STUDY UNIT 5 (CH 12)
REVENUE

EVALUATION CRITERIA

Read par 1

SCHEMATIC REPRESENTATION

	Objective

· Prescribes the recognition, measurement and disclosure of revenue

· Specifically prescribes when revenue should b recognised


	Definition of Revenue

· Gross inflow of econ benefits during the period

· That arises in the course of the ordinary activities of the entity, and

· Results in increases in equity, excl the contributions by owners


	Measurement

· Rev must b measured at fair value of consideration received or receivable
· Fair value is amount at which asset could b exchanged or L could b settled between knowledgeable, willing parties in an arm’s-length transaction

· Measure at net amount – after deduction of trade discount, cash discount and volume rebates

· Rev recognition is dependant on substance of the transaction, not on the legal form
· Direct set-off of items against rev is acceptable only when such set-off doesn’t result in elimination of increase in an A or a decrease in a L


	Recognition
· The probability requirement should b met, and

· The amount of the transaction should b capable of being measured reliably


	Sale of Goods
· Significant risks and rewards of ownership transferred to the buyer

· No continued mng involvement or effective control

· Amount of income can b measured reliably

· Probable that econ benefits will form to entity

· Expenses related to the transaction can b measured reliably
	
	Rendering of services
· Amount of income b measured reliably

· Probable that econ benefits will flow to entity

· Stage of completion on reporting date can b measured reliably

· Expenses related to transaction can b measured reliably
	
	Interest, Royalties, dividends
· Amount of rev can b measured reliably

· Probably that econ benefits will flow to entity

· Interest:  time-proportion basis, based on effective yield on asset

· Royalties:  accrue in accordance with relevant contract

· Dividends:  when the shareh right to receive payment is established


BACKGROUND

Read par 3

DEFINITION OF REVENUE

· A distinction is made between the concepts “revenue” and “income”
· Rev refers only to income that arises in course of entity ordinary activities and includes sales, fees, interest, dividends and royalties

· Income is used in broader context, and refers to increases in econ benefits during the accounting period

· Such increase can bin form of inflows or enhancements of A or decreases in L that result in increases in E, other than those relating to contributions form the E participants

· Income in broader context thus incl both revenue and gains

· Gains arise when A and L undergo changes in value

· Amounts received on behalf of 3rd parties aren’t econ benefits that will flow to the entity, they don’t increase E and these amounts such as goods and services, taxes and VAT don’t qualify as revenue

MEASUREMENT OF REVENUE
Read pg 5.1 and 5.2 and examples
RECOGNITION

General Requirements
· Rev is recognised when its probable that an increase in future econ benefit due to an increase in A or a decrease in L will result, and can b measured reliably

· Where amount of rev can b measured reliably, and reasonable assurance exists about the ultimate collection of the amount, it follows that the rev can b recognised in full, even if payment takes place in instalments

· Should it b proved later that the total amount recognised as revenue wont b received, the irrecoverable amount will b recognised as an expense in the profit and loss section of the statement of comprehensive income and not as a reduction of revenue

Sale of Goods

· “goods” include manufactured goods and goods purchased held for resale
The probability requirement

· It must b probable the econ benefits associated with the transaction will flow to the entity

· Req is met when the significant risks and rewards of ownership of the goods have been transferred from the seller to the buyer.  This implies that continued mng involvement of the seller with the goods sold may not b of the nature usually associated with the ownership or with the effective control of the goods

· Following examples of where significant risks and rewards of ownership have NOT been deemed to have passes are given:
- when comp retains an obligation for unsatisfactory performance not covered by normal warranty provisions
- when receipt of rev form a particular sale is contingent upon the derivation of rev by the buyer form its sale of 
   goods
- when goods are shipped subject to installation, and the installation, which is a significant part of the contr, has not 
   yet been completed by the entity
- when the buyer has the right to rescind the purchase for a reason specified in the sales contr and the entity is 
   uncertain about the probability of a return of the goods

· If entity retains only insignificant risk of ownership, the transaction is a sale, and rev is recognises
· For ex. seller may retain legal title to goods solely to protect the collectability of the total amount due, as is the case with an instalment sales agreement.  In this case, substance over form is considered, as the transaction has been substantially completed, notwithstanding the fact that ownership has been retained by the seller

· The time of legal transfer of ownership usually coincided with
- the receipt of goods and services by the buyer, or
- the transfer of significant risks and returns of ownership to the buyer

· Legal transfer of ownership can, by agreement, take place at an earlier or later date than the time of receipt or transfer of risks and returns of ownership

· Rev recognition is, however, dependant on the substance of the transaction, not on the legal form

The requirement of reliable measurement

· the amount of rev is capable of being measured with reliability

· the expenses related to the transaction incurred are still to b incurred are also capable of being measured with reliability

· rev cant b recognised if expenses cant b measured reliably

· in such cases, any rev already received is recognises as a liability until the related expenses can b measured reliably

· rev and expenses that relate to same transaction are recognises simultaneously – an application of what is commonly referred to as the matching principles

· thus rev cant b recognised before the relevant expenses are recognised, also ito the recognition criteria

Rendering of Services

· Rendering of service requires the performance by the entity of a contractually agreed task within agreed period

The Probability Requirement

· Must b probable that econ benefits of transaction will flow to entity

· If uncertainty exists about recoverability of an item already incl in income, the portion over which uncertainty exists is recognised as an expense.  The rev originally recognised is therefore not reduced

· Tow diff aspects considered:  1.  the recogn of rev and 2.  subsequent recognition of expenses

· A reduction in amount already recogn as rev as result of irrecoverability of a portion of the rev will result in a mixture of diff accounting concepts

The Requirement of Reliable Measurement

· The amount of rev is capable of reliable measurement and the expenses related to the transaction incurred or yet to b incurred are also capable of reliable measurement.  The stage of completion of the transaction at reporting date should therefore b capable of being determined reliably
· the rev related to a transaction and the associated expenses should b recognises simultaneously – (matching)

· thus revenue is not recognised until the related expenses may b recognises ito recognition criteria applicable to expenses

· If the outcome of transaction is uncertain (ex. when contract is in early stages) the rev is recog only to extent that relevant expenses have been incurred and can b recovered.  No profit/loss recog in such cases.  But, if expenses have been incurred, the outcome of the contr cant b estimated reliably, and it’s not probably that expenses will b recovered form rev, then transaction is expensed immediately by exercising prudence in preparation of afs

· reliable measurement can usually take place once rights of parties to transaction, transaction price, and means of payment have been established
· recog of rev by reference to the stage of completion of a trans. Is called percentage-of-completion-method.  Rev is recog evenly over the accounting periods in which the services are rendered.

Interest, Royalties, Dividends

· Interest def – charges for the use of cash or cash equivalents of amounts due to the entity.  The item interest may also include preference dividends on pref shares that are classified as financial liabilities
· Royalties def – charges for the use of long-term assets of the entity, for ex. patents, trademarks, copyrights
· Use of term “charges” in above is not that appropriate, as the standard deals with revenue and not costs.  Its viewed from the party who recognises the expense

· Dividends def – distributions of profits to holders of equity investments in proportion to their holdings of a particular class of capital.  (ref made to revenue rather than distributions).  Although term “equity investments” is used, we believe it applies also to dividends of pref shares, provided these pref shares aren’t deemed to b liabilities 

Probability Requirement

· Rev is recog when probably that econ benefits will flow to entity
· If uncertainty exists about collectability of amount already incl in rev, the uncertain portion is recog as an expense
· Rev recog originally is thus not reduced

· Two separate issues recog – 1.  recog of rev 2.  later recog of expense

· Reduction in amount that been recog as rev in order to record uncollectible portion of rev will result in contravention of general rules of set-off for diff elements in afs

Requirement of Reliable measurement

· Interest is recorded on a time-proportion basis, based on the effective yield on an asset
· “effective interest rate” is rate of interest required to discount the stream of future cash receipts expected over the life of the finance asset to its net carrying amount.

· Interest rev includes the amount of amortisation of any discount or premium

· The term “interest” may also include pref dividends, if that specific pref shares are classified as financial liabilities.  Ex. divs earned on an investment in cumulative redeemable pref shares.  Such divs will also accrue on a time-proportion basis

· Royalties accrue in accordance with the terms of the relevant agreement

· Divs from investments aren’t normally recog in profit/loss section of statement of comprehensive income until the last date to register has passed.

· Care should b taken when unpaid interest has accrued before the acquisition of an interest-bearing investment.  In such cases, the subsequent receipt of interest should b allocated between the pre- and post-acquisition periods, and only the post-acquisition interest should b recog as rev

Transactions involving the sale of goods and rendering of services
· Where tran involve sale of goods and rendering of services, the substance of the transaction determines the pattern of rev recog
· Where substance of tran is sale of goods while rendering of services if supplementary to sale of goods, the principles governing the recog of rev in the case of sale of goods apply

· Where impossible to come to conclusion regarding the substance of the transaction, ie where both equally nb to trans, the trans is apportioned in its two components and relevant recog principles are applied

Ex.  vehicle is sold for R220,000 cash and includes a maintenance contract for 5 years.  Contract represents 8% of the selling price
Bank


200,000


Sales




184,000


Deferred maintenance revenue (SFP)
  16,000

(initial accounting for components of sale)

Service Cost

2,000


Bank


2,000

Deferred maintenance revenue (SFP) 3,200


Revenue from rendering service
3,200

(accounting for maintenance service ito maintenance contract)

EXCHANGE TRANSACTIONS
Read pg 7
DISCLOSURE

The following has to b disclosed in afs:

· Accounting policies adopted for recog of rev, including methods adopted to determine the stage of completion of trans involving the rendering of services

· Amount of ea significant category of revenue recog during the reporting period, including rev arising from:
- sale of goods
- rendering of services
- interest
- royalties
- dividends

· Amount of rev arising from exchange of goods/services included in ea significant category

· Any contingent liability and contingent asset.  This refers to items arising form warranty costs, claims, penalties, possible losses

· Following items must b disclosed separately for ltd and widely held comp’s:
- income from investment, distinguishing between listed and unlisted investments and between interest, dividends and other specified income
- aggregate amount of income from subsidiaries, stating whether divs, interest, fees or other specified income
- where group accounts are not presented, iro investments in associates, the divs received

· The aggregate amount of turnover for the accounting period and the basis upon which turnover has been determined should only b disclosed by ltd interest comps

SHORT AND SWEET

Objective of IAS 18 is to prescribe the recognition, measurement and disclosure of revenue

· Statement deals with issue of when revenue should b recog
· Rev should b measured at fair value of consideration received or receivable

· Amounts received on behalf of 3rd party should not b included in rev

· Direct set-off of items against rev is acceptable only when such set-off doesn’t result in elimination of increase in an asset or decrease in a liability

· Rev should only b recognises when probably that econ benefit will flow to comp and amount can b measured 

· Rev-recog is dependant on substance of the transaction, not the legal form thereof

· Rev form sale of goods is recognises when significant risk and rewards of ownership have transferred from seller to buyer

· Rev from rendering service is recog with reference to stage of completion on reporting date

· Interest is recorded on time-proportion basis, based on effective yield on an asset

· Royalties accrue in accordance with relevant agreement

· Divs are recog when sharh right to receive payment is established

· Exchange of dissimilar non-monetary assets or services:  Rev = fair value of asset/service received

· Exchange of similar non-monetary assets/services:  no rev is recognised

STUDY APPENDIX ON PAGE 30 OF STUDY GUIDE
