Question

Clean plc is a company incorporated in the UK. The company prepares its financial statements in accordance with UK accounting standards.

On 25 June 2002, Clean plc made a public announcement of its intention to reduce harmful emissions and demolish one of its factories on 30 June 2005. 
The average useful economic life of the factory fixtures is 20 years. The directors prepared detailed estimates showing that the expected cost of this proposal will be £30 million.

The company has a strong reputation for fulfilling its commitments once publicly announced. The annual discount rate 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.

Requirements

(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 requirements 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.

(a) FRS 12 : Provison contigent liabilitis and contingent Assets stat’s that a provison should be recognised if all the following conditions are met: 
(a) There is a present obligation to transfer economics benfits as a result of a past event. 


(b)
it is probable that a transfer of economic benefits will be 


required to settle the obligation.


(c)
a reliable estimate can be made of the amount of the 



obligation.
Two of the three conditions are clearly met. Clean Plc will ensure expenditure, and the director has proposed an estimate of the amount, which can be announced as reliable. 

Although Clean Plc is not legally obligated to carry out the project, it appears that it has a reputation for fulfilling its financial commitment, and they have to be announced publicly. 

Thus, the obligating event is the announcement of the obligating event on 25th June 2002, and hence Clean Plc is required to recognise a provision.
W1- Calculate Present Value (at 30 June 2002)
We recognise only the present value of the £30 million future cost because the payment will occur in 3 years (on 30 June 2005).

Provision at 30 June 2002 = 30,000,000/ (1.08) ^3 = £23,814,965
Why we do this: FRS 12 requires provisions to be recognised at the present value of the expected expenditure, discounted at a pre-tax rate reflecting current market assessments of the time value of money.
W1- Record the Provision and Asset (2002)

	Account
	Dr (£)
	Cr (£)

	Fixed Assets (Fixtures)
	23,814,965
	

	Provision for Restoration
	
	23,814,965


Depreciation (2002 onwards)

Depreciation is charged over the remaining useful life of the asset (20 years):

23,814,965 / 20=£1,190,748 per year 

 (Finance Cost)

Each year, the provision increases as time passes, this is called recognising a finance charge.

Why we do this:


As we move closer to the payment date, the present value of the liability must increase until it equals the full £30 million payable in 2005.


This increase is treated as a finance cost (interest expense).

W2- Year End 30 June 2003

Provision at 30 June 2003=30,000,000 / (1.08)^2 =£25,720,163 

Finance charge = £25,720,163 − £23,814,965 = £1,905,653

entry:
	Account
	Dr (£)
	Cr (£)

	Finance Charge (P&L)
	1,905,198
	

	Provision
	
	1,905,198


W3-Year End 30 June 2004

Provision at 30 June 2004=30,000,000 / 1.08 = £27,777,777
Finance charge = £27,777,777 − £25,720,163 = £2,057,614
	Account
	Dr (£)
	Cr (£)

	Finance Charge (P&L)
	2,057,614
	

	Provision
	
	2,057,614


W4- Year End 30 June 2005

Provision at 30 June 2005=£30,000,000
Finance charge = £30,000,000 − £27,777,777 = £2,222,223
	Account
	Dr (£)
	Cr (£)

	Finance Charge (P&L)
	2,222,223
	

	Provision
	
	2,222,223


Financial Statement Extracts

Balance Sheet Extracts

	Year
	2002 (£)
	2003 (£)
	2004 (£)
	2005 (£)

	Provision (Liability)
	23,814,965
	25,720,163
	27,777,777
	--------

	Fixed Assets 
	22,624,217
	21,433,469
	20,242,721
	19,051,973


Why we do this:
· Fixed assets reduce each year due to depreciation.

· The provision increases due to the finance charge until it equals the full £30 million payable.

Profit and Loss Account Extracts:
	Year
	2002 (£)
	2003 (£)
	2004 (£)
	2005 (£)

	Depreciation
	1,190.748
	1,190.748
	1,190.748
	1,190.748

	Finance Charge 
	--------------
	1,905,198
	2,057,614
	2,222,223


