

Paper 7 Financial Accounting


Chapter 8 Revenue Recognition

1.
Objectives

1.1
Demonstrate awareness of the issues in revenue recognition.

1.2
Determine the measurement of revenue.

1.3
Discuss the revenue recognition criteria for sale of goods.

1.4
Explain the various types of service transactions and their criteria for revenue recognition.

1.5
Discuss the revenue recognition criteria for interest, royalties and dividends.

1.6
Describe the disclosure requirements under HKAS 18.
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2.
Introduction

2.1
HKAS 18 is written in accordance with the accrual concept and it refers income to as revenue and gains from other sources such as disposal of fixed assets, investment income, etc.
2.2
The terms “income”, “revenue” and “gains” refer to closely related concepts. They are sometimes used interchangeably but they are not the same.

2.3
Income is an increase in economic benefits during the accounting period in the form of inflows or enhancements of assets or decreases of liabilities that result in increases in equity, other than those relating to contributions from equity participants (e.g. capital contributions). Income encompasses both revenue and gains.

2.4
Revenue is 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.
2.5
Gains represent other items that meet the definition of income. Gains represent increases in economic benefits and as such are no different in nature from revenue. However, they are often reported net of related expenses, e.g. net exchange gains, gain on disposal of non-current assets. They also include unrealized gains, for example, arising from the revaluation of investment in securities.

2.6
The objectives of this statement is to:

(i)
identify circumstances where revenue is recognized; and

(ii)
provide practical guidance on the application of the criteria that these circumstances should be met.

2.7
HKAS 18 applies to accounting for revenue arising from:

(i)
the sale of goods;

(ii)
the rendering of services;

(iii)
the use by others of enterprise assets yielding interest, royalties and dividends.
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	Include goods produced/purchased for resale, e.g.

· Merchandise purchased by a retailed

· Land & property held for resale
	Typically involves performance of a contractually agreed period of time.
	Interest – charges for use of cash/cash equivalents or amounts due

Royalties – charges for use of long-term assets, e.g. patents, trademarks

Dividends – distributions of profits to equity holders


2.8
This standard does not apply to:

(i)
leases and hire purchase contracts as stated in HKAS 17.

(ii)
dividends from investments accounted for under the equity method in consolidated financial statements.

(iii)
insurance contracts of insurance enterprises.

(iv)
changes in fair value or disposals of financial assets and financial liabilities.

(v)
changes in value of other current assets.
(vi)
initial recognition and from changes in the fair value of biological assets related to agricultural activity.
(vii)
initial recognition of agricultural produce.

(viii)
the extraction of mineral ores.

3.
Measurement of Revenue

	3.1
	KEY POINT

	
	(a)
Revenue should be measured at fair value of the consideration received or receivable.

(b)
Fair value is the amount for which an asset would be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction.


3.2
Based on the entity concept, revenue includes only the gross inflows of economic benefits received and receivable by the enterprise on its own account. Amounts collected on behalf of third parties such as sales taxes are not counted, Similarly, in an agency relationship, any amounts collected by an enterprise on behalf of the principal are also not accounted for. Revenue is reduced by trade discounts and volume rebates but not reduced by subsequent bad debts and sales returns.

(A)
Revenue received or receivable

	3.3
	EXAMPLE 1

	
	Cash or cash equivalents which is expected as a result of the revenue transaction.
$

Cash received

100,000

Invoice not paid

22,500

Revenue

122,500

The “flow” concept on measurement of revenue does not account for discount in the future. A cash sale of $100,000, yields the same revenue as a sale invoiced at $100,000 with settlement in three months time. In measuring revenue, HKAS 18 ignores the time value of money.


(B)
Deferred payment of revenue

3.4
When the inflow of cash or cash equivalents is deferred, the fair value of the consideration will be less than the nominal amount of cash received or receivable. This happens when an enterprise provides interest free credit to the buyer or accepts a note receivable which is below the market interest rate. Such an arrangement in fact constitutes a financing transaction. The fair value of the consideration has to be determined by discounting all future receipts at an imputed interest rate. The difference between the fair value and the nominal amount of the consideration is recognized as interest revenue.

	3.5
	EXERCISE 1

	
	ABC Ltd bought a machine from XYZ Ltd at $400,000 which was a cash price. XYZ Ltd allowed the payments to be made by four equal instalments. The first instalments was made at the date of purchase and the remaining three instalments were made annually at the same date. XYZ Ltd did not charge ABC Ltd any interest for the deferred payment. The borrowing rate at that time was 10%.

Required:

Compute the present value of the consideration and the interest income.




	Solution:




(C)
Exchange of assets

3.6
When an item of property, plant and equipment is acquired in exchange for a non-monetary asset, the cost of the asset acquired should be measured based on the fair value unless (a) the exchange transaction lacks commercial substance or (b) the fair value of neither the asset received at fair value, its cost is measured at the carrying amount of the asset given up.

	3.7
	EXAMPLE 2

	
	Free Construction Ltd contracted with Printing Ltd where it will supply a fixed quantity of wall paper to Printing Ltd and in return, Printing Ltd will deliver a certain amount of ink as consideration. Free Construction Ltd should record revenue for the fair value of the ink received.


4.
Identification of the Transaction

4.1
The recognition criteria are usually applied separately to each transaction. However, in certain circumstances, it is necessary to consider the followings:

(i)
substance over form applies;

(ii)
some transactions have separately identifiable components;

(iii)
sometimes two or more transactions are linked and need to be considered together.

	4.2
	EXAMPLE 3

	
	ABC Ltd sold a machine to XYZ Ltd for $300,000. The price was made up of two components:

(i)
price of the machine at $250,000 including installation, and

(ii)
after-sale service fees at $50,000 for a period of 5 years.

In this single transaction, there are two components of which the revenue recognition criteria are different. ABC Ltd can recognize the revenue for the sale of the machine when delivery and installation of the machine is completed. However, revenue for the after sale service fees has to be deferred and recongised over the periods in which services are rendered.


	4.3
	Exercise 1

	
	ABC Ltd sold a stock of whisky to XYZ Ltd at $1 million. At the same time, a separate agreement was also signed which stated that ABC Ltd would buy the stock back from XYZ Ltd one year later at $1.1 million. The prevailing interest rate at that time was 10%.
Required:

Discuss how the above transactions should be accounted for in ABC Ltd and XYZ Ltd.


	Solution:




5.
Sale of goods

	5.1
	KEY POINT

	
	Revenue from the sale of goods should be recognized when all the following conditions have been satisfied:

(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.


(a)
Transfer of risks and rewards of ownership

5.2
In most cases, risks and rewards of ownership will be transferred to the buyer when the legal title passes to him. In cases where the enterprise retains significant risks of ownership, the transaction is not a sale and no revenue is recognized.

(b)
Flow of economic benefits

5.3
One of the criteria for revenue recognition is when it is probable that the economic benefits associated with the transaction will flow to the enterprise. However, there are circumstances where this may not be probable until the consideration is received or until an uncertainty is removed. For example, a sale was made in a foreign country and it is not certain whether the foreign government will grant permission to remit the consideration. Hence it is only when the permission is granted and uncertainty is removed that the revenue can be recognized.
(c)
Examples from Standard

5.4
To assist with the decision of revenue recognition, the Standard provides an appendix with various examples:
	Transactions
	Critical Event

	1.
“Bill and hold” sales – Delivery is delayed, but the buyer takes title and accepts billing.
	Revenue is recognized when the buyer takes title. Revenue is not recognized when there is simply an intention to acquire or manufacture the goods in time for delivery.

	2.
Goods shipped subject to conditions –
	

	a.
Installation and inspection.
	Revenue is normally recognized when the buyer accepts delivery, and installation and inspection are complete.

	b.
On approval when the buyer has negotiated a limited right of return.
	If there is uncertainty about the possibility of return, revenue is recognized when the shipment has been formally accepted by the buyer or the goods have been delivered and the time period for rejection has elapsed.

	c.
Consignment sales under which the recipient (buyer) undertakes to sell the goods on behalf of the shipper (seller).
	Revenue is recognized by the shipper when the goods are sold by the recipient to a third party.

	d.
Cash on delivery sales.
	Revenue is recognized when delivery is made and cash is received by the seller or its agent

	3.
Lay away sales under which the goods are delivered only when the buyer makes the final payment in a series of instalments.
	Revenue is recognized when the goods are delivered

	4.
Orders when payment is received in advance of delivery for goods not presently held in stocks.
	Revenue is recognized when the goods are delivered.

	5.
Sales and repurchase agreements
	In substance, the seller has transferred the risks and rewards of ownership to the buyer and hence revenue is recognized.

	6.
Sales to intermediate parties, e.g. distributors, dealers, etc. for resale.
	Revenue is recognized when the risks and rewards of ownership have passed.

	7.
Subscriptions to publications and similar items.
	Revenue is recognized when the items involved are despacted.

	8.
Installment sales, under which the consideration is receivable in installments.
	Revenue attributable to the sales price, exclusive of interest, is recognized at the date of sale.

	9.
Property of sales.
	Revenue is normally recognized when legal title passes to the buyer. If the seller is obliged to perform any significant acts after the transfer of the equitable and/or legal title, revenue is recognized as the acts are performed.


(d)
Selected examples on sales of goods

	5.5
	EXAMPLE 4

	
	A consigned 40 boxes of toys to B in Macau, his selling agent. A paid the transport charges and sundry expenses. By the end of the year, B sold 30 boxes of toys and entitled a commission of 10% on selling price. B paid advertising and other sundry expenses in relation to the sale. When should A recognize revenue from the sale?
Solution:

The risk and rewards of ownership of the 40 boxes of toys are effectively retained by A throughout the whole process.
It only becomes probable that the economic benefits from the sale will flow from B to A when the toys are sold to third parties.
A should bear all the expenses, including commission and advertising.
Therefore, A should only recognize revenue when B sells the goods.


	5.6
	EXERCISE 3 – Goods shipped subject to conditions

	
	Computer Ltd enters into a contract to supply and install a computer for A. The installation includes both hardware and software. The hardware was delivered at the end of 31 December 2008. Complete installation and satisfaction was signed by A on 31 January 2009. When should Computer Ltd recognize revenue from the sale?




	Solution:




	5.7
	EXAMPLE 5

	
	On 1 January 2005, Estate Ltd sold an apartment located in Wanchai to Real Ltd. The terms of the sale included a cash down-payment of 10% of the purchase price. The balance will be settled on 31 March 2005 when the apartment is vacant and Estate Ltd is responsible to restore the apartment in living conditions. When should Estate Ltd recognize revenue from property sale?
Solution:

Revenue is normally recognized when legal title passed to the buyer, for example, the signing of the formal sale and purchase agreement on 1 January 2005.
However, Estate Ltd is required to perform certain significant acts after the transfer of the legal title, thus, revenue should only be recognized at 31 March 2005. The continuing involvement of Estate Ltd may delay the recognition process.
Given a fall in real estate market, the buyer may lapse the contract by giving up the 10% deposit. Hence, it is probable that Real Ltd will not complete the contract. In such case, Estate Ltd may recognize the deposit amount as revenue on 1 January 2005 when the legal title passed.


6.
Rendering of Services

	6.1
	KEY POINT

	
	Enterprises operating in service industries sell services. When the outcome of a transaction involving the rendering of services can be measured reliably, revenue associated with the transaction should be recognized by reference to the stage of completion of the transaction at the balance sheet. The outcome of a transaction can be estimated reliably when all the following conditions are satisfied:

(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.


6.2
When the outcome of the transaction involving the rendering of services cannot be estimated reliably, revenue should be recognized only to the extent of the expenses recognized that are recoverable.

	6.1
	KEY POINT

	
	Methods of measuring revenue:

(a)
Percentage of completion method – With service industries, revenue is recognized by reference to the stage of completion of a transaction which is often referred to as the percentage of completion method. The stage of completion of a transaction can be determined by various means depending on the nature of the transaction. These include:

(i)
surveys of work performed;

(ii)
services performed to date as a percentage of total services to be performed;

(iii)
the proportion that costs incurred to date bear to the estimated total costs of the transaction.


6.3
The various methods of measuring revenue in respect of service transactions are discussed as follows.

6.4
Percentage of completion method – With service industries, revenue is recognized by reference to the stage of completion of a transaction which is often referred to as the percentage of completion method. The stage of completion of a transaction can be determined by various means depending on the nature of the transaction. These include:

(i)
surveys of work performed;

(ii)
services performed to date as a percentage of total services to be performed;

(iii)
the proportion that costs incurred to date bear to the estimated total costs of the transaction.

6.5
Straight line basis – When services are performed by an indeterminate number of acts over a specified period of time, revenue is recognized on a straight line basis over the specified period unless some other better method is available. For example, a fitness club which provides unlimited use of its facilities to its members offers a three-year membership subscription at a discount. For such membership fees, revenue should be recognized over the three year period on a straight-line basis.

6.6
Completed performance method – When a specific act is much more significant than any other acts, the recognition of revenue is postponed until the significant act is executed. For example, a moving company may pack, load, store and deliver goods to destinations designated by customers. The act of delivery, the last of a series of acts, is so significant that revenue can only be recognized when delivery is completed.

(a)
Examples from Standard

6.7
	Transactions
	Critical Event

	1.
Installation fees
	Revenue is recognized by reference to the stage of completion of the installation.

	2.
Servicing fees included in the price of the product
	The identifiable amount included in the selling price, i.e. service fees, is deferred and recognized over the period during which the service is performed.

	3.
Advertising commissions
	Media commissions are recognized when the related advertisement or commercial appears before the public.

	4.
Insurance agency commissions
	Revenue is recognized on the renewal date of the policy provided that the agent will not be required to perform further services.

	5.
Financial services fees
	Recognition of revenue for financial service fees depends on the purposes for which the fees are assessed and the basis of accounting for any associated financial instrument.

	6.
Admission fees
	Revenue from artistic performance, other special events is recognized when the event takes place.

	7.
Tuition fees
	Revenue is recognized over the period of instruction.

	8.
Initiation, entrance and membership fees
	If fees permit only membership, the fee is membership fees. Recognised as revenue when no significant uncertainty as to their collectibility exists. If fees include other services or facilities provided, revenue is recognized on a basis reflecting the timing, nature and value of the benefits provided.

	9.
Franchise fees
	Revenue is recognized on a basis that reflects the purpose for which the fees are charged.

	10.
Fees from the development of customized software
	Revenue is recognized by reference to the stage of completion.


(b)
Selected examples on rendering of services

	6.8
	EXAMPLE 6 – Service fees

	
	A is a dentist specialized in orthodontia, agrees to perform teeth positioning treatment with B. A estimated that the entire treatment will take twelve months and B agrees to pay $4,000 down-payment and $500 for each monthly service. The dental treatment is completed as follows:

1 January 2005

30%

30 June 2005

70%

31 December 2005

100%

What amount should A recognize in respect of each period above?
Solution:

Total cash inflows: $4,000 + (12 x $500) = $10,000

The amount of revenue to be recognized is, therefore,

$

1 January 2005

3,000

30 June 2005

7,000

31 December 2005

10,000

Dentist A should recognize revenue with reference to the percentage of completion of the contract.


	6.9
	EXERCISE 4 – Franchise fees

	
	On 2 January 2008, ABC Ltd, a fast food leader, sold a franchise to XYZ Ltd for an initial fee of $150,000 of which $50,000 was paid immediately and $100,000 payable by a promissory note maturing on 31 December 2008. ABC Ltd would help XYZ to locate the site, design the shop, acquire utilities and equipment, train the staff and set up accounting books. After one year, XYZ Ltd was ready to start business. When business starts, XYZ Ltd also has to pay ABC Ltd a continuing franchising fee of $10,000 per annum. The prevailing borrowing rate at that time was 10%.
Required:

Discuss how the revenue should be recognized in ABC Ltd.


	Solution:




7.
Interest, royalties and dividends

7.1
Revenue arising from the use by others of enterprise assets yielding interest, royalties and dividends should be recognized when:

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

(ii)
the amount of the revenue can be measured reliably.

7.2
Revenue should be recognized on the following bases:

(i)
interest should be recognized on a time proportion basis that takes into account the effective yield on the asset;

(ii)
royalties should be recognized on an accrual basis in accordance with the substance of the relevant agreement; and

(iii)
dividends should be recognized when the shareholder’s right to receive payment is established.

(A)
Selected examples on interest, royalties and dividends

	7.3
	EXAMPLE 7 – Licence fees

	
	Motion Picture Ltd produces films for television. It does not sell them outright, instead, it licenses to the Broadcasting Companies the right to exhibit the material for a certain period. When should Motion Picture Ltd recognize revenue?
Solution:

As Motion Picture Ltd has no control over the distributor and expects to receive no further revenue, revenue is recognized at the time of the sale, i.e. signing of the licence agreement.
In recognizing revenue at time of sale, Motion Picture Ltd has to confirm that the film is available for the first showing and the cost of production is known whereas the collectibility of the fees is certain.


	7.4
	EXAMPLE 8 – Dividends

	
	Holdings Ltd has 80% equity interest in Subsidiary Ltd. Subsidiary Ltd declared final dividends in respect of the year ended 31 December 2008. It was approved at the annual general meeting on 31 March 2009. When should Holdings recognize the dividends income?
Solution:

Holding Ltd should recognize dividend in Subsidiary Ltd in the 2009 accounts when they are received.
HKAS 10 “Event after the Balance Sheet Date” prohibits an enterprise from recognizing dividends proposed or declared after the balance sheet date as a liability at the balance sheet date. As a result, the parent can no longer recognize dividends proposed or declared by a subsidiary after the balance sheet date as revenue arising at the end of the subsidiary’s financial period to which such dividends relate.


8.
Disclosure Requirements

8.1
An enterprise should disclose:

(i)
the accounting policies adopted for the recognition of revenue including the methods adopted to determine the stage of completion of transactions involving the rendering of services;

(ii)
the amount of each significant category of revenue recognized during the period including revenue arising from:

(a)
the sales of goods;

(b)
the rendering of services;

(c)
interest;

(d)
royalties;

(e)
dividends; and

(iii)
the amount of revenue arising from exchanges of goods or services in each significant category of revenue.
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