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of the raw materials agrees to make prepayments to the supplier for the raw 

materials. The question is whether the purchaser/supplier should accrete interest 

on long-term prepayments by recognising interest income/expense.  

4. The fact pattern submitted is summarised below. A purchaser (eg a manufacturer) 

enters into a long-term supply contract for the purchase of raw materials for a 

period of 10 years. As part of the supply contract, the purchaser agrees to make 

prepayments to the supplier for the raw materials. These long-term prepayments 

are non-refundable. The prepayments will be offset against future raw materials 

orders. The contract sets the future prices for raw materials between the purchaser 

and the supplier for each respective year as well as the quantity of raw materials to 

be ordered annually. If the purchaser does not order the defined quantity of raw 

materials in a specific year, the purchaser loses the (year specific) portion of the 

prepayments (ie a take or pay agreement). The supplier is serving a multitude of 

customers. Hence the prepayments do not qualify as an implicit lease in 

accordance with IFRIC 4. In addition, no derivative arises in connection with the 

raw materials prepayments (the prepaid raw material orders meet the own-use 

exception in IAS 39 and the definition of a derivative in IAS 39 (paragraph 9) is 

not met because there is a significant net initial investment). 

5. According to the submitter, in practice, some purchasers of the raw materials 

accrete interest on the long term prepayments by recognising interest income and 

increasing cost of sales in future periods while others account for prepayments at 

cost. The submission asks the following questions: 

(a) How should purchasers and suppliers of the raw materials account for 

the long term prepayments in their IFRS financial statements?  

(b) Should prepayments be accreted over the term of the agreement by 

recognising an implied interest income/expense?  

(c) Should the accounting depend on whether an agreed interest rate is 

included or not in the supply contract? 
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Illustrative example (simplified) 

6. We present below a simplified example to illustrate the impact of accretion of 

interest on long-term prepayments in the financial statements of the purchaser and 

the supplier. For simplicity reasons, the contract term is one year. In the fact 

pattern submitted, the prepayment is made at the inception of the contract and raw 

materials are delivered on a 10 year-period. In that case, the impact of accretion 

might be significant.  

A purchaser agrees to make a prepayment of CU100 to the supplier on 1 

January 20X1 for a defined quantity of raw materials to be delivered on 31 

December 20X1. The prepayment is non-refundable. The market annual 

interest rate for financing the supplier on a 1 year period (at the date the 

contract is concluded) is 5%.                                                                               

Dr  (Cr) 

Financial statements of the purchaser as at 1/01/20X1  

B/S Asset / Prepayments    100 

B/S Cash        100 

Being the prepayment of CU100 to the supplier 

Financial statements of the purchaser as at 31 December 20X1 

B/S Asset / Prepayments    5 

P/L Interest income       5 

Being the accretion of interest on the prepayment balance 

B/S Inventory      105 

B/S Asset / Prepayments      105 

Being the receipt of inventory which had been prepaid by the purchaser 

Financial statements of the supplier as at 1/01/20X1  

B/S Cash      100 

B/S Liability / Cash received in advance     100 

Being the receipt of cash from the purchaser as a prepayment for the materials to be 

delivered at a future date 

Financial statements of the supplier as at 31 December 2011 

P/L Interest expense     5 

B/S Liability / Cash received in advance     5 
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Being the accretion of interest on the liability/cash received in advance 

B/S Liability / Cash received in advance   105 

P/L Revenue        105 

Being the recognition of revenue when raw materials are delivered to the customer 

Outreach 

7. We have performed outreach with the national standard setters. It appears that 

there is mixed practice on this issue from one jurisdiction to another and also 

within each jurisdiction. However, a majority of respondents indicate that the 

prevalent practice is that entities do not accrete interest on long-term payments. 

According to the national standard setters’ outreach, the main arguments given for 

not accreting interest on long term prepayments  are the following: 

(a) prepayments are not financial instruments; 

(b) accreting interest on non-financial assets/liabilities would not be 

appropriate in the existing IFRS literature; 

(c) the amount received or paid is the appropriate amount that should be 

accounted for as revenue or inventory; 

(d) prepayment arrangements are generally entered into for operational 

reasons, eg to secure the source/supply of materials in the future or to 

fix the purchase price of the materials over a future period, not for 

financing reasons. 

Staff analysis 

8. We present below: 

(a) the guidance applicable to prepayments; 

(b) the factors supporting/against accretion of interest in long term 

prepayments. 
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Guidance applicable to prepayments 

9. We note that prepayments are not financial instruments (IAS 32 Financial 

Instruments: Presentation AG11) and are scoped out from IAS 39 Financial 

Instruments: recognition and Measurement for measurement purposes.  

IAS 32 AG11 Assets (such as prepaid expenses) for 

which the future economic benefit is the receipt of goods or 

services, rather than the right to receive cash or another 

financial asset, are not financial assets. Similarly, items 

such as deferred revenue and most warranty obligations 

are not financial liabilities because the outflow of economic 

benefits associated with them is the delivery of goods and 

services rather than a contractual obligation to pay cash or 

another financial asset. 

10. IAS 38 Intangible Assets (paragraph 68) states that expenditures on an intangible 

item should be recognised as an expense when it is incurred unless it forms part of 

the cost of an intangible asset that meets the recognition criteria in IAS 38. IAS 38 

(paragraph 70) also states that paragraph 68 does not preclude an entity from 

recognising a prepayment as an asset when payment for goods has been made in 

advance.  

IAS 38.70 Paragraph 68 does not preclude an entity 

from recognising a prepayment as an asset when payment 

for goods has been made in advance of the entity 

obtaining a right to access those goods. Similarly, 

paragraph 68 does not preclude an entity from recognising 

a prepayment as an asset when payment for services has 

been made in advance of the entity receiving those 

services. 

11. We note that there is no specific guidance in the IFRS for the measurement of 

prepayments. We also note that a prepayment is the consideration: 

(a) paid by the purchaser for a future delivery of inventories accounted for 

in accordance with IAS 2 Inventories; 
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(b) received by the supplier for a future sale of goods accounted for in 

accordance with IAS 18 Revenue.  

12. Therefore, the accounting for the prepayment is in our view closely linked to the 

initial recognition and measurement of the inventory (in the purchaser’s financial 

statements) or to the recognition and measurement of revenue (in the supplier’s 

financial statements). Inventories are initially recognised and measured at cost. 

Other standards use the cost for initial measurement of non-financial assets. So it 

might also be useful to look at the guidance provided in these standards on this 

issue. 

View A: factors supporting the accretion of interest in long-term prepayments 

13. Proponents of view A note that the core principle of IAS 18 (paragraph 9) is to 

measure revenue at the fair value of the consideration received or receivable. IAS 

18 specifies that in most cases, the amount of revenue is the amount of cash 

received. In other words, the principle is that when exchange of goods and 

services and cash occurs concurrently (or on normal credit terms), there is no 

financing component. Accordingly, when payment of cash is in advance or in 

arrears, there must be a financing component. According to proponents of view A, 

this is because the fair value is the selling price that would have been paid if the 

purchaser had paid cash for the goods at the date of delivery. In other words, the 

fair value is the selling price that would have been paid if the transaction did not 

contain a financing component. Therefore, assessing the fair value of the 

consideration received requires considering the time elapsed between the date of 

payment and the date of delivery of the goods in order to adjust the price paid 

(whether the date of payment is before or after the date of delivery). IAS 18 

(paragraph 11) illustrates this principle by explaining that the fair value of the 

consideration may be less than the nominal amount of cash when, for example, the 

entity is providing interest-free credit to the buyer. According to proponents of 

view A, the fact that IAS 18 provides an example only when the payment is 

deferred does not mean that an entity should not apply the measurement principle 

described in paragraph 9, which is to determine the fair value of the consideration 
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received when there is a prepayment. As a result, proponents of view A think that 

when the seller receives a prepayment, the seller should account for an interest 

expense so that revenue is measured at fair value when the sale of goods is 

recognised. 

IAS 18.9 Revenue shall be measured at the fair value of 

the consideration received or receivable.  

IAS 18.11 In most cases, the consideration is in the form of 

cash or cash equivalents and the amount of revenue is the 

amount of cash or cash equivalents received or receivable. 

However, when the inflow of cash or cash equivalents is 

deferred, the fair value of the consideration may be less 

than the nominal amount of cash received or receivable. 

For example, an entity may provide interest-free credit to 

the buyer or accept a note receivable bearing a below-

market interest rate from the buyer as consideration for the 

sale of goods. When the arrangement effectively 

constitutes a financing transaction, the fair value of the 

consideration is determined by discounting all future 

receipts using an imputed rate of interest. The imputed rate 

of interest is the more clearly determinable of either:  

(a) the prevailing rate for a similar instrument of an 

issuer with a similar credit rating; or 

(b) a rate of interest that discounts the nominal amount 

of the instrument to the current cash sales price of the 

goods or services. 

The difference between the fair value and the nominal 

amount of the consideration is recognised as interest 

revenue in accordance with paragraphs 29 and 30 and in 

accordance with IFRS 9. 

14. Proponents of view A think that accounting for tangible assets at cost or for 

inventories at cost does not preclude an entity from recognising the financing 

component if the goods or services are prepaid. IAS 16 Property, Plant and 

Equipment (paragraph 23) states that the cost of an item of PP&E is the cash price 
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equivalent at the recognition date. Therefore, when payment of cash is in advance 

or in arrears, there is a financing element and the cost is not the cash paid but is 

instead the cash price equivalent at the recognition date of the item of PP&E. 

According to proponents of view A, assessing the cash price equivalent requires 

adjusting the cash paid to recognise the financing element. Proponents of view A 

note that IAS 2 Inventories (paragraph 18) also refers to arrangements that 

effectively contain a financing element. Therefore, they think that the same 

rationale applies to the accounting of inventories at cost in long-term supply 

contracts, ie financing elements should be recognised as interest income. 

According to proponents of view A, the fact that IAS 16 and IAS 2 provide 

examples only when the payment is deferred does not mean that an entity should 

not apply the principle of ‘cash price equivalent at the recognition date’ when 

there is a prepayment. As a result, proponents of view A think that when the 

purchaser makes a prepayment, the purchaser should account for an interest 

income so that inventory is measured at cost (ie the cash price equivalent) when 

the inventory is recognised. 

IAS 2.18 An entity may purchase inventories on deferred 

settlement terms. When the arrangement effectively 

contains a financing element, that element, for example a 

difference between the purchase price for normal credit 

terms and the amount paid, is recognised as interest 

expense over the period of the financing. 

IAS 16.23 The cost of an item of property, plant and 

equipment is the cash price equivalent at the recognition 

date. If payment is deferred beyond normal credit terms, 

the difference between the cash price equivalent and the 

total payment is recognised as interest over the period of 

credit unless such interest is capitalised in accordance with 

IAS 23. 

IAS 38.32 If payment for an intangible asset is deferred 

beyond normal credit terms, its cost is the cash price 

equivalent. The difference between this amount and the 

total payments is recognised as interest expense over the 
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period of credit unless it is capitalised in accordance with 

IAS 23 Borrowing Costs. 

15. Proponents of view A also note that IAS 37 Provisions, Contingent liabilities and 

Contingent assets states that the measurement of a provision should also take into 

account the effect of the time value of money. They conclude from this that the 

concept of time value of money is not limited to financial instruments and also 

applies to non-financial liabilities. 

IAS 37.45 Where the effect of the time value of money is 

material, the amount of a provision shall be the present 

value of the expenditures expected to be required to settle 

the obligation.  

IAS 37.46 Because of the time value of money, provisions 

relating to cash outflows that arise soon after the reporting 

period are more onerous than those where cash outflows 

of the same amount arise later. Provisions are therefore 

discounted, where the effect is material. 

16. In conclusion, proponents of view A think that recognising the financing 

component of a transaction is in line with the concept of time value of money 

which is applied throughout the IFRSs. They do not think that IFRSs require the 

recognition of a financing component contained in a transaction only when 

payments are deferred. The same principle of recognising the financing 

component should apply when there are prepayments.  

17. Furthermore, they think that it is preferable if the accounting for the financing 

component is consistent between the financial statements of the supplier and the 

financial statements of the purchaser, ie the purchaser should account for an 

interest income resulting in an increase of the cost of inventories and the supplier 

should account for an interest expense resulting in an increase of revenues. 

18. Some argue that accounting for the effect of the time value of money does not 

reflect the substance of the arrangement when the prepayment is made for other 

reasons than financing. For example, the purchaser: 

(a) might be in financial difficulty; or  

(b) might compensate the supplier for incurring upfront contract costs; or 
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(c) might transfer an investment risk to the supplier; or 

(d) might pay the supplier to secure supply of raw materials in the future 

years.  

19. Proponents of view A agree that there are other factors than the financing 

component that affect the determination of the price of the raw materials in the 

contract. But the existence of those other factors does not change the fact that 

there might also be a financing component in the arrangement. 

20. Furthermore, proponents of view A note that in the fact pattern submitted, the 

contract does not contain a lease. The result of the agreement in the IFRS financial 

statements is to account for the delivery of the raw materials in accordance with 

IAS 2.  They acknowledge that it might be difficult to assess whether payments 

are in advance or in arrears in certain cases. In that case, the effect of time value 

of money should be assessed in comparison with typical credit terms for the 

transaction considered.  

21. With regard to the economic substance of the transaction, proponents of view A 

think that long-term prepaid supply contracts might include a financing 

component (whether an interest rate is explicitly identified or not). This financing 

component might be significant if the contract is longer than one year, ie if the 

period between payment of the raw materials and delivery of the raw materials is 

longer than one year. Proponents of view A think that it is reasonable to presume 

that the purchaser and the seller considered this financing component in setting 

the prices, ie the price paid for the raw materials is impacted due to the 

purchaser’s acceptance to make upfront payments. As a result, reflecting the 

financing component is important because proponents of view A think that it is a 

significant characteristic of the contract. 

22. With regard to the relevance of the information that is provided to the users of the 

financial statements, proponents of view A think that not reflecting the financing 

component distorts the financial statements and the assessment of the entity’s 

performance when the impact is material. If the financial component is not 

reflected in the financial statements, the consequences would be the following:  

(a) For the purchaser (ie the user/consumer of the goods), the margin 

recognised on the future sales of the goods produced using the raw 
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materials is increased compared with the margin that would be 

recognised if the financing component is reflected in the financial 

statements; 

(b) For the supplier, the margin recognised on the future sales of the raw 

materials is reduced compared with the margin that would be 

recognised if the financing component is reflected in the financial 

statements. 

23. Some also argue that the financing component should not be recognised because it 

cannot be measured reliably. Proponents of view A think that the financing 

component can be measured reliably because it is estimated at the contract 

inception based on the risk-free interest rate, the credit risk of the party that 

receives the financing (ie the seller) and the length of the financing in comparison 

with typical credit terms. This financing component does not depend on the 

variations of the interest rate or credit risk after the contract inception. It is not 

affected by the variations of the price of the raw material after contract inception 

(but volatility might be a factor impacting the determination of the price at 

contract inception).  

24. Proponents of view A do not think that the recognition of an interest 

income/expense requires that the contract identifies an explicit interest component 

or rate. According to proponents of view A, contracts that explicitly identify 

interests should be accounted for similarly as contract with implicit interests in the 

contract price. Otherwise, contracts that have similar characteristics would be 

accounted for differently based on the form rather than on the substance of the 

contract. This means that the implied interest rate used to accrete interests might 

be different from the stated interest in the contract. 

25. Some argue that the prepayment agreement can be viewed as being similar to a 

lease in that the manufacturer is contractually ‘leasing’ future production capacity. 

Using the requirements in IAS 17 Leases (and in SIC 15 Operating leases-

incentives), no interest would be accreted on prepaid operating lease payments, ie 

prepayments would be amortised on a straight-line basis. However, Proponents of 

view A observe that the contract (as described in the fact pattern) is not in the 

scope of IAS 17 (or IFRIC 4). They acknowledge that the requirements in IAS 17 
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on operating leases do not reflect the financing component of a transaction. But 

they note that this is an exception in the IFRS literature. They do not think that 

analogising to IAS 17 in that case reflects the substance of the transaction or 

provides useful information to users. 

View B: factors against the accretion of interest in long-term prepayments 

26. Proponents of view B note that prepayments are not financial instruments.  

Prepayments are non-refundable. The purchaser does not have a contractual right 

to receive cash, but has a right to receive future raw materials for its own use. The 

supplier does not have a contractual obligation to deliver cash, but has an 

obligation to deliver future raw materials. Therefore, prepayments are not 

accounted for as financial assets or liabilities and they are scoped out from IAS 39 

for measurement purposes. Proponents of view B think that accreting interests on 

non-financial assets and liabilities is not appropriate. 

27. Proponents of view B also note that IFRS provides no special guidance for the 

measurement of prepayments. At the date the prepayments are made, they are 

measured at cost, which is the amount paid/received. The recognition of interest 

income requires that the contracts yield interest (IAS 18 paragraph 29). No 

interest rate was agreed upon and none will be paid. Therefore, according to 

proponents of view B, there is no basis for the realisation of interest income. The 

supplier does not owe interest to the manufacturer under any circumstance. In 

particular, if the market price of the raw materials decreases, the manufacturer is 

not entitled to receive any cash refund (’interest’) based on the prepayments. 

Instead, the manufacturer has to pay the contracted price for the goods or lose its 

prepayment. 

28. Under IFRS, income is only recognised when it can be measured reliably and it 

has sufficient degree of certainty that the economic benefits will flow to the entity 

(IAS 18 paragraphs 18 and 29). Considering a contract term of over 10 years in a 

new industry, where the main objective of the contract is to share or transfer 

investment risk from the supplier to the manufacturer, where product prices and 

supply costs are volatile and in general are expected to decrease, it is not apparent 

that such a high degree of certainty of future economic benefit from such 
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prepayments currently exists. Therefore, according to proponents of view B, it is 

not appropriate to recognise imputed income. 

29. In addition, it can be argued that the riskier the prepayment ‘investment’ (ie due to 

volatility in the raw material price or in general due to the development of new 

markets in new industries), the higher the interest rate and the resulting accreted 

interest revenue should be (see IAS 18 paragraph 11). This correlation between 

risk and income recognition appears not to comply with the basic requirement that 

income must be probable and reliable in order to be recognised (IAS 18 paragraph 

29). 

30. IAS 18 paragraph 11, as argued by the accretion proponents, provides guidance 

only with respect to postponed customer payments and not to advanced payments. 

It does not address interest income on prepayments made to suppliers. IAS 18 

states that revenue cannot be recognised unless it is earned. The analogy to IAS 18 

paragraph 11 for an assumed virtual interest income is in contrast to the purpose 

of the principle because it is not earned. 

31. From an economic point of view, proponents of view B think that the transaction 

can be seen as a transfer of investment risk in a new industry from the supplier to 

the manufacturer (instead of simply as a financing transaction). If the business 

plan is not successful or the production volume is not reached, the prepayment is 

lost. According to the submission, in its start-up phase, this industry was impacted 

by raw material shortages. For the future, the market expects an increase in supply 

capacity with decreasing prices as the industry matures. The suppliers used the 

initial lack of supply, however, to persuade customers to enter into long-term 

supply contracts with  significant prepayments (take-or-pay prepayments), in 

order to ensure continued supply of this key raw material, which in fact resulted in 

a transfer of investment risk. Therefore, ensuring the future supply of the raw 

material in the light of the shortages was the main motivation for the 

manufacturer’s prepayment, not financing the supplier’s expansion.  

32. According to proponents of view B, the prepayment agreement can be viewed as 

being similar to a lease (or the partial acquisition of property plant and equipment) 

in that the manufacturer is contractually ‘leasing’ (acquiring) future production 

capacity. Using IAS 17 as a more relevant standard for analogy, no interest would 

be accreted on prepaid operating lease payments (IAS 17 paragraph 33). 
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Exposure Draft Revenue from contracts with customers 

33. The exposure draft (ED) Revenue from contracts with Customers was issued in 

November 2011. Comments are to be received by March 2012. The final standard 

is expected to be published at the end of 2012. The Board has not yet decided on 

the effective date of the future standard. However, the Board has decided that it 

would not be effective sooner than for annual reporting periods beginning on or 

after 1 January 2015.  

34. According to the ED, an entity should recognise as revenue the amount of the 

transaction price (allocated to the performance obligation). When determining the 

transaction price, the entity should consider the effect of the time value of money 

(whether there is a prepayment or a deferred payment). An entity should apply 

those requirements retrospectively for existing contracts at the beginning of the 

reporting period in which the future standard will be applied for the first time. The 

requirements of the ED regarding the time value of money are shown below: 

The time value of money (see paragraph IE8) 

58 In determining the transaction price, an entity shall adjust the promised 

amount of consideration to reflect the time value of money if the contract has 

a financing component that is significant to the contract. The objective when 

adjusting the promised amount of consideration to reflect the time value of 

money is for an entity to recognise revenue at an amount that reflects what 

the cash selling price would have been if the customer had paid cash for the 

promised goods or services at the point that they are transferred to the 

customer... 

61 To adjust the promised amount of consideration to reflect the time value 

of money, an entity shall use the discount rate that would be reflected in a 

separate financing transaction between the entity and its customer at 

contract inception... After contract inception, an entity shall not update the 

discount rate for changes in circumstances or interest rates. 

62 An entity shall present the effects of financing separately from revenue 

(as interest expense or interest income) in the statement of comprehensive 

income. 

35. IE8 in the exposure draft illustrates how to account for the effects of the time 

value of money when an upfront cash payment is paid to the seller for the sale of 

two products. The seller accounts for an interest expense and an increased 

revenue, as described in the simplified example above. 
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36. It should also be noted that, according to the exposure draft (paragraph 60), as a 

practical expedient, an entity does not need to recognise the financing component 

if it is not significant, ie if the period between payment by the customer and the 

transfer of the goods or services is one year or less. 

Agenda criteria and staff’s recommendation 

37. We have assessed the submission against the Committee’s criteria as follows: 

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

(b) The issue indicates that there are significant divergent interpretations (either emerging 

or existing in practice). 

(c) Financial reporting would be improved through the 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. 

(e) It is probable that the Committee 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, is there a pressing need for 

guidance sooner than would be expected from the IASB project? 

38. The submission highlights divergent interpretations on this issue. Outreach 

confirms that there is diversity in practice, although it appears that the prevalent 

practice is not to take into account the time value of money in long term 

prepayments. We think that the issue is widespread and has practical relevance. 

We also think that financial reporting would be improved through the elimination 

of the diverse methods.  

39. In our view, a consensus on the issue could be reached on a timely basis and 

within the confines of existing IFRSs. The staff supports view A for the reasons 

presented above. We therefore recommend to the Committee to take the issue on 

its agenda, with the objective to clarify that a financing component contained in a 

contract should be recognised when the impact is significant (including a 

financing component associated with advance payments). 
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40. However, the issue relates at least partially to the future standard on revenues that 

will replace IAS 18 and IAS 11. We note that this future standard would be 

effective for annual reporting periods beginning on or after 1 January 2015 and 

that the requirements on the time value of money would be applied 

retrospectively. We think that the proposed requirements in the revenue project 

confirm our understanding of the existing requirements in IAS 18, IAS 2 and IAS 

16. 

41. Given that the future standard on revenue recognition would affect the current 

practice and that retrospective restatement would require extensive work for 

certain entities, we recommend to align the effective date of the clarifications to 

be made in the IFRS literature on the purchaser’s accounting with the effective 

date of the future revenue standard. In our view, it would be preferable if the 

accounting for the financing component is consistent between the financial 

statements of the supplier and the financial statements of the purchaser. We also 

recommend using the guidance in the future revenue standard (paragraphs 58-62 

of the exposure-draft) for assessing whether a transaction contains a financing 

component and whether this financing component is significant. In that case, 

clarifications would be needed only in IAS 2 (paragraph 18), IAS 16 (paragraph 

23) and IAS 38 (paragraph 32). We also note that constituents will be able to 

comment on the revenue exposure-draft until March 2012 if they do not agree 

with the rationale developed in paragraphs 58-62 of the exposure-draft.  

 

Question  

Does the Committee agree to take the issue on its agenda, with the objective to clarify that a 

financing component contained in a contract should be recognised when the impact is 

significant? 

Given the expected timing of the new revenue standard, does the Committee agree to align the 

effective date of the clarifications to be made in the IFRS literature with the effective date of the 

new revenue standard?     

Does the Committee agree that the clarifications should focus on the purchaser’s accounting 

because the new revenue standard will address the seller’s accounting?                    
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