CHAPTER 8
Revenue Recognition
Revenue recognition prior to delivery of goods or performance of services
· Completed-contract method: all income from the contract is related to the year of completion.
· Percentage-of-completion accounting: relates recognition of revenue on long-term construction-type contracts to the activities of a firm in fulfilling these contracts.
· Recognizes revenues & costs on a contract as it progresses toward completion rather than deferring recognition of these items until the contract is completed.
· Inventory account is valued at its net realizable value.
· If a company projects a loss on the contract prior to completion, the full amount of the loss should be recognized immediately.
· Proportional performance method: developed to reflect revenue earned on service contracts under which many acts of service are to be performed before the contract is completed.
Necessary conditions to use percentage-of-completion accounting
· Dependable estimates can be made of contract revenues, contract costs, and the extent of progress toward completion.

· The contract clearly specifies the enforceable rights regarding goods or services to be provided and received by the parties, the consideration to be exchanged, and the manner and terms of settlement.

· Buyer can be expected to satisfy obligations under the contract.

· Contractor can be expected to perform the contractual obligation.
Completed contract should only be used when an entity has primarily short-term contracts, when conditions for using percentage-of-completion are not met, or when there are inherent uncertainties in the contract.

Measuring % of completion

· Input measures: made in relation to the costs or efforts devoted to a contract.
· Cost-to-cost method: degree of completion is determined by comparing costs already incurred with the most recent estimates of total expected costs to complete the project.
· Actual cost incurred
· Estimated cost to complete
· Total cost = (Actual cost incurred) / (Estimated cost to complete)
· Cost percentage = (Actual cost incurred) / (Total cost)
· Efforts-expended method: based on measure of work performed.
· Ratio of efforts expended to date to the estimated total efforts to be expended on the entire contract.
· Output measures: made in terms of results achieved (based on unites produced, milestones reached, or values added)
Accounting for long-term construction-type contracts
· Journal Entries

· To record costs incurred

· DEBIT Construction in Progress, CREDIT Materials, Cash, Etc.
· To record billings

· DEBIT A/R, CREDIT Progress Billings
· To record cash collections

· DEBIT Cash, CREDIT A/R
· Completed-contract
· Journal Entries

· DEBIT Progress Billings, CREDIT Revenue from LT Construction Contracts
· DEBIT Cost of LT Construction Contracts, CREDIT Construction in Progress
· If progress billings > construction costs, Current Liability
· If construction costs > progress billings, Current Assets (A/R)
· Percentage-of-completion: Cost-to-cost

· DEBIT Cost of LT Construction Contracts & Construction in Progress, CREDIT Revenue from LT Construction Contracts
· Closing Entry
· DEBIT Progress Billings, CREDIT Construction in Progress
· Percentage-of-completion: Other

· Proportional: Recognized revenue – Cost = Gross Profit
· Actual: Actual cost incurred to date – Recognized gross profit = Recognized revenue

· Reporting anticipated contract losses

· Completed-contract

· DEBIT Anticipated loss on LT Construction Contracts, CREDIT Construction in Progress
· Percentage-of-completion
· DEBIT Cost of LT Construction Contracts, DEBIT Revenue from LT Construction Contracts & Construction in Progress
· I/S, RE, B/S

· Income Statement

· Revenue – Cost = Gross Profit

· Gross Profit – Anticipated Loss = Operating income

· Retained Earnings

· Beginning + Net Income = Ending

· Balance Sheet (Current Assets)

· Cash + A/R + Construction in Progress – Progress Billings = Total

· Retained Earnings
Accounting for long-term service contracts
Proportional performance method

· Partial recognition of revenue under a multiple-element service contract is appropriate only if each element of the contract constitutes a service that can be sold separately.

· If no performance pattern can be determined, the straight-line method should be used.
· Only applicable if cash collection is reasonably assured and if losses can be objectively determined.
· Initial direct costs are matched against revenue using the same measure used for revenue recognition.
· Direct costs are charged to expense as incurred.
· Indirect costs should be charged to expense as incurred.

· Any loss should be charged to the period in which the loss is first incurred.

· Journal Entries

· DEBIT Cash, CREDIT Deferred Course Revenue (liability account)

· DEBIT Deferred Initial Costs (asset account), CREDIT Cash
· DEBIT Contract Costs (expense account), CREDIT Cash
· DEBIT Deferred Course Revenue, CREDIT Recognized Course Revenue
· DEBIT Contract Costs, CREDIT Deferred Initial Costs
Revenue recognition after delivery of goods or performance of services

Method



Timing of revenue recognition

Treatment of Costs
Full Accrual


@ point of sale



Charge against revenue

Installment Sales


@ collection of cash


Match against part collected

Cost Recovery


@ collection of cash after all costs recovered
Match against total collected

Cash



@ collection of cash


Expensed as incurred

Installment sales method

· During the year

· DEBIT Installment A/R-2007, CREDIT Installment Sales

Installment Sales
· DEBIT Cost of Installment Sales, CREDIT Inventory

Cost of Installment Sales
· DEBIT Cash, CREDIT Installment A/R-2007


Cash Collections-2007 Sales
· End of year

· DEBIT Installment Sales, CREDIT Cost of Installment Sales & Deferred Gross Profit-2007
· DEBIT Deferred Gross Profit-2007*, CREDIT Realized Gross Profit


· *Cash Collections-2007 Sales x Gross Profit %

· I/S, RE, B/S

· Income Statement

· Installment Sales – Deferred Gross Profit + Realized Gross Profit – Cost of Installment Sales = Operating Income

· Deferred Gross Profit 1

· Retained Earnings

· Beginning + Net Income = Ending

· Balance Statement (Current Assets)
· Cash + A/R – Deferred Gross Profit + Inventory = Total

· Deferred Gross Profit 1 – Deferred Gross Profit 2

· Retained Earnings

· Complexities
· DEBIT Cash, CREDIT Interest Revenue & Installment A/R-2007
· DEBIT Deferred Gross Profit-2007*, CREDIT Realized Gross Profit on Installment Sales
· *Installment A/R-2007 x Gross Profit %

Cost recovery method: no income is recognized on a sale until the cost of the item sold is recovered through cash receipts.

