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Dear Board members, 
 
Invitation to comment - Exposure Draft ED/2018/2 Onerous Contracts – Cost of 
Fulfilling a Contract (Proposed amendments to IAS 37) 

Ernst & Young Global Limited, the central coordinating entity of the global EY organisation, 
welcomes the opportunity to offer its views on Exposure Draft ED/2018/2 Onerous  
Contracts – Cost of Fulfilling a Contract (Proposed amendments to IAS 37) (the ED). 

We support the Board’s efforts to specify the costs an entity includes in determining “the cost 
of fulfilling a contract” and, on balance, we agree with the proposal to define those costs as 
costs that are directly related to the contract, rather than only the incremental costs. 

The proposed amendments provide examples of costs that relate directly to a contract to 
provide goods and services. This goes some way to address the gap created by removing  
the guidance in IAS 11 Construction Contracts on the recognition of expected contract losses. 
However, following the Board’s decision to address the question more broadly to all onerous 
contracts in the scope of IAS 37 Provisions, Contingent Liabilities and Contingent Assets, as 
indicated in paragraph BC9, the amendments should include examples relevant to other types 
of onerous contract. We agree with that broader approach and do not believe there should be 
any type of “mixed model” whereby onerous contracts for the provision of goods and services 
are treated differently to other onerous contracts. 

We believe that the proposed amendments should: 

► Set out clear principles for identifying the costs that relate directly to a contract,  
rather than relying solely on the provision of examples 

► Remove the reference to “unavoidable” costs in the definition of an onerous contract 

► Explain more clearly what the Board regards as the differences between a “full cost” 
approach, as previously applied in IAS 11, and the directly related cost approach 
proposed by the Board 
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We support the Board’s decision to provide examples of costs that do, and do not, relate 
directly to the contract. However, we note that: 

► The example in paragraph 68A relates only to a contract to provide goods or services

► The new paragraphs provide very limited guidance on determining the costs that should
be excluded from an onerous contract provision

► Paragraph 68B is not fully aligned to paragraph 98 of IFRS 15 Revenue from Contracts
with Customers

► It would be appropriate for the measurement of any provision for an onerous contract for
the provision of goods and services to be consistent with the measurement of any related
asset held by the entity. Accordingly, the Board should look to other standards, such as
IAS 2 Inventories, IAS 16 Property, Plant and Equipment and IAS 38 Intangible Assets,
when considering examples of costs that should be included or excluded from an onerous
contract provision

We wish to comment on the following areas in the proposed amendments: 

► Guidance on disclosures

► Proposed transitional provisions

► The assessment of economic benefits expected to be received under the contract

We acknowledge the Board’s decision to address the question of “economic benefits” in  
a wider-scope review of other aspects of IAS 37 rather than to delay the issue of these  
narrow-scope amendments. Nevertheless, we believe that the assessment of the “economic 
benefits expected to be received” under the contract has equal importance as the costs of 
fulfilling the contract in the determination of whether a contract is onerous and has relevance 
in considering the costs to be allocated to contracts. For example, an entity could make  
a conscious decision to set the sales price for a contract with customers at a significant 
discount in anticipation of securing future orders from that customer, or an entity may have 
negotiated a contract for the purchase of goods and services at a high price, in order to 
achieve other commercial benefits such as securing continuity of supply. In these situations, 
the contract might not be regarded as onerous, despite the level of costs directly related to 
the contract. 

Our responses to the specific questions in the ED are provided in the Appendix. 

Should you wish to discuss the contents of this letter with us, please contact Leo van der Tas 
at the above address or on +44 (0)20 7951 3152.  

Yours faithfully, 
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Appendix – Response to questions 
 
Question 1 
The Board proposes to specify in paragraph 68 of IAS 37 that the cost of fulfilling a contract 
comprises the costs that relate directly to the contract (rather than only the incremental 
costs of the contract). The reasons for the Board’s decisions are explained in paragraphs 
BC16-BC28. 
 
Do you agree that paragraph 68 of IAS 37 should specify that the cost of fulfilling a contract 
comprises the costs that relate directly to the contract? If not, why not, and what alternative 
do you propose? 

We see arguments for both the directly related costs approach as well as the incremental 
costs approach, but, on balance, we would support the proposal that paragraph 68 of IAS 37 
specifies that the cost of fulfilling a contract comprises the costs that relate directly to the 
contract, rather than only the incremental costs of the contract. The directly related costs 
approach ties more closely with the guidance on measurement of historical costs of assets in 
IAS 2 and IAS 16. Also, in the context of a contract for the provision of goods and services, 
pricing decisions are more often made by reference to the entity’s direct costs or full costs, 
rather than only on an incremental cost basis (that would make no contribution to the 
recovery of other directly related costs of activities necessary to fulfill the contract). As a 
result, we believe that a directly related cost approach to determining whether contracts are 
onerous will enhance the usefulness of financial information. However, whilst we believe that 
the proposed amendments are likely to assist entities transitioning from IAS 11 to IFRS 15, 
we are concerned that the Board ensures that the revisions to IAS 37 can be understood by 
preparers and users of financial statements, and applied equally to contracts that were not 
previously scoped within IAS 11. For the avoidance of doubt, we do not believe that there 
should be a “mixed model”, whereby onerous contracts for the provision of goods and 
services are treated differently to other onerous contracts. 

We believe that the proposed amendments should: 

► Set out clear principles for identifying the costs that relate directly to a contract,  
rather than relying solely on the provision of examples 

► Remove the reference to “unavoidable” costs in the definition of an onerous contract 

► Explain more clearly what the Board regards as the differences between a “full cost” 
approach, as previously applied in IAS 11, and the directly related cost approach 
proposed by the Board 

The determination by an entity of costs that relate directly to a contract will depend on 
specific facts and circumstances. For example, in relation to contracts to provide goods or 
services, this determination will depend not only on the contractual arrangements between 
the entity and its customers, but also on the way the entity organises its production activities 
and its supply chain. A formal definition would be helpful, perhaps based on paragraph BC16 
which describes the directly related cost approach in terms of “both the incremental costs  
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of the contract and an allocation of other costs incurred on activities required to fulfil the 
contract.” A definition of costs that relate directly to the contract would also help users and 
preparers to understand how to distinguish between direct costs and those overheads that 
should be regarded as directly related to the contract, as opposed to indirect costs, shared 
costs and other overheads that should be excluded when determining whether a contract is 
onerous. 

Having decided to amend IAS 37 to require the directly related cost approach to be applied, 
instead of the incremental cost approach, we suggest that the Board removes the reference 
to “unavoidable” costs in the definition of an onerous contract. Some believe that the 
reference to “unavoidable” costs, taken together with paragraph 19 of the standard,  
which allows the recognition of only those obligations arising from past events existing 
independently of an entity’s future actions, indicates that the incremental cost approach is 
more appropriate. Whilst certain production overheads and other fixed costs can be regarded 
as “incurred on activities required to fulfil the contract”, that determination can depend on 
how an entity is organised and, in some cases, might be regarded as “sunk costs” by the time 
that a contract is considered to be onerous and, as such, should be excluded from any 
provision. The removal of the reference to “unavoidable” costs would resolve this potential 
conflict in the amended standard. 

Paragraphs BC16-BC28 summarise the Board’s deliberations in relation to two approaches  
to determining the cost of fulfilling a contract and, in doing so, allow readers to understand 
the differences between an incremental cost approach and the directly related cost approach 
proposed in the amendments to the standard. However, we note that the original submission 
to the IFRS Interpretations Committee included a third option, a “full-costs” approach, which 
was based on the requirements in paragraphs 16 to 21 of IAS 11, and would require indirect 
overheads to be included in the measurement of a loss-making contract provision. We believe 
that the reasons for rejecting this approach should be explained in the Basis for Conclusions. 
Such a discussion, together with better examples in paragraphs 68A and 68B (as discussed  
in our response to Question 2 below) would address the current lack of guidance in the 
proposed amendments in relation to the costs that should be excluded from an onerous 
contract provision determined on the basis of directly related costs. In particular, it would 
help readers understand how an entity should account for indirect overhead costs. 
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Question 2 
The Board proposes to add paragraphs 68A-68B which would list costs that do, and do not, 
relate directly to a contract. 
 
Do you have any comments on the items listed? 
 
Are there other examples that you think the Board should consider adding to those 
paragraphs? If so, please provide those examples. 
 

We support the Board’s decision to provide examples of costs that do, and do not, relate 
directly to the contract. However, we note that: 
 
► The examples in paragraph 68A relate only to a contract to provide goods or services. 

► The new paragraphs provide very limited guidance on determining the costs that should 
be excluded from an onerous contract provision. 

► Paragraph 68B is not fully aligned to paragraph 98 of IFRS 15.  

► It would be appropriate for the measurement of any provision for an onerous contract for 
the provision of goods and services to be consistent with the measurement of any related 
asset held by the entity. Accordingly, the Board should look to other standards, such as 
IAS 2, IAS 16 and IAS 38, when considering examples of costs that should be included  
or excluded from an onerous contract provision. 

The example in paragraph 68A relates only to a contract to provide goods or services.  
This goes some way to address the gap created by removing the guidance in IAS 11 on  
the recognition of expected contract losses, when it was withdrawn in favour of IFRS 15. For  
the amendment to be implemented more broadly to all contracts that are within the scope  
of IAS 37, as indicated in paragraph BC9, the Board should add examples of the costs that do, 
and do not, relate to other forms of onerous contract, such as for the purchase of goods and 
services.  

For example, in the context of an onerous contract for the purchase of materials, the amounts 
payable to the supplier would clearly constitute a cost that relates directly to the contract. 
However, it would be helpful to clarify whether government levies payable on the purchase  
of the materials, the costs of freight or costs of storing inventories would also “relate directly 
to the contract”. An example considering contracts for the purchase of goods and services 
would therefore be useful. 

We are also concerned that the new paragraphs provide very limited guidance on determining 
those costs that should be excluded from an onerous contract provision. The incremental cost 
approach has the benefit of clarity in determining those costs that should be considered for 
inclusion. However, the lack of a set of clear principles for identifying the costs that relate 
directly to a contract and a definition of directly related costs (as noted in our response to 
Question 1 above), creates a risk of significant diversity in practice as entities make their  
own judgement of those costs that do, and do not, relate directly to contracts in their specific 
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circumstances. We suggest the amendments specify items that should be excluded from the 
measurement of an onerous contract provision, to demonstrate more clearly what is meant 
by “general and administrative costs that do not relate directly to a contract”. 

Regarding the examples of costs that relate directly to a contract to provide goods or 
services, we note that the text of paragraph 68A is aligned to paragraph 97 of IFRS 15  
(as noted in paragraph BC29). However, paragraph 68B is not fully aligned to paragraph 98  
of IFRS 15, meaning that it is unclear whether a provision should include or exclude the costs  
of wasted materials, labour and other resources that were not reflected in the price of the 
contract (and would be excluded from contract costs under paragraph 98(b) of IFRS 15).  
The guidance should also clarify how entities should reflect changes to estimates of costs,  
for example, when a contract becomes onerous as a result of production or quality issues  
that arise after the price of the contract has been determined. 

In addition, we suggest that the example in paragraphs 68A(c) and 68A(d) should be clarified, 
to explain what shared costs would and would not meet the directly related criterion.  
The extent to which an entity allocated shared costs to a contract depends on how its 
activities are organised and on the number of other contracts between which the costs are 
being shared. We believe additional clarification would reduce the risk of diversity and ensure 
that future operating costs are not being provided, as prohibited by paragraph 63 of IAS 37.  
We also suggest that the Board clarifies how entities should interpret paragraph 68A(d),  
in relation to expenses chargeable to the counterparty, i.e., whether “explicit” requires the 
contract to specify the cost concerned, or whether arrangements that allow for a percentage 
recovery of overheads would also meet the criteria in paragraph 68A(d). 

We agree with the Board’s view, as expressed in paragraph BC26, that the way an entity 
determines the cost of fulfilling a contract to deliver goods and services should generally  
be consistent with the way in which it determines the cost of those goods when it holds  
them. We believe that the guidance in paragraph BC 26 should be elevated from the Basis  
for Conclusions to the body of the standard. This would better convey the intention of the 
Board regarding the basis on which costs should be included or excluded. We also note the 
references in paragraph BC25 to IAS 2, IAS 16, IAS 38 and IAS 40 (in addition to IFRS 15). 
Accordingly, we believe it would generally be appropriate to look to those other standards, 
when considering examples of costs that would be included or excluded from and onerous 
contract provision.  

For example: 

► Whether to include “a systematic allocation of fixed and variable production overheads” 
[IAS 2.12] 

► How an entity would exclude: abnormal amounts of wasted materials and labour subject 
to the comments above; storage costs; selling costs; and overheads that do not 
contribute to bringing inventories to their present location and condition [IAS 2.16] 

► Determining the need to exclude start-up costs, advertising and promotional expenses or 
staff training [IAS 16.19, IAS 38.29] 
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Question 3 
Do you have any other comments on the proposed amendments? 

We wish to comment on the following areas in the proposed amendments: 

► Guidance on disclosures 

► Proposed transitional provisions 

► The assessment of economic benefits expected to be received under the contract 

We agree with the decision of the Board not to propose any new disclosure requirements,  
as stated in paragraph BC30. However, it would be helpful if the Board were to provide 
examples of the information that an entity might disclose in relation to onerous contracts  
to meet the existing requirements of paragraph 85(b) of IAS 37 and paragraph 125 of IAS 1. 
Such disclosure could include the judgements made by the entity in determining which costs 
are, and which are not, directly related to the contract. 

The transitional provisions in paragraph 94A of the ED require an entity to apply a modified 
retrospective approach and prohibit restatement of comparative information. We do not 
agree with the conclusion in paragraph BC36 that the benefits of providing an option will 
always be limited and outweighed by the disproportionate complexity and possible loss of 
comparability across entities that such an option would introduce. We suggest that entities 
are allowed the option to restate comparative information, if they can do so without undue 
use of hindsight. 

We acknowledge the Board’s decision to address the question of “economic benefits” in  
a wider-scope review of other aspects of IAS 37, rather than to delay the issue of these 
narrow-scope amendments, which we agree will give rise to improvements to IAS 37 and 
will address the diversity in interpretation by entities. Nevertheless, we believe that the 
assessment of the “economic benefits expected to be received” under the contract has  
equal importance as the costs of fulfilling the contract in the determination of whether  
a contract is onerous and has relevance in considering the costs allocated to contracts.  
For example, an entity could make a conscious decision to set the sales price for a contract 
with customers at a significant discount in anticipation of securing future orders from that 
customer, or an entity could have negotiated a contract for the purchase of goods and 
services at a high price, in order to achieve other commercial benefits such as securing 
continuity of supply. In these situations, the contract might not be regarded as onerous, 
despite the level of costs directly related to the contract. 


