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Provisions, contingent liabilities and contingent assets

Section B11

Accounting Pronouncements:  GAMAP 19: Provisions, Contingent Liabilities and Contingent assets
1. Introduction

Liabilities are one of the elements (refer to Section B2) of the financial statements and relates directly to the financial position of the municipality together with assets and net assets.  The framework (refer to Section B2), clearly defines what constitutes liabilities.  GAMAP 19 describes the different “types” of liabilities namely liabilities (loans or trade payables), provisions, contingent liabilities.  
When preparing the financial statements the proper measurement of transactions that occurred during the financial period is often only possible after the end of the financial year
, when facts that can shed light on the size and nature of such events become known.  This does not mean that transactions entered into after the date of the balance sheet are taken into account in the financial statements.  However, where uncertainty exists about liabilities which would normally have been included in the statement of financial position if there had been more certainty about them at this date, GAMAP 19 provides for these liabilities to be addressed in the financial statements.  This is in the interest of providing users of financial statements with a fair presentation of the transactions and events that occurred during the year.  

2.
Definition of liabilities 
Liabilities
 are present obligations 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 or service potential.
From the definition of liabilities, three main concepts are highlighted, namely:
· present obligation;
· past event; and

· probable outflow of economic resources and service potential.
a) Present obligation

A present obligation is an existing duty or responsibility to act or perform in a way that is onerous or burdensome.  If there is no present obligation on the municipality to act, there is no liability.  A present obligation does not imply that the date on which the duty has to be performed has already passed.  It means that the duty currently (at the reporting date) exists even though delivery will only happen in future.  However, if the duty to deliver will only arise in future, no present obligation exists, e.g. the municipality placed an order for goods which will be delivered at a later date.  On the order date, there is no duty on the municipality to perform in any way as the duty only arises when the goods are delivered and therefore currently no liability exists
.  On the date that the goods are delivered, the municipality has a duty to pay for the goods although payment may only be due in 30 days.  It therefore has a present obligation even if payment is only required at a future date.  A liability is recognised.
A present obligation further implies the involvement of two parties – the municipality and an external party, regardless of whether that party is known or not.

Most obligations are legally enforceable and arise under contractual arrangements for amounts borrowed, owed for asset purchases or services obtained (trade payables) and an obligation to provide goods and services where a consumer has paid in advance.
A present obligation can stem from a legal agreement (a legal obligation) or may be constructive in nature (a constructive obligation).  A constructive obligation is an obligation that derives from a municipality’s actions where:

· by an established pattern of past practice, published policies or a sufficiently specific current Standard, the municipality has indicated to other parties that it will accept certain responsibilities; and

· as a result, the entity has created a valid expectations on the part of those other parties that it will discharge those responsibilities.  

The essence of a constructive obligation is the municipality’s commitment to a third party.  That commitment arises through the municipality’s actions, that is, by establishing a pattern of practice or by publishing its policies or by making a statement setting out in detail its intended future actions.  

b) Past event

A present obligation arises from a past event, also known as an obligating event.  An obligating event arises when the municipality has no realistic alternative to settle the obligation created by the obligating event.  In the example in the previous paragraph, the past event will be the delivery of goods.  That is the date on which the municipality has no realistic alternative than to honour the obligation created.  Before the delivery of the goods, the municipality could still cancel the transaction this not incurring a liability.  
In other words, the past event is the event that gives rise to the future outflow of economic resources and service potential.

To distinguish between present obligations and future commitments is important.  The intention to give up economic benefits and service potential is not an obligating event, e.g. certain infrastructure and machinery require major services to be performed on a regular basis.  


An upcoming service or the intention to incur maintenance costs, does not give rise to an obligating event as the municipality still has a choice whether to incur the maintenance or not.  An obligation will only arise when the maintenance costs have been incurred (past event) and the municipality has no alternative than to settle the obligation to the third party that undertook the maintenance.

An event that does not give rise to a liability immediately, may give rise to a liability at a later date, e.g. based on the recent performance evaluation process, the municipal manager may satisfy the conditions for a performance bonus, however Council has to approve the performance evaluation first.  The obligating event arises from the assessment.  

c) Probable outflow of economic benefits and service potential
A third characteristic of a liability, is the obligation to sacrifice economic benefits or service potential.  A liability arises when the municipality has little or no alternative to avoid an outflow of economic benefits and service potential.  An outflow of resources and service potential is regarded as probable when it is more likely than not to occur.  In other words, the probability that the event will occur is greater than the probability that it will not occur.  If
 not probable then consider to recognise a contingent liability.  
The following categories of liabilities are general recognised in the financial statements:
· Trade and other payables are current liabilities to pay for goods and services that have been supplied and formally agreed with the supplier (invoiced).  These usually consist of creditors and other payables such as payroll taxes, UIF, medical- and pension contributions.  
· Accruals are part of trade payables and are liabilities to pay for goods and services delivered, but not yet invoiced. 
  Accruals
 are sometimes estimated.
· As with loans, both trade payables and accruals satisfy the definition criteria of liabilities and are recognised in the statement of financial position.
Example 11.1 – Applying the definition of liabilities

Scenario 1 – Future maintenance cost
Management is planning a maintenance program at four of its water reticulation plants in two years’ time.  The anticipated cost is R250 000.

Planning for future expenditure does not establish an obligating event.  The intention to incur future maintenance costs does not create a constructive 
or legal obligation and no liability should be recognised.  Only once the maintenance plan has been implemented and costs incurred a present obligation would have been created as a result of past event and a liability will be recognised in the statement of financial position.



3.
Definition of provisions 
Provisions can be distinguished from trade payables and accruals as there is uncertainty regarding either the timing or amount of the economic benefits or service potential that have to be sacrificed.  There is no doubt regarding the present obligation and the outflow of economic benefits or service potential is almost certain, but there may not be absolute certainty about the timing (when it will happen) or amount.  
Provisions are measured at an amount that represents management’s best estimate of the liability.  
At the reporting date, management may not be certain how much of (amount) or when (timing) costs will have to be incurred for the rehabilitation of a landfill site.  A provision is created for management’s best estimate, based on past experience and all available information at that date of what the municipality’s liability is with regards to the rehabilitation of the landfill site.  Also refer to the example used in Section B 2, regarding the establishment of provisions.
As with liabilities, the financial statements should distinguish between current (legal claim for damages by a third party) 
and non-current provisions (post-employment benefits).
4.
Definition of contingent liabilities 
In the case of a contingent liability, there is a great sense of uncertainty about whether a present obligation exists and the probability of the outflow of economic benefits or service potential.  Contingent liabilities can be described as a possible obligation that arises from past events and whose existence will only be confirmed by the occurrence or non-occurrence of uncertain future events not wholly
 within the control of the municipality.

Contingent liabilities are not recognised in the statement of financial position, but details surrounding the nature and extent of the possible obligation are disclosed in the notes to the financial statements.

The difference between provisions and contingent liabilities is illustrated by the following example.

Example 11.2 – Difference between a provision and a contingent liability

The Protea Metropolitan Municipality is involved in a court case where it is being sued by a community member for approving a building plan which is claimed to be prejudicial to the family business operated for many years.  The claim that has been instituted against the municipality amounts to R2 500 000.  
Provision

Should the legal advisors of the municipality be of the opinion that the claim will be successful but that only 60% of the claim will be awarded, a provision will be recognised for R1 500 000 (60% of R2 500 000) as there may be uncertainty as to when the amount will be paid but sufficient certainty exists about the fact that there is a liability as well as the approximate amount that should be paid.
  The provision will be disclosed in the statement of financial position.  The balance of the claim would be recognised as a contingent liability and disclosed in the notes to the financial statements.
Contingent liability

If the legal advisors are of the opinion that it is unlikely that the claim may be successful.  Based on the opinion of the legal advisors, a present obligation does not exist, but it is possible that the municipality still have to pay.  No provision is recognised.  A contingent liability should be disclosed in the notes to the financial statements for the amount of the claim.
5.
Recognition of liabilities

It is possible for an item to meet the definition criteria for liabilities, but not the recognition criteria.  Transactions and balances can only be recognised as liabilities when the definition criteria have been satisfied and a reliable estimate of the amount to be paid can be made.  Payment must therefore both be probable and measurable.
When it is probable that a sacrifice of economic benefits or service potential will result from a present obligation and the amount can be measured reliably, a liability is recognised.  To determine the probability, the municipality must assess the degree of certainty based on all available information and evidence at the reporting date.  

  

The second recognition criterion is reliable measurement.  The measurement of a liability can relate to an amount due, which is easily verifiable, however, the use of estimates is often required for liabilities recognised as provisions.  The municipality will usually be in a position to make an estimate of an obligation from a range of possible outcomes, without compromising its reliability.

The following 
table attempt to illustrate the identification of liabilities, provisions and contingent liabilities.

	
	Identification
	Definition “whether complies”
	Certainty for recognition
	Recognise as element (Quantitative disclosure)
	Qualitative disclosure (notes)

	
	
	
	“when”

Amount
	“how much”

Timing
	
	

	A
	Liability
	100%
	100%
	100%
	(
	(

	B
	Provision
	100%
	50 – 100%
	50 – 100%
	(
	(

	C
	Contingent liability
	100%
	100%
	<50%
	X
	(

	D
	Contingent liability
	100%
	<50%
	100%
	X
	(*

	E
	Contingent liability
	100%
	<50%
	<50%
	X
	(*

	F
	Contingent liability
	<100%
	-
	-
	-
	(*


*  Except when the possibility of an outflow of resources is remote – then no disclosure is required.
The above percentages refer to the degree to which the requirements of the relevant phase of the process are fulfilled, e.g. provisions are always liabilities, therefore there is 100% fulfilment of the definition; it is only recognised if there is complete (100%) certainty that the municipality has a legal obligation or if it is inescapable that the entity will have to transfer resources to another party, and it is measured at an amount that is at least a reasonable estimate of the liability (therefore there is not absolute certainty about how much), where after it is disclosed appropriately, in qualitative as well as quantitative terms.  In the case of a provision there is absolute certainty about the existence of a liability, but either the amount or timing or both are uncertain.  
In the case of a contingent liability there is always uncertainty whether the condition will manifest in an element of the financial statements, a liability, although there may be certainty about the existence of the liability – the uncertainty then relates to the “when” and/or “how much”.  In the case of contingent liabilities, uncertainty may of course also exist about the “whether complies”, and not necessarily about the “when” or the “how much”.  Contingent liabilities are therefore never recognised as an element of financial statements (a liability), but is at most disclosed in a note.  
It is clear from the definition of a provision that it differs from other liabilities, because of the uncertainty surrounding the amount of the settlement or the uncertainty of the timing of that settlement.  Once the uncertainty becomes certain, then the provision will become a normal creditor, e.g. with litigation, the uncertainty remains until judgement is made and accepted (that is, it is not subject to appeal).  Once the uncertainty is removed, the provision should be reclassified as a creditor and disclosed as current or non- current as appropriate until it is paid.  A transfer would have to be made out of the specific provision in order to reclassify the item as a creditor. 
Onerous contracts

The standard requires that where an entity has a contract that is onerous, provision should be made for the present obligation that arises under the contract.  Many contract can be cancelled without any compensation being paid to the other contracting party and clearly, as no obligation can arise in this type of situation, such contracts (for example routine purchase orders) cannot be onerous.  But other contract establishes both rights and obligation on each of the contracting parties.  It is these types of contract that potentially fall within the scope of onerous contracts.   Where such contract becomes onerous, provision should be made for the onerous obligation that arises.  
Contracts that typically fall into this area include leases of property particularly where the property is being sublet, e.g. a sub lease rental received by a municipality for a property might be less that that being paid by it under a head lease on a property it has a continuing obligation to pay the landlord for rents due under the lease.  However, if the property is vacant, the municipality may not be able to recover any of that cost in the future, unless it can find a sub-lessee for the unoccupied premises.

Provision for restructuring

A specific form of provision is where a plan for restructuring is put into operation.  Restructuring is defined as a programme that is planned and controlled by management and that brings about real change to either:
· the extent of the municipality’s operations; or

· the way in which business is done. 

The provision that is established in this way should be necessitated by restructuring and should not form part of the normal ongoing operations of the municipality. 
An obligation for restructuring only arises when all the following conditions are met:
1. A detailed plan , containing at least the following, should exist:

· Identification of the part of the business that is to be restructured.

· The principal areas that are affected.

· The location, function and approximate number of employees that will be compensated for terminating their services.

· The expenditures that will be undertaken.

· When the plan will be implemented.

2. A valid expectation must have been raised in those affected that the municipality will carry out the restructuring by starting to implement that plan or announcing its main features to those affected by it.  In the latter case restructuring should indeed commence shortly, as a long delay could give rise to the expectation that it will no longer be implemented and a constructive obligation would thus not exist.  

Whether a constructive obligation indeed exists on the date of the statement of financial position when the decision before this date have been taken, and whether a provision should thus be raised will depend on whether the entity before the date of the statement of finanicial position:

· Started to implement the restructuring plan; or

· Announced the main features of the restructuring plan in such a way that the affected parties have a valid expectation that the restructuring will take place.

The circumstances of each case will be decisive.  Negotiations with labour unions will be indicative of the existence, or otherwise, of the constructive obligation. 
An obligation for the sale of an operation does not arise before a binding sales agreement is concluded.  In this case professional judgement is not applicable – event if announcements have already been made, the obligation only arises when the relevant contract is concluded because the management of the entity can still change its mind.  This is therefore not a constructive obligation, but a legal one.  Should a sale form part of a restructuring, the related assets should be reviewed for impairment.  If a sale forms part of restructuring, a constructive obligation for other parts of the restructuring may arise before a binding sales agreement is entered into.  

If financial reporting should occur before the restructuring process has been completed and there is therefore still uncertainty about the extend of the amounts involved, such expenses will be estimated and provided for.  The expense that are therefore involved in the restructuring, will appear as a provision on the statements of financial position – the provision included expenses that are both essential to the restructuring and that do not related to the continuing operations of the entity.  Examples of such direct expenses included severance package of members of staff, fines for cancellation of contracts, cost of dissolution, cost of discontinuing renting contracts for office equipment, retention payments made to key staff and cost of relocating employees.

Costs for the retraining or relocation of continuing staff, marketing or investment in new systems and distribution networks aree not included in the provision, as these relate to the future operations and do not constitute an obligation for restructuring of the business on the date of the statement of financial performance.  Also future operating losses are not provided for, unless they originate from an onerous contract.  Profits on the expected sale of assets are not recognised, as it would be tantamount to the premature recognition of income.

6.
Measurement
Best estimate, risks and uncertainties
Liabilities are measured at management’s best estimate of the amount required to settle the present obligation at the reporting date, taking into account the risks and uncertainties surrounding the events and circumstances of the liability.  The estimate of possible outcomes and the financial effect thereof are determined by management’s judgement and past experience with similar transactions and may be enhanced by reports from subject matter experts such as legal advisors.  
Provisions should be reviewed at each reporting date to reflect management’s current best estimate of the outflow of economic benefits and service potential.  
Changes in the estimate will result from changes to the discount rate used and different assumptions made concerning the outcome of the obligation which result in a new estimate of the outcome.  Furthermore, provisions may only be used for the purpose for which it was originally recognised, e.g. the balance on a provision for the rehabilitation of a landfill site cannot 
be utilised to set-off expenditure incurred for other purposes.

Discounting
Once the cash flow associated with an obligation have been estimated, it is then necessary to consider whether or not the time value of money has a material effect on the sums to be paid.  Where the effect of the time value of money is material the amount of a provision should be the present value of the expenditures expected to be required to settle the obligation.  Provisions for cash outflows that arise soon after the year end date are more onerous than those where cash outflows of the amount arise same time later.  In practice the standard makes it clear that it does not require cash flows to be discounted, unless this is likely to have a material effect.  Therefore, for the majority of provisions that will reverse in the short-term , for example within the next and the following financial year, the effect of discounting are likely to be immaterial and should be ignored.
Estimates of cash flows to be paid in the future will be subject to the following factors, which all have an impact on the discount rate to be used in establishing an obligation’s net present value:

· Inflation, unless the cash flows are expressed in current prices.

· Risks and uncertainties concerning the amount to be settled.

· The effects of taxation.

6. Contingent assets
In the same way that there may be uncertainties regarding the recognition of a liability, the municipality may also have an asset where there is uncertainty regarding when, or how much benefit or service potential may be received.

Contingent assets are possible assets that arise from past events and whose existence will only be confirmed by the occurrence of uncertain future events not wholly within the control of the municipality.  It is not recognised in the statement of financial position as the receipt of the asset is not virtually certain.  In contrast to liabilities that are recognised when payment is probable, contingent assets are recognised when receipt of revenue is probable, e.g. where a municipality has suffered damages due to a natural disaster, e.g. flooding and the national government announced that relief-funding will be made available, a contingent asset will be disclosed in the notes to the financial statements, until such time that the amount of funding allocated to the municipality is known  and receipt of funding is virtually certain.
7.
Disclosure

a)
Provisions
For each class of provision, the following information is disclosed in the notes to the financial statements– 

· A brief description of the nature and expected timing of the obligation;

· An indication of uncertainties surrounding the timing or amount of payment;

· The amount of any expected reimbursements;

· The carrying amount at the beginning and end of the period;

· Additional provisions made during the year;

· Amounts charged against the provisions; and

· Unused amounts reversed at the end of the year.

Comparative information is not required.

Example 14.2 – Disclosure of provisions

Extract from statement of financial position

	Net assets and liabilities
	Notes
	20x6
	20x5

	
	
	
	

	Non-current liabilities
	
	
	

	Provisions
	
	491 800
	1 611 010

	
	
	
	

	Current liabilities
	
	
	

	Provisions
	5
	550 200
	462 990


Extract from notes to financial statements

	5.
	PROVISIONS
	20x6
	20x5

	
	
	
	

	
	Analysis of total provisions
	
	

	
	-  Non-current provisions
	1 042 000
	2 074 000

	
	Current portion
	(550 200)
	(462 990)

	
	
	491 800
	1 611 010

	
	
	
	

	
	The movement in provisions are reconciled as follows: - 
	
	

	
	
	Performance

Bonus
	Long-service

	
	
	
	

	
	30 June 20x6
	
	

	
	
	
	

	
	Balance at beginning of year 
	746 000
	1 328 000

	
	Charged to statement of financial performance
	345 000
	107 000

	
	Additional provisions *
	357 000
	132 000

	
	Unused amounts reversed
	(12 000)
	(25 000)

	
	Utilised during the year
	(233 0000
	(1 176 000)

	
	
	
	

	
	Balance at end of year
	851 000
	191 000

	
	
	
	

	
	Performance bonuses accrue to employees on a quarterly basis, subject to certain conditions.  The provision is an estimate of the amount due to staff at the reporting date.


*
Additional provisions raised during the year is included in the relevant line-item in the statement of financial performance

b)
Contingent liabilities

For each contingent liability at the reporting date, a brief description of the nature of the contingent liability, as well as an estimate of its financial effect and the uncertainties surrounding the contingent liability, is provided in the notes to the financial statements.

Example 14.3 – Disclosure of contingent liabilities

	31.
	CONTINGENT LIABILITY
	
	

	
	
	
	

	
	Claim for damages
	2 500 000 
	2 500 000 

	
	The Municipality is being sued by a ratepayer due to damages arising from flooding.  Council is contesting the claim based on legal advice.  A court date has not yet been set.  The contingent liability includes legal costs of R500 000.  


c)
Contingent assets

For each contingent asset at the reporting date, a brief description of the nature of the contingent asset, as well as an estimate of its financial effect and the uncertainties surrounding the contingent asset, is provided in the notes to the financial statements.

Example 14.4 – Disclosure of contingent assets
	32..
	CONTINGENT ASSET

	
	

	
	Subsequent to the disciplinary hearing in respect of the fruitless and wasteful expenditure referred to in Note 36.2, civil proceedings have commenced against the employee concerned to recover an amount of R96 089.  According to Council’s legal advisors, it is probable that the proceedings will result in the recovery of the full amount is not certain.


Transitional provisions
None.

Exemptions

Exemptions for high capacity municipalities in terms of clause 2(2) of Government Gazette No 30013, notice 522.

	Extent of exemption from standard
	Exemption period

	IFRS 5 (AC 142) Non current assets held for sale and discontinued operations

Classification, measurement and disclosure of non-current assets held for sale [paragraphs 6-14, 15-29 (in so far as it relates to non-current assets held for sale), 38-42]
	For the 2006/07 and 2007/08 financial years
















































































� Adopted and adjusted from Descriptive Accounting by Q Vorster, C Koornhof, J Oberholster and Z Koppeschaar [LexisNexis Butterworths]





�Only applies to some transactions – most can be measured.  Add when preparing financial statements


[JSB – added]


�Creates the impression that for all provisions information will be certain after the reporting date but befiore the financial statement preparation date.


[JSB – deleted as per ASB comment]


�ASB comment added.


�Rearrange sentence


[JSB – sentence & paragraph changed]


�It had an alternative to do lots of things – not accepting the goods,  Paying for the goods is not the right expressing – not incurring a liability will be more appropriate.


[JSB – sentenced changed]


�Delete


[JSB – page break deleted!]


�obligation to the third party that undertook the maintenance


[JSB – changed]


�is this correct…does the obligation arise from the assessment or the approval by council.  I believe that it is the assessment.


[JSB – changed]


�ASB comment included.  


�Full stop


[JSB – changed]


�Included as per ASB comment.


�What is a constructive obligation…not mentioned up to this point


[JSB – explanation included]


�Duplicates the previous narratives which also contain examples


[JSB -???]


�What is managements best estimate of leave pay.  Why is not an accrual


[JSB – EXAMPLE DELETED]


�Why is this a provision?


[JSB example changed]


�Added per ASB comment


�Isn’t the remaining R1 million contingent?


Remember that only 50% of the time are legal advisors correct…there is a winner and there is a loser.


[JSB – changed]


�Are


[JSB changed]


�don’t understand


[JSB – deleted (do not understand either]


�don’t understand what is being said


[JSB – deleted (do not understand either]





�In respect of the diagram below, is it timing of the outflow of economic benefits or is it timing of whether the past event has occurred.  Using a warranty provision as an example, there is uncertain as to the timing of when the holder will claim against the warranty and there is uncertainty of the amount.  I am merely trying to indicate that timing is not only a settlement matter – it also impacts on the amount.





Also what about accruals.  The diagram implies that a provision is not a liability – because if everything is yes – then there is a liability.  


[JSB – replaced with a table and explanations – difficult to follow and understand  Recognition ot the source included.





�What about changes in provisions – how dealt with


[JSB – added]


�One word


[JSB – changed]


�Page break


[JSB – changed]





[image: image1.wmf] 

[image: image2.wmf] 

1

