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Abstract: Fines and penalties occupy an awkward corner of financial
reporting. They seem, at first glance, like the most concrete of obligations — a
regulatory body has made a finding, a contract clause has been triggered, a tax
authority has raised an assessment. And yet their recognition in financial
statements is persistently contested, routinely deferred, and frequently
misstated. This article examines why. Drawing on [AS 37, TIAS 12, IFRS 9, and
their US GAAP counterparts, the article works through the principal sources of
difficulty: the contested meaning of "probable" as a recognition threshold, the
measurement of obligations whose ultimate amount is genuinely uncertain, the
competing jurisdictional claims of IAS 37 and IAS 12 over tax-related
penalties, the special complications posed by contractual liquidated damages
and environmental fines, the timing question of when a penalty obligation
comes into existence, and the way management incentives systematically bias
recognition decisions in a direction that flatters reported results. The argument
throughout is that penalty recognition is not a mechanical exercise — it
requires the same quality of professional judgment as any other area of
financial reporting, and the consequences of poor judgment here are not merely
technical. They affect the integrity of the financial statements and the decisions
of everyone who relies on them.
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Introduction

There is something almost paradoxical about the difficulty of accounting
for fines and penalties. Compared to, say, the fair value measurement of a
complex derivative or the impairment testing of goodwill, a regulatory fine
seems uncomplicated. A regulator investigates, the company is found to have
violated a rule, a penalty is imposed. Where is the accounting judgment in that?

As it turns out — almost everywhere.

The moment a regulator begins an investigation, questions arise: Is a
liability probable? Can the amount be estimated? Should a provision be
recognized before the outcome is known? When precisely does the legal
exposure crystallize into a present obligation? And once a penalty is confirmed,
further questions follow: Is the amount subject to appeal, and does that appeal
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affect the liability? Are there associated legal costs that should be accrued
alongside the fine itself? Is the penalty deductible for tax purposes, and if not,
what are the deferred tax consequences?

These are not rhetorical complications invented to justify this article.
They are real problems that appear regularly in audit committees, management
discussion papers, and — when they go wrong — in restatements and
enforcement actions. The recognition of fine and penalty liabilities is a domain
where the standards provide a framework but cannot substitute for judgment,
where the incentives of management often point in the wrong direction, and
where the consequences of getting things wrong can range from the merely
embarrassing to the genuinely material.

This article maps that domain systematically. It begins with a taxonomy
of the kinds of fines and penalties that enterprises encounter, because the
accounting treatment is not uniform across different categories. It then works
through the core recognition framework under IAS 37 and identifies the points
where that framework is most difficult to apply. Separate sections address tax
penalties, contractual penalties, and environmental fines — each of which has
features that require handling beyond the standard IAS 37 analysis. The article
then turns to the timing of recognition, the constructive obligation concept, and
the differences between IFRS and US GAAP before addressing disclosure and
the ever-present distorting influence of management incentives. Throughout,
the argument is that better practice in this area requires not better rules but
better judgment — which in turn requires a clearer understanding of what the
existing rules actually demand.

A Taxonomy of Fines and Penalties: Not All Sanctions Are the Same

The word "penalty" covers a remarkably diverse range of obligations.
Treating them as a single category makes for clean prose, but it obscures
differences that have real accounting implications.

Regulatory fines are imposed by public authorities — competition
regulators, financial services supervisors, environmental agencies, data
protection authorities — when an entity is found to have violated applicable
rules. The amounts involved can range from trivial to existential. A data
protection fine under GDPR can reach four percent of global annual turnover. A
competition law fine from the European Commission can run to billions of
euros for major cartel infringements. These are not rounding errors.

Tax penalties sit in a different space. They arise from errors, omissions, or
deliberate misreporting in tax returns, and they are imposed by revenue
authorities. Their accounting treatment has a specific complication: the
interaction between IAS 37, which governs provisions generally, and IAS 12,
which governs income taxes and which has a narrow but contested scope that
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may or may not extend to tax penalties depending on their nature.

Contractual penalties are fundamentally different from both of the above
because they arise from the entity's own voluntary commitments. Liquidated
damages clauses — provisions specifying a pre-agreed penalty for late delivery,
defective performance, or other contractual failures — are a standard feature of
construction contracts, supply agreements, and service arrangements. The
penalty amount is typically defined in the contract itself, which removes some
of the measurement uncertainty but creates its own recognition challenges.

Environmental fines and remediation-related penalties occupy yet another
category. They combine regulatory exposure with the long-tail character of
environmental obligations — the entity may face penalties for contamination
that occurred years or decades ago, and the regulatory and legal processes
involved can span many more years before resolution. The provisions required
under [IAS 37 for environmental fines frequently interact with asset retirement
obligations under IAS 16 and IFRIC 1, creating accounting complexity that
extends well beyond the penalty itself.

Employment-related penalties — for wrongful termination, discrimination
findings, health and safety violations — are another significant category,
particularly in jurisdictions with active labor regulators or where class action
litigation exposure is substantial.

Understanding which category a fine falls into matters because the
recognition analysis differs. A contractual penalty with a clearly defined trigger
event and a specified amount has a different recognition profile from a
regulatory fine whose amount won't be determined until after a multi-year
investigation concludes. The framework is the same — IAS 37 — but the
inputs and judgments required are quite different.

The Conceptual Architecture: What IAS 37 Actually Demands

IAS 37 is the primary standard governing the recognition of provisions,
which is the category under which most fine and penalty liabilities fall. Its
recognition criteria are three: there must be a present obligation (legal or
constructive) arising from a past event; an outflow of economic resources
embodying that obligation must be probable; and the amount of the obligation
must be capable of reliable estimation. When all three are met, a provision is
recognized on the balance sheet.

Each condition does real work, and each causes difficulty in the penalty
context.

The "present obligation arising from a past event" condition is less
obviously satisfied for penalty liabilities than it might appear. An obligation is
present only when the entity has no realistic alternative to making the outflow
— when the economic and legal substance of the situation makes avoidance
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impractical. For a confirmed, uncontested fine, this condition is clearly met.
But what about a penalty that is under investigation, not yet assessed, or
currently subject to appeal? Here the analysis requires a careful distinction
between the event that gave rise to the potential obligation (the underlying
conduct that violated the rule) and the event that crystallizes it (the regulatory
finding, the contractual breach, the judicial order). Under IFRS, the triggering
event for the past event test is the former, not the latter. If the entity has already
committed the act that exposes it to a penalty, the past event has occurred —
even if no assessment has been made yet.

"Probable" is the condition that attracts most of the controversy, and it
deserves its own section. But before going there, the third condition — reliable
estimation — 1s worth addressing briefly, because it's sometimes used as a
reason to avoid recognizing a provision that should clearly be recognized. The
reliable estimation condition is a low bar. It does not require certainty. It does
not require a precise figure. IAS 37 explicitly acknowledges that, in most cases,
entities will be able to form a reliable estimate even when the exact amount is
uncertain. The standard goes further: if the entity genuinely cannot make a
reliable estimate, the item is disclosed as a contingent liability — it doesn't
simply disappear from the financial statements. In practice, using "we can't
estimate this reliably" as a reason to omit a provision entirely is almost always
inappropriate. What the entity means, typically, is that estimation is difficult or
uncomfortable — which is a different thing entirely.

The Probability Threshold: '""More Likely Than Not" in Practice

The word "probable" sits at the heart of IAS 37 and is the most
consequential term in the penalty recognition analysis. The standard defines
"probable" as more likely than not — a threshold that equates, roughly, to a
probability in excess of fifty percent. If the chance that a penalty will ultimately
be paid exceeds fifty percent, a provision is required. Below that threshold, the
obligation is a contingent liability disclosed in the notes.

This sounds clear. In application, it is anything but.

Consider an entity that is under investigation by a competition regulator.
The investigation has been running for two years. The regulator has issued a
statement of objections — a formal document indicating its preliminary view
that the entity has violated competition rules. The entity disputes the findings,
and legal counsel has advised that the entity has "arguable" defenses. Is an
outflow probable?

The answer depends entirely on what "arguable" means and how that
translates into a probability assessment. Legal counsel advising on regulatory
matters has professional reasons to emphasize the strength of available
defenses — that is what they are paid to do. Management has incentives to
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accept an optimistic assessment that allows the provision to be deferred. The
audit committee, applying genuine judgment, should be pressing for something
more rigorous: an assessment of comparable cases, the strength of the
precedent, the historical success rate of the regulator in contested matters, and
the specific facts of the investigation. If that analysis points to a
more-likely-than-not outcome — which a formal statement of objections often
does — recognition is required, regardless of how the probability is
characterized in legal correspondence.

The IFRS probability threshold creates a discontinuity that itself distorts
behavior. An obligation assessed at 49 percent probability produces no
provision and no balance sheet impact. An obligation assessed at 51 percent
requires a full provision at the best estimate of the expected outflow. This cliff
edge is an invitation to manage the probability assessment rather than reflect it
faithfully. Entities and their advisers are not unaware that the key question from
an accounting perspective is whether the outcome is "more likely than not" —
and that characterizing a 52 percent probability as something closer to even
chances has significant reporting consequences.

US GAAP's threshold under ASC 450 is formally similar — a loss
contingency is recognized when it's probable that a liability has been incurred
and the amount can be reasonably estimated. But historical practice under US
GAAP has interpreted "probable" as a substantially higher bar than 50 percent
— closer to 70 to 80 percent in many contexts. The practical consequence is
that similar regulatory exposures may generate recognized provisions under
[FRS while remaining in the notes as contingencies under US GAAP. This is
one of the more consequential unresolved differences between the two
frameworks.

Measuring What You Cannot Fully Know

Once the probability threshold is crossed and a provision is required, the
measurement question becomes central. Under IAS 37, the provision is
measured at the best estimate of the expenditure required to settle the
obligation at the balance sheet date. For a range of possible outcomes, the best
estimate is the expected value — probabilities multiplied by amounts across the
range of scenarios. For a single-outcome situation, the most likely outcome is
used.

Fine and penalty obligations almost always involve a range of outcomes.
A regulatory fine might be anywhere from a modest administrative sanction to
a substantial financial penalty depending on the severity of the violation, the
entity's cooperation, the regulator's current enforcement priorities, and — in
some jurisdictions — the entity's financial capacity to pay. A contractual
liquidated damages claim might be partially waived through negotiation. A tax
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penalty might be reduced through a voluntary disclosure arrangement or a
settlement process.

IAS 37 does not require certainty. It requires a best estimate — and the
discipline of forming that estimate rigorously is precisely what the standard is
designed to enforce. The process should involve: identifying the range of
plausible outcomes and their associated amounts; assigning probabilities to
each outcome based on available evidence (legal advice, regulatory precedent,
the entity's own experience, the strength of the specific case); and deriving
either an expected value or a most-likely-amount figure, documented in a way
that auditors can challenge and that the audit committee can engage with
meaningfully.

What happens in practice varies widely. At best, the estimation process is
robust, regularly updated as new information becomes available, and
documented in sufficient detail to support the provision calculation. At worst,
the provision is set at an amount that is internally comfortable rather than
technically best, and updated only when forced to by external events. The
difference between these two practices can be significant — not just in the
provision amount but in the credibility of the financial reporting more broadly.

One measurement issue specific to penalty situations deserves mention:
the treatment of associated costs. Legal fees incurred in defending against a
regulatory fine or negotiating a settlement are often overlooked as components
of the provision. Under [AS 37, the best estimate of the expenditure to settle
the obligation includes all directly associated costs. This means that the
provision for a significant regulatory fine should generally include an accrual
for the legal costs expected to be incurred through resolution — costs that, in
major regulatory matters, can themselves be substantial.

Tax Penalties: When Two Standards Occupy the Same Space

Tax penalties — surcharges for late filing, fines for negligent or
fraudulent misreporting, interest charged by revenue authorities on unpaid
amounts — sit at the intersection of two accounting standards, and the resulting
uncertainty is one of the less-discussed anomalies in IFRS.

IAS 12 governs income taxes and related items. Its scope covers current
and deferred tax liabilities, and the standard's requirements differ from IAS 37
in important ways. [IAS 12 does not apply a probability threshold for
recognition in the same way; it requires that current tax liabilities be recognized
at the amount expected to be paid to tax authorities. IAS 37's probability and
estimation requirements would apply differently if they governed the same
items.

The question, then, is which standard applies to tax penalties. IAS 12's
scope is "income taxes" — taxes based on taxable profits, including taxes
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payable by subsidiaries, associates, and joint ventures on the distribution of
profits. Whether tax penalties, interest on underpaid tax, and related sanctions
fall within IAS 12's scope or outside it (and therefore within IAS 37) has been
debated in practice for years. The IASB clarified this partially through IFRIC
23, which addresses uncertainties over income tax treatments, but IFRIC 23's
scope is narrower than the general question of where IAS 12 ends and IAS 37
begins.

In most practice, tax penalties are treated under IAS 37, while interest on
unpaid tax is sometimes treated under IAS 12 and sometimes under IAS 37,
depending on the entity's judgment about the nature of the interest charge. This
inconsistency is not merely academic — the recognition and measurement
requirements differ, the balance sheet classification may differ, and the income
statement presentation will almost certainly differ. A tax penalty recognized
under [AS 12 sits in the tax charge; one recognized under IAS 37 sits in
operating costs or other income and expense categories. Neither approach is
definitively wrong given the ambiguity in the standards, but the diversity of
practice reduces comparability across entities even within the same industry
and jurisdiction.

What's clear is that IFRIC 23 does not resolve this issue cleanly. It
addresses whether a particular tax treatment will be accepted by the revenue
authority — the "uncertain tax position" question — but it doesn't settle the
boundary between IAS 12 and IAS 37 for the penalties and interest that arise
when a tax treatment is ultimately rejected. Preparers must exercise judgment,
document their conclusions, and apply them consistently. The disclosure
requirements of IAS 1 and IFRIC 23 together require enough transparency that
readers can understand the approach taken.

Contractual Penalties: Liquidated Damages and Their Accounting
Consequences

Unlike regulatory fines, contractual penalties are agreed upon in advance.
Liquidated damages clauses — ubiquitous in construction contracts,
technology delivery agreements, and infrastructure projects — specify a
predetermined compensation amount for defined failures: late delivery, failure
to meet performance specifications, downtime exceeding a contractual
threshold. In theory, this pre-agreed structure should simplify the accounting.
In practice, it creates its own set of problems.

The first problem is recognition timing. When does the obligation to pay a
contractual penalty arise? The answer depends on whether the clause has been
triggered — whether the entity has actually failed to meet the contractual
obligation to which the penalty attaches. A construction company that is falling
behind schedule on a fixed-completion contract faces an exposure to liquidated
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damages that increases daily, but the obligation only arises as the delay
accumulates. Each day of delay beyond the contractual completion date
generates a new increment of liability. The entity must recognize that liability
as it accrues, not at the point when the counterparty formally raises a claim.

This sounds straightforward, but the complications start when the entity
disputes whether the delay is its fault. Construction contracts typically
distinguish between delays that are the contractor's responsibility and delays
that are "excusable" — caused by the client's own actions, force majeure events,
or variations to the contract scope. In a contested delay situation, the contractor
may argue that the entire delay is excusable, meaning no liquidated damages
are owed. The client may argue the opposite. Under IAS 37, the contractor
cannot simply ignore the exposure until the dispute is resolved. It must assess
the probability of an adverse outcome and the likely amount, and recognize a
provision if recognition criteria are met. A blanket policy of not recognizing
liquidated damages provisions until a formal claim is received violates both the
standard's letter and its spirit.

A related complication: liquidated damages clauses frequently coexist
with a cap — the contract specifies that the maximum exposure is some
percentage of the contract value. This cap limits the measurement uncertainty
at the top end, but the entity still faces uncertainty about where within the range
from zero to the cap the final settlement will fall. The estimation process must
engage with this range, not simply anchor to either extreme.

There's also the question of what happens when the parties renegotiate. In
practice, liquidated damages disputes are often settled through commercial
negotiation — the client accepts some delay in exchange for other concessions,
price adjustments, or scope changes. When such a negotiation is in progress at
the balance sheet date, the provision should reflect the entity's best estimate of
the likely settlement amount, taking into account the state of negotiations.
Recognizing the full contractual exposure when both parties have indicated
willingness to settle at a lower figure would overstate the liability; recognizing
nothing because "negotiations are ongoing" would understate it.

8. Environmental Fines: Long Tails and Regulatory Uncertainty

Environmental penalties have characteristics that make them among the
most challenging fine liabilities to account for. The underlying violations may
have occurred decades ago. The regulatory processes through which liability is
determined are often slow, contested, and unpredictable. The amounts involved
can be substantial and their determination may depend on factors entirely
outside the entity's control — changes in regulatory standards, shifts in
enforcement priorities, or the outcome of litigation involving other parties at
the same contaminated site.
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IAS 37 applies to environmental fines in the same way it applies to other
obligations — there must be a present obligation, an outflow must be probable,
and the amount must be reliably estimable. But the interaction between penalty
liabilities and the broader environmental remediation obligation complicates
the analysis. When a regulatory authority finds that an entity has contaminated
land, it typically imposes both an obligation to remediate the contamination and
a financial penalty for the violation. These are legally distinct obligations with
separate accounting treatments: the remediation obligation is measured at the
best estimate of remediation costs (present-valued if material and long-dated),
while the penalty is a separate provision. In practice, these two elements are
sometimes conflated — the provision calculation focuses on remediation costs
while the penalty itself is either ignored or bundled in without explicit analysis.

Environmental fine recognition also intersects with the question of when
the obligation exists. A contaminating event that occurred before the entity
owned a site may still generate a current obligation if the regulatory regime
holds the current owner responsible. Conversely, contamination that occurred
during the entity's ownership may generate an obligation that only becomes
crystallized when a regulatory authority takes formal notice of it. IAS 37
requires recognition when the obligation exists, not when it becomes formally
acknowledged — which means that entities with known contamination should
be carrying provisions for expected penalties even before the regulator has
issued any formal findings, provided the probability condition is met.

The disclosure dimension for environmental fines is also distinctive. IAS
37 requires disclosure of the nature of the obligation, the timing of expected
outflows, and the major uncertainties affecting the estimate. Environmental
penalty disclosures should convey the regulatory context, the specific
violations alleged or anticipated, the range of potential penalties, and the
factors that could move the ultimate outcome toward either end of that range.
What appears in many financial statements instead is a single-line disclosure
noting that "the group is subject to environmental regulations and has
recognized provisions in respect of potential penalties." This satisfies no reader
and meets none of the standard's actual disclosure objectives.

Constructive Obligations: Penalties That Arise Without Legal
Compulsion

IAS 37 recognizes two sources of obligation: legal obligations (arising
from contracts, legislation, or other legal operation) and constructive
obligations. A constructive obligation arises when an entity's past pattern of
behavior, published policies, or sufficiently specific communications create a
valid expectation in other parties that it will meet a commitment — even in the
absence of a legal requirement.
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In the fine and penalty context, constructive obligations arise less
frequently than in other areas (think restructuring provisions or warranty
obligations), but they do arise. An entity that has publicly committed to a
compliance program under which it will self-report violations to regulators and
pay agreed penalties for specified breaches has created a constructive
obligation with respect to those penalties. An entity that has historically settled
regulatory investigations by paying fines within a defined time after conclusion
may have, through that pattern of behavior, created an expectation that creates a
constructive obligation in the context of a current investigation.

The constructive obligation concept is also relevant in the context of
internal sanctions systems. Some large organizations operate internal
compliance arrangements — particularly in the financial services sector —
under which business units face internal "fines" or financial penalties for
regulatory or policy breaches. These internal penalties affect internal reporting
and management accounts, but the question of whether they create accounting
liabilities is straightforward: they don't, because the "other party" to whom the
obligation is owed is the entity itself, not an external party. But the analysis
gets more interesting when these internal arrangements are part of a regulatory
agreement — when the organization has committed to a regulator that it will
impose specified internal penalties as part of a remediation plan. In that case,
the obligation to impose internal penalties becomes an obligation to the
regulator, which may generate an external liability.

10. When the Clock Starts: The Timing of Recognition

One of the most practically contested questions in penalty accounting is
when the obligation first comes into existence — or more precisely, when the
conditions for recognition are first met. This matters because the income
statement charge associated with recognizing a provision hits a specific period,
and both the management of that period and the readers of those financial
statements have a strong interest in knowing that it's the right period.

Under IAS 37, the obligation arises from the past event that created the
exposure — typically, the act of non-compliance that made the entity liable to a
fine. For a tax filing error discovered in year two that relates to year one, the
past event occurred in year one. The provision for any resulting penalty, once
probable and estimable, relates to year one — which means that if the year-one
accounts are still being prepared when the error is discovered, the provision
should appear in those accounts, not in year two.

This can be difficult to implement in practice, particularly for regulatory
violations that are discovered through internal investigation or external audit
procedures, where the underlying conduct may have spanned multiple periods
and the financial consequences are only quantifiable later. The correct approach
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is to accrue the best estimate of the penalty in the earliest period where
recognition criteria are met — which may require reopening periods or
recognizing a retrospective adjustment, neither of which is comfortable.

The appeal process adds another dimension to the timing question. When
an entity appeals a regulatory fine, the question is whether the appeal affects
the recognition of the provision. Under IAS 37, it generally does not: if the
entity has a present obligation and a probable outflow, recognition is required
even if an appeal is pending. The appeal may affect the measurement — if the
appeal has a realistic prospect of reducing the fine, the best estimate should
reflect that probability — but it doesn't eliminate the obligation. An entity that
says "we haven't recognized a provision because we're appealing the fine" is, in
most cases, misapplying the standard. The provision should be recognized at
the expected cost of resolution, which takes the appeal into account as a factor
affecting measurement, not as a basis for zero recognition.

IFRS and US GAAP: The Divergences That Actually Matter

The threshold difference between IFRS and US GAAP in contingency
accounting — [AS 37's "more likely than not" versus ASC 450's historically
higher "probable" standard — has been discussed in the literature, but its
practical consequences for penalty accounting are worth spelling out.

Under IFRS, an entity facing a regulatory investigation where legal
advice suggests the probability of an adverse finding is approximately 55
percent must recognize a provision. Under US GAAP, the same entity — with
the same facts, the same legal advice, the same exposure — may disclose the
contingency in the notes and recognize no balance sheet liability. Both entities'
financial statements are prepared in compliance with their respective
frameworks. But one carries a liability on the balance sheet and one does not.
The difference in reported leverage, equity, and profitability can be material for
significant regulatory exposures.

This is not a hypothetical scenario. Cross-listed companies that report
under both frameworks, or companies in the same industry that report under
different frameworks, routinely produce financial statements that are not
comparable on this point. Analysts who are aware of the threshold difference
can adjust for it, to some extent — but the adjustment requires visibility into
the underlying probability assessments, which the disclosures don't always
provide.

A second difference concerns the measurement of recognized provisions.
Under IFRS, TAS 37 requires the "best estimate" — which for a range of
outcomes means the expected value. Under US GAAP, when a range of
outcomes is equally likely, ASC 450 requires recognition of the minimum of
the range (the most conservative outcome). Only when one amount within the
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range is a better estimate than others is that better estimate used. For a penalty
exposure with a genuinely wide range — say, anywhere from $10 million to
$50 million with no clear clustering of outcomes — IFRS could produce a
provision in the middle of the range (perhaps $28 to $30 million after
probability weighting), while US GAAP would produce a provision at $10
million. Same underlying exposure, same uncertainty, substantially different
financial statement outcome.

The 2023 TASB consultation on IAS 37 has touched on the probability
threshold question — whether the recognition threshold should be raised from
"more likely than not" to something closer to US GAAP's "probable" standard,
or whether the measurement-only approach (recognizing at expected value
even below 50 percent) might be preferable. No final changes have been
adopted as of the time of writing, but the discussion reflects a genuine
acknowledgment by the IASB that the current threshold creates comparability
problems and is not consistently applied.

Disclosure: The Gap Between Requirements and Practice

IAS 37 requires a significant amount of disclosure for recognized
provisions and contingent liabilities. For provisions, the entity must describe
the nature of the obligation, indicate the expected timing of outflows, disclose
the major assumptions underlying the estimate, and show the movement in the
provision balance during the period. For contingent liabilities — obligations
that fall below the recognition threshold or cannot be reliably measured — the
entity must describe the nature of the contingency, estimate the financial effect
where practicable, and indicate the uncertainties about the amount and timing.

These requirements, if satisfied fully, would give users of financial
statements a reasonably clear picture of the entity's penalty exposure and the
assumptions embedded in the numbers. In practice, the disclosures that appear
in financial statements frequently fall well short of this.

The provision table — the reconciliation of opening and closing balances
— 1s typically provided. But the narrative disclosures that are supposed to
explain what is inside the provision and how the amounts were estimated are
often inadequate. "The group is subject to various regulatory investigations in
the ordinary course of business and has recognized provisions in respect of
certain matters" discloses nothing that is useful. The reader cannot tell which
investigations are involved, what the estimated exposure is, what probability
assessment underlies the provision, or when the exposure is expected to resolve.
The same observation applies to contingent liability disclosures: "the group
faces potential penalties in respect of ongoing regulatory proceedings; it is not
practicable to estimate the financial effect" is a disclosure that satisfies the
standard's wording while conveying no information.

560




ILM-FAN TEXNOLOGIYALARI | KONFERENSIYA

The reason for these inadequate disclosures is not always negligence or
bad faith. Sometimes entities face genuine commercial or legal constraints on
disclosing specific investigation details — the risk of prejudicing ongoing
proceedings, or providing information that could be used against them in
related litigation. IAS 37 acknowledges this and provides a limited exemption
from disclosure in such circumstances. But the exemption requires that the
existence of the information and the reason for non-disclosure are themselves
disclosed — a more meaningful statement than simply providing a generic
provision note.

The most sophisticated financial statement readers — sell-side analysts,
credit analysts at major banks, institutional investors — have developed a
degree of skepticism about provision disclosures for fine and penalty liabilities.
They have learned to read the gap between disclosed contingencies and
recognized provisions as a signal of management's assessment of probabilities,
even when the underlying analysis is not explicitly stated. This information
extraction is imperfect and effortful. Better disclosure would allow capital
markets to price this exposure more accurately, which in turn would create
incentives for more forthright reporting.

Management Incentives and the Bias Against Recognition

No discussion of fine and penalty recognition would be complete without
addressing the obvious: management has strong incentives not to recognize
these liabilities early.

Recognizing a provision for a regulatory fine reduces reported profit in
the period of recognition. It increases reported liabilities, which affects
leverage ratios, return on assets, and a range of financial metrics that determine
management compensation in many incentive structures. It may also signal to
investors, analysts, and the market that something is wrong — that the entity
has violated a rule seriously enough to warrant a significant financial penalty.
The non-disclosure or delayed recognition of a substantial regulatory exposure
is therefore not surprising as a behavioral outcome; it follows predictably from
how management incentives are structured.

This doesn't mean that delayed or avoided recognition is always
opportunistic. There are genuine cases where the probability assessment is
close to the threshold, where the estimation is truly difficult, or where the legal
situation is sufficiently complex that even neutral, well-intentioned
management would reach different conclusions from the standard's
requirements. But the direction of the bias is not ambiguous: when incentives
favor delay, and when the standard requires judgment, the judgment tends to
favor delay.

The gatekeeper role of auditors is supposed to correct for this bias. In
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principle, auditors challenge management's probability assessments and
measurement assumptions, bringing independent rigor to the provision analysis.
In practice, auditors face their own pressures — maintaining client
relationships, avoiding confrontation over matters where the standard
genuinely permits a range of positions, and balancing the cost of pushing back
against the benefit of a cleaner audit file. The literature on audit quality
suggests that these pressures are not hypothetical. Studies examining the
post-restatement period — after companies have been required to revise
financial statements that understated penalty provisions — consistently find
that the original understatements were audited and signed off without

qualification.
The audit committee has a role here that is not always fully exercised.
Audit committees that actively engage with the provision analysis — that

request independent legal assessments, challenge management's probability
characterizations, and understand the comparison between the entity's own
assessments and regulatory precedent — provide a genuine check on the
recognition bias. Audit committees that defer entirely to management on
technical accounting matters while focusing their attention on the provision
table format provide no such check.

Judgment, Documentation, and the Standards of Good Practice

Given that fine and penalty recognition is ultimately a judgment exercise,
what does good practice look like?

It starts with building the recognition analysis around the economic
substance of the situation rather than the documentation trail. If the entity has
committed an act that exposes it to a penalty — whether or not a formal
investigation is underway, whether or not a notice of assessment has been
received — the exposure exists and the recognition analysis must begin.
Waiting for the regulator's first formal communication to commence the
accounting analysis is already too late to get recognition in the right period.

The probability assessment should be grounded in evidence, not wishful
thinking. That means examining regulatory precedent carefully — what
outcomes have other entities faced in comparable situations with the same
regulator? It means getting genuinely independent legal advice rather than
guidance that is shaped by the advocate's role. It means documenting the
assessment in a way that captures the range of outcomes considered, the
probabilities assigned to each, and the basis for those probabilities. This
documentation should be prepared contemporaneously, not reconstructed after
the fact when the auditor asks for support.

Measurement should be updated as new information becomes available. A
provision recognized at the best estimate in the first year of an investigation
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should be revisited at each subsequent balance sheet date in light of regulatory
developments, legal precedent, settlement discussions, and any new
information about the scope of the exposure. The standard requires this; the
practice of setting a provision and then leaving it unchanged for years, absent a
compelling reason, is inconsistent with IAS 37's requirement that provisions
reflect the current best estimate at each reporting date.

And disclosure should be designed with the reader in mind — not the
auditor, not the standard-setter, but the actual user of the financial statements
who is trying to understand the company's genuine exposure and the
uncertainties that surround it. That reader deserves enough information to form
a judgment about whether the provision is reasonable. They won't always agree
with management, and that's fine. What they need is the information to disagree
intelligently.

Conclusion

The accounting for fine and penalty liabilities sits at the intersection of
law, commercial judgment, and financial reporting — and it's precisely because
all three disciplines are involved that the practice so frequently falls short of the
standard's requirements.

The core framework is not complicated: recognize when you have a
present obligation, an outflow is probable, and an amount can be estimated. But
applying that framework to the messy reality of regulatory investigations, tax
authority disputes, contractual failures, and environmental violations requires
judgment that no standard can supply on the practitioner's behalf. The
probability threshold for recognition, the estimation of amounts that are
genuinely uncertain, the interaction between IAS 37 and IAS 12, the timing of
recognition in multiperiod scenarios, the treatment of appeals, the requirements
for adequate disclosure — each of these demands careful analysis and honest
conclusions.

The persistent underrecognition of fine and penalty liabilities in corporate
financial statements is not primarily a standards problem. The standards are
adequate, if imperfect. It's an incentives problem, compounded by a culture that
treats accounting judgments as opportunities for optimization rather than
exercises in faithful representation. Auditors who push back harder on
management's probability assessments, audit committees that engage more
deeply with the substance of provision analyses, and standard-setters who close
the divergences between IFRS and US GAAP on recognition thresholds — all
of these would improve the situation at the margin.

But none of them would eliminate the fundamental challenge. Fines and
penalties are, by their nature, uncertain — in amount, in timing, and sometimes
in existence. Accounting for them faithfully means sitting with that uncertainty
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rather than resolving it prematurely in either direction. It means recognizing
when recognition is required even when doing so is unwelcome. And it means
providing disclosures that genuinely inform rather than merely satisfy the
formal requirements of the standard.

That discipline — uncomfortable as it sometimes is — is what the
framework asks for. It's also what financial reporting is, at its best, supposed to
deliver.
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