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Non-financial liabilities (provisions) – a significant issue for
the energy and resources industry
Application date: The project is currently on hold; the board will continue deliberations once other
priority projects are complete

What is the issue?

In January 2010 the International Accounting Standards
Board (IASB) issued proposals that would amend the
measurement of non-financial liabilities (currently
provisions) under IAS 37 Provisions, contingent
liabilities and contingent assets.

The key proposals would result in the following key
changes.

 Remove the probability criterion for the
recognition of non-financial liabilities.

 Liabilities would be measured at the ‘expected
value’ of future outflows required to discharge
the present obligation.

 If the obligation is to undertake a service, the
expected value should reflect the amounts that an
entity would rationally pay a contractor to render
the service on the entity’s behalf.

 The measurement of the expected value should
include a risk adjustment.

The proposals would affect the measurement of most
provisions carried by entities operating in the energy
and resources industry, with asset decommissioning and
environment rehabilitation provisions, which are often
significant, expected to be the most affected.

Certain elements of the proposals were not supported by
the energy and resources industry and the broader
international business community.

As a result of competing IASB priorities and lack of
support of the Exposure Draft (ED), the IASB decided
in November 2010 to put the project on hold until late
2011.

Why is this issue significant for the energy
and resources sector?

Within the energy and resources sector, many entities
maintain significant provisions for future obligations
including asset decommissioning and environmental
rehabilitation liabilities. For these entities, the proposed
changes would significantly impact the measurement of
their provisions. There would also be need for
considerable changes in the systems and processes to
capture information for all possible outcomes to be
considered in determining the ‘expected value’.

Currently entities recognise provisions for an obligation
based on the cost that it expects to incur in discharging
the obligation. However, the ED proposes to measure a
provision based on the price of transferring the
obligation to a third party.

In our experience, there is diversity in practice (and
within the industry) around the costs typically included
in a provision. Direct costs are usually included;
indirect costs are sometimes included; however the
profit margin that would be charged by a contractor is
never included.

The proposals are aimed to standardise practice in this
area.

What was the business community’s
response to the proposals?

The IASB received 211 responses to their January 2010
ED. A substantial number of these did not support
continuation of the project in its current form.

Some of the key points raised by respondents are
described below.

Key proposal: removal of the probability criterion
for the recognition of non-financial liabilities. All
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liabilities would be recognised if an entity has a present
obligation and a reliable estimate can be made of the
amount of the obligation.

Common response: consistent with current practice
liabilities should not be recognised until a future
outflow of resources is probable. Recognising a
liability even if there is little expectation that an outflow
of resources is necessary to extinguish the obligation
will make it more difficult to predict future cash flows.

Key proposal: liabilities would be measured at the
‘expected value’ of future outflows required to
discharge the present obligation. Entities would need
to determine the probability-weighted average for a
range of possible outcomes. Use of the best estimate or
the most likely outcome would no longer be permitted.

Common response: using individual “most likely”
future outflows (best estimates) rather than expected
values provides more relevant information to users.
In some circumstances, it is not possible to reliably
measure the expected value of liabilities (eg, litigation
liabilities).

Key proposal: if the obligation is to undertake a
service, the expected value should reflect the
amounts that an entity would rationally pay a
contractor to render the service on the entity’s
behalf. This would apply irrespective of whether the
entity plans on performing the activities themselves.
Where there is no market price for the service, the
amount that would be paid to a contractor would need

to be estimated, including a hypothetical profit margin
that would be recovered by a contractor undertaking the
service.

Common response: liabilities should be measured on
the basis of the expected cost and expected manner
of settlement. This should not include a profit margin
for a contractor where the entity intends to perform the
services itself.

Key proposal: the measurement of the expected
value should include a risk adjustment. This should
reflect the additional amount, if any, that the entity
would rationally pay to be relieved of the obligation.

Common response: risk adjustments for non-
financial liabilities are unreliable and open to
manipulation. There is no guidance as to how the
magnitude of these adjustments should be determined.

Stay involved!

While the IASB has indicated that it may take some of
the concerns on board, it is possible that other proposals
will remain in place unchanged. We will provide an
analysis of the revised proposals once the new exposure
draft has been issued for comment.

A final standard is not expected to be issued before
2012 at the earliest.

In the meantime, please engage with your usual PwC
contact for more information.


