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Dear Sirs
ED/2011/06 Revenue from contracts with customers

We welcome the opportunity to comment on the revised proposals for the future recognition of revenue
from contracts with customers. Given the importance of the subject matter we particularly welcome the
Boards’ decision to re-expose their revised proposals.

We consider ED/2011/6 to be a significant improvement on ED/2010/06 and commend the Boards on
responding positively to the comments received on the earlier Exposure Draft. Many of the criticisms to
the earlier proposals were concerned with problems of application, whether arising from difficulties of
interpreting the text or cost effectively applying them in practical situations. The Boards have made
significant progress in addressing such difficulties.

In particular, we welcome the:

e New guidance on identifying distinct performance obligations where a bundle of goods or services
are interrelated and their transfer requires a significant service of integration. This will address
some of the key concerns of the construction sector, for example;

» The elimination of the requirement to segment a contract given the requirement to identify
separate performance obligations;

¢ The revised approach to warranties which better reflects the economic substance of such
obligations and is significantly more straightforward to apply in practice; and

e The introduction of limited transitional reliefs and the commitment to provide an appropriate lead
time from issuing the final standard to its mandatory application.

In other areas, we welcome the improvements made but consider further improvements are necessary for
the requirements to be clear and their application consistent and effective. Where there is no specific
question addressing an area of concern we have included our comments as a response to the general
question set out in paragraph IN 36. Our response to that general request and the six specific questions
are detailed in the appendix to this letter.
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If you would like to discuss our thoughts further, please do not hesitate to contact me.

Yours faithfully

@C@Aﬁ‘%@uﬂ,

Anthony Appleton
Technical Director
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Appendix - response to questions

General questions per IN36
Are the proposed requirements clear and can they be applied in a way that effectively communicates (o
users of financial statements the economic substance of an entity’s contracts with customers?

If a proposed requirement is not clear, the boards invite suggestions on how to clarify
the drafting of the proposed requirement.

Disclosures (paragraphs 109 - 129}

At a time when regulators, accounting professional bodies and other interested parties are considering
the breadth and complexity of IFRS disclosures and in many cases publishing proposals and/or
consultation documents on the subject it is disappointing that more has not been done to provide clear
guidance on the extent to which the disclosures listed should be presented. We refer the board to, for
example, the UK Financial Reporting Council’s Cutting the Clutter project, the joint report of ICAS and
NZICA Losing the Excess Baggage, EFRAG'’s thought leadership project on a Disclosure Framework for
the Notes to the Financial Statements and, most recently, the Feedback Statement of the IAASB following
its discussion paper The Evolving Nature of Financial Reporting: Disclosure and its Audit Implications.

The current revenue recognition project could provide the IASB with an excellent opportunity to respond
to these wider deliberations and to address some of the concerns of preparers, auditors and regulators by
providing clear guidance on the importance of materiality assessments in determining the extent and
nature of disclosures. The |IASB has recognised these concerns and on page 17 of its published
"Snapshot” on the revised Exposure Draft states that

“the proposals emphasise that companies shouid not consider the proposed disclosures to be a checklist
of minimum disclosure. A company would only be required to disclose information that is material.”

This would have been an excellent first step towards addressing some of the concerns raised but we can
find no evidence that such an emphasis is actually given in the exposure draft itself. We would urge the
Boards fo:

» include such emphasis in the final standard,;

» reiterate the concept in paragraph 31 of 1AS 1 that disclosures are only required where they are
material, irrespective of the materiality of the line item in question;

« reconsider if all the disclosures are required for economic decision making; and
redraft each paragraph of the disclosures section to ensure each disclosure is seen in this
context.

We consider the last point to be of particular importance as the use of categorical language (such as "An
entity shall disclose information about...”) when setting out each disclosure requirement is, in practice,
leading to inappropriate responses by preparers, auditors and regulators. Excessive disclosures are
being presented despite the context given by paragraph 31 of IAS 1. The Boards should consider how
the structure and language of individual standards can re-emphasise the application of materiality
considerations to all disclosures.

With regards to the breadth of specific disclosures listed, we question whether they are all necessary for
the economic decision-making usefulness which can be expected of general purpose financial
statements. As paragraph OB6 of the IASB's Concepiual Framework states:

"general purpose financial reports do not and cannot provide all of the information that existing and
potential investors, lenders and other creditors need.”
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Listing all disclosures that may only be of interest to a minority reduces the usefulness of the financial
statements as a whole if the notes become excessively long, dense and impenetrable.

Time value of money (paragraphs 58 — 62 and IE8)

We welcome the added guidance that calculation of the transaction price should only be adjusted for the
time value of money where there is a financing component that is significant to the contract and the
introduction of a practical expedient in paragraph 60.

However, the practical expedient as described may be difficult to apply where the promised goods or
services are transferred over time and milestone payments are made over the period of the contract.
This is because the one year comparison is made between the date the consideration is substantially
paid in full and the goods are transferred, but the substance of the arrangement is that each milestone
payment is, effectively, consideration for the recently and periodically supplied goods and services. The
wording could easily be amended or guidance added to ensure such contracts can easily be excluded
from the requirement to measure the time value of money.

We continue to question the decision usefulness and understandability of recognising a notional interest
charge on payments received in advance and the subsequent release of the notional amount to revenue
though we recognise the Board have already considered and rejected such views so do not repeat them
here. However, we would argue that:
« Where “additional” revenue has been recognised in this way the amount shouid be separately
disclosed; and
e Alimit should be placed on the amount of revenue recognised being the fair value of the goods or
services delivered as measured at the date revenue is recognised. The limit would similarly
restrict the interest expense recognised.

Specific questions

Question 1: Paragraphs 35 and 36 specify when an entity transfers control of a good or service over time
and, hence, when an entity satisfies a performance obligation and recognises revenue over time. Do you
agree with that proposal? If not, what alternative do you recommend for determining when a good or
service is fransferred over time and why?

We consider paragraphs 35 and 36 provide reasonable readily applicable tests for determining when
revenue should be recognised over time. Whilst agreeing with the outcome (i.e. we consider revenue will
be recognised at appropriate times that reflect the economic and commercial realities of the activities) we
would note that paragraphs 35 (b) (ii) and (i) describe situations where the key condition for recognition
as set out in paragraphs 31 and 32 are not necessarily met. In other words, the rules of paragraphs 35
are not consistent with the underlying principle of the model that revenue is recognised when contro! of
the asset is transferred to the customer.

This is most obviously clear in paragraph 35 b (iii) which requires that revenue is recognised when the
entity has a right to payment for performance completed to date and it expects to complete the contract.
This condition for revenue recognition could be met without the transfer of control of any goods or
services to the customer. For example, a contract between auditor and audit client stipulates that the
client must pay for all services to date should they choose to remove the auditor before completion of the
audit. In this case, revenue would be recognised in accordance with paragraph 35 b (jii) but it could not
be said that the client had taken control of any asset as the auditor will not have delivered any reports nor
will the client have access to any of the auditor's working papers.

We consider the introduction of paragraphs 35 and 36 was a necessary improvement in the standard
because the underlying principle of paragraphs 31 and 32 is insufficient to identify all situations where the
recognition of revenue is appropriate. As we set out in our response to the original ED we consider a
more appropriate trigger for the recognition of revenue to be the achievement of a right to consideration,
similar to that set out in paragraph 35 b {iii).
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Question 2: Paragraphs 68 and 69 state that an entity would apply IFRS 9 (or IAS 39, if the entity has
not yet adopted IFRS 9) or ASC Topic 310 to account for amounts of promised consideration that the
entity assesses to be uncollectible because of a customer's credit risk. The corresponding amounts in
profit or loss would be presented as a separate fine ifem adjacent to the revenue line item. Do you agree
with those proposals? If not, what alternative do you recommend to account for the effects of a
customer’s credit risk and why?

We do not agree with the proposal to present all impairment losses arising on contracts with customers
as a separate line item adjacent to revenue. We do not consider such a presentation provides useful
information to users.

Firstly the presentation within the proposed line item of impairment losses arising from a subsequent re-
measurement of contract balances may create a mismatch between the revenue (arising in the current
period) and the losses (which may relate to revenue arising in a previous period). Secondly, we do not
consider impairment losses to be rightly portrayed as adjustments to revenue as they are generally closer
related to payment collection activities rather than selling activities.

We believe that impairment losses should be presented after those expenses more directly related to
revenue generation; for example, after gross profit.

Question 3: Paragraph 81 states that if the amount of consideration to which an entity will be entitled is
variable, the cumulative amount of revenue the entity recognises to date should not exceed the amount to
which the entity is reasonably assured to be entitled. An entity is reasonably assured to be entitled {o the
amount allocated to satisfied performance obligations only if the entity has experience with similar
performance obligations and that experience is predictive of the amount of consideration to which the
entity will be entitled. Paragraph 82 lists indicators of when an entity’s experience may not be predictive of
the amount of consideration to which the entity will be entitled in exchange for satisfying those
performance obligations. Do you agree with the proposed constraint on the amount of revenue that an
entity would recognise for satisfied performance obligations? If not, what alternative constraint do you
recommend and why?

Yes we agree with these proposals.

Question 4: For a performance obligation that an entity satisfies over time and expects at contract
inception to satisfy over a period of time greater than one year, paragraph 86 states that the entity should
recognise a liability and a corresponding expense if the performance obligation is onerous. Do you agree
with the proposed scope of the onerous test? If not, what afternative scope do you recommend and why?

We do not agree with the proposals in respect of onerous performance obligations and contracts. The
proposed exclusion of contracts with customers from the scope of IAS 37 removes any onerous test at
the contract level, whilst the ED proposes limiting any onerous test at the performance obligation level to
those obligations performed over a period greater than one year. Taken together these changes may
result in expected losses remaining unrecognised even if the entire contract and each performance
obligation within it are onerous. We do not consider such an approach to be consistent with the provision
of useful information for users on the nature of the contracts entered into by the reporting entity.

Whilst it may appear more consistent with the revenue recognition model to apply onerous tests at the
performance obligation level, such consistency is not sufficient justification for these proposals. The
recognition of revenue by reference to performance obligations does not predicate the same reference
point should be used for the recognition of unaveidable losses.

We recognise that assets, such as inventories under I1AS 2, will continue fo be subject to impairment
reviews irrespective of changes made to the recognition of revenue or losses on onerous obligations.
However, in some cases, there will be no assets to impair at the time the contract becomes onerous, so
without a requirement to perform an onerous test at the contract level expected losses might not be

recognised.
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On the other hand the proposal would lead to the recognition of losses on an onerous performance
obligation performed over more than 12 months even if the entire contract is expected to be profitable.
We do not consider the recognition of a liability for losses in an overall profitable contract to be consistent
with the definition of a liability in the Conceptual Framework.

In our opinion an onerous test should be applied at the contract level on all contracts with customers.

Question 5: The boards propose to amend IAS 34 and ASC Topic 270 to specify the disclosures about
revenue and contracts with customers that an entity should include in its interim financial reports.(in the
IASB exposure draft, see paragraph D19 in Appendix D.)

The disclosures that would be required (if material) are:

e The disaggregation of revenue (paragraphs 114 and 115)

e A tabular reconciliation of the movements in the aggregate balance of contract assets and
contract liabilities for the current reporting period (paragraph 117)

» An analysis of the enlily’s remaining performance obligations (paragraphs 119—121}

s [nformation on onerous performance obligations and a tabufar reconciliation of the movements in
the corresponding onerous liability for the current reporting period (paragraphs 122 and 123)

s A labular reconciliation of the movements of the assels recognised from the costs to obfain or
fulfil a contract with a customer (paragraph 128).

Do you agree that an entity should be required fo provide each of those disclosures in its interim financial
reports? In your response, please comment on whether those proposed disclosures achieve an
appropriate balance between the benefits to users of having that information and the costs to entities to
prepare and audit that information. If you think that the proposed disclosures do not appropriately balance
those benefits and costs, please identify the disclosures that an entity should be required to include in its
interim financial reports.

We do not agree that IAS 34 should be amended to include mandatory disclosures in respect of revenue
recognition. We are concerned that these disclosures are excessively detailed and may set a precedent
for future expansion of the mandatory disclosures in JAS 34. If such information was necessary to explain
changes in financial position and performance since the last annual financial report then paragraph 15 of
IAS 34 would already require disclosure. If the board believe IAS 34 should be amended then this should
be as part of a dedicated project on interim reporting subject to the usual due process.

Question 6: For the transfer of a non-financial asset that is not an output of an entity’s ordinary activities
(for example, property, plant and equipment within the scope of IAS 16 or IAS 40, or ASC Topic 360), the
boards propose amending other standards to require that an entity apply (a) the proposed requirements
on control to determine when fo derecognise the asset, and (b) the proposed measurement requirements
fo determine the amount of gain or loss to recognise upon derecognition of the asset. (See paragraphs
D17, D22 and D26 in Appendix D of the IASB ED) Do you agree that an entity should apply the proposed
control and measurement requirements to account for the transfer of non-financial assets that are not an
oulput of an entity’s ordinary activities? If nof, what alternative do you recommend and why?

Yes, we agree with these consequential amendments.
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