_EARNING OBJECTIVES
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=er studying this chapter, you should be able to:

Apply the revenue recognition principle.

Describe accounting issues involved with revenue recognition for sale
of goods.

=xplain accounting for consignment sales.

Jescribe accounting issues involved with revenue recognition for
services and long-term contracts.

Lpply the percentage-of-completion method for long-term contracts.

“pply the completed-contract method for long-term contracts.

Account for losses on long-term contracts.

Jiscuss how to deal with measurement uncertainty.

Discuss how to deal with collection uncertainty.

=xplain and apply the instalment sales method
)f accounting.

~xplain and apply the cost recovery method of accounting.
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Revenue Recognition Criteria

Revenues are realized when goods and services are exchanged for cash or claims to
cash (receivables). Revenue recognition? is governed by general principles and there-
‘ore there is a wide array of practical applications. Different companies interpret these
orinciples in different ways.? Revenues are recognized according to the revenue recog-
nition principle. Under the revenue recognition principle, revenue is recognized when
erformance is substantially complete and when collection is reasonably assured.
The concept of performance has two components: the company has earned the
wvenues and the revenues are measurable. Performance occurs when the entity can
measure the revenue and when it has substantially accomplished what it must do to be
ntitled to the benefits represented by the revenues; that is, when the earnings process is
complete or virtually complete.® Both these components are important. If a company
annot measure the transaction, then either there is too much uncertainty surrounding the
ransaction or the company has not completed all that it has to do to earn the revenues.
In short, revenues are recognized when the following criteria are met:

1. Earnings process is substantially complete
2. Measurability is reasonably assured
3. Collectibility is reasonably assured®

-ach of these will be examined in more detail below.
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Magnotta must perform all of these acts in order to earn the revenues from sales of its
wine. At the early points in the earnings process, there is significant uncertainty as to
how much product will be produced and at what quality. What if the vines get dis-
eased? What if temperatures are too low or there is excess rainfall? What if there is no
market for the product? Moving along the earnings process timeline (from left to right),
the conditions underlying the uncertainty resolve themselves. At the far right-hand side
of the earnings process, all uncertainty as to ability to deliver, measurability, and col-
lectibility is eliminated once the product is shipped and paid for.

Often, there is one main act or critical event in the earnings process that signals
substantial completion or performance. At this point, although all uncertainty is not
climinated, it is at an acceptable level for the revenues to be recognized under accrual
accounting. In businesses involving sale of goods, this is normally at the point of deliv-
ery. This is generally when the risks and rewards of ownership pass. Where the earn-
ings process has a critical event, it is often referred to as a discrete earnings process,



‘hese metals are mined or crops harvested because the sales price is reasonably assured,
he units are interchangeable, and no significant costs are involved in distributing the
~roduct. Thinking back to Illustration 6-1, the argument is that earlier recognition is
weeptable under accrual accounting as there is little or no uncertainty with respect to
measurement (price) or finding a customer. Performance is substantially complete.
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