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IND AS 37 
Examples Added 

Example: constructive obligation 

An entity has prepared a formal plan for a re-organisation involving site closures and redundancies. 
The plan has been approved by the board at the year end, but the entity will not implement or 
announce the re-organisation until after the year end. There is no constructive obligation, even if 
there is an announcement after the entity’s year end but before its financial statements are 
approved. The announcement is a non-adjusting post balance sheet event and there was no 
commitment to restructure at the year end. The entity could change its plans completely after the 
year end. A constructive obligation would exist if the entity has raised a valid expectation in those 
affected by beginning to implement the re-organisation by the end of the year (for example, by 
scrapping the  plant or informing employees and suppliers of the re-organisation), despite the 
absence of a formal announcement. 

Example : Best Estimate 

1. An entity faces a single legal claim, with a 40 per cent likelihood of success with no cost and   a 
60 percent likelihood of failure with a cost of Rs.1 million. Expected value is not valid in this case 
because the outcome will never be a cost of Rs.600,000 (60 percent × Rs.1 million); the outcome 
will either be nil or Rs.1 million. Ind AS 37 indicates that the provision may  be estimated at the 
individual most likely outcome. In this example, it  is  more likely that a  cost  of Rs.1 million will 
result and, therefore, a provision for Rs.1 million should be recognised. 

2. An entity is required to replace a major component of an asset under warranty. Each time 
replacement costs Rs. 1 million. From experience, there is a 30 per cent chance of a single 
failure, a 50 per cent chance of two failures, and a 20 per cent chance of three failures. The  
most  likely  outcome  is  two  failures,  costing  Rs. 2  million.The  expected  value  is Rs. 1.9  
million [(30 per  cent x  Rs. 1  million)  +  (50  per  cent  x  Rs. 2  million)  +  (20  per cent x Rs. 3 
million)].   The expected value supports the provision for the most likely outcome of Rs. 2 
million. 

Example: Expected Disposal of Assets 

At the end of 20X1, an entity is demonstrably committed to the closure of some facilities, having 
drawn up a detailed plan and made appropriate announcements. The expected impact of the plan is 
as follows: 

 20X2 20X3 

Committed closure costs Rs. 10,00,000  

Gain from sale of property  2,00,000 

The provision required at the end of 20X1 is Rs. 10,00,000 (ignoring discounting). The expected gain 
on the sale of the property is  dealt  with separately under the derecognition criteria  in  Ind AS 16. 

Example: Onerous  

Contract not onerous: An entity has a contract to purchase one million units of gas at 23p per unit, 
giving a contract price of Rs. 2,30,000. The current market price for a similar contract is 16p per unit, 
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giving a price of Rs. 1,60,000. The gas will be used to generate electricity, which will be sold at a profit. 
The economic benefits from the contract include the benefits to the entity of using the gas in its 
business and, because the electricity will be sold at a profit, the contract is not onerous. 

Impairment of assets: The contract’s terms and market prices are the same as in example 29. 
However, the electricity is sold at a loss, and the entity makes an overall operating loss. All of the gas 
purchased by the entity is used  to  generate electricity using dedicated assets. The electricity is sold 
to a wide range of customers. The entity first considers whether the assets used to generate 
electricity are impaired. To the extent that there is still a loss after the assets have been  written 
down, a provision for  an onerous contract should be recorded. 

Sale to third party at below purchase price: The contract terms and market price are the same as in 
example 29. However, in this example, the entity sells the gas under contract, which it no longer 
needs, to a third party for 18p per unit (5p below cost). The entity determines that it would have to 
pay Rs. 55,000 to exit the purchase contract. The only economic benefit from the purchase contract 
costing Rs. 2,30,000 are the proceeds from the sales contract, which are Rs. 1,80,000. Therefore, a 
provision should be made  for the onerous element of Rs. 50,000, being the lower of the cost of 
fulfilling the contract and the penalty cost of cancellation (Rs. 55,000). 

Contract termination costs: In the year ended 31 December 20X1, an entity has a contract with a 
third party supplier. The entity wishes to terminate this contract in 20X2 because it can enter into a 
cheaper contract with a new supplier, even though it will still have two years to run. It will incur a 
charge for terminating the contract. Does the entity have to provide in 20X1-20X2 for the contract 
that it will be exiting in 20X2-20X3? A provision should be recognised only if the contract is onerous. 
If the goods received under the supply contract are sold at a profit, the contract is not onerous and 
provision should not be made in 20X1-20X2. The termination cost should be recognised as incurred 
in 20X2-20X3. 

Question 113  

ABC Limited is an automobile component manufacturer. The automobile manufacturer has specified  
a  delivery  schedule,  non-adherence  to  which will  entail  a   penalty.   As  on  31st March, 20X1, the 
reporting date, the manufacturer has a delivery scheduled for June 20X2. However, the manufacturer 
is aware that he will not be able to meet the delivery schedule in June 20X2. 

  Determine whether the entity has a present obligation as at 31st March, 20X1, requiring 
recognition of provision. 

Ans: In this case, there is no present obligation arising out of a past event as the goods are 
scheduled for delivery in June 20X2 and there is no delay as at 31st March, 20X1. Hence, there 
is no present obligation to pay the penalty in the current year. Therefore, there is no present 
obligation to recognise the provision. 

Question 114 

ABC Ltd. has an obligation to  restore the seabed for the damage it has caused in the past.    It has to 
pay Rs. 10,00,000 cash on 31st March 20X3 relating to this liability. ABC Ltd.’s management considers 
that 5% is an appropriate discount rate. The time value of money is considered to be material. 

  Calculate the amount to be provided for at 31st March 20X1 for the costs of restoring the 
seabed. 
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Ans: Discounting factor of 5% for 2nd year as on 31st March 20X1 = (1/1.05)2 = 0.907 The present 
value of the provision as on 31st March 20X1 is = Rs. 10,00,000 x 0.907 = Rs. 9,07,000 

  The amount of increase in the provision resulting from unwinding of discounting to reflect the 
passage of time should be included as an element of borrowing cost in determining the profit 
or loss for the year. 

  The provision should be initially recognised at Rs. 9,07,000 which is the present value of Rs. 
10,00,000 discounted at 5% for two years. At the end of year 1 i.e. 31st March 20X2, the 
provision increases to Rs. 9,52,350, and the difference of Rs. 45,350 is recognised as 
borrowing cost. Similarly, for the year ending 31st March 20X3, the provision will increase to 
10,00,000 and the increase being recognised as borrowing cost. Consequently, at  the  end of  
year 2  the amount of provision will be equal to the amount due, i.e., Rs. 10,00,000. 

  Note: There may be some difference in amount due to approximation (limiting discounting 
factor to 3 place decimal), which can be overcome either by full scale calculation or 
adjustment at the end. 

Question 115 

A company manufacturing and supplying process control equipment is entitled to duty draw back if 
it exceeds its turnover above a specified limit. To claim duty drawback, the company needs to 
file application within 15  days of  meeting the specified turnover.  If application is  not filed 
within stipulated time, the Department has discretionary power of giving duty draw back 
credit. For the year 20X1-20X2 the company has exceeded the specified limit  of turnover by 
the end of the reporting period. However, duty drawback can be claimed on filing of 
application within the stipulated time or on discretion of the Department if filing of 
application is late. The application for duty drawback is filed on April 20, 20X2, which is after 
the stipulated time of 15 days of meeting the turnover condition. Duty drawback has been 
credited by the Department on June 28, 20X2 and financial statements have been approved 
by the Board of Directors of the company on July 26, 20X2. What would be the treatment of 
duty drawback credit as per the given information? 

Ans:  In the instant case, the condition of exceeding the specified turnover was met at the end of  
the reporting period and the company was entitled for the duty drawback. However, the 
application for the same has been filed after the stipulated time. Therefore, credit of duty 
drawback was discretionary in the hands of the Department. Since the claim was to be 
accrued only after filing of application, its accrual will be considered in the year 20X2-20X3 
only. 

  Accordingly, the duty drawback credit is a contingent asset as at the end of the reporting 
period 20X1-20X2, which will be realised when the Department credits the same. 

  As per para 35 of Ind AS 37, Provisions, Contingent Liabilities and Contingent Assets, 
contingent assets are assessed continually to ensure that developments are appropriately 
reflected in the financial statements. If it has become virtually certain that an inflow of 
economic benefits will arise, the asset and the related income are recognised in the financial 
statements of the period in which the change occurs. If an inflow of economic benefits has 
become probable, an entity discloses the contingent asset. 

  In accordance with the above, the duty drawback credit which was contingent asset for the 
F.Y. 20X1-20X2 should be recognised as asset and related income should be recognized in the 
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reporting period in which the change occurs. i.e., in the period in which realisation becomes 
virtually certain, i.e., F.Y. 20X2-20X3. 

Question 116 

Entity XYZ entered into a contract to supply 1000 television sets for Rs. 2 million. An increase in the 
cost of inputs has resulted into an increase in the cost of sales to Rs. 2.5 million. The penalty 
for non- performance of the contract is expected to be Rs. 0.25 million. Is the contract onerous 
and how much provision in this regard is required? 

Ans: Ind AS 37 “Provisions, Contingent Liabilities and Contingent Assets” defines an onerous 
contract as a contract in which the unavoidable costs of meeting the obligations under the 
contract exceed the economic benefits expected to be received under it. 

  Paragraph 68 of Ind AS 37 states that the unavoidable costs under a contract reflect the least 
net cost of exiting from the contract, which is the lower of the cost of fulfilling it and any 
compensation or penalties arising from failure to fulfill it. 

  In the instant case, cost of fulfilling the contract is Rs. 0.5 million (Rs. 2.5 million – Rs. 2 million) 
and cost of exiting from the contract by paying penalty is Rs. 0.25 million. 

  In accordance with the above reproduced paragraph, it is an onerous contract as cost of 
meeting the contract exceeds the economic benefits. 

  Therefore, the provision should be recognised at the best estimate of the unavoidable cost, 
which is lower of the cost of fulfilling it and any compensation or penalties arising from failure 
to fulfill it, i.e., at Rs. 0.25 million (lower of Rs. 0.25 million and Rs. 0.5 million). 

Question 117 

Marico has an obligation to restore environmental damage in the area surrounding its factory. Expert 
advice indicates that the restoration will be carried out in two distinct phases; the first phase 
requiring expenditure of Rs. 2 million to remove the contaminated soil from the area and the 
second phase, commencing three years later from the end of first phase, to replant the area 
with suitable trees and vegetation. The estimated cost of replanting is Rs. 3.5 million. Marico 
uses a cost of capital (before taxation) of 10%  and the expenditure, when incurred, will attract 
tax relief at the company’s marginal tax rate of 30%. Marico has not recognised any provision 
for such costs in the past and today’s date is 31 March 20X2. The first phase  of the clean up 
will commence in a few months time and will be completed on 31 March 20X3 when the first 
payment of Rs. 2 million will be made. Phase 2 costs will be paid three years  later from the 
end of first phase. Calculate the amount to be provided at 31 March 20X2 for the restoration 
costs. 

Ans: 

Year Cash Flow 10% Discount 
factor 

Present Value 

20X2-20X3 20,00,000 0.909 18,18,000 
20X5-20X6 35,00,000 0.683 23,90,500 

     Provision required at 31 March 20X2 42,08,500 

  The provision is calculated using the pre-tax costs and a  pre-tax cost of capital.  The  fact that 
the eventual payment will attract tax relief will be reflected in the recognition of a deferred 
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tax asset for the deductible temporary difference (assuming that the recognition criteria for 
deferred tax assets are met.) 

Question 118 Deleted 

In 2017, an entity involved in nuclear activities recognises a provision for decommissioning costs of 
Rs. 300 million. The provision is estimated using the assumption that decommissioning will 
take place in 60–70 years’ time. However, there is a possibility that it will not take place until 
100–110 years’ time, in which case the present value of the costs will be significantly reduced 
to Rs. 136 million. Draft the note assuming that discount rate of 2%. 
  

Ans: A provision of Rs. 300 million has been recognised for decommissioning costs. These costs are 
expected to be incurred between 2077 and 2087; however, there is a possibility that 
decommissioning will not take place until 2117–2127. If the costs were measured based upon 
the expectation that they would not be incurred until 2117–2127 the provision would be 
reduced to Rs. 136 million. The provision has been estimated using existing technology, at 
current prices, and discounted using a real discount rate of 2%. 

Question 119 (deleted) 

An entity is involved in a dispute with a competitor, who is alleging that the entity has infringed 
patents and is seeking damages of Rs. 100 million. The entity recognises a provision for its 
best estimate of the obligation, but discloses none of the information required by the 
standard. Draft the note.     

Ans: Litigation is in process against the company relating to a dispute with a competitor who 
alleges that the company has infringed patents and is seeking damages of Rs. 100 million. The 
information usually required by Ind AS 37, Provisions, Contingent Liabilities and Contingent Assets, 
is not disclosed on the grounds that it can be expected to prejudice seriously the outcome of the 
litigation. The directors are of the opinion that the claim can be successfully resisted by the 
company. 


