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Abstract. It is known that the wealth of the owners of an enterprise is 

represented by its equity. This is defined in the IASB Framework for the 
Preparation and Presentation of Financial Statements as the residual interest of 
shareholders in the assets after deducting liabilities. Therefore, in determining 
net assets of shareholders, as owners of a business, must be taken into account 
all debts, including those uncertain or insecure. In other words, from too much 
caution, its assets must be presented at the lowest possible value to be realized. 
In the category of debt, are distinguished by their particularities, provisions for 
risks and expenses. In addition, there may be liabilities and assets that do not 
meet all the conditions to be recognized in the balance sheet, but which may 
affect the financial position of the company in the future. This information 
should be presented in the notes to financial statements. In this article, we try to 
demonstrate the importance of estimating and recognition provisions to protect 
shareholders' wealth. 
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Rezumat. Se ştie că averea proprietarilor unei întreprinderi este 
reprezentată de capitalul propriu al acesteia. Acesta este definit în Cadrul 
General ca fiind interesul rezidual al acţionarilor în activele întreprinderii 
după deducerea datoriilor. Aşadar, pentru determinarea averii nete a 
acţionarilor, ca proprietari ai unei întreprinderi, trebuie luate în calcul toate 
datoriile acesteia, inclusiv cele incerte sau nesigure. Altfel spus, din prea multă 
prudenţă, averea entităţii trebuie prezentată la cea mai mică valoare posibil a fi 
realizată. Din categoria datoriilor, se disting, prin particularităţile lor, 
provizioanele pentru riscuri şi cheltuieli. În plus, pot exista datorii şi active 
care nu îndeplinesc toate condiţiile pentru a fi recunoscute în bilanţ, dar pentru 
că pot influenţa poziţia financiară a firmei în viitor, este necesar să fie 
prezentate informaţii relative la acestea în notele la situaţiile financiare. 
Încercăm, în acest articol, să demonstrăm importanţa estimării şi recunoaşterii 
provizioanelor în scopul protejării averii acţionarilor. 

Cuvinte cheie: capital propriu, provizioane, active, datorii., poziţie 
financiară. 

INTRODUCTION 

The topic of provisions, contingent liabilities and contingent assets is the 
subject of the International Standards of Financial Reporting, respectively of IAS 
37, with the same title. The objective of IAS 37 „Provisions, Contingent 
Liabilities and Contingent Assets” is to prescribe on the one hand the accounting 
treatment regarding the evaluation base and the adequate recognition criteria 
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afferent to provisions, contingent liabilities and contingent assets and on the other 
hand, the requirements of financial status representation (by notes included) of 
these structures, so that the users may understand their nature, opportunity and 
value. To be more practical, this standard is a guide to draft financial statements 
and for trade operators to decide upon the moment when, for a certain obligation: 
they will make provisions, will submit only information in the notes to the 
financial reports or will not make any reference to this. 

Considering the introduction to the matter, after the presentation of the 
material and of the used method, we will tackle the problem of the provisions for 
detailed risks and expenses, in order to understand their necessity especially in 
this time of crisis, characterized briefly by the term “financial crisis”. 

 

MATERIAL AND METHOD 
In this paper, we started from the study of the national accounting regulations, 

of the international regulations of financial reporting and of the specialized literature 
centered on the subject of provisions, contingent assets and debts. The study method 
assumed first of all the comparison of the national provisions and of the international 
ones with regard to the regulation of the risk and expense provisions. Furthermore, we 
analyzed the way in which national companies recognize these provisions in their 
balance sheets, in order to protect them in subsequent periods in which the estimated 
risks occur. The financial statements of a BVB-quoted company (Bursa de Valori 
Bucureşti – Stock Market of Bucharest) laid at the basis of this documentation. The 
achieved results and the conclusions regarding this subject are presented hereinafter. 

 

RESULTS AND DISCUSSIONS 
In IAS 37 „Provisions, Contingent Liabilities and Contingent Assets” we 

can find a series of concepts that are worth explaining, to better understand the 
applied accounting treatments. 

 
Table 1  

Definition of the key concepts of IAS 37 
 

Concept Definition and explanation 

Provision 

It is an unsure due debt. The debts of this kind are 
distinguished from other debts because there is an 
uncertainty on the moment and/or the value of the future 
expenses necessary to extinguish them.  

Debt  

It is a current obligation of the entity that results from past 
events and the extinguishment of which is expected to 
generate an output of resources that incorporate entity-
related afferent economic benefits. 

Committed event It is an event that generates either a legal obligation, or an 
implicit obligation, that should be honored. 

Legal obligation It is the obligation that results from a contract, from 
legislation or from another effect of the law (court orders). 

Implicit obligation  It is the obligation that results from the actions of an entity in 
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the case  in which by determining a previous practice, by the 
written policy of the company or by a specific statement, the 
entity indicated the partners that it assumes and will honor 
certain responsibilities.  

Contingent debt 

It is a potential/possible debt that occurs further to past 
events and the existence of which will be confirmed only by 
the occurrence or the failure to occur of one or several 
unsure events, that may not be totally under the control of 
the entity of a current obligation, that occurred further to 
past events but that is not recognized because: it is not sure 
if other resources will be necessary  that would include the 
economic benefits necessary to extinguish  this obligation or 
the value of the obligation may not be evaluated with 
sufficient accuracy (for instance: granted warranties). 

Contingent asset 

It is a possible asset that appears further to previous 
events and the existence of which will be confirmed only by 
the occurrence or the non-occurrence of one or several 
unsure future events that may not be totally under the 
enterprise’s control (for instance: a notice of paying 
damages to an entity that has an unsure result). 

Onerous (deficient) 
contract   

It is the contract in which the unavoidable costs involved by 
the fulfillment of contractual obligations exceed the 
economic benefits expected from such contract. 

Restructuration  

It is a program planned and monitored by the management 
that significantly changes either the sphere of the activity 
performed by the entity or the way in which the activity is 
run.  

 
In a large sense, all provisions are contingent as they are uncertain from the 

viewpoint of their payability or value. Nevertheless, we have to say that in this 
standard, the term “contingent” is used for the debts and assets that are not 
recorded in the balance sheet, as not all recognition criteria are met. Therefore, a 
provision will be recognized only when the following criteria are cumulatively 
met: an entity has a current obligation (legal or implicit) generated by a previous 
event; it is likely that an output of resources that incorporate economic benefits 
should be necessary to cover for that obligation; a reliable estimation of the value 
of such obligation may be made.  

If one of these obligations is not met, then the provision (debt) will not be 
recognized. It is considered that a past event generates a current obligation if a 
likelihood of such obligation to exist upon the balance sheet day of over 50% is 
determined.  As we can see from the definition of the contingent debt, it will not 
be recognized (represented in the balance sheet), because its existence will be 
confirmed by unsure and uncontrollable future events or because it does not meet 
the recognition criteria. Moreover, information on contingent debts will not be 
presented when the likelihood of economic benefit output is low.  

For instance, the enterprise A guarantees a credit contracted by the 
enterprise B during the N exercise. The financial status of the enterprise B is 
considered good, considering the last years. In the financial exercise N+1, the 



304 

financial status of the entity B is getting deteriorated, and from 30 October N+1, it 
cannot reimburse the outstanding installments. 
Which is the situation presented by enterprise A?  

To 31.12.N: 
• There is a current obligation generated by a previous event: the 

guarantee that generates a legal obligation; 
• It is not probable any resource  output, because the financial 

status of the enterprise B is good; 
• The provision is not recognized, the guarantee being presented as 

a contingent debt (in the notes to the financial statements). 
To 31.12.N+1: 

• There is a current obligation generated by a previous event: the 
guarantee that generates a legal obligation; 

• It is likely that resource outputs will be necessary to extinguish 
the obligation: the status of the debtor company worsened; 

• The provision will be recognized for the best estimation of the 
obligation. 

The value recognized as a provision must be the best estimation of the 
expenses necessary to extinguish the current obligation upon the date of the 
balance sheet. The estimation of the costs takes into consideration the experience 
of similar transactions and, in some cases, reports drafted by independent experts. 
Moreover, the calculated elements include any evidence supplied by events that 
occurred prior to the date of the balance sheet, but before they were signed and 
submitted.  

For instance, a company that produces home appliances grants customers 2-
year guarantees upon the date of sale, according to the stipulated contracts. From 
previous operations, there results that 60^ of the assets sold did not require 
repairs, 30% required minor repairs and 10% required major repairs. The 
company estimates that, if all the products sold would require minor repairs, 
expenses would be 50 000 lei and if all the sold products would require major 
repairs, expenses would be 100 000 lei. Are the recognition criteria of a provision 
met and if yes, what is its value?  

Solution: 
1. There is a current obligation assumed by the contracts concluded with 

the clients (a legal obligation).  
2. An output of resources is probable, incorporating economic benefits to 

perform the repairs or to replace the sold assets.  
3. The value of the provision is determined by weighting all the possible 

estimations with the associated risks, as follows: 60%*0 + 30%*50 000 
+10%*100 000 = 15 000 + 10 000 = 25 000 lei and is recorded as expense: 6812 
= 1512. 

The obligation for which a provision is made up may be legal (see the 
previous example) or implicit, in the sense that by the policy of the company, this 
assumes certain responsibilities and induces to clients the expectancy of meeting 
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all obligations (for instance, the policy of reimbursing the discontented customers 
with the value of the returned products). 

We know that financial statements present the financial position of an 
entity at the end of the reporting period and not the financial position of an entity 
in the future. Therefore, provisions afferent to the costs incurred by future 
company operations shall not be admitted. In other words, in the balance sheet of 
an entity, the only obligations admitted are those existing at the date of the 
balance sheet (current, not future). 

From the definition of the contingent debt, there results that this may be a 
current obligation, but it does not meet the condition of provision recognition (for 
instance: its value may not be reliably estimated). Moreover, contingent debts are 
continuously analyzed in order to determine either whether it became a resource 
outcome, or whether the evaluation may be made accurately. 

When the financial statements are drafted, a company may ascertain that it 
also has contingent assets, not only contingent debts. An example may be the 
litigations in which a company is involved and in which the gaining chances are 
high. They are not recognized in the balance sheet, but reference is made in the 
explanatory notes.  Why are not contingent assets recognized in the balance 
sheet? Their recognition in the financial statements would lead to the recognition 
of an income that may never be made. In this case, conditions are even more 
restrictive than in the case of debts, because we have to consider the principle of 
caution. In other words, a contingent asset shall always be presented in notes and 
only it becomes a fact it will be presented in the balance sheet and in the profit 
and loss account. 

We have to say that neither in the case of debts, the uncertainty issues do 
not justify registering excessive provisions, only to diminish profit and implicitly 
taxes (when they are deductible, from a fiscal point of view). 

There are situations when a part or all the expenses necessary for the 
liquidation of a provision should be reimbursed on the other hand (for instance, 
by means of insurances or guarantees provided by suppliers). Such a 
reimbursement is recognized when it is sure it will be received, if the entity meets 
its obligation. Moreover, the value of the reimbursement should not exceed the 
value of the provision. In accounting, the reimbursement is treated as a separate 
asset, and in the profit and loss account the expenses afferent to the provision may 
be presented without the amount recognized as reimbursement. 

At every date of the balance sheet, the provisions are revised and adjusted, 
so as to reflect the best current estimation. In case in which for extinguishing a 
current obligation it is not probable to have a resource outcome that coimprises 
economic advantages, the constituted provision should be cancelled. In case in 
which updating is used, the accounting value of a provision increases in every 
period to reflect the time elapsing and the growth is recognized as financing cost.  

A set provision cannot be used but for the purpose for which it was initially 
made. Covering expenses in a provision recognized initially for another purpose 
hides the impact of two different events.  
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CONCLUSIONS 
As for the presentation of the information regarding the provisions in 

financial statements, IAS 37 requests that a company should present for every 
provision class the following: the accounting value at the beginning and at the end 
of the period; provision supplementation during the period and their consumption 
or cancellation; the increase of the net present value during the period and 
changes owed to the evolution of the net present value rate. 

From the presentation of the financial information supplied by the 
Romanian companies by the consulted financial reports, we saw that very few 
entities that operate in our country estimated and constituted such provisions. The 
most often met provisions were the guarantees granted to customers for assets 
sold for which guarantee contracts were concluded. This is and will be a fact as 
long as companies are run by financial reasons. In other words, many Romanian 
companies do not constitute such provisions, as they are not deductible and the 
interest to recognize them is not high. We think that things will change when the 
companies having losses will be taxed as well (if this project will actually be 
implemented). 
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