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Introduction 

1. In January 2008, the IFRIC received a request to consider whether regulated 

entities could or should recognise a liability (or an asset) as a result of price 

regulation by regulatory bodies or governments.  A project plan was presented 

and approved at the May 2008 IFRIC meeting.  At its September 2008 meeting, 

the IFRIC held an education session and identified several matters that warranted 

further analysis and discussion in the paper.  At that meeting, the discussion was 

educational and no decisions were made. 

2. The objective of this meeting is to decide whether the issue should be added to 

the IFRIC agenda. 
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Staff analysis 

3. In this paper, the staff analyse in section A the issue of whether rate-regulated 

entities are different from other entities.  In the following sections, the staff 

explore the issue in the confines of the Framework and existing IFRSs: 

 Section B—Interpretation of the Framework; 

 Section C—Analysis of the intangible asset model; 

 Section D—Cost plus contract in IAS 11; 

 Section E—Cross cutting issues with other standards or current projects. 
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Section A—Whether rate-regulated entities are different from other entities 

4. During the education session held at the September IFRIC meeting, IFRIC 

members discussed whether rate-regulated entities are different from or similar 

to other entities.  The IFRIC asked the staff to identify whether distinguishing 

features exist. 

The key role of the regulator 

5. The goal of rate regulation is to set ‘just and reasonable rates’.  Generally, rate 

regulation is imposed when an entity has a monopoly or a dominant market 

position that gives it excessive market power.  In such situations, there is a lack 

of effective competition to constrain the prices that the entity can charge.  To 

compensate, governments impose rate regulation by setting up a regulatory 

authority and giving it jurisdiction to approve the rates of a specific entity or 

categories of entities (for example, electric distribution utilities).  Entities falling 

within the jurisdiction of the regulatory authority are not allowed to charge prices 

other than those approved by the regulatory authority. 

6. In these circumstances, the staff think it can be argued that the regulator acts on 

behalf of the customers who individually have no bargaining power with the 

utility company.  Agreements between a rate-regulated entity and its customers 

cannot be understood without reference to the regulation in place.  Therefore, it 

can be argued that such agreements are different from agreements between an 

entity and its customers in a non-regulated environment.  Another view is the one 

adopted by the Board in its revenue recognition project when it concluded that a 

customer contract did not need to include all the terms of relevant regulation for 

them to be considered in the accounting.  Thus, it can also be argued that 

customer contracts in regulated entities are the same as those in a non-regulated 

environment in that surrounding terms imposed by legislation/regulation have to 

be considered.  In either case, the staff believe that the effect of regulation needs 

to be considered as part of the agreement with the customer. 
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Different rate-setting mechanisms 

7. Some argue that the ability to charge a higher or lower price is not a 

differentiating feature.  In fact, all entities have this ability and it does not give 

rise to an asset or a liability.  For example, as a result of a new competitor 

entering the market, an entity may decide to decrease its prices and such a 

decision does not give rise to the recognition of a liability. 

8. The staff note that regulated entities are not allowed to charge rates other than 

those approved by the regulatory authority.  The use of higher or lower future 

rates to collect excess costs (or refund excess profits) is often a practical 

consideration given that the exact population of customers in an entity’s service 

territory (the customer base) is changing over the time.  It may also be a 

mechanism used by the regulator to shield customers from significant variability 

in rates.  For example, an entity may be entitled by the regulation to collect/remit 

differences between actual and estimated costs from customers.  The regulator 

may require the receivable to be collected in rates over time rather than in a 

separate billing immediately after the difference arises.  Therefore, the staff’s 

view is that the rate-setting mechanism is specific to the regulation and differs 

from pricing decisions in a non-regulated environment. 

Section B—Interpretation of the Framework 

Asset Definition 

9. An asset is defined in paragraph 49 of the Framework as follows: 

An asset is a resource controlled by the entity as a result of past events and from 
which future economic benefits are expected to flow to the entity. 

10. Regarding the issue of regulatory assets, some who do not support the 

recognition of regulatory assets argue that the utility does not have control over 

the recoverability of the future economic benefits because it does not control 

whether the customers will use the service.   

11. The staff disagree with this argument for a number of reasons.  First, the staff 

note that the background discussion in the current Framework notes that control 

over the future economic benefits is sufficient for an asset to exist, even in the 

absence of legal control.  Second, during phase B of the project on the 
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conceptual framework, the US FASB and the IASB agreed that some 

constituents misinterpret the term ‘control’ and use it in the same sense as that 

used for purposes of consolidation accounting, ie the power to obtain benefits.  

That is consistent with the manner in which control is discussed in the reporting 

entity phase of the joint conceptual framework project, in which the Boards have 

concluded that the definition of control should contain both a power element and 

a benefits element, together with a link between the two.   

12. The conceptual framework project team think that that notion of control over an 

entity differs from the manner in which control is used in the definition of an 

asset.  In many examples involving the definition of an asset, an entity will have 

power, as well as the ability to obtain cash inflows.  For example, in the case of 

some economic resources owned by an entity, the entity has the power to cause 

cash inflows to arise from those resources either from sale or use.  However, in 

other examples, the entity need not have the power to cause the cash inflows to 

arise (that is, while the power criterion is a sufficient condition, it is not a 

necessary condition).  The key notion is that the entity has access to a resource 

and can limit others’ access to that resource. 

13. For example, assume an entity has contractual rights to future music revenues 

from future recordings.  The staff thinks that the entity has an asset, even though 

it might have no power to require future recordings to be made or, if made, to 

require customers to buy those recordings.  So long as future recordings are 

made and copies sold, the entity will get cash inflows from them.  In the case of 

established customer relationships, an entity does not have the power to force its 

existing customers to continue to do business with the entity but if they do, the 

entity will obtain future cash inflows.  The entity has an asset resulting from the 

existing relationship between the entity and the customer that can result in future 

cash inflows to the entity.  The staff note that this conclusion is already reflected 

in accounting for business combinations. 

14. For these reasons, the US FASB and the IASB agreed to remove the 

misunderstood notion of control and to focus the definition of an asset on 

whether the entity has some rights or privileged access to the economic resource. 

Liability Definition 
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15. An liability is defined in paragraph 49 of the Framework as follows: 

A liability is a present obligation of the entity arising from past events, the 
settlement of which is expected to result in an outflow from the entity of 
resources embodying economic benefits. 

16. Regarding the issue of regulatory liabilities, some argue that there is an 

obligation, arising from the arrangement with the regulator, but the existence of 

the obligation depends on the occurrence of uncertain future events:  the future 

sales.  If a sale is made in the future period, a rebate will, in effect, be paid.  

Therefore, the obligation is not a present obligation but a contingent liability that 

depends on the future sales. 

17. The staff note that during phase B of the project on the conceptual framework, 

the US FASB and the IASB agreed that their respective definitions of a liability 

place too much emphasis on identifying both the specific past event and the 

future outflow of economic benefits, instead of focussing on the economic 

obligation that presently exists.  An economic obligation is something that is 

capable of resulting in cash outflows or reduced cash inflows, directly or 

indirectly, alone or together with other economic obligations.  Obligations link 

the entity with what it has to do because obligations are enforceable against the 

entity by legal or equivalent means. 

18. Therefore the staff believe that, based on the latest IASB decisions, it could be 

argued that rate-regulation creates an economic obligation when an entity is 

obligated to decrease its future rates according to a cost-of-service regulation.  

However, the staff acknowledges that this view is not necessarily based on some 

existing interpretations of the current Framework. 
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Assets and liabilities 

19. In considering whether the existence of rate regulation can result in the 

recognition of assets and liabilities, the staff believe that some constituents have 

focussed too much on the entity’s transactions with individual customers.  The 

essence of the argument that neither assets nor liabilities exist as a result of rate 

regulation is that both depend on the existence of future customer transactions 

that the entity cannot compel. 

20. The staff note that IAS 37 specifically states that ‘It is not necessary, however, to 

know the identity of the party to whom the obligation is owed–indeed the 

obligation may be to the public at large.’  In the case of rate regulated entities, 

any asset or obligation arises in relation to a specifically identifiable group–the 

customer base.  Although the individual members of that group may change over 

time, the relationship the regulator oversees is the one the entity has with the 

group.  The cash flows the regulator monitors are those arising from transactions 

with the group as a whole. 

21. The staff also note that, in some regulatory regimes, particularly those in which 

the customers are other businesses, the entity is assured by regulation that its 

costs will be recoverable from the group of entities that use the service.  In the 

extreme, if only one customer utilised a gas pipeline in a year, the pipeline 

operator’s costs would be recoverable from that one customer. 

Section C—Analysis of the intangible asset model 

22. Supporters of the recognition of regulatory assets argue that the analogy with 

IFRIC 12 Service Concession Arrangements is quite straightforward. 

23. The staff note that paragraph 17 of IFRIC 12 states that ‘the operator shall 

recognise an intangible asset to the extent that it receives a right (a licence) to 

charge users of the public service.  A right to charge users of the public service is 

not an unconditional right to receive cash because the amounts are contingent on 

the extent that the public uses the service.’  Thus, in IFRIC 12 the IFRIC 

concluded that an unconditional right to receive future revenues from customers 

was not necessary for the operator to recognise an asset.  The staff also note that 

the discussion in paragraphs BC50 and BC51 suggests that the IFRIC considered 
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contractual arrangements in which the price charged by the operator varies by 

regulation designed to ensure that the operator received a substantially fixed 

return and concluded that such arrangements would not meet the definition of a 

financial asset.   

24. The staff also note paragraph BC52 states that : 

However, the IFRIC concluded that the fact that the operator’s asset was low risk 
did not influence its classification.  IAS 32 does not define financial assets by 
reference to the amount of risk in the return—it defines them solely by reference 
to the existence or absence of an unconditional contractual right to receive cash.  
There are other examples of licences that offer the holders of the rights 
predictable, low risk returns, but such licences are not regarded as giving the 
holder a contractual right to cash.  And there are other industries in which price 
regulation is designed to provide the operators with substantially fixed returns—
but the rights of operators in these other industries are not classified as financial 
assets as a result.  The operator’s asset is a variable term licence, which would be 
classified as an intangible asset within the scope of IAS 38. [Emphasis added] 

However, in the last sentence of that paragraph, the staff’s view is that the IFRIC 

considered the nature of the asset arising from the amount paid to construct or 

acquire the infrastructure and concluded that the licence was an intangible rather 

than financial asset.  The IFRIC did not consider the effect of a future change of 

prices by regulation. 

25. Others argue that the rate regulation does not give rise to the recognition of an 

intangible asset as it does not change the nature of the existing licence.  First, the 

staff note that, in most cases, the license is not recognised as an intangible asset 

as it would be when it is acquired in circumstances such as IFRIC 12 or a 

business combination.  Second, the staff’s view is that the nature of the service 

provided under the licence may not have changed but the rates charged for that 

service have been altered by the regulation.  The change in the amount or timing 

of future cash flows arising from regulation under the license affects its fair 

value.  Because IAS 38 generally does not permit revaluation at fair value, the 

carrying amount of the licence would not be altered by the effect of a future 

change of prices by regulation.  Rather, it can be argued that, in some 

circumstances, the effect of a future change of prices by regulation may trigger 

recognition of a separate intangible asset, ie the so-called ‘regulatory’ assets. 
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26. Others also argue that the regulator may sometimes reverse a previous decision 

or its decision may be challenged or overturned by the government.  The staff 

note that, in general, IFRSs account for the contractual arrangements in place at a 

particular time.  If the terms of the arrangement subsequently change, the effects 

of the change are recognised in the period of the change.   

Section D—Cost plus contract in IAS 11 

27. At the education session held in September, an observer questioned whether an 

analogy with a cost plus contract could be drawn. 

28. The staff note that paragraph 3 of IAS 11 defines a cost plus contract as ‘a 

construction contract in which the contractor is reimbursed for allowable or 

otherwise defined costs, plus a percentage of these costs or a fixed fee.’  Under a 

cost-of-service regulation, the allowable costs and the fixed return are not 

determined by the customers themselves but by the regulator acting on their 

behalf. 

29. Therefore, the staff think that it could be argued that, from the perspective of the 

regulated entity, the contracts with the customers together with the cost-of-

service regulation have, in substance, economic effects similar to cost plus 

contracts directly negotiated with customers in a non-regulated environment.  In 

both environments (regulated or not), an entity has the same ability to be 

reimbursed for allowable or otherwise defined costs, plus a percentage of these 

costs or a fixed fee. 

Section E—Cross cutting issues with other standards or current project 

IAS 12 Income Taxes 

30. The staff note that paragraph 5 of IAS 12 states that ‘temporary differences are 

differences between the carrying amount of an asset or liability in the statement 

of financial position and its tax base.’  Temporary differences may be either 

taxable temporary differences or deductible temporary differences.  Paragraph 24 

of IAS 12 states that ‘a deferred tax asset shall be recognised for all deductible 

temporary differences to the extent that it is probable that taxable profit will be 

available against which the deductible temporary difference can be utilised, 

unless…’ 
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31. Some argue that regulatory assets and liabilities and deferred tax assets and 

liabilities both reflect temporary differences that are expected to reverse and 

therefore should follow the same accounting treatment. 

Insurance contracts 

32. In its Discussion Paper Preliminary Views on Insurance Contracts, the Board 

summarised its preliminary views reached in chapter 4—Policyholder behaviour, 

customer relationships and acquisition costs as follows: 

173 The Board has reached the following preliminary views: 

(a) An insurer has an asset relating to its ability to derive net economic 
benefits from future premiums that the policyholder must pay to 
retain guaranteed insurability.  Guaranteed insurability is a right that 
permits continued coverage without reconfirmation of the 
policyholder’s risk profile and at a price that is contractually 
constrained. 

(b) The insurer should recognise that asset, and measure it in the same 
way as the related insurance liability (ie at current exit value). 

(c) That asset is part of a customer relationship, not a contractual asset. 
Nevertheless, the insurer should present that asset as part of the 
related insurance liability.  The insurer need not separate that asset 
from the liability for recognition, measurement or presentation. 
(emphasis added) 

[…] 

33. The staff note that insurers cannot compel the payment of future premiums but 

virtually all existing models, and the Board’s preliminary conclusions, would 

include them in either as separate contract acquisition assets or in the 

measurement of insurance contracts. 

Assessment of the agenda criteria 

34. In accordance with the IFRIC’s due process, IFRIC members assess the proposed 

agenda item against the following criteria (the issue does not have to satisfy all 

the criteria to qualify for the agenda): 

(a) The issue is widespread and has practical relevance. 

(b) The issue indicates that there are significantly divergent interpretations 

(either emerging or already existing in practice).  The IFRIC will not add 
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an item to its agenda if IFRSs are clear, with the result that divergent 

interpretations are not expected in practice. 

(c) Financial reporting would be improved through elimination of the 

diverse reporting methods. 

(d) The issue can be resolved efficiently within the confines of existing 

IFRSs and the Framework, and the demands of the interpretation 

process.  The issue should be sufficiently narrow in scope to be capable 

of interpretation, but not so narrow that it is not cost-effective for the 

IFRIC and its constituents to undertake the due process associated with 

an Interpretation. 

(e) It is probable that the IFRIC will be able to reach a consensus on the 

issue on a timely basis. 

(f) If the issue relates to a current or planned IASB project, there is a 

pressing need to provide guidance sooner than would be expected from 

the IASB’s activities.  The IFRIC will not add an item to its agenda if an 

IASB project is expected to resolve the issue in a shorter period than the 

IFRIC requires to complete its due process. 

35. The staff’s view is that criteria (a), (b) and (c) are likely to be met.  Rate 

regulation is widespread and significantly affects the economic environment of 

regulated entities.  IFRSs do not specifically address regulatory assets and 

liabilities.  Views are mixed (and strongly held) as to how IFRSs should apply.  

While divergence does not seem to be significant in practice at present, it may 

emerge in the future as a result of those divergent views. 

36. As outlined in this paper, resolving the issue would require interpreting the 

definitions of assets and liabilities set out in the Framework and their interaction 

with one or more IFRSs.  The staff’s view is that the issue is complex and would 

be more efficiently resolved by the Board than by the IFRIC.  This project seems 

to be really a standards project not an interpretative one, similar to service 

concessions.  Therefore, criterion (d) is unlikely to be met. 

37. From the previous discussions (May and September 2008 IFRIC meetings), it 

seems that the views are mixed among IFRIC members as to whether regulatory 
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assets and liabilities could or should be recognised.  For that reason, the staff 

think it is unlikely that the IFRIC will be able to reach a consensus on a timely 

basis. Therefore, criterion (e) is unlikely to be met. 

38. Finally, although the issue is not specifically being considered in an active Board 

project, it relates to more than one active Board project – insurance contracts and 

the conceptual framework. 

Staff recommendation 

39. The staff recommend that the IFRIC should not add this item to its agenda but 

should refer the issue to the Board for it to be added to the Board’s agenda.  The 

staff believes that the Board would be sympathetic to such a recommendation. 

40. Do you agree with the staff recommendation? 
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