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 What is rate regulation? 

 Why address the issue? 

 Critical issues for recognition: Assets 

 Three perspectives 

 Proposal and question: Assets 

 Critical issues for recognition: Liabilities 

 Proposal and question: Liabilities 
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What is rate regulation?  

Rate regulation 

 A restriction on the setting of prices that can be 

charged to customers for services or products 

 The goal of some forms of rate regulation is to 

set ‘just and reasonable rates’, ie rates that 

charge the customer a reasonable price and 

allow the entity to earn a fair rate of return  

(2009ED) 
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Why address the issue?  

 No clear guidance on rate regulation under IFRS 

 IASB started renewed Rate-regulated Activities 

project in September 2012 

 The purpose of this paper is to assist the IASB in 

developing a discussion paper 

 Accordingly, the view of AOSSG members will be 

incorporated into a final paper for the IASB after the 

AOSSG annual meeting 
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Objective of financial reporting 

Useful information 

• If financial information is to be useful, it must be relevant and 

faithfully represent what it purports to represent (QC4) 

• Relevant financial information is capable of making a 

difference in the decisions (QC6) 

• Financial information is capable of making a difference in 

decisions if it has predictive value, confirmatory value or 

both (QC7) 

• To be a perfectly faithful representation, a depiction needs to 

be ‘complete, neutral and free from error’ (QC12) 
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Features of rate regulation 

• Generally, rates are regulated 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 the entity can charge 

– To compensate, government imposes rate regulation by setting up a 

regulatory authority and giving it the power to approve the rates 

(based on collective customers) 

• Rate regulation can affect the amount, timing and 

uncertainty of future net cash inflows to the entity 

• Variance of actual costs creates price adjustment next year 
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Types of rate regulation 

• Cost-of-service regulation was defined as:  

A form of regulation for setting an entity’s prices (rates) in which 

there is a cause-and-effect relationship between the entity’s 

specific costs and its revenues (2009 ED) 

• There is a global trend to move away from ‘pure’ cost-of-

service regulation and increase the use of incentive-based 

mechanisms 

• Many types of rate regulation involve ‘hybrid’ mechanisms 

that use a combination of cost-of-service tools and incentive-

based tools  
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Revenue 

Cost 

Profit 

Variance  20 = 120 – 100 

Year 1 Estimate Year 1 Actual 

110 

100 

  10 

  

Revenue 

Cost 

Profit 

110 

120 

(10) 

  

P1= (Cost + Margin) /Q 

    =(100+10)/100  

    = 1.1 

Q1= 100 

P2= 1.1 

Q2= 100 

Mechanism of rate regulation 
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Revenue 

Cost 

Profit 

Year 1 Actual Year 2 Estimate 

110 

120 

(10) 

Revenue 

Cost 

Profit 

150 

120 

  30 

  

 

 

P1= 1.1 

Q1= 100 

(Assume Year 1’s actual cost stays 

the same in Year 2) 

P2= (Cost + Margin) /Q + Variance /Q 

    = (120+10)/100 + 20/100 

    = 1.3 + 0.2 

    = 1.5 

Q2= 100 

Mechanism of rate regulation (cont’d)  
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Developing a recognition model 

• Rate regulation has a variety of forms. It may be time-

consuming and inefficient to develop guidance for every rate 

regulation scheme 

 

• Instead, there is a need to develop the principles generally 

applied for rate regulated activities 

 

• This report purports to provide some insight for developing a 

possible basis for recognition of regulatory assets and 

liabilities 
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Critical issues for recognition 

Meeting the definition of asset? (2009ED) 

• 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 (Framework 4.4) 

View 1 View 2 

•Control over the future economic 

benefits exists even in the absence 

of legal control 
 

•Access to a resource and ability to 

limit others’ access to the resource  
 

•Right to collect from customers. 

Regulator monitors the cash flows 

arising from transactions with the 

collective customers 

•Cannot control over whether the 

customers will use the service  

•Cannot demand payment of any 

deferred cost until an actual 

transaction occurs in the future 

period  

•No justification to presume that the 

customers as a group will use a 

given level of service at a given 

price in the future  
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Critical issues for recognition (cont’d) 

Proposed view on ‘resource’ 

• The entity has the right to future cash flows (to 

recover actual costs) 

 

• Not reasonable to expect collective customers to 

avoid using the service at the rate in year 2, although 

individual customers could use other services 
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Critical issues for recognition (cont’d)  

Proposed view on ‘past event’ 

• View 1: Year 2’s selling, which denies recognition of a 

regulatory asset (cost expensing perspective) 

 

• View 2: Incurrence of costs under rate regulation, which gives 

rise to the right to recover the costs or the revenues (cost 

deferral perspective) 

 

• View 3: Year 1’s selling, which gives rise to the right to collect 

the costs or the revenues (revenue recognition perspective) 
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 Critical issues for recognition (cont’d) 

Proposed view on ‘control’ 

• View 1: The entity under rate regulation has no control over 

collectability of excess costs. The regulator has the ‘control’ 

– Control is the ability to direct the use of and obtain substantially 

all of the remaining benefits from the asset (Revenue 

recognition ED) 

 

• View 2: The customers collectively cannot avoid the payment. 

– Whether the customers will use the service is a matter of 

measurement, rather than definition or recognition 

– The definition of asset does not require that inflows of economic 

benefits should be expected (2013DP) 
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Critical issues for recognition (cont’d)   

Proposed view on the notion of ‘collective customers’ (View 2 & 3)  

• Regulator monitors the cash flows arising from transactions and 

establishes the rate, based on collective customers 

• Regulation itself creates a quasi-contract (implied-in-scheme 

contract) between the entity and collective customers 

• The entity has an obligation to  provide the service to (a right to 

charge) collective customers, although it may not have the 

obligation to individual customers 

• Under the scheme, regulatory assets will be measured on the 

basis of collective customers 
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Critical issues for recognition  (cont’d) 

Proposed recognition criteria (View 2)  

• Present ability to direct the use of the economic resource so as 

to obtain the economic benefits that from it (DP Framework) 

• The present right to charge collective customers for the expected 

future usage of the service 

• The past event is incurrence of collectible costs under rate 

regulation, which gives rise to the right to collect the costs or the 

revenues 

• It is probable that the future economic benefits will flow to the entity 

and the asset has a cost or value that can be measured reliably 

(Framework 4.44) 
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Three perspectives 

View 1: Cost expensing perspective 

• When the recognition criteria of an asset is not met  

 

View 2: Cost deferral perspective 

• When the recognition criteria of a deferred cost/asset is met  

• But the recognition criteria of a revenue/receivable is not 
met 

 

View 3: Revenue recognition perspective 

• When the recognition criteria of a revenue/receivable is met 
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Cost expensing perspective 

No assets recognized 

• The entity does not control the economic resource 

and does not control the customers 

 

• No past event that triggers recognition of an asset 

occurred  

 

• The entity has no right to recover the full amount of 

their approved return 
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Cost deferral perspective 

Intangible asset or deferred regulatory asset 

• An intangible asset is an identifiable non-monetary asset 

without physical substance 

• Regulatory deferred costs are not an intangible asset in 

many cases because they are monetary in nature 

• The right to charge customers for the expected future usage 

of the service is sufficient for the entity to recognize an asset  

(BC of IFRIC 12)  

• Unconditional right to receive future revenues from customers 

is not necessary 

• Rate regulation could create a right to recover specific 

previously-incurred costs and to earn a specified return 
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Cost deferral perspective (cont’d) 

Intangible asset or deferred regulatory asset 

• The related costs will be transferred to the intangible asset 

or deferred regulatory asset (Internally generated intangible 

asset in IAS 38) 

• Established customer relationships recognized in business 

combinations (IAS 38) 

– An entity having the intangible assets is unable to force 

customers to do business with the entity, but once the 

customers do, future cash flows flow to the entity 

• Economic resource(asset) is different from the resulting 

inflows of economic benefits  
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Revenue recognition perspective 

Receivables 

• In some schemes, there is a quasi-contract (implied-in-

scheme contract), in addition to individual contracts, between 

contractual parties 

– For example, a monopoly wholesaler has long-term 

contracts with certain individual retailers, simultaneously 

subject to a regulatory scheme (implied-in-scheme contract) 

– Under the scheme, the regulator could be deemed to act 

on behalf of the individual customers 

– Due to the monopolistic nature, it is very unlikely that the 

customers will seek alternative services 
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Revenue recognition perspective (cont’d) 

Receivables 

• The specific amount calculated by a pre-determined formula 

under the regulatory scheme will be charged to the certain 

customers collectively by reflecting it in the next year’s price 

• The customers collectively cannot avoid the payment. It is very 

unlikely for a customer to leave the market to avoid the payment 

next year 

• The entity has a right to collect the consideration by the terms 

(implied-in-scheme contract) 

• The contractual terms in effect are designed only to facilitate 

collection of deferred consideration rather than asking future sales 

as an additional performance obligation  
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Revenue recognition perspective  (cont’d) 

Receivables 

• One remaining issue is whether the right is conditional, 

contingent on next year’s selling 

• However, the right is substantially unconditional, because 

the specific amount is the consideration of year 1’s 

performance and not directly related to year 2’s performance 

obligation (settlement condition) 

• In this case, the past event for revenue recognition is year 1’s 

selling 
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Revenue recognition perspective (cont’d)  

Receivables 

• In rare circumstances, the regulator may direct that specific 

amounts be paid to or recovered from specific customers. 

In that case, the definition of a financial instrument, i.e., a 

receivable, would be satisfied (BC 2009ED) 
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 Revenue recognition perspective (cont’d) 

Receivables 

• It is presumed that an entity subject to rate regulation is 

considered to have a contractual right to receive cash or 

another financial asset from another entity according to  

IAS 32.11(c) based on the following characteristics: 

– Regulations that bind the entity and customers as a 

whole (contracts) 

– Not easy alternative services 

– Entity’s right to collect the consideration 
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•Able to direct the use 

•Present right to charge 

•Probable and 

measured reliably  

•Quasi-contract exists 

•Identified customers 

•Specific amount  

•Able to direct the use 

•Present right to charge 

•Probable and 

measured reliably  

•Identifiable 

•Non-monetary 

•Able to direct the use 

•Present right to charge 

•Probable and 

measured reliably  

Receivables/Revenue Intangible assets/Costs Deferred costs/Costs 

View3:                     

Revenue recognition 

Disclosure 

only 

View 2: 

Cost deferral 

View 1: 

Expensing 

A multiple recognition model 
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Proposal and Question 

• Need to develop general principles, rather than guidance 

for various regulatory types 

• Cost expensing, cost deferral or revenue recognition 

perspective 

• A multiple recognition models  to cover different types of 

rate regulation schemes 

Question to the AOSSG members 

Do you agree that multiple recognition models need to be 

developed to cover different types of rate regulation 

schemes? 
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Discussions on regulatory liabilities 

2009 ED  

• Definition: an entity’s obligation to refund previously 

collected income and to pay a specified return by decreasing 

rates in future periods as a result of the actual or expected 

actions of its regulators  

• ED requires entity subject to rate-regulation to recognize 

a liability if the regulator requires it to refund preciously 

collected amounts and to earn a specified return on its 

regulated activities by adjusting the prices 

IASB staff in 2010  

• The regulatory liabilities do not meet the definition of a 

financial liability or a provision 
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Critical issues for recognition: Liabilities  

Proposed view on the notion of ‘obligation’ 

• Obligation to transfer an economic resource may result in an 

entity paying cash (…) on  the occurrence of a future event 

that is outside the entity’s control (DP Conceptual Framework) 

• Rate regulation makes an obligation when considering the 

pricing mechanism which is designed to adjust the amount of 

money a company received over actual costs or guaranteed 

revenues by reducing the future sales price 

– Financial liabilities (IAS 32) 

– Onerous contract (IAS 37) 
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Critical issues for recognition: Liabilities (cont’d)  

Proposed view on the notion of ‘past event’ 

• Should be considered from the perspective of collective 

customers not from the perspective of individual customers 

 

• The amount the entity should refund is determined from sales 

transactions already incurred in the previous period 
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Proposed view on the notion of ‘present obligation’ 

View 1: Arisen from past events and be strictly unconditional  

 No present obligation when an entity may decide not to continue 

the operation 
 

View 2: Arisen from past events and be practically unconditional  

 Present obligation when an entity has not the practical abilities to 

cease operation 
 

View 3: Arisen from past events but may be conditional on the 

entity’s future actions 

 Present obligation when an entities has received the resource or 

conducted the activities 

Critical issues for recognition: Liabilities (cont’d)   
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Question to the AOSSG members 

Do you agree with the proposal that the regulated entity 

has a present obligation? 
 

If you do not agree, what types of rate regulation might be 

in your jurisdictions? 

Proposal and Question  

• Even though the entity may avoid the obligation in theory, if it 

is not practical, the entity has a present obligation (View 2) 

• It is not necessary for the obligation to be unconditional, and 

the past event is sufficient to create a present obligation 

(View 3) 
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THANK YOU 
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