ACCOUNTING FOR PROVISIONS -- TUTORIAL EXAMPLE

Clean plc is a company that is incorporated in the UK . The comgany prepares its financial
statements in accordance with UK accounting standards . On 25" June 2002 , Clean plc made a
public announcement of a decision to reduce the level of emissions of harmful chemicals from
its factories . The average useful economic lives of the factories on 30™ June 2002 (the
accounting reference date of the company) was 20 years . The depreciation of the factories is
computed on a straight line basis and charged to cost of sales . The directors formulated the
proposals for emission reduction following agreement in principle earlier in the year .

The directors prepared detailed estimates of the costs of their proposals and these showed that
‘nated expenditure of 30 millior: would be required which will be paid on 30 June 2005 .

The company has a reputation of fulfilling its financial commitments after it has publicly
announced them . The annual discount rate used by the company is 8%

Clean plc has included a provision for the expected costs of the proposal in its financial
statements for the year ended 30™ June 2002

REQUIREMENT

(A)  Explain the decision by the directors of Clean plc to recognise the provision in the
balance sheet at 30™ June 2002 . You should refer to the provisions of relevant
accounting standards

(B) Compute the balances to be included in the financial statements of Clean plc for the years
ended 30™ June 2002 , 2003 , 2004 and 2005
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