtan entity is jointly and
severally liable is a contingent liability to thatent that it is expected that the
obligation will be settled by the other parties.

8 CHANGES IN PROVISIONS

STANDARD

8.1 Provisions must be reviewed at each balance éaaind adjusted to reflect
the current best estimate. If it is no longer prolble that an outflow of
resources embodying economic benefits will be reqeid to settle the
obligation, the provision must be reversed.

COMMENTARY

8.2 Where discounting is used, the carrying amadird provision increases in
each period to reflect the passage of time. Thigease is recognised as an
interest expense.

9 USE OF PROVISIONS

STANDARD
9.1 A provision must be used only for expendituresof which the provision
was originally recognised.

COMMENTARY

9.2 Only expenditures that relate to the originabvjsion are set against it.
Setting expenditures against a provision that wagnally recognised for another
purpose would conceal the impact of two differentnése

10 APPLICATION OF THE RECOGNITION AND MEASUREMENT
RULES

Future Operating Losses

STANDARD
10.1 Provisions must not be recognised for future operatg losses.
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COMMENTARY

10.2 Future operating losses do not meet the definiof a liability in the
Statement of Concepts for General Purpose FinanogdoRing and the general
recognition criteria set out for provisions in pgnagph 5.1.

10.3 An expectation of future operating losses isndication that certain assets
of the operation may be impaired.

Onerous Contracts

STANDARD
10.4 If an entity has a contract that is oneroushe present obligation under
the contract must be recognised and measured as eopision.

COMMENTARY

10.5 Many contracts (for example, some routine lpase orders) can be cancelled
without paying compensation to the other party, dhdrefore there is no
obligation. Other contracts establish both rightd abligations for each of the
contracting parties. Where events make such aamrinerous, the contract falls
within the scope of this Standard and a liabilityisex which is recognised.
Executory contracts that are not onerous fall detgie scope of this Standard.

10.6 This Standard defines an onerous contract a®ndract in which the
unavoidable costs of meeting the obligations untfer contract exceed the
economic benefits expected to be received undérhie unavoidable costs under a
contract reflect the least net cost of exiting friira contract, which is the lower of
the net cost of fulfilling it and any compensatmmpenalties arising from failure to
fulfil it.

10.7 Before a separate provision for an oneroustracinis established, an
enterprise recognises any impairment loss thabhesrred on assets dedicated to
that contract.

Restructuring

COMMENTARY

10.8 A provision for restructuring costs is recognisedyowhen the general
recognition criteria for provisions set out in p@Eph 5.1 are met.
Paragraphs 10.9-10.20 set out how the general réwogreriteria apply to
restructurings.

STANDARD
10.9 A constructive obligation to restructure arises onlywhen an entity:
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(@) has a detailed formal plan for the restructurirg, identifying at least:
(i) the business or part of a business concerned;
(i)  the principal locations affected;
(iii) the location, function, and approximate numbe 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 affestl that it will carry out the
restructuring by starting to implement that plan or announcing its main
features to those affected by it.

COMMENTARY

10.10 Evidence that an entity has started to imefena restructuring plan would
be provided, for example, by dismantling plant ellisg assets, or by the public
announcement of the main features of the plan. Blipiannouncement of a
detailed plan to restructure constitutes a constriobligation to restructure only
if it is made in such a way and in sufficient de(a#. setting out the main features
of the plan) that it gives rise to valid expectaioin other parties such as
customers, suppliers and employees (or their reptaves) that the entity will

carry out the restructuring.

10.11 For a plan to be sufficient to give rise teamstructive obligation when
communicated to those affected by it, its impleragoh needs to be planned to
begin as soon as possible and to be completed fimeframe that makes
significant changes to the plan unlikely. If iteégpected that there will be a long
delay before the restructuring begins or that tketructuring will take an
unreasonably long time, it is unlikely that therplaill raise a valid expectation on
the part of others that the entity is at presemirodted to restructuring, because
the timeframe allows opportunities for the entityct@ange its plans.

10.12 A management or board decision to restrudken before the balance

date does not give rise to a constructive obligatib the balance date unless the

entity has, before the balance date:

(a) started to implement the restructuring plan; or

(b) announced the main features of the restrugjysian to those affected by it
in a sufficiently specific manner to raise a vaixpectation in them that the
entity will carry out the restructuring.

In some cases, an entity starts to implement auetating plan, or announces its

main features to those affected, only after therze date. Disclosure may be

required under the Financial Reporting Standardegong events after balance

date, if the restructuring is of such importancat ks non-disclosure would affect

the ability of the users of the financial statersetiat make proper evaluations and

decisions.
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10.13 Although a constructive obligation is not ¢edlasolely by a management
decision, an obligation may result from other earkvents together with such a
decision. For example, negotiations with purchagarghe sale of an operation
may have been concluded subject only to board apprdOnce that approval has
been obtained and communicated to the other pattiesentity has a constructive
obligation to restructure, if the conditions of @giaph 10.9 are met.

10.14 In some countries, the ultimate authorityvested in a board whose
membership includes representatives of interestsrahan those of management
(for example, employees), or notification to suepresentatives may be necessary
before the board decision is taken. Because aidacby such a board involves
communication to these representatives, it mayltr@swa constructive obligation
to restructure.

STANDARD
10.15 No obligation arises for the sale of an opefah until the entity is
committed to the sale, i.e. there is a binding sakgreement.

COMMENTARY

10.16 Even when an entity has taken a decision tb ase operation and
announced that decision publicly, it cannot be cdtech to the sale until a
purchaser has been identified and there is a kgnskie agreement. Until there is
a binding sale agreement, the entity will be ablehtange its mind and indeed will
have to take another course of action if a purahesenot be found on acceptable
terms. When a sale is only part of a restructurang:onstructive obligation can
arise for the other parts of the restructuring tefobinding sale agreement exists.

STANDARD

10.17 A restructuring provision must include only tre direct expenditures
arising from the restructuring, which are those tha are both:

(@) necessarily entailed by the restructuring; and

(b) not associated with the ongoing activities ohe entity.

COMMENTARY

10.18 A restructuring provision does not includehscasts as:

(@) retraining or relocating continuing staff;

(b) marketing; or

(c) investment in new systems and distribution netaor

These expenditures relate to the future conducthef business and are not
liabilities for restructuring at the balance dat8uch expenditures are recognised
on the same basis as if they arose independendlyestructuring.
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10.19 Identifiable future operating losses up ® diate of a restructuring are not
included in a provision, unless they relate to aerous contract as defined in
paragraph 4.8.

10.20 As required by paragraph 6.15, gains on tpeagd disposal of assets are
not taken into account in measuring a restructuprayision, even if the sale of
assets is envisaged as part of the restructuring.

11 DISCLOSURES

STANDARD

11.1 For each class of provision, an entity must stlose:

(@) the carrying amount at the beginning and end othe period;

(b) additional provisions made in the period, intuding increases to existing
provisions;

(c) amounts used (i.e. incurred and charged agast the provision) during
the period,;

(d) unused amounts reversed during the period; and

(e) theincrease during the period in the discoued amount arising from the
passage of time and the effect of any change in théscount rate.

11.2 An entity must disclose the following for eachlass of provision:

(a) a brief description of the nature of the obligtion and the expected timing
of any resulting outflows of economic benefits;

(b) an indication of the uncertainties about the amunt or timing of those
outflows. Where necessary to provide adequate imfimation, an entity
must disclose the major assumptions made concernirfgture events, as
addressed in paragraph 6.13; and

(c) the amount of any expected reimbursement, statj the amount of any
asset that has been recognised for that expectedmbursement.

11.3 Unless the possibility of any outflow in settteent is remote, an entity

must disclose for each class of contingent liabijitat the balance date, a brief

description of the nature of the contingent liabilty and, where practicable:

(@) an estimate of its financial effect;

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

(c) the possibility of any reimbursement.

COMMENTARY

11.4 In determining which provisions or contingeabilities may be aggregated
to form a class, it is necessary to consider whethernature of the items is
sufficiently similar for a single statement abolérn to fulfil the requirements of
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paragraphs 11.2(a) and (b) and 11.3(a) and (b)is,Tihmay be appropriate to treat
as a single class of provision amounts relatingidoranties of different products,
but it would not be appropriate to treat as a sittiss amounts relating to normal
warranties and amounts that are subject to legakpdings.

11.5 Where a provision and a contingent liabilityse from the same set of
circumstances, an entity makes the disclosuresregijby paragraphs 11.1-11.3 in
a way that shows the link between the provision aad:tintingent liability.

STANDARD

11.6 Unless the possibility of any inflow of economibenefits is remote, an

entity must disclose for each class of contingentsset at the balance date, a

brief description of the nature of the contingent aset and, where practicable:

(&) an estimate of its financial effect;

(b) an indication of the uncertainties relating tothe amount or timing of any
inflow; and

(c) the possibility of any repayment.

COMMENTARY
11.7 It is important that disclosures for contingassets avoid giving misleading
indications of the likelihood of revenue arising.

STANDARD

11.8 When an estimate of the financial effect of eontingent asset is disclosed,
the estimate must be accompanied by a descriptiorf the basis on which it
has been prepared and whether the estimate has beerepared by an
independent and qualified valuer.

11.9 The disclosures set out in paragraph 11.6 ameot required for the
following types of contingent assets:

(@) internally generated goodwill; and

(b) identifiable intangible assets.

11.10 Where the possibility of any outflow in settlment, or inflow of economic
benefits, is remote, disclosure of a contingent ldlity or a contingent asset
must be made, where practicable, if knowledge of thtransaction or event is
necessary to achieve the objectives of general pase financial reporting.

COMMENTARY

11.11 Disclosure may be appropriate where the pdisgibif any outflow in
settlement or inflow of economic benefits is remioti¢ the potential impact of the
item on the financial statement is high. For ex@@n@an entity may write a
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guarantee for a customer covering a specific exposWhere the probability of an
outflow in settlement arising from the exposure émote, but the amount that
would be required to settle the obligation would pléte entity at serious risk, the
entity should disclose the contingent liability ewdough it is remote.

STANDARD

11.12 Where any of the information required by pargraphs 11.3, 11.6,
and 11.10 is not disclosed because it is not pragble to do so, that fact must
be stated.

11.13 In extremely rare cases, disclosure of some all of the information
required by paragraphs 11.1-11.3, 11.6, 11.8 and 1D can be expected to
prejudice seriously the position of the entity in adispute with other parties on
the subject matter of the provision, contingent lidility or contingent asset. In
such cases, an entity need not disclose the infortimn, but must disclose the
general nature of the dispute, together with the fet that, and reason why, the
information has not been disclosed.

12 TRANSITIONAL PROVISIONS

STANDARD

12.1 When an entity changes an accounting policy mrder to comply for the
first time with a requirement of this Standard, any revenue or expense must
be recognised in the statement of movements in efias an adjustment
against equity at the beginning of the period in with the change is made.

12.2 Comparative information is not required to be pesented in the first
period of application of this Standard with regard to items required under
this Standard that have not been disclosed in thengty’s financial statements
of the prior period.
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APPENDIX 1
Comparison of FRS-15 with International and Austraian Accounting Standards

This comparison appendix was prepared as at 31 R0®0 and deals only with
significant differences in the standards. Thiseaalx is produced for information
purposes only and does not form part of the stalsder FRS-15. The International
Accounting Standards referred to in this appendixmomulgated by the International
Accounting Standards Committee.

There is no corresponding Australian accountingndsied on provisions and
contingencies.

The International accounting standard comparabli WRS-15 is IAS 37 (1997):
Provisions, Contingent Liabilities and Contingersisats There is substantial agreement
between IAS 37 and FRS-15. The following summarisesignificant differences.

Scope

FRS-15 excludes obligations of the Crown expressedlegislation that have
characteristics similar to an executory contrdwyée is no such exclusion from IAS 37,
although IAS 37 does not apply to non-businessipgielctor entities.

Definition of contingent assets

IAS 37 defines a contingent asset as a possibkt #sat arises from past events and
whose existence will be confirmed only by the ocence or non-occurrence of one or
more uncertain future events not wholly within ttentrol of the enterprise. FRS-15
contains a wider definition of a contingent as$eRS-15 defines a contingent asset as:
(@) a possible asset that arises from past evants whose existence will be
confirmed only by the occurrence or non-occurreoE®ne or more uncertain
future events not wholly within the control of taetity; or
(b) an asset that is not recognised because:
(i) it is not probable that the economic beneéitabodied in the asset will
eventuate; or
(i) the asset possesses a cost or other value thaitd@measured reliably.

Guidance on the recognition of assets

IAS 37 includes commentary on the recognition ofets arising from contingent
assets. FRS-15 does not contain such commentary.
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Treatment of reimbursements

FRS-15 requires that expected reimbursements ofs amdated to provisions are
recognised when it iprobablethat they will be received if the obligation isttéed.
IAS 37 requires that expected reimbursements begrésed when it igirtually certain
that they will be received if the obligation istsed.

FRS-15 requires that in the statement of finana@aiggmance the expense relating to a
provision be presented separately from the reveraoegnised for a reimbursement.
IAS 37 allows in the statement of financial perfarme the expense relating to a
provision to be presented net of the amount regaghfor a reimbursement.

Disclosure of contingent assets

IAS 37 requires disclosure of contingent assetsavha inflow of economic benefits is
probable. FRS-15 requires disclosure of contingeset except where an inflow of
economic benefits is remote.

Remote cut-off

FRS-15 contains an additional disclosure requireni@rhe effect that consideration
should also be given to the disclosure of contihgssets and contingent liabilities that
are remote if knowledge of the transaction or evisnhecessary to achieve the
objectives of general purpose financial reportit§S 37 contains no such requirement.
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APPENDIX 2

Decision Trees

The purpose of the decision tree below is to sunsmdtie main requirements of the
standards for provisions and contingent liabilitieShe decision tree does not form
part of the standards and should be read in theexdrof the full text of the standards.

Star

Present

obligation as a
result of an
obligating

event’

No
Possible
obligation?

Is knowledge o
the transaction
necessary to achiev
the objectives of
general purpose,
financial reporting”

No

Probable
outflow?

Remote

Yes No Yes

No (rare

Reliable
estimate?

Yes

A ¥ A A

Recognisé Disclose contingent liability Do nothing

* Recognise a provision or “other recognised lighi

Note: In rare cases, it is not clear whether tiegepresent obligation. In these cases,
a past event is deemed to give rise to a presdigatibn if, taking account of all
available evidence, it is more likely than not thgtresent obligation exists at balance
date (paragraph 5.2 of the Standard).
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The purpose of the decision tree below is to sune®mahie main requirements of the
standards for contingent assets. It does not fpam of the standards and should be

read in the context of the full text of the stami$ar

Star

Economic A possible No
benefits asset that
controlled as a arises from

result of a past
event?

past events

Yes Yes
A, A 4
Is knowledge o
the transaction
Probable necessary to achieve
inflow? the objectives of
general purpose
financial reporting?
Yes No Yes
Y
Reliable
estimate?
Yes
Y A A A,
Recognise . .
asset* Disclose contingent asset

No

Do nothing

* This Standard does not deal with the recognitiéan asset in these circumstances,

as assets other than contingent assets are otlisideope of this Standard.
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APPENDIX 3
Examples: Recognition

This appendix illustrates the application of tharstards to assist in clarifying their
meaning. It does not form part of the standards.

All the entities in the examples have 31 Decembar gnds, unless otherwise stated.
In all cases, it is assumed that a reliable estenatn be made of any outflows
expected. In some examples the circumstances iltsdcmay have resulted in

impairment of the assets — this aspect is not datitin the examples.

The cross references provided in the examplesatgligaragraphs of the Standard that
are particularly relevant. The appendix shouldrbad in the context of the full text of
the standards.

References to “best estimate” are to the preseihtezamount, where the effect of the
time value of money is material.

Example 1: Warranties

A manufacturer gives warranties at the time of salpurchasers of its product. Under
the terms of the contract for sale the manufacturetertakes to make good, by repair
or replacement, manufacturing defects that becqparant within three years from the
date of sale. On past experience, it is probalderfiore likely than not) that there will
be some claims under the warranties.

Present obligation as a result of a past obligatingvent— The obligating event is
the sale of the product with a warranty, which givise to a legal obligation.

An outflow of resources embodying economic benefita settlement— Probable for
the warranties as a whole (see paragraph 5.11).

Conclusion — A provision is recognised for the best estimatehef costs of making
good under the warranty products sold before tlianica date (see paragraphs 5.1 and
5.11).

Example 2A: Contaminated Land — Legislation Virtually Certain to be Enacted

An entity in the oil industry causes contaminatiut cleans up only when required to
do so under the laws of the particular country imalv it operates. One country in
which it operates has had no legislation requirahganing up, and the entity has
been contaminating land in that country for sevgedrs. At 31 December 2000 it is
virtually certain that a draft law requiring a akeap of land already contaminated will
be enacted shortly after the year end.

Present obligation as a result of a past obligatingvent— The obligating event is

the contamination of the land because of the \irteatainty of legislation requiring
cleaning up.
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An outflow of resources embodying economic benefita settlement—Probable.

Conclusion — A provision is recognised for the best estimatettaf costs of the
clean-up (see paragraphs 5.1 and 5.9).

Example 2B: Contaminated Land and Constructive Obligtion

An entity in the oil industry causes contaminat@md operates in a country where
there is no environmental legislation. Howevee #ntity has a widely published
environmental policy in which it undertakes to cleg all contamination that it causes.
The entity has a record of honouring this publispelicy.

Present obligation as a result of a past obligatingvent— The obligating event is
the contamination of the land, which gives risatoonstructive obligation because the
conduct of the entity has created a valid expemmadin the part of those affected by it
that the entity will clean up contamination.

An outflow of resources embodying economic benefita settlement—Probable.

Conclusion— A provision is recognised for the best estimat¢hef costs of clean-up
(see paragraphs 4.1 (the definition of a constreatbligation), 5.1 and 5.4).

Example 3: Offshore Oilfield

An entity operates an offshore oilfield where itsehsing agreement requires it to

remove the oil rig at the end of production andaesthe seabed. Ninety per cent of
the eventual costs relate to the removal of theigiand restoration of damage caused
by building it, and ten per cent arise throughdkiraction of oil. At the balance date,

the rig has been constructed but no oil has beacted.

Present obligation as a result of a past obligatingvent— The construction of the oil
rig creates a legal obligation under the termsheflicence to remove the rig and restore
the seabed and is thus an obligating event. Ab#iance date, however, there is no
obligation to rectify the damage that will be caibg extraction of the oil.

An outflow of resources embodying economic benefita settlement—Probable.

Conclusion— A provision is recognised for the best estimataiokty per cent of the
eventual costs that relate to the removal of theigpiand restoration of damage caused
by building it (see paragraph 5.1). These costsranluded as part of the cost of the oil
rig. The ten per cent of costs that arise thraighextraction of oil are recognised as a
liability when the oil is extracted.

Example 4: Refunds Policy

A retail store has a policy of refunding purchasgsdissatisfied customers, even
though it is under no legal obligation to do sts dolicy of making refunds is generally
known.
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Present obligation as a result of a past obligatingvent— The obligating event is
the sale of the product, which gives rise to a tractive obligation because the
conduct of the store has created a valid expeatatiothe part of its customers that the
store will refund purchases.

An outflow of resources embodying economic benefiia settlement— Probable, a
proportion of goods are returned for refund (seagraph 5.11).

Conclusion — A provision is recognised for the best estimatéhef costs of refunds
(see paragraphs 4.1 (the definition of a conswaatbligation), 5.1, 5.4 and 5.11).

Example 5A: Closure of a Division— No Implementation Before Balance Date

On 12 December 2000 the board of an entity dedidetbse down a division. Before
the balance date (31 December 2000) the decisiannet communicated to any of
those affected and no other steps were taken tieimgnt the decision.

Present obligation as a result of a past obligatinggvent — There has been no
obligating event and so there is no obligation.

Conclusion—No provision is recognised (see paragraphs 5.11ar#).

Example 5B: Closure of a Division- Communication/Implementation Before

Balance Date

On 12 December 2000, the board of an entity dedidediose down a division making
a particular product. On 20 December 2000 a destailan for closing down the
division was agreed by the board; letters were setistomers warning them to seek
an alternative source of supply and redundancycestivere sent to the staff of the
division.

Present obligation as a result of a past obligatingvent— The obligating event is
the communication of the decision to the custoraes employees, which gives rise to
a constructive obligation from that date, becatisgdates a valid expectation that the
division will be closed.

An outflow of resources embodying economic benefita settlement—Probable.

Conclusion— A provision is recognised at 31 December 2000 Herhliest estimate of
the costs of closing the division (see paragraphsbd 10.9).

Example 6: Legal Requirement to Fit Smoke Filters
Under new legislation, an entity is required to dinoke filters to its factories by
30 June 2000. The entity has not fitted the snfittiess.
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(@) Atthe balance date of 31 December 1999

Present obligation as a result of a past obligatingvent— There is no obligation
because there is no obligating event either forcists of fitting smoke filters or for
fines under the legislation.

Conclusion — No provision is recognised for the cost of fittitige smoke filters (see
paragraphs 5.1 and 5.4-5.6).

(b) Atthe balance date of 31 December 2000

Present obligation as a result of a past obligatingvent— There is still no obligation
for the costs of fitting smoke filters because rdigating event has occurred (the
fitting of the filters). However, an obligation gfit arise to pay fines or penalties under
the legislation because the obligating event hasiroed (the non-compliant operation
of the factory).

An outflow of resources embodying economic benefiig settlement— Assessment
of probability of incurring fines and penalties bgn-compliant operation depends on
the details of the legislation and the stringenfcshe enforcement regime.

Conclusion — No provision is recognised for the costs of fittisgroke filters.
However, a provision is recognised for the bestrede of any fines and penalties that
are more likely than not to be imposed (see papir&.1 and 5.4-5.6).

Example 7: Staff Retraining as a Result of Changéa the Income Tax System

The government introduces a number of changesetintome tax system. As a result
of these changes, an entity in the financial sesvisector will need to retrain a large
proportion of its administrative and sales workéorn order to ensure continued
compliance with financial services regulation. tAe balance date, no retraining of
staff has taken place.

Present obligation as a result of a past obligatingvent— There is no obligation
because no obligating event (retraining) has tqtace.

Conclusion—No provision is recognised (see paragraphs 5.5ah¢b.6).

Example 8: An Onerous Contract

An entity operates profitably from a factory thiahas leased under an operating lease.
During December 2000 the entity relocates its dpmra to a new factory. The lease
on the old factory continues for the next four gedt cannot be cancelled and the
factory cannot be re-let to another user.

Present obligation as a result of a past obligatingvent— The obligating event is
the signing of the lease contract, which gives tasa legal obligation.
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An outflow of resources embodying economic benefite settlement— When the
lease becomes onerous, an outflow of resources dyimgp economic benefits is
probable. (Until the lease becomes onerous, thiéy eaccounts for the lease under
SSAP-18:Accounting for Leases and Hire Purchase Contracts.

Conclusion— A provision is recognised for the best estimat¢hefunavoidable lease
payments (see paragraphs 2.8(c), 5.1 and 10.4).

Example 9: A Single Guarantee

During 1999, Entity A gives a guarantee of certhgrrowings of Entity B, whose
financial condition at that time is sound. Dur2@00, the financial condition of Entity
B deteriorates and at 30 June 2000 Entity B filegpfotection from its creditors.

(&) At31 December 1999

Present obligation as a result of a past obligatingvent— The obligating event is
the giving of the guarantee, which gives rise tegal obligation.

An outflow of resources embodying economic benefiia settlement— No outflow
of benefits is probable at 31 December 1999.

Conclusion — No provision is recognised (see paragraphs 5.10 %@#5). The
guarantee is disclosed as a contingent liabilitiessthe probability of any outflow is
regarded as remote (see paragraph 11.3).

(b) At 31 December 2000

Present obligation as a result of a past obligatingvent— The obligating event is
the giving of the guarantee, which gives rise tegal obligation.

An outflow of resources embodying economic benefitén settlement — At
31 December 2000, it is probable that an outflowesfources embodying economic
benefits will be required to settle the obligation.

Conclusion — A provision is recognised for the best estimatehaf obligation (see
paragraphs 5.1 and 5.10).

Note: This example deals with a single guarantéan entity has a portfolio of similar
guarantees, it will assess that portfolio as a wlmwldetermining whether an outflow of
resources embodying economic benefit is probakele fgsragraph 5.11).

Example 10: A Court Case
After a wedding in 2000, ten people died, possédya result of food poisoning from
products sold by the entity. Legal proceedingsstaeted seeking damages from the
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entity but it disputes liability. Up to the datbapproval of the financial statements for
the year to 31 December 2000, the entity's lawyehgise that it is probable that the
entity will not be found liable. However, when tleatity prepares the financial
statements for the year to 31 December 2001, its/des advise that, owing to
developments in the case, it is probable that titigyenill be found liable.

(&) At31 December 2000

Present obligation as a result of a past obligatingvent — On the basis of the
evidence available when the financial statement® \wpproved, there is no obligation
as a result of past events.

Conclusion — No provision is recognised (see paragraphs 5.2-5The matter is
disclosed as a contingent liability unless the phility of any outflow is regarded as
remote (paragraph 11.3).

(b) At 31 December 2001

Present obligation as a result of a past obligatingvent — On the basis of the
evidence available, there is a present obligation.

An outflow of resources embodying economic benefita settlement— Probable.

Conclusion— A provision is recognised for the best estimatehef amount to settle
the obligation (paragraphs 5.1-5.3).

Example 11: Repairs and Maintenance

Some assets require, in addition to routine maartee, substantial expenditure every
few years for major refits or refurbishment and teplacement of major components.
The Financial Reporting Standard covering accountiog property, plant and
equipment, gives guidance on allocating expendibir@n asset to its component parts
where these components have different useful loreprovide benefits in a different
pattern.

Example 11A: Refurbishment Costs — No Legislative Rglirement
A furnace has a lining that needs to be replacedyefive years for technical reasons.
At the balance date, the lining has been in uséhfee years.

Present obligation as a result of a past obligatinggvent — There is no present
obligation.

Conclusion— No provision is recognised (see paragraphs 5.5aheb.6).
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The cost of replacing the lining is not recognisextause, at the balance date, no
obligation to replace the lining exists indepentlendf the company's future
actions— even the intention to incur the expenditure depeardthe company deciding
to continue operating the furnace or to replacelitieg. Instead of a provision being
recognised, the depreciation of the lining takesoant of its consumption, i.e. it is
depreciated over five years. The re-lining coBntincurred are capitalised with the
consumption of each new lining shown by depreamtiger the subsequent five years.

Example 11B: Refurbishment Costs — Legislative Reguement
An airline is required by law to overhaul its aaftronce every three years.

Present obligation as a result of a past obligatingvent — There is no present
obligation.

Conclusion— No provision is recognised (see paragraphs 515ak-5.6).

The costs of overhauling aircraft are not recoghi&® a provision for the same reasons
as the cost of replacing the lining is not recogadigs a provision in example 11A.
Even a legal requirement to overhaul does not ntla&ecosts of overhaul a liability,
because no obligation exists to overhaul the dirardependently of the entity’s future
actions — the entity could avoid the future expaméi by its future actions, for
example by selling the aircraft. Instead of a [Bi@n being recognised, the
depreciation of the aircraft takes account of thteire incidence of maintenance costs,
i.e. an amount equivalent to the expected maintmansts is depreciated over three
years.

Example 12: Non-discretionary Grant

Public Sector Entity XYZ provides development gga(ifype A grants) to encourage
new businesses. Public Sector Entity XYZ has écpdb pay Type A grants (of a
minimum amount of $10,000) on receipt of an appiicawhich is shown to meet
various criteria. Public Sector Entity XYZ's pajiof always providing Type A grants
and the application criteria for Type A grants generally known. Public Sector
Entity XYZ cannot refuse to pay the grant if theoligant has met the criteria.

Public Sector Entity XYZ has a 30 June balance.dé@e 30 June 2000, Department M
of Public Sector Entity XYZ had received 10 apgiicas for a Type A grant but had
not yet made a decision as to the amount of thetgrthat will be paid to the

applicants. Based on past experience, Public SEctiity XYZ expects to pay a total

of $2,000,000 to the applicants.

Present obligation as a result of a past obligatingvent— The obligating event is

the receipt of an application for a Type A grardttmeets the application criteria. A
legal obligation exists because Public Sector ¥£iitZ has stated that it will pay the
grant to those applicants that meet the criteria.
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An outflow of resources embodying economic benefiia settlement— Payment of
the grants is probable as at 30 June 2000.

Conclusion — At 30 June 2000, Public Sector Entity XYZ recisgs a provision for
the best estimate of the grants (see paragraph 5.1)

Example 13: Discretionary Grant

Public Sector Entity XYZ provides development gsa(ifype B grants) to encourage
new businesses. When an application for a Type dtgs received, a committee
considers it for approval. The committee has ceteptiscretion as to whether the
grant should be paid.

(&) Applicant notified prior to the balance date

On 15 June 2000, Department M received an appicdtr a Type B grant. Prior to
the balance date (30 June 2000) a committee apghmasament of the grant. However,
a decision regarding the amount of the grant hacdbaen made. Based on the grants
paid to previous applicants, the committee expettitatithe amount of the grant would
be $50,000. The committee’s decision to pay thentg(excluding the amount) was
communicated to the applicant on 20 June 2000.

Present obligation as a result of a past obligatingvent— The obligating event is
the communication of the committee’s decision ty plae grant. A constructive
obligation exists because Public Sector Entity Xfi¥as created a valid expectation on
the part of the applicant that Department M wiljplae grant.

Conclusion — A provision is recognised for the best estimatehe grant in Public
Sector Entity XYZ’'s 30 June 2000 financial statetsefsee paragraphs 5.1 and 5.4—
5.6).

(b) Applicant notified after the balance date

On 15 June 2000, Department M received an appicdtir a Type B grant. After the
balance date (30 June 2000) a committee approvgohgrd of the grant and the
committee’s decision to pay the grant was commuedtto the applicant.

Present obligation as a result of a past obligatinggvent — There has been no
obligating event and so there is no obligation.

Conclusion— No provision is recognised (see paragraph 5.1).
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APPENDIX 4

Examples: Disclosure

The appendix is illustrative only and does not faant of the standards. The purpose
of the appendix is to illustrate the applicationthé standards to assist in clarifying
their meaning.

Two examples of the disclosures required by paragtip2 are provided below.

Example 1: Warranties

A manufacturer gives warranties at the time of salpurchasers of its thre¢
product lines. Under the terms of the warrantg, iftenufacturer undertakes t
repair or replace items that fail to perform satisbrily for two years from the]
date of sale. At the balance date, a provisiofiGsf,000 has been recognisef.
The provision has not been discounted as the efiéadiscounting is not
material. The following information is disclosed:

[=]

A provision of $60,000 has been recognised for eegewarranty claims on
products sold during the last three financial year#t is expected that the
majority of this expenditure will be incurred in thext financial year, and all
will be incurred within two years of the balance date.

Example 2: Decommissioning Costs

In 2000, an entity involved in nuclear activitiescognises a provision fo
decommissioning costs of $300 million. The pramisis estimated using the
assumption that decommissioning will take place 6070 years’ time.
However, there is a possibility that it will notkeaplace until 100-110 years{
time, in which case the present value of the codltsbe significantly reduced.
The following information is disclosed:

A provision of $300 million has been recognised decommissioning costs.
These costs are expected to be incurred between®@b62070; however, therg
is a possibility that decommissioning will not taktace until 2100-2110. If the
costs were measured based upon the expectation thlest would not be
incurred until 2100-2110 the provision would be regldi to $136 million. The
provision has been estimated using existing tecgyolat current prices, and
discounted using a real discount rate of 2 per cent
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An example is given below of the disclosures requineparagraph 11.13 where some
of the information required is not given becausecan be expected to prejudice
seriously the position of the entity.

Example 3: Disclosure Exemption

An entity is involved in a dispute with a competjtavho is alleging that the|
entity has infringed patents and is seeking damafj#400 million. The entity
recognises a provision for its best estimate ofahlégation, but discloses nong¢
of the information required by paragraphs 11.1 ah® of the Standard. The
following information is disclosed:

Litigation is in process against the company relgtito a dispute with a
competitor who alleges that the company has infthgatents and is seekinp
damages of 100 million. The information usuallyquieed by FRS-15:
Provisions, Contingent Liabilities and ContingerssAts, is not disclosed on th
grounds that it can be expected to prejudice safioihe outcome of the
litigation. The directors are of the opinion thidte claim can be successfully
resisted by the company.

[¢)

History
Previously issued accounting standards supersegeti® Financial Reporting
Standard:

SSAP-15: Accounting for Contingencies (issued Dbeert982 and effective for
periods commencing on or after 1 April 1983).
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