CHAPTER 8
Revenue Recognition
SAB 101
Recognition: the time when transactions are recorded on the books.
1. Revenues & gains are realized or realizable.

2. Revenues & gains have been earned through substantial completion of the activities involved in the earnings process.

Exceptions

· Before the Point of Sale (Revenue can be recognized prior to the point of sale if…)
· Customer provides valid promise of payment AND
· Conditions exist that contractually guarantee subsequent sale.
· Example: Contract

· After the Point of Sale (Recognition of revenue must be deferred if…)
· Customer does not provide a valid promise at time of receipt of product or service OR

· Significant effort remains on contract.

· Example: Family Doctor

AICPA Statement of Position (SOP) 97-2: “Software Revenue Recognition”
· Persuasive evidence of an arrangement exists.
· Delivery has occurred.

· The vendor’s fee is fixed or determinable.

· Collectibility is probable.

SEC & AICPA provides a practical, problem-solving view that is great for quick action.
FASB provides a conceptual approach, which is slow, but gives more predictability and logical structure to accounting standards.

SAB 101 was released to curtail specific abuses and is not a comprehensive treatise on the entire area of revenue recognition. It is written in a Q&A format. It also follows the 4 criteria issued by the SOP 97-2.
Seller might bend the revenue recognition rules to strategically time the reporting of a sale.
1. Company A requires sale to be supported by a written sales agreement signed by an authorized representative of both Company A and of the customer. May Company A recognize revenue in the current quarter if the product is delivered before the end of the quarter, but the sales agreement is not signed by the customer until a few days after the end of the quarter?
a. Encourages companies to implement good internal controls.
2. Company Z delivers product to a customer on a consignment basis. May Company Z recognize revenue upon delivery of the product to the customer?

a. Revenue should not be recognized on consignment arrangements because no sale has taken place.
b. DEBIT Inventory on Consignment, CREDIT Inventory
The transfer of effective ownership of goods.
3. May Company A recognize revenue when it completes production of inventory for a customer if it segregates that inventory from other products in its warehouse? What if Company A ships the completed inventory to a third-party warehouse (but retains legal title to the inventory)?

4. Company R is a retailer that offers “layaway” sales to its customers. A customer pays a portion of the sales price, and Company R sets the merchandise aside until the customer returns, pays the remainder of the sales price, and takes possession of the merchandise. When should Company R recognize revenue from a layaway sale?

a. Bill-and-hold arrangement: seller bills the buyer for the purchase, but holds the goods fro later shipment.
b. Revenue should not be recognized until the seller has transferred legal & economic ownership.

c. Transfer of legal title occurs in accordance w/ shipping terms. (FOB shipping point, FOB destination)

d. Revenue from layaway sale is not recognized until the goods are delivered to the customer.
i. Receipt of cash as initial layaway payment

1. DEBIT Cash, CREDIT Deposits Received from Customers
ii. Receipt of final cash payment & delivery of goods to customer

1. DEBIT Cash & Deposits Received from Customers, CREDIT Sales
2. DEBIT Cost of Goods Sold, CREDIT Inventory
e. Seller should not recognize revenue from a sale of goods until all customer acceptance provisions have been satisfied.

i. Receipt of cash as payment in full for equipment

1. DEBIT Cash, CREDIT Advance Payments Received from Customers
ii. Customer acceptance of the installed equipment is recorded

1. DEBIT Advance Payments Received from Customers, CREDIT Sales
2. DEBIT Cost of Goods Sold, CREDIT Inventory
Recognition of Revenue when there are several steps in the earnings process.

5. Company H requires customers to pay an up-front, nonrefundable fee in addition to monthly payments for its services. When should Company H recognize the revenue from this up-front, nonrefundable fee?

6. Company A provides its customers with computer-based services over an extended period. Customers are required to prepay the entire fee for the extended service. Company A performs initial setup activities to get a customer entered into its system, and the remaining service is automated. When should Company A recognize revenue for this service?

a. Revenue should be recognized on a straight-line basis over the life of the contract and that recognition of an extra chunk of revenue can be justified only if that service can be sold as a separate product.
b. Initiation fee and subsequent monthly payments should be accounted for as a unit. (initial setup activities are not a separate “unit of accounting”)
c. Journal Entries
i. Receipt of cash as the initial sign-up fee
1. DEBIT Cash, CREDIT Unearned Initial Sign-Up Fees
ii. Receipt of first monthly payment

1. DEBIT Cash, CREDIT Monthly Service Revenue
iii. Partial recognition of initial sign-up fee as revenue
1. DEBIT Unearned Initial Sign-Up Fees, CREDIT Initial Sign-Up Fee Revenue
d. FASB asset-and-liability approach: recognize 700 (100 months of service for $300, paid $1000, $700 represents net asset created on the sign-up date)
No revenue should be recognized until the transaction price can be definitely determined.
7. Company M is a discount retailer. Company M charges its customers an annual membership fee. The fee is collected in advance, but a customer can cancel and receive a full refund at any time during the year of membership. May Company M recognize the entire initial membership fee as revenue at the beginning of the year? Should Company M recognize the membership fee as revenue on a straight-line basis over the course of the membership year?

a. No revenue should be recognized until the end of the year.
b. Membership fee may be recognized as revenue month-by-month during the membership year if the seller can make a reliable estimate of the # of refunds that customers will request. 

i. Seller has been entering into these transactions long enough to have built up sufficient historical data on which to base the estimate.

ii. Estimate is made based on a large pool of transactions that are essentially the same.

iii. Past estimates have not been materially different from actual experience.

c. Journal Entries

i. Receipt of cash as the refundable membership fee

1. DEBIT Cash, CREDIT Customers’ Refundable Fees (% estimated to request refunds; ex. 40%) & Unearned Membership Fees (1 - % estimated to request refunds; ex. 60%)
ii. Recognition of revenue and costs incurred after one month

1. DEBIT Unearned Membership Fees, DEBIT Membership Fee Revenue
2. DEBIT Cost of Membership Fee Revenue (60%) & Administrative Expense (40%), CREDIT Cash
iii. Customer refunds

1. DEBIT Customers’ Refundable Fees, CREDIT Cash
8. Company A owns a building and leases it to a retailer. The annual lease payment is $1.2 million plus 1% of all the retailer’s sales in excess of $25 million. It is probable that sales during the year will exceed $25 million. Should Company A estimate and recognize revenue associated with the 1% of sales over $25 million on a straight-line basis throughout the year?
a. None of this extra revenue should be estimated and recognized in advance.

b. Journal Entries
i. DEBIT Cash, CREDIT Rent Revenue
ii. DEBIT Contingent Rent Receivable, CREDIT Contingent Rent Revenue
iii. DEBIT Cash, CREDIT Contingent Rent Receivable
9. According to FASB Statement No. 48, a company may not recognize revenue on a sale for which the customer has the right of return if the company cannot reasonably forecast the amount of product returns. What factors would make it so that a company could not reasonably forecast returns?

a. SEC concerned with “channel stuffing” (the practice of a manufacturer selling more to customers than they really want near the end of quarter to report increased sales for the quarter).
i. Channel stuffing cannibalizes reported sales in the next quarter.

b. FASB Statement No. 48 (conditions making it difficult to estimate returns)
i. Product is subject to wide swings in demand or is susceptible to rapid obsolescence.
ii. Return period is long.

iii. Company has no specific historical experience w/ similar products.

iv. Return estimate is not being made in a setting of a large volume of relatively similar transactions.

c. SAB 101 (additional conditions in which there is inability to estimate returns)
i. Significant increases in inventory.
ii. Poor information systems such that it can’t be known whether the inventory in the hands of the seller’s customers has increased.

iii. New products, or expected introduction of new replacement or competing products.

Gross Method v. Net Method

10. Company A operates an Internet site through which customers can order the products of traditional Company T. Company T ships the products directly to the customers and Company A never takes title to the product. The typical sales price is $175 of which Company A receives $25. Should Company A report revenue of $175 with cost of goods sold of $150, or should Company a merely report $25 in commission revenue?

a. Gross method: total sales price is revenue, difference between proceeds and sales price is COGS.
b. Net method: the $25 would be reported as commission revenue.
c. Gross method is preferred by companies wishing to boost reported revenue.

d. EITF No. 99-19 (revenue should be reported on a net basis if…)
i. The company does not maintain an inventory of the product being sold, but simply forwards orders to a supplier.

ii. The company is not primarily responsible for satisfying customer requirements, requests, complaints, etc.

iii. The company earns a fixed amount, or fixed percentage, and doesn’t beat the risk of fluctuations in the margin between the selling rice and the cost of goods sold.

iv. The company does not bear the credit risk associated with collecting from the customer.

