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Abstract 

 

This paper aims at singling out, among the possible accounting methodologies of 

swing (take-or-pay) contracts for the sale and purchase of commodities in IAS/IFRS balance 

sheets, the one which best comply with the principle of faithful representation. To this end, 

first of all the standard contents of the contracts at stake will be identified, based on those 

usually recurring in corporate practice. Then, it will be ascertained whether such contracts 

subtend an industrial use exclusively, so that the relevant transaction has to be accounted as a 

normal purchase/sale, or whether the relevant party is implementing financial trading 

strategies, as in such hypothesis the swing contract must be accounted as a financial 

instrument according to IFRS 9/IAS 39 “Financial Instruments”. 

 

Introduction and Objectives 

 
Contracts containing a swing provision (so called variable base-load factor, or also 

take-or-pay contracts) are long term agreements for the supply of goods/services which 

oblige the purchaser to pay, for each year of duration, the price of a pre-determined minimum 

quantity of the output which is the subject-matter of the purchase, also whether the purchaser 

should not withdraw it (irrespective of being the failure to withdraw attributable or not to the 

purchaser). In other words, a contractual provision of take-or-pay corresponds to a long term 

agreement where the purchaser undertakes, for each year, alternatively to: (1) take a 

minimum output as specified in the contract, and, at the same time, pay the corresponding 

price (agreed according to a specific contract); or (2) pay the price of the said minimum 

contractualised output but without taking it. 

Such clause is usually used in long term contracts for the sale and purchase of 

commodities, and in particular of energy commodities (specifically crude oil, petrol by-

products, gas and electrical energy). Indeed, traditionally such provision has a warranty 

purpose, together with the long term feature of the supply agreements, of the high long term 

investments made by the seller in productive power and freight. In connection with the 

considerable costs to build up the plants (power stations, plants to refine crude oil, pipeline, 

gas pipeline, plants to extract raw materials, etc.), in order to produce/extract or transport the 

sold commodities, the seller must be sure to realize, for each year of duration of the contract, 

a minimum flow of profits and cash-flows independently from the quantity of output which is 

effectively sold, in order to cover the amortisation of the said structural costs and repay the 

financial indebtedness, if any, incurred to finance the said investments. The take-or-pay 

provision, therefore, is a real risk allocation mechanism aiming at limiting the potential 

financial benefits of the buyer, who would benefit – otherwise - indirectly of the investments 

made by the seller, to obtain at the end almost the sharing of the said investmnent risks 

between the parties. 



 

The lack of specific provisions in the International Financial Reporting 

Standards/International Accounting Standards (IAS/IFRS) as well as in accounting literature 

relating to the accounting of swing contracts, together with the considerable complex legal 

structure of such sale and purchase agreements, in the author’s opininon leaves a degree of 

uncertainty in determining the most appropriate modalities to account the supply transactions 

at stake in the balance sheets of each contracting party in order to comply with the principle 

of faithful representation of business transactions specified in paragraphs QC 12-16 of the 

Conceptual Framework (which represents the guideline for the whole IAS/IFRS accounting 

model - Barth, Landsman, & Lang, 2008), and consequently with the “substance over form” 

principle. 

The aim of this paper, therefore, is to single out, among the possible accounting 

methodologies of swing (take-or-pay) contracts for the sale and purchase of commodities in 

IAS/IFRS balance sheets, the one which best comply with the principle of faithful 

representation, if necessary lifting the “veil” of the legal form of the contract in favour of the 

economic substance of the transaction. To this end, it shall be ascertained whether the 

contractual commodity is bought/sold for an industrial use exclusively, with the relevant 

transaction to be accounted as a normal purchase/sale, or if the parties are implementing 

financial trading strategies, as in such hypothesis, the swing contract has to be accounted as a 

financial instrument according to IFRS 9/IAS 39 “Financial Instruments” (the final version of 

IFRS 9 has been issued by IASB on July 2014, and the new effective date has been set on 1 

January 2018. In any case, it has to be noted that those provisions of IFRS 9 - chapter 2 

“Scope” - which are going to be analyzed in this article are entirely taken, with no changes, 

from chapter 2 “Scope” of IAS 39. 

Such theoretical-accounting analysis shall be made on the basis, and within the limits, 

of some standard features which specifically qualify swing contracts, given the fact that in the 

business practice the parties’ freedom to determine the content of the contract could lead to 

exceptions to the typical features and radically change contents and scope (in such 

circumstances, therefore, an accurate analysis of the contract effectively in place between the 

parties shall be made in addition to the said general analysis). Obviously, the presence of the 

take-or-pay clause is a necessary and unmodifiable feature of the contracts at stake to the 

point they derives their name therefrom. 

This paper is divided into sections. The next section contains a literature review about 

the topic at stake. In the third section the study objectives are illustrated analitically. In the 

third section, the standard content characterising the contracts at stake and frequently 

recurring in business practice will be singled out (it being understood that the parties’ 

freedom to agrr upon the content may deviate more or less widely from such standard form). 

In the fourth section, the conditions will be discussed under which a swing contract for the 

the sale and purchase of energy commodities may underlie a derivative financial instrument, 

therefore requiring the applicability of the provisions of IFRS 9/IAS 39 to the agreement. The 

fifth section reports some final considerations on the topic at stake. 

 

Literature overview 

 
The topic of the accountability of swing contracts for the sale/purchase of 

commodities in IAS/IFRS balance sheet has not yet been researched by business scholars nor 

the International Accounting Standard Board (IASB) has issued specific interpretations 

and/or accounting standards in this specific respect so far. On the other hand, there is an 

extensive literature on partially related items of the topic at stake. 

With respect to the formal structure of swing contracts and their price structure, the 

analyses carried out so far have defined their qualifying content (Polo & Scarpa, 2013; 



 

Angus, Kavali & Neuhoff, 2008; Holland & Ashley, 2008; Webb, 1991; Medina, McKenzie 

& Daniel, 1986) and the mechanics to calculate the pricing structure of the take-or-pay clause 

(Edoli, Fiorenzani, Ravelli & Vargiolu, 2013; Keppo, 2004; Kaiser & Tumma, 2004; Jaillet, 

Ronn & Tompaidis, 2004), as well as the mechanisms to determine production and 

transportation costs of energy commodities (Inderfurth & Kelle, 2011; Kleindorfer & Wu, 

2003; Deng, Johnson, & Sogomonian, 2001; D’Souza & Jacob, 2001; Saussier, 1999) and the 

mechanics to calculate prices of such goods on the spot and futures markets, paying attention 

in particular to the evaluation of options and futures and swap contracts (Cartea & Villaplana, 

2008; Hortacsu & Puller, 2008; Woo, Olson, & Orans, 2004; Longstaff & Wang, 2004). 

Some researchers (Celli, 2013; Woo, Horowitz, Horjj, Orans & Zarnikau, 2012; 

Bleveans, 2000) and practitioners (International Energy Accounting Forum - IEAF) have 

drawn up a series of studies and application guidance aiming at supplementing and 

interpreting the limited and general provisions set out by IFRS 9/IAS 39 on the accounting of 

long term sale and purchase contracts of electrical energy (the so-called capacity contracts 

and/or tolling agreements). Such contract, notwithstanding they are substantially different 

from those at stake, have several common points, therefore may be taken partially as 

reference in this analysis. 

 

Characteristics of Swing contracts for the sale/purchase of commodities 

 

As anticipated in the introduction, the base-feature of a swing contract is the 

obligation of the purchaser to pay, for each of duration, the price of a pre-determined 

minimum quantity of the output which is the subject-matter of the purchase, also whether the 

purchaser should not withdraw it (irrespective of being the failure to withdraw attributable or 

not to the purchaser). Moreover, such purchase obligation, which aims – as said above – at 

protecting the periodic expectations of profits of the seller, is part of a wider sale and 

purchase agreement of goods on a long term basis: with respect to such contracts the parties 

must determine, in addition to the characteristics of the take-or-pay clause (which is being 

analysed herebelow), also the additional mandatory provisions, such as the quantity of yearly 

output supply, the modalities to determine the price, places and modalities of delivery of the 

goods, etc. 

Therefore, having been stated that the contents of a swing contract for the 

sale/purchase of commodities are undoubtedly linked to the contracting parties’ arrangements 

and that the presence of the take-or-pay clause is strictly necessary to qualify as such the 

contracts at stake, a significant part of scholars (Glachant & Hallack, 2009; O’Neill, 2009; 

Creti & Villeneuve, 2004; Medina, 1991; Masten & Crocker, 1985) and the legal practice in 

this sector (Rogers & White, 2013; Polkinghorne, 2013; Ross & Zhu, 2008; Avery, Brown, 

Rosenkranz & Wood, 1992) have identified the following features as significant in order to 

qualify and define a standard form for the contracts at stake (specifically, the features of the 

take-or-pay clause and of the other provisions linked to such clause). 

Duration. Usually, they are long-term contracts with a duration approaching, most of 

the time, the relevant production plant(s)’s lifetime. 

Take or pay percentage. Generally, the take-or-pay commitment (i.e. top-quantity) is 

calculated as a percentage of the quantity of output to be sold ex-contractu for each year, 

under ordinary management activities (the higher is such percentage, the bigger is the cash 

flow guaranteed to the seller). The difference between the quantity actually taken by the 

buyer during the year and the corresponding top-quantity will form the basis of a deficiency 

quantity for which the buyer becomes obligated to make a take-or-pay payment to the seller 

at the end of that year. Often, the top-quantity is not fixed but is adjusted to oppose to facts 

occurred during the year and depending or not on the parties’ will (the take-or-pay percentage 



 

normally applied to the natural gas supply agreements, for instance, varies from 75% to 95% 

of the yearly output under the contract). 

Adjustments. As already said above, such feature involves facts and circumstances set 

out in the contract that, if they occur, may result in a reduction of the top-quantity. Such 

adjustments may be caused by: (a) the seller did not made available for delivery the relevant 

products either for reasons due to the same seller or to force majeure events; (b) the buyer 

refused the products delivered by the seller as non-compliant with the quality standards set 

out in the contract; (c) the buyer cannot withdraw the products due to force majeure. 

Periodicity. The frequency of application (monthly, quarterly or yearly) defines the 

periodicity of the imposition of the swing obligation on the buyer. Longer periods provide 

additional flexibility to the buyer and, therefore, less warranty for the seller. 

Make-up clause. This provision gives the buyer the possibility to withdraw the 

quantity of output subject to the take-or-pay mechanism (therefore output already paid, but 

not yet withdraw by the buyer) also in years subsequent to the reference one, without any 

penalty. Furthermore, such make-up can be applied only after the buyer has first taken the top 

quantity for that year; this preserves the seller’s assured annual revenue stream. Usually, such 

right has to be exercised within a given deadline, under penalty of forfeiture. 

Carry forward clause. This provision is opposite to the aforementioned make-up 

clause and allows the buyer, with respect to each year, to withdraw a quantity of products 

higher than the amount agreed in the contract, given the possibility to offset the amount in 

excess with smaller quantities to be withdrawn in the following years (including with respect 

to what is agreed upon in the take-or-pay clause). 

Delivery placements. The places where the output must be delivered are listed out 

expressly and may be located at the seller’s or buyer’s premises; trading/market hubs may be 

also specified in the agreement as delivery locations. 

Pricing structure. The agreement may provide that the price shall be agreed upon at 

the time the take-or-pay obligation must be fulfilled, and remains the same for the entire 

duration of the agreement (i.e. strike price, proportional to the amount of commodity 

purchased), or it may allow for a partial or full adjustment, should the prevailing price be 

different at the time the product/service is actually taken. The contract thus provides for some 

protection against the day-to-day price fluctuations from inception to expiration of the 

contract. Protection is full if the strike price agreed upon is fixed when entering into the 

contract; protection is only partial, if the strike price is linked to the value of the spot price at 

the beginning of such period. Alternatively, it may provide for a two-stage payment: a certain 

percentage at the time of payment and the rest at the time of taking. 

 

The accounting of swing contracts for the sale/purchase of commodities 

 
As highlighted in the previous section, the content of a swing contract is undoubtedly 

linked to the contracting parties’ arrangements, which could amend and supplement the 

standard form in a more or less significant way. Consequently, it is necessary to evaluate, on 

a case by case basis, if and when a certain amount of commodity is bought/sold for an 

industrial use exclusively, with the relevant transaction to be accounted as a normal 

purchase/sale in the balance sheet, or whether the relevant party is implementing financial 

trading strategies, as in such hypothesis, the take-or-pay contract is to be accounted as a 

financial instrument according to IFRS 9/IAS 39 “Financial Instruments”. 

However, in author’s opinion it is clear that the standard contents analysed above (in 

particular the irremisssible take-or-pay clause which qualifies the contract at stake) are 

potentially suitable to support trading strategies and not only industrial purposes, with 

reference to a transaction for the sale and purchase of energy commodities. Specifically, the 



 

standard content of a swing contract for the sale of energy commodities fully satisfies the 

objective conditions to apply IAS 39/IFRS 9 (paragraph 6, chapter “Scope”), according to 

which (literally):  

1) “The item to be sold/purchased is readily convertible to cash; 

2) The arrangements allow the parties to settle each contractual obligation on a differential 

basis through a spread in cash or another financial instrument, therefore without physical 

delivery of the good subject matter of the contract (the so-called net settlement); 

3) Even if the possibility to settle it in cash or another financial instrument, or by exchanging 

financial instruments, is not clearly stated in the contract, there is a solid business past-

practice of net setting similar contracts in cash or through another financial instrument or 

by executing offsetting contracts with arbitrage scope; 

4) There is a solid past business practice of the purchaser to receive the physical delivery of 

the goods by the supplier and sell it on the market within a short period of time after 

delivery, for the purpose of obtaining a profit from short-term fluctuations in price”. 

With specific reference to the first two conditions, which must be considered decisive 

for the purposes of this theoretical-accounting analysis (conditions under items 3 and 4, 

instead, have a residual importance, as they refer to past commercial practices effectively 

applied by the contracting parties and therefore require to be analysed on a case by case basis 

in order to verify their existence), the readily convertible to cash condition is always met 

given the fact that the commodities in general, and energy commodities in particular, satisfy 

the requirements set out in this respect by the United States Generally Accepted Accounting 

Principles (US GAAP) at paragraphs 10-20 of ASC 815 (ex SFAS 133) Accounting for 

derivative instruments and hedging activities, in order for a good to be come readily 

convertible to cash: 

a) Fungibility, that is, the goods (as well as a contract for the sale and purchase of goods) can 

be substituted perfectly by other goods of the same product category, given the fact that 

there is no prominent qualitative difference; 

b) Negotiability in an active market, i.e., a domestic and/or international regulated market in 

which traded assets are homogeneous, the prices for spot and future contracts can be 

readily inferred from a public price list and are made on the basis of regular transactions 

(IAS 36, paragraph 6); 

c) Insignificant transaction fees (not more than 10% of the value ex contractu of the 

transaction – IEAF, 2005) to be borne in order to convert the goods in cash. 

Moreover, also the aforementioned objective condition No. 2 (i.e. the arrangements 

allow the parties to have a net settlement of each contractual obligation) is always matched in 

a swing contract. Such feature, indeed, cannot be considered a standard element or, however, 

merely recurring in the kind of contracts at stake, and therefore as such modifiable by the 

contracting parties’ arrangements, given that - if it is not present or it is modified at the point 

to change radically the purposes analysed in section 3 of this paper the contract can no longer 

be qualified as a swing contract. In other words, the possibility to settle each contractual 

obligation through a spread in cash or another financial instrument, therefore without 

physical delivery of the good subject matter of the contract, not only must be clearly stated in 

the contract but is also the essence of a take-or-pay contract. 

Furthermore, the fact that the standard content of a swing contract for the sale and 

purchase of commodities always matches the aforementioned objective conditions No. 1 and 

2 to apply IAS 39/IFRS 9, it is not an irrefutable evidence that such agreement is in practice 

entered into for a trading purpose and not for an industrial one, thus being a necessary 

requirement but not a condition sufficient to account at fair value the agreement at stake. For 

such purpose it is necessary to verify, case by case, if and to which extent such contract 

fulfils le two subjective conditions of paragraph 5, chapter “Scope”, of IFRS 9/IAS 39, which 



 

exempt from the application of IAS 39/IFRS 9 provisions to the agreement (notwithstanding 

the occurrence of the said objective conditions): 

1) The effective will of the contracting parties to have the physical delivery of the contractual 

output rather than having the net settlement of the agreement. On this purpose, any actual 

management’s purpose (as supported by formal plans) should be verified, above all, by a 

backward analysis, to ascertain the absence of a past practice of net settlement of similar 

contracts (therefore recalling the objective conditions No. 3 and 4 for the application of 

IAS 39/IFRS 9, which were referred to above) by cash or other financial instruments, or 

by entering into offsetting contracts with arbitrage scope. Otherwise the intention of the 

management to deliver/withdraw physically the contractual output could not be considered 

as “reliable”; 

2) The effective intention of the contracting parties to have a physical settlement of the 

contract, adjusting the quantities of output to be exchanged to the effective purchase, sale, 

or use needs of each party (the so-called own-use exemption). In the author’s view, the 

contracting parties should manage the variability between needs and undertakings, and, 

accordingly, adapt the strictness of the subjective condition for exemption at stake to the 

normal needs of balancing demand and offer, by applying “optimization” strategies in 

order to adjust, through partial settlement agreements or offsetting contracts (current 

international practice sets a range of volumes within 20% - IEAF, 2005), the quantities of 

output initially agreed to the changed needs of purchase/sale, without liquidation (Teixeira 

Lopes, 2007; Celli, 2013). 

 

Conclusions 
 

The aim of this paper was to single out, among the possible accounting methodologies 

of swing (take-or-pay) contracts for the sale and purchase of commodities in IAS/IFRS 

balance sheets, the one which best comply with the principle of faithful representation, if 

necessary lifting the “veil” of the legal form of the contract in favour of the economic 

substance of the transaction. To this end, it has been ascertained whether a swing contract for 

the sale/purchase of a certain amount of a commodity has been set for industrial purposes 

exclusively, so that the relevant transaction has to be accounted as a normal purchase/sale, or 

wheter the relevant party is implementing financial trading strategies, as in such hypothesis, 

the swing contract is to be accounted as a financial instrument according to IFRS 9/IAS 39 

“Financial Instruments”. Such theoretical-accounting analysis has been made on the basis, 

and within the limits, of some standard features usually recurring in corporate practice 

(pointed out in section 3 of this paper) and which specifically qualify the swing contracts at 

stake. 

It has therefore demonstrated that swing contracts for the sale/purchase of 

commodities, due to the take-or-pay clause, are potentially suitable to support trading 

strategies and not only industrial purposes, given the fact that they fully satisfy the objective 

conditions to apply IFRS 9/IAS 39 (paragraph 6, chapter “Scope”, points 1) and 2). 

Therefore, the contracts at stake should be accounted in the balance sheet in the same way as 

derivative financial instruments, unless there are the subjective conditions to be exempted 

from the application of IFRS 9/IAS 39 (paragraph 5, chapter “Scope”). 

Obviously, as remarked above, the aforementioned standard form is only one of the 

possible contractual models of a swing contract for the purchase/sale of commodities (even if 

it is very used in business practice). Therefore taking into account that the parties are free to 

agree upon more or less significant exceptions, amendments and supplements which may also 

change radically the said typical contents and scope (with the sole exception of the take or 

pay clause, which remains a fundamental requirement of the contracts at stake), in addition to 



 

the said general analysis it is necessary to evaluate case-by-case if, and eventually to which 

extent, the contract for the purchase/sale of commodities actually falls within the scope of 

application of IFRS 9/IAS 39 or is a normal purchase/sale. 

In any circumstance, we highlight that considering a swing contract for the 

sale/purchase of commodities in the same way as financial instrument or as a normal 

purchase/sale is not just a purely formal matter relating to the process of drafting a balanche 

sheet under IAS/IFRS, rather it has an impact, potentially very significant, on the economic-

financial results of the entities involved in the transaction and on the quantitative 

representation of the relevant assets. Therefore, it would be advisable that the competent 

international accounting bodies give their opinion on the matter discussed in this article, also 

– if needed – supplementing the existing standards or issuing appropriate explanatory 

documents (Ifric) on such standards. In particular, in the author’s opinion it is necessary that 

IASB formally represents the contants that specifically qualify the sale and purchase 

contracts at stake (in addition, of course, to the needed take-or-pay clause), the occurrence of 

which would require to account them, with no doubt, in compliance with the principles of 

IFRS 9/IAS 39 “Financial Instruments” rather than as a normal purchase/sale. 

 

Further research 
 

Further studies will be required to verify empirically:  

• The characteristics of contracts of purchase/sale effectively stipulated by EU companies 

quoted in market regulated, that are seller/buyer of relevant quantities of energy 

commodities; 

• If these companies account such contracts in the correct way in the balance sheets 

accordingly to the specific characteristics of each contract (so if they are really compliant 

to the principle of faithful representation of business transactions). 
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