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Financial Statements of Limited Companies 

IAS 37 – Exercise 2 Model Answer 

You work as a financial accountant for Paul’s Factory Limited. 

You are helping to prepare the year end financial statements and have been 

asked to review the following information and decide how these items should 

be reported in the financial statements in line with IAS 37 – provisions, 

contingent liabilities and contingent assets. 

One of the employees in the warehouse was hit by a forklift truck in an 

accident that wasn’t their fault. As a result, they suffered a badly broken leg 

and had to take six months off work. The employee is currently suing Paul’s 

Factory for damages and the company’s legal representatives consider that it 

is probable that the company will lose the case and that damages of £20,000 

will be awarded against the company. 

One of the managers at the company has recently been dismissed under the 

competence procedures. Paul’s Factory has followed all of the correct 

processes and given the manager the required warnings and support to help 

them improve, but they were not able to do so. The manager is currently suing 

Paul’s Factory for unfair dismissal and the company’s legal representatives 

consider that whilst it is fairly unlikely that the manager will win their case, it is 

possible that they will. 

Required: 

Show the correct treatment of these items in line with IAS 37 – provisions, 

contingent liabilities and contingent assets. 

 

 

 

 

 



For the first situation, there is a present obligation to pay damages which 

arose from a past event, namely the employee being injured at work. 

It is probable that the company will lose the case and have to pay damages. 

The amount of damages is reliably estimated at £20,000. 

The company will record a provision as an expense in its Statement of Profit or 

Loss and Other Comprehensive Income and will record a liability on its 

Statement of Financial Position, under the heading of long term provisions. 

Details of the provision will be disclosed in the notes to the financial 

statements. 

 

For the second situation, there is a possible obligation to pay damages which 

arose from past events, namely the dismissal of the manager. 

However, the possible obligation will only be confirmed by future events, 

namely a potential court case. 

It is fairly unlikely that the company will lose the court case and have to pay 

damages. 

This is a contingent liability which will not be recognised in the accounts. 

Because there is a possible obligation that is not remote, the contingent 

liability should be disclosed as a note to the financial statements. 

 


