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Disclaimer and applicable version of IFRS Accounting Standards

»The sponsors, the authors, the presenters and the publishers do not 
accept responsibility for loss caused to any person who acts or 
refrains from acting in reliance on the material in this PowerPoint 
presentation, whether such loss is caused by negligence or 
otherwise.

»Unless specified otherwise, the accounting requirements that are the 
subject matter of this presentation are International Financial 
Reporting Standards (IFRS) as issued by the International 
Accounting Standards Board (IASB) that are applicable for annual 
period beginning on or after 1 January 2023 without early applying 
new and amended IFRS Accounting Standards that have a later 
mandatory application date.
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Aim

»The aim of this session is to enhance knowledge and 
understanding, in the Ethiopian accountancy market, of the best 
estimate of long-date provisions measured in accordance with 
IAS 37 Provisions, Contingent Liabilities and Contingent Assets.

» [Note: the valuation session that follows after the coffee break is 
dedicated to enhancing skills in the Ethiopian accountancy 
market in the practical application of IAS 37 to measuring the 
best estimate of long-date provisions in the Ethiopian context.]

© Michael JC Wells
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What does ‘best estimate’ 
measurement capture?
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What does ‘best estimate’ measurement capture?

»Principle: best estimate of a liability is the amount that an entity 
would, at the measurement date, rationally pay:

(i) to settle the obligation (entity-specific measure); or 
(ii) to transfer it to another party (market-based measure).

»Measuring the best estimate of a liability requires judgement.

Source: paragraphs 37 and 38 of IAS 37
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Which liabilities are measured at 
‘best estimate’?
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Which liabilities are measured at ‘best estimate’?
Summary of class discussion

© Michael JC Wells
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IFRS Accounting Standard At initial 
recognition

Subsequent 
measurement

Disclosure only 
(unrecognised 

liabilities)
IAS 37 Provisions, 
Contingent Liabilities and 
Contingent Assets

Provision Provision Contingent 
liability
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Provision or contingent liability?

Classification Nature of the liability⎯a present obligation… 
Provision …of uncertain timing or amount. 

(Provisions also include onerous contracts⎯a contract in which 
the unavoidable costs of meeting the obligations under the 
contract exceed the economic benefits expected to be received 
under it.)

Contingent 
liability

…of uncertain timing or amount that is not recognised
because it fails the recognition criteria.
(Contingent liabilities also include possible obligations.)
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Provision or contingent liability?
Recognition criteria

»Recognise a provision liability when:
»reporting entity has a present obligation (legal or 

constructive) or deemed present obligation (when 
uncertain but it is more likely than not that a present 
obligation exists);

»more likely than not that resources required to extinguish; 
and 

»a reliable estimate can be made of the amount of the 
obligation. 

Source: paragraphs 14 and 15 of IAS 37
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Which measurement applies to liability at 31/12/2022?
Example 1: manufacturing defects 
Summary of class discussion

»A computer manufacturer promises to make good any manufacturing 
defects in the products it sells that are returned to it within five years 
of the date of sale. At 31/12/2022 the entity: 

» had sold 10 million computers over the past five years; and
» has 1 million computers in inventory.

»Which measurement applies to liability at 31/12/2022? For 10 
million computers sold: 1) best estimate (provision ‘on-balance 
sheet’); 2) best estimate (contingent liability ‘off-balance sheet’); 3) it 
depends…

»Note: at 31/12/2022 there is no liability regarding the computers in 
inventory.  
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Which measurement applies to liability at 31/12/2022?
Example 2: environmental damage 
What do you think?

»Following a catastrophic rupture of its tailings dam early in 2022 
Miner has no legal obligation to clean-up the polluted environment.   

»However, on 30/12/2022 (before Miner’s 31/12/2022 annual financial 
statements are authorized for issue) Miner makes a public 
announcement that it will clean-up the polluted environment even 
though in law (of that jurisdiction) it is not required (has no legal 
obligation) to cleanup. Consequently, Miner has no realistic way of 
avoiding the clean-up costs. 

»Which measurement applies to liability at 31/12/2022? Choose 
one of: 1) best estimate (provision ‘on-balance sheet’); 2) best 
estimate (contingent liability ‘off-balance sheet’); 3) it depends…
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Which measurement applies to liability at 31/12/2022?
Example 2: environmental damage 
Summary of class discussion

Which measurement applies to liability at 31/12/2022? 
Choose one of: 
1) best estimate (provision ‘on-balance sheet’); 
2) best estimate (contingent liability ‘off-balance sheet’); 
3) Assuming that the extinguishment outflow is more likely than 

not, it depends on whether Miner can reliably estimate the 
liability. (Contingent liability only in the extremely rare
circumstance that it cannot measure reliably).
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Which measurement applies to liability at 31/12/2022?
Example 3: lawsuit 
What do you think?

»At 31/12/2022 the reporting entity is the defendant in a breach 
of patent lawsuit in which the court is determining the extent of 
the damages to be paid by the reporting entity (the entity has 
admitted breaching the patent). 

»Which measurement applies to liability at 31/12/2022? 
Choose one of: 1) best estimate (provision ‘on-balance sheet’); 
2) best estimate (contingent liability ‘off-balance sheet’); 3) it 
depends…
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Which measurement applies to liability at 31/12/2022?
Example 3: lawsuit 
Summary of class discussion

Which measurement applies to liability at 31/12/2022? 
Choose one of: 
1) best estimate (provision ‘on-balance sheet’); 
2) best estimate (contingent liability ‘off-balance sheet’); 
3) it depends. Because extinguishment outflow is more likely 

than not, depends on whether entity can reliably estimate the 
liability. (Contingent liability only in the extremely rare
circumstance that it cannot measure reliably).
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Which measurement applies to liability at 31/12/2022?
Example 4: decommissioning obligation
What do you think?

»On 31/12/2022 the reporting entity completed the construction 
of its hydro power plant.  As a consequence of constructing the 
power plant the entity is legally obliged to decommission the 
plant at the earlier of 50 years or when it ceases generating 
power from the plant for a period of greater than three months. 

»Which measurement applies to liability at 31/12/2022? 
Choose one of: 1) best estimate (provision ‘on-balance sheet’); 
2) best estimate (contingent liability ‘off-balance sheet’); 3) it 
depends…
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Which measurement applies to liability at 31/12/2022?
Example 4: decommissioning obligation
Summary of class discussion

Which measurement applies to liability at 31/12/2022? 
Choose one of: 
1) best estimate (provision ‘on-balance sheet’); 
2) best estimate (contingent liability ‘off-balance sheet’); 
3) it depends. Because extinguishment outflow is more likely 

than not, depends on whether entity can reliably estimate the 
liability. (Contingent liability only in the extremely rare
circumstance that it cannot measure reliably).
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Ethiopian context
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Ethiopian context: Which long-dated non-financial, non-employee 
benefit liabilities do Ethiopian companies have?
Summary of class discussion

»Product warrantees
»Legal, e.g. defendants in court cases

» https://investmentpolicy.unctad.org/investment-dispute-
settlement/country/67/ethiopia/respondent

» https://ethiopianbusinessreview.net/arbitration-commercial-dispute-
settlement-mechanism/
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Ethiopian context
Example 1 Commercial Bank of Ethiopia: Extract from Consolidated 
Statement of Financial Position as at 30 June 2021 (Birr)
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Ethiopian context: provisions
Example 1 Commercial Bank of Ethiopia: Extract from Notes to the 
Consolidated Financial Statements 30 June 2021
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Ethiopian context: Contingent liabilities
Example 2 Ethiopian Airlines Group: Extract from Notes to the 
Financial Statements 30 June 2021
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Measuring the best estimate of a 
provision
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Liability measurement provision and disclosure of contingent 
liability
best estimate

»Principle: best estimate is the amount that an entity would at 
the measurement date rationally pay:

» (i) to settle the obligation; or 
» (ii) to transfer it to another party

»Application guidance:
» large population of items: expected value approach must be used
» single obligation: individual most likely outcome but adjusted for other 

possible outcomes
» take account of all risks and uncertainties specific to the liability
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Non-financial liability measurement
example: best estimate of a large population of items

» In 2023 a digital hearing aid manufacturer sold one million hearing aids.
» At 31/12/2023, on the basis of experience, the manufacturer assigns 

probabilities to its estimates of the possible outcomes arising from its 
obligation to make good manufacturing defects discovered within twelve 
months of sale.  

© Michael JC Wells
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Probability of 
occurrence

Probability of 
return

Risk adjusted estimated 
cost to fix a defect

Minor defect 10% 1% ETB30
Medium defect 2% 50% ETB300
Major defect 1% 100% ETB2,000
No defect 87%
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Non-financial liability measurement
example: best estimate of a large population of items
Summary of class discussion

» At 31/12/2023, in accordance with IAS 37, the manufacturer uses the 
expected value method to measure its obligation, as follows:  

Why, in this example, is the $23,030,000 not discounted to its present 
value? No discounting because settled within 12 months after the year in 
which it accrues.

© Michael JC Wells
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Defect Calculation ETB
Minor 1,000,000 units x 10% x 1% x ETB30 ETB30,000
Medium 1,000,000 units x 2% x 50% x ETB300 ETB3,000,000
Major 1,000,000 units x 1% x 100% x ETB200 ETB20,000,000
None 1,000,000 units x 87% x nil ETB0
Total ETB23,030,000
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Non-financial liability measurement
example: best estimate of a single obligation

»At 31/12/2023 expert legal council assigns probabilities to their 
estimates of the possible outcomes of a patent infringement 
lawsuit that the reporting entity is defending.  

»The court is expected to rule in about eight months.  

© Michael JC Wells
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Level of damages 
awarded by court

Probability of 
occurrence

Risk adjusted estimated 
damages

Low 50% ETB1,000,000
Medium 20% ETB10,000,000
High 20% ETB100,000,000
None 10%
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Non-financial liability measurement
example: best estimate of a single obligation
What do you think?

At 31/12/2023, in accordance with IAS 37, the manufacturer 
could measure its obligation at?  Choose one of: 

© Michael JC Wells
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Calculation ETB
(1) Expected value (50% x ETB1,000,000) + (20% x 

ETB10,000,000) + (20% x ETB100,000,000) + (10% x ETB0) ETB22,500,000
(2) Most likely outcome ETB1,000,000
(3) Possible outcome closest to expected value ETB10,000,000
(4) Least favourable possible outcome for reporting entity ETB100,000,000
(5) Most favourable possible outcome for reporting entity ETB0
(6) Another amount Specify
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Provision (liability) measurement
best estimate of a single obligation: inconsistent interpretation
Summary of class discussion

»The IASB staff has observed significant inconsistencies in the 
biggest accountancy firms’ interpretations of the meaning of best 
estimate for a single obligation

» PwC: expected value might equally be applied to a single obligation with 
various possible outcomes.  Deloitte and KPMG: expected value is not a 
valid technique for single obligations.

» Deloitte: uses most likely outcome if close to expected value otherwise uses 
whichever possible outcome is nearest to the expected value.

» KPMG: usually most likely outcome is best estimate of a single obligation.  
» EY: make adjustment from most likely outcome but does not suggest how to 

do so.   
(see paragraph 3.6 of Agenda Paper 14B for the July meeting of the 
IASB)
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Provision (liability) measurement
best estimate of a single obligation
Summary of class discussion

» Which of the accounting firms do you think most clearly interprets 
the requirements for measuring best estimate of a single obligation?  
Choose one of: 1) PwC;  2) Deloitte; 3) KPMG; or 4) EY.

» On the basis of the preceding example, do you believe the firms 
views to be valid interpretations of the requirements? 

1) PwC (choose one of): 1) Yes; or 2) No.
2) EY (choose one of): 1) Yes (but how to?); or 2) No.
3) Deloitte (choose one of): 1) Yes; or 2) No (outcome in this example seems 

inconsistent with measurement principle).
4) KPMG (choose one of): 1) Yes; or 2) No (outcome of ‘usual approach’ in this 

example seems inconsistent with measurement principle. Does this example 
illustrate when the usual outcome does not apply?).
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FRC(UK) regulatory mini-case study: 
Better practice observation: best estimate (and uncertainties)

Extract from The Weir Group PLC, Annual Report and Financial Statements 
2020, p180 (emphasis added)
“The actuarial model provides a range of potential liability based on levels of 
probability from 10% to 90%, which, on an undiscounted basis, equates to 
£53m-£133m. The mean actuarial estimate of £91m represents the 
expected undiscounted value over the range of reasonably possible 
outcomes. The provision in the financial statements is based on the mean 
actuarial estimate which is then adjusted to reflect discounting and 
restricting our estimate to ten years of future claims.”

Source: FRC(UK) Thematic Review: IAS 37, Appendix. Case study: ‘best estimate’, uncertainties and significant 
judgements, October 2021 (p19)

FRC(UK): “This disclosure put the point estimate in the context of a range, 
with clear boundaries representing ‘reasonably possible’ outcomes, and 
explained how the mean value relates to the best estimate.”
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FRC(UK) regulatory mini-case study: 
Better practice observation: best estimate key sources of 
estimation uncertainty

Source: FRC(UK) Thematic Review: IAS 37, Appendix. Case study: ‘best estimate’, uncertainties and significant 
judgements, October 2021 (p26)
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Liabilities
selected judgements and estimates

Provisions and contingent liabilities: IAS 37
Classification:
• determining whether present obligation (provision) or possible 

obligation (contingent liability) exists
• to classify a present obligation as either a provision or a contingent 

liability, ie determining
• whether it is more likely than not (ie > 50% probability) that resources will flow 

from the entity to extinguish the present obligation; and
• whether the obligation can be measured reliably (extremely rare circumstances). 
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Liabilities
selected judgements and estimates

Provisions and contingent liabilities: IAS 37
Measurement: 
• measuring the best estimate of a provision (or, for disclosure only, a 

contingent liability) 
Disclosure: 
• identifying extremely rare circumstances when ‘normal’ disclosures can 

be expected to prejudice seriously the position of the entity in a dispute 
(alternative disclosures apply)
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Mini-case study: measuring the best 
estimate of long-dated provisions
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Measuring the fair value of an asset retirement obligation
Mini-case study

»Reporting Entity (RE) must start remediating its opencast gold mine 
site no later than when its non-transferable extraction licence expires 
in 9 years time.  It cannot transfer the obligation to another.  
Rehabilitation must be completed in no longer than 2 years.  
Management expects costs will be incurred evenly over the 2-year 
remediation period.

»Management has developed three technology dependent scenarios 
of the costs (direct, allocated overhead and equipment) it expects to 
incur to remediate the mine:

» Optimistically realistic (20% probability): ETB6 billion
» Most likely (50%): ETB10 billion
» Pessimistically realistic (30%): ETB12 billion  
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Measuring the fair value of an asset retirement obligation
Mini-case study (continued)

»Were RE able to transfer the obligation to a 3rd party, on the 
basis of relevant industry data, the 3rd party:

» costs would likely be 10% less than those RE expects to incur
» would command a 5% risk premium (for the uncertainties in the future 

mean cash flow projections)
» would likely command a 25% margin on its costs. 

»Forecast inflation (on the basis of market data) for the 
jurisdiction = 3% p.a.

»Discount factor = 7%
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Measuring the fair value of an asset retirement obligation
example 
Summary of class discussion (continued)

Optimistic Most likely Pessimistic
Reporting Entity cost estimates 6 10 12
Adjustment to market participant costs (10%) (.6) (1) (1.2)
Market participant cost estimates 5.4 9 10.8
Contractor risk premium (5%) and profit (25%) 1.62 2.7 3.24
Market participant price without inflation 7.02 11.7 14.04
Inflation adjusted @ 3% (ie x 1.34391638) 9.434 15.724 18.869
Probability 20% 50% 30%
Probability weighted = ETB15,409,345 1.887 7.862 5.661

Present value @ 7% (ie 0.50834929) = ETB7,833,329.7
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FRC(UK) regulatory mini-case study
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FRC(UK) regulatory mini-case study: Best estimate, uncertainties 
and significant judgements (1 of 3 slides)

“A regulator in XYZ plc’s largest market has challenged the company’s business 
practices. Precedents from similar actions suggest that the regulator is more 
likely than not to impose a large fine (material to XYZ plc). An appeal process 
may result in a fine smaller or larger than that originally proposed.
Legal advisors to XYZ plc believe that the outcome, if adverse, will follow a set 
of precedent cases with no discernible bias towards a high or low value in that 
range. The appeal court may give weight to other factors leading to a materially 
higher or lower fine, for example: XYZ plc’s conduct during the case, changes in 
business practices and emerging public interest issues. It is only remotely likely 
that the penalty will be either nominal or punitive.
Interim hearings in the next twelve months are expected to provide stronger 
indications of the court’s attitude. A final decision will take up to four years.

Source: FRC(UK) Thematic Review: IAS 37, Appendix. Case study: ‘best estimate’, uncertainties and 
significant judgements, October 2021 (p38)
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FRC(UK) regulatory mini-case study: Best estimate, uncertainties 
and significant judgements (2 of 3 slides)

“Management has assessed the likelihood of an adverse outcome to 
be close to 50/50. A critical factor is the weight given to new legal 
arguments in XYZ plc’s favour. Management judges that a provision is 
required, on the critical assumption that the court is more likely than 
not to reject these arguments.
There is significant risk that as a result of the interim hearings:
»either the best estimate for the provision will move to the top or 

bottom of the current ‘probable’ range, requiring a material 
adjustment; or

»management’s judgement will change to regard the adverse 
outcome as only possible, leading to release of the entire provision 
(i.e. a material adjustment) and disclosure of a contingent liability.”

Source: FRC(UK) Thematic Review: IAS 37, Appendix. Case study: ‘best estimate’, uncertainties and 
significant judgements, October 2021 (p38)
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FRC(UK) regulatory mini-case study: Best estimate, uncertainties 
and significant judgements (3 of 3 slides)
What do you think?

What are the main considerations in accounting for and disclosing the 
significant judgement applied to the circumstances and the uncertainty 
as to the amount of potential outflow across the range of possible 
outcomes?
Significant judgement (paragraph 
122 of IAS 1)
Range of outcomes, across entire 
spectrum of probability
Recognition
Measurement
Disclosure about uncertainty
(paragraph 85 of IAS 37)
Key source of estimation uncertainty 
(paragraph 125 of IAS 1)
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FRC(UK) regulatory mini-case study: Best estimate, uncertainties 
and significant judgements (3 of 3 slides)

The diagram below indicates the main considerations in disclosing the significant judgement applied to the 
circumstances and the uncertainty as to the amount of potential outflow across the range of possible outcomes.

Source: FRC(UK) Thematic Review: IAS 37, Appendix. Case study: ‘best estimate’, uncertainties and significant 
judgements, October 2021 (p38)
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