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Revenue Recognition

Solution to  Problem 76
Revenue

A revenue is the amount of value received from sale of good or service.  This definition permits

recognition of revenue when a credit sale is made (Debit Accounts Receivable, Credit Sales Revenue). 

Inevitably, though, revenue is tied to the amount of cash eventually received.

If discounts are extended to make a sale, revenue should be reported net of discounts.  Revenue should

be reported net of sales returns, also.  If a sale is made on credit and it at least some nonpayments are

expected, then tradition calls for sales to be recorded at gross and the amount of nonpayments are listed

as bad debt expense (a non-cash operating expense).
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Solution to  Problem 77
Revenue

(1) Define/describe the revenue recognition principle.  

(2) Explain why revenue is typically recognized at the point of exchange for credit sales in a normal

retail store.  Your answer should refer to your definition of the revenue recognition principle.

(3) Give one example of an industry where revenue is recognized before the exchange.  Explain why

this is an appropriate recognition point.  Your answer should refer to your definition of the

revenue recognition principle.

(4) Give one example of an industry where revenue is recognized after the exchange.  Explain why

this is an appropriate recognition point.  Your answer should refer to your definition of the

revenue recognition principle.

Revenue is generally recognized when (1) realized or realizable, and (2) earned.  Being earned is

when an exchange of product or service occurs.  Sometimes it is considered to occur when the

“key” event necessary for an exchange occurs.  Being realized or realizable means that the cash (if

not already received) is likely or probable to occur in the future.

In a highly developed economy where credit sales are common, a customer’s credit worthiness is

evaluated through a credit check.  If the company determines that it is likely that the customer

will pay in the future, revenue is recognized at the point of product/service exchanged despite

there not being cash yet.  This meets the terms of the revenue recognition principle, because the

seller & buyer have closed the deal (contractually agreed to the exchange), and because the

revenue is considered realizable (or collectible).

In the case of mineral discovery and extraction, and agriculture, revenue is often recognized

before an exchange is made between the seller and a buyer.  This is because there are well

developed markets with sufficient demand that on any given day, any amount of product could be

sold if it was taken to market.  In this case, the key event is identified as the appropriate revenue

recognition point.  In the case of mineral discovery and extraction, the key event is discovery of

proven reserves.  These reserves are kept in the ground until the mining company decides to take

the mineral to market and sell it.  At this time it is extracted and sold, and revenue is recognized. 

Buyers in such a market either pay in cash or are sufficiently credit worthy to merit extension of

credit.  In agriculture, crops cannot be kept in fields until the decision is made to sell, as

decomposition will occur.  In this case, extraction or harvest must take place when it can.  Then

harvested grain (or other agriculture produce) are stored until such time as the farmer decides to

sell.  But because the key event is harvest, revenue is recognized at this time.

Sometimes sellers sell to buyers who are credit unworthy.  This is the case when durable goods

(that can be repossessed and sold to someone else) are sold to the consumer fringe.  In this case,

exchanging the product is trivial, because the seller will sell to anyone with a pulse.  There is

uncertainty as to whether the buyer will eventually pay.  The uncertainty is resolved when cash

payment is eventually made.  Revenue is recognized at this time, the point of cash collection.
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Solution to  Problem 78
Revenue recognition at different times.

1. Revenue is recognized under the cost recovery method.

2005 2006 2007 Total

Revenue 100,000 120,000 20,000 240,000 

Expense  100,000    50,000            0  150,000 

Income 0 70,000 20,000 90,000 

2. Revenue is recognized when production is complete.

2005 2006 2007 Total

Revenue 240,000 0 0 240,000 

Expense  150,000   0        0 150,000 

Income 90,000 0 0 90,000 

3. Revenue is recognized at the point of sale.

2005 2006 2007 Total

Revenue 112,000 128,000 0 240,000 

Expense  70,000   80,000         0   150,000 

Income 42,000 48,000 0 90,000 

4. Revenue is recognized when cash is collected (installment sales method).

2005 2006 2007 Total

Revenue 100,000 120,000 20,000 240,000 

Expense    62,500    75,000    12,500 150,000 

Income 37,500 45,000 7,500 90,000 
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Solution to  Problem 79
Revenue recognition at different times.

1. Revenue is recognized when production is complete.

2005 2006 2007 2008 Total

Revenue 70,000 105,000 0 0 175,000 

Expense  50,000    75,000  0   0 125,000 

Income 20,000 30,000 0 0 50,000 

2. Revenue is recognized at the point of sale.

2005 2006 2007 2008 Total

Revenue 52,500 105,000 17,500 0 175,000 

Expense    37,500   75,000    12,500   0   125,000 

Income 15,000 30,000 5,000 0 50,000 

3. Revenue is recognized under the cost recovery method.

2005 2006 2007 2008 Total

Revenue 25,000 80,000 60,000 10,000 175,000 

Expense  25,000   80,000   20,000   0   125,000 

Income 0 0 40,000 10,000 50,000 

4. Revenue is recognized when cash is collected (installment sales method).

2005 2006 2007 2008 Total

Revenue 25,000 80,000 60,000 10,000 175,000 

Expense  17,857  57,143   42,857   7,143  125,000 

Income 7,143 22,857 17,143 2,857 50,000 
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