Revision 1 – Revenue Recognition
I.
Summary

1.1
This Standard covers the following areas:

(a)
sale of goods

(b)
rendering of services

(c)
interest, royalties and dividends

1.2
Revenue – is defined as the gross inflow of economic benefits during the period arising in the course of the ordinary activities of an enterprise when those inflows result in increases in equity, other than increases relating to contributions from equity participants.

1.3
Recognition:
(a)
Sale of goods
(i)
the enterprise has transferred to the buyer the significant risks and rewards of ownership of the goods;

(ii)
the enterprise retains neither continuing managerial involvement to the degree usually associated with ownership nor effective control over the goods sold;

(iii)
the amount of revenue can be measured reliably;

(iv)
it is probably that the economic benefits associated with the transaction will flow to the enterprise; and

(v)
the costs incurred or to be incurred in respect of the transaction can be measured reliably.
(b)
Rendering of services

(i)
the amount of revenue can be measure reliably;

(ii)
it is probable that the economic benefits associated with the transaction will flow to the enterprise;

(iii)
the stage of completion of the transaction at the balance sheet date can be measured reliably; and

(iv)
the costs incurred for the transaction and the costs to complete the transaction can be measured reliably.
1.4
Measurement – 
(a)
General measurement: at the fair value of the consideration received or receivable.
(b)
For rendering of services:

· Percentage of completion method, e.g construction

· Straight line basis, e.g. fitness club’s membership fees

· Completed performance method, e.g. moving company
1.5
Examples from Standard:
(a)
Sale of goods – refer to Notes, point 5.4

(b)
Rendering of services – refer to Notes, point 6.7

1.6
Interests – recognized by using effective interest method.
1.7
Royalties – recognized on accrual basis.

1.8
Dividend – recognized when the shareholder’s right to receive payment is established.

II.
Examination Style Questions

Question 1

(a)
In accordance with HKAS 18 “Revenue”,

(i)
define “revenue”, and
(2 marks)

(ii)
explain how revenue should be measured when goods are sold in exchange for dissimilar goods.
(3 marks)

(b)
In accordance with HKAS 18 “Revenue”, discuss when and how revenue should be recognized in the following transactions.

(i)
Best Advice Ltd is a consulting firm that has received a two-year engagement from a client. The company will assign differing numbers of personnel to the project depending on the project’s needs and the availability of personnel. The company makes periodic billings based on the hours worked by the personnel, plus 20% profit.
(4 marks)

(ii)
The Far Lost Health Club has two types of memberships: one-year and two-year. Each type of membership requires an initial fee as well as monthly fees for unlimited use of the club’s facilities.
(4 marks)

(iii)
Francisco Ltd owns 80% and 20% of the equity shareholdings in Fed Ltd and Ted Ltd respectively. All three companies are unlisted and their accounting year ends 31 December. On 1 April 2001 and 15 April 2001, final dividends in respect of the year ended 31 December 2000 were declared and approved at the general meetings of Fed Ltd and Ted Ltd respectively.
(4 marks)



(Adapted HKAAT Paper 7 Financial Accounting II December 2001 Q6)

Question 2

HKAS 18 “Revenue” requires revenue to be recognised when it is probable that future economic benefits will flow to the enterprise and these benefits can be measured reliably. You are the accountant of AT Limited. Your junior asks you to explain the accounting treatments, according to the requirements of HKAS 18, of the following two transactions:

(i)
On 1 January 2004, AT Limited sold a machine for $600,000 on installment sales. Proceeds are received in 3 equal installments, payable in advance. The market interest rate at time of the sale was 12% per annum.

(ii)
AT Limited owns the right to a retail shop franchise. On 1 January 2004 it sold the right to open a new outlet to Mr Lee; the franchise is for three years. AT Limited received an initial fee of $210,000 on 1 January 2004. An instalment payment of $25,000 per annum is receivable in advance for a period of three years starting from 1 January 2004. AT Limited has to provide continuing services – including marketing, product sourcing and market research – to Mr Lee in accordance with the franchise agreement.

Required:
(a)
In accordance with HKAS 18 “Revenue”, explain when and how to recognize revenue from the following categories:

(i)
rendering of services; and
(6 marks)

(ii)
sale of goods.
(6 marks)

(b)
Prepare journal entries to record the installment sales transactions from 2004 to 2006. (Show your workings).

	Present value interest factor of $1 at 12% for n periods

	Period (n)
	Discount factor at 12%

	1
	0.893

	2
	0.797

	3
	0.712




(7 marks)

(c)
Prepare journal entries to record the revenue earned from the franchise in 2004 and 2005.



(6 marks)



(Total 25 marks)



(Adapted HKAAT Paper 7 Advanced Accounting June 2004 Q.C1)

Question 3
Bestwork Limited, which is an entertainment programme producer and distributor, has the following transactions occurred during the year ended 30 September 2005:

(1)
Bestwork Limited entered into a franchise agreement with Line Limited and sold the right of a franchise to Line Limited for a period of 4 years on 1 October 2004. Bestwork Limited received an initial fee of $160,000 on 1 October 2004 and $50,000 per year thereafter for a period of 4 years. Bestwork Limited provides continuing supporting services, including an advertising and sales campaign, product sourcing and market research to Line Limited in accordance with the terms of agreement.

(2)
Bestwork Limited entered into a non-cancellable agreement with a file distributor on 1 June 2005. The agreement involved the granting of rights to exhibit a motion picture film in markets; however, Bestwork Limited had no control over the distributor and expected to receive no further revenue from the box office receipts. In return, Bestwork Limited would receive a lump sum of $500,000 under his agreement.

(3)
On 1 February 2005, Bestwork Limited received total subscriptions in advance of $252,000. The subscriptions were for 36 monthly publications of an entertainment magazine issued by Bestwork Limited starting from 1 April 2005.

Required:

(a)
In accordance with HKAS 18 “Revenue”, provide a definition of revenue and explain how revenue shall be measured under the following circumstances:

(i)
where there is an agreement between the entity and the buyer of the asset; and

(ii)
when goods or services are exchanged or swapped for goods and services which are of dissimilar nature and value.
(6 marks)

(b)
In accordance with HKAS 18 “Revenue”, explain when revenue shall be recognized in the case of:

(i)
revenue from sale of goods; and
(5 marks)

(ii)
revenue arising from the use by other of entity assets yielding interest, royalties and dividends.
(2 marks)

(c)
Calculate the amount of revenues for transactions (1), (2) and (3) to be recognized for the year ended 30 September 2005. Justify your answer. (Note that each transaction carries equal marks)
(12 marks)



(Total 25 marks)



(HKIAAT Paper 7 Advanced Accounting June 2006 C1)

Question 4
Vkeir Limited sells furniture and fixtures from several retail outlets. In previous years, the company has undertaken responsibility for fitting the furniture and fixtures in customers’ premises. Customers pay for the furniture and fixtures at the time they are ordered. The average length of time from customer ordering furniture and fixtures to its fitting is 10 days. 80% of the sales invoice value relates to the goods and 20% of the fitting services for the furniture and fixtures.

In previous years, Vkeir Limited had recognized sales revenue only when the furniture and fixtures had been successfully fitted as the rectification costs of any fitting error would be difficult to estimate. One of the directors of Vkeir Limited, Mr. Wan, is proposing to recognize sales revenue when customers order and pay for the goods, rather than when they have been fitted.

Required:

(a)
Explain how should revenue associated with the rendering of services transaction be recognized in accordance with HKAS 18 “Revenue”?
(6 marks)

(b)
Do you think that: (i) the existing accounting policy, (ii) the accounting policy proposed by Mr. Wan, or (iii) both of them for recognizing revenue is/are NOT correct? (You should ignore the information given in part (c) when answering this part)
(10 marks)

(c)
From the next accounting year onward, Vkeir Limited is going to change its trading practice by outsourcing the fitting of furniture and fixtures at customers’ premises to approved contractors because the cost involved in such fitting services will be less than maintaining a service team in the company for this purpose. Vkeir Limited will pay a fixed account to the contractors for each job and the contractors will be responsible for the fitting of furniture and fixtures and also paying compensation for any errors in the fitting. How to recognize and measure sales revenue in the next accounting year?
(9 marks)

(Your answer should be in line with the requirements of “Framework for the Preparation and Presentation of Financial Statements” and HKAS 18 “Revenue”.)


(Total 25 marks)


(Adapted HKAAT Paper 7 Advanced Accounting June 2007 C3)

Question 5
Fit Limited, which is engaged in manufacturing and selling of office equipments, has an accounting year-end of 31 December. On 1 January 2007, Fit Limited sold goods to a customer in four equal instalments of $150,000, payable in advance. The market borrowing rate, at time of the sale, was 15% per annum.

Required:

(a)
In accordance with HKAS 18 Revenue, explain when and how to recognise the revenue from sale of goods.
(7 marks)

(b)
HKAS 18 states that “if the entity retains significant risks of ownership, the transaction is not a sale and revenue is not recognised.” Provide two examples of situations in which the entity may retain significant risks and rewards of ownership in the context of sale of goods.
(2 marks)

(c)
Prepare journal entries to record the transactions of instalment sales from years to 31 December 2007 to 2010. Show all your workings.
(16 marks)

(Your calculation should be rounded up to the nearest dollar.)



(Total 25 marks)



(HKIAAT Paper 7 Financial Accounting Pilot Paper 2008 C2)

Question 6
(a)
Revenue is usually one of the largest numbers that appears in the fi nancial statements of an entity. Therefore it is important to ensure that revenue is recognised and measured appropriately. HKAS 18 “Revenue” was issued in order to provide standard accounting practice in this area.
Required:

(i)
Describe the meaning of revenue and the basis on which it should be measured under the principles of HKAS 18;
(3 marks)

(ii)
Outline the criteria that need to be satisfi ed before revenue can be recognised under the principles of HKAS 18. You should consider revenue from the sale of goods and from the rendering of services separately.


(5 marks)

(b)
Kappa is an entity that prepares fi nancial statements to 31 March each year. During the year ended 31 March 2010 the following transactions occurred:
(i)
On 29 March 2010 Kappa delivered two machines to a customer. Details relating to the machines are as follows:
[image: image1.emf]
Machine A was unpacked and connected to the power supply necessary to operate the machine on 2 April 2010. As soon as this was done, the machine was able to operate immediately.
Machine B needed to be installed by an expert fitter before it was capable of operating in the intended manner. The installation process was complete, and the machine passed ready for use, on 4 April 2010.
The customer paid for both machines on 30 April 2010.

(5 marks)

(ii)
On 15 March 2010 Kappa transferred goods to a third party, Omicron, on a consignment basis. Omicron undertook to sell the goods on behalf of Kappa and remit the proceeds, less a commission of 10%, when the final purchaser paid Omicron for them. The invoiced value of these goods (the price payable by the final purchaser was $400,000). The goods cost Kappa $320,000 to manufacture. By 31 March 2010 Omicron had sold goods at an invoiced price of $240,000 and received payments of $160,000. No payment had been made to Kappa by Omicron by 31 March 2010. Since 31 March 2010 Omicron has sold the remaining goods, received all the proceeds, and remitted $360,000 ($400,000 x 90%) to Kappa.
(5 marks)
(iii)
On 1 April 2009 Kappa sold a property it owned to a bank for $3,000,000. The carrying value of the property at 1 April 2009 was $2,000,000, of which $1,200,000 was depreciable. The remaining useful economic life of the depreciable element was 30 years from 1 April 2009. Kappa continued to occupy the property and be responsible for its security and maintenance. The market value of the property on 1 April 2009 was $5,000,000 and it is considered unlikely that this will fall significantly in the foreseeable future. Kappa measures all its property, plant and equipment under the cost model.
The terms of the sale allowed Kappa the option to repurchase the property as follows:
– On 31 March 2010 for $3,300,000.

– On 31 March 2011 for $3,630,000.

– On 31 March 2012 for $3,993,000.

(7 marks)

Required:

For each of the above transactions:
– Explain and compute, by applying the principles of HKAS 18, how much revenue should be recognised in the statement of comprehensive income for the year ended 31 March 2010.

– Identify and compute any other amounts relating to each transaction that will be included in the statement of comprehensive income for the year ended 31 March 2010 and the statement of financial position at 31 March 2010.


(Total 25 marks)
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