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The International Accounting 
Standards Board (IASB) is exploring 
two balance-sheet driven models  
for revenue recognition and is 
expected to publish a paper 
imminently. For many years the  
IASB has pursued a balance-sheet 
approach to accounting – define 
assets and liabilities, measure them, 
and profit or loss emerges. It was 
perhaps only a matter of time before 
this thinking would be applied to 
revenue itself. 

‘Revenue seems to epitomise the 
income statement like nothing else,’ 
said PwC technical partner Peter 
Holgate. ‘It is, with luck, the largest 
number in the income statement. 
Recognition of revenue therefore is 
surely based on a notion of earning 
revenue – the cash that comes in the 
door, adjusted for movements in  
debtors – as goods are sold or services 
are provided. That, at least, has been 
the traditional view.’

The first model being considered by  
the IASB potentially leaves the amount 
and timing of the revenue numbers 
unchanged from current practice,  
but rationalises them in a different way. 
Where cash is received in advance of  
a service being provided, it gives rise  
to something currently called deferred 
revenue – an income statement notion 
of revenue that we have not yet earned. 
If this is viewed from a balance sheet 
perspective, it becomes a liability to 
perform services in future. The amount 
is the same, but we have moved to a 
balance sheet perspective. 

The other method being considered  
is more radical. It involves initially 
measuring the liability to perform 
services at fair value, that is, at the 
amount that a hypothetical market 
participant would charge – ie, what the 
entity would have to pay a third party to 
be relieved of the obligation to perform 
the service. If that amount is less than 
the amount charged to the customer, 

there is an immediate gain that would  
be recognised. Moreover, if the amount 
of the liability – the price that a market 
participant would charge – changes,  
it is re-measured, so creating a gain  
or loss. And this is done even though 
there will generally be no intention of 
passing the work to a third party. 

‘This second model is all very well  
in theory (perhaps),’ commented  
Peter Holgate, ‘but in most contexts, 
there will be no active market in such 
services, so determining the value of  
the liability takes us again into the 
“mark-to-model” territory, which has 
been problematic recently in the  
context of financial instruments. 

‘Revenue is currently used as such  
a major indicator of performance  
that company management may  
want to follow this consultation  
closely and from the start so that  
they can make their views known to  
the IASB at an early stage.’
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The IASB completed the second phase 
of its business combinations project 
earlier this year, after considerable delay. 
The development of the standard has 
been controversial, and questions have 
been raised about how quickly this will 
be endorsed in the EU. The topic is 
considered critical, as business 
combinations are such a prominent 
feature of the capital markets – their 
annual value is equivalent to around 
10% of the worldwide market 
capitalisation of listed securities. 

The revised standard – IFRS 3 (revised) 
– will increase the use of fair value 
through the income statement and 
cement the ‘economic entity’ view of  
the reporting entity. The changes will 
take effect on 1 July 2009, although  
they can be adopted earlier. 

‘Investors and their advisers have a 
difficult enough job assessing how the 
activities of the acquirer and its  
acquired business will combine,’  

said IASB chairman Sir David Tweedie. 
‘But comparing financial statements  
is more difficult when acquirers are 
accounting for acquisitions in different 
ways. Now the accounting requirements 
in IFRSs and US GAAP will be 
substantially the same.’ 

However, many commentators objected 
to the IASB’s proposals. The IASB 
pressed ahead, making only limited 
changes and, for the first time, 
published a feedback statement 
summarising public comments and 
seeking to explain how they influenced 
the final standard. Commentators can 
now consider whether this statement 
adequately explains the board’s 
rationale for rejecting adverse  
comment and whether this new process 
strengthens the board’s accountability 
to stakeholders.

One of the key challenges for 
companies will be explaining a different 
and more volatile income statement to 

users of financial statements.  
Provisions in the standard that will  
affect the income statement at the time 
of acquisition and afterwards include:

Transaction costs to be expensed•	

Pre and post consolidation interests to •	
be fair valued through income

Changes in estimates of earn-out •	
payments are income or expense

Mary Dolson, leader of PwC’s  
global business combinations IFRS  
team, said: ‘Companies should look  
at their acquisition structures and  
model post-acquisition earnings  
under the new standard. They may  
want to re-consider payment structures 
to mitigate undesirable income 
statement volatility.’  

The feedback statement on IFRS 3 
(revised) is available on the IASB’s 
website www.iasb.org 
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