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Overview
The general objective of this case is to give students practice in applying their professional judgment to recommend an accounting policy for revenue and expense recognition. Students must identify the reporting objectives for the company, and must apply qualitative criteria in deciding what the most appropriate policy is. 
Reporting objectives
1.	Minimum disclosure and compliance with securities acts: The company is a public company; its shares are widely traded and are listed on the Toronto Stock Exchange. Therefore, a clean audit opinion is important. This reporting objective will cause the adoption of accounting policies that result in accounting numbers that are reliable and verifiable. 
2.	Cash flow prediction: The heirs of the founder own 30% of the common shares and are likely to be concerned about the dividend flow. The heirs are not actively involved in the company and retain a professional financial advisor, who may be presumed to be sophisticated. Since 30% is no doubt the largest single block of stock, the heirs probably have a substantial say in who is on the Board. Thus the needs of the heirs must be given consideration in developing accounting policies. 
3.	Performance evaluation: Similarly, the heirs’ analyst will be evaluating the performance of the management in order to advise the heirs on how to vote their shares. 
4.	Income tax deferral: The company probably will be permitted to deduct expenses when incurred and include revenues when received for income tax purposes, in view of the nature of the operations. If tax is affected by the revenue recognition policies, then the tax deferral objective is relevant, but probably be a secondary objective.
Since IFRS is somewhat flexible in the area of revenue and expense recognition, it is critical that the primary user and objective be identified at this point in time. Otherwise it will be difficult to provide a recommendation for the client. 
Revenue/expense recognition alternatives
Some students may try to fit the recognition of revenue into the molds of recognition at (1) the point of production, (2) point of sale, or (3) point of cash receipt. This case does not fit into those molds, however, since all three events are occurring simultaneously (at different rates) through time. Some students may also concentrate exclusively on revenue recognition and overlook the related issues of expense recognition. 

Better students will apply more basic criteria of revenue recognition, such as: 
· the critical event theory, 
· completion of the earnings cycle, or 
· measurability (or relative certainty) of future cash flows for revenues and costs, and will realize that unless one simply lets the cash inflows and outflows fall where they may, costs must be deferred and/or revenues accrued in advance of receipt in order to achieve matching and satisfy the objectives of stewardship, cash flow prediction, and performance evaluation. 

There are at least three conceivable alternatives to revenue and expense recognition in this case: 
· Recognize revenue as the books are delivered. This will require deferral of most of the revenue received from the advance sales, and also will require deferral and amortization of the initial promotional expense (the largest cost component). The stumbling block would be the deferral of the promotion expense, which requires measurable future benefit to be justified under IFRS, especially since the promotional materials are “internally generated” intangibles.
· Recognize revenue as the cash is received, and then recognize deferred initial costs on a cost-recovery basis until all deferred costs have been recovered. Thereafter, recognize additional production costs as incurred and additional revenue as realized. Again, this approach depends on being able to justify deferral of the initial costs.
· Recognize revenues as cash is received, and recognize expenses as incurred. This approach conforms to the “definitional” approach to determining revenues and expenses, which is based on changes in assets and liabilities. Under this approach most of the costs will be recognized as expense when each series is initiated while all of the revenue will be recognized later.

Advance sales — Revenue from advance sales can be reliably measured quite early in the revenue generating process, since the full amount is received at the time of subscription (after the second book is mailed). The cancellation rate is very low, and therefore the provision for cancellations would be relatively small. Most of the costs have been incurred by the time that the subscription rate is known, and recognition at the point of subscription would facilitate matching; costs would not need to be deferred. The cost of printing and binding the future books is relatively small ($5.00 on a $30.00 book) and a liability for these future costs can be established in order to match these future costs against revenue. It would appear, therefore, that the measurements would be sufficiently reliable at the time of subscription to permit revenue and expense recognition at that time for the advance sales and still satisfy the stewardship objective. 


There still remains the issue of whether the revenue has been earned when only two books in the series have been produced. If the earnings process is viewed as the expenditure of effort, then the bulk of the effort (and cost) has indeed occurred, since the major effort and expense is in the promotional stage. Thus, signing up the customers can be viewed as the critical event in the revenue generating process. 
On the other hand, one could legitimately view the earnings process as not being substantively complete until the books are actually produced and delivered to the customer. Performance must be complete and TLBL has not completed its performance obligations as not all the books have been delivered. Under this approach, revenue should be recognized on a straight line basis, as the books are produced and delivered. To the extent that costs can be identified with a specific book series, they should be capitalized and offset against revenues realized. The gross profit on each series would then be recognized as each book is produced, at an amount based on the total estimated identifiable costs and total estimated revenues. Costs that cannot be identified with or reasonably allocated to specific series must be treated as period costs. 
It is a short additional step to delay revenue recognition until the cash from instalment purchasers is actually received. However, since the cash receipt could be spread out over a considerable period of time, it probably would be more feasible to recognize the revenue when each volume is mailed, with a provision for uncollectibles on that particular volume. TLC has been in operation for a number of years, therefore, there is past history to be able to estimate an allowance.  Recognition of revenue when the amount is received is not acceptable under GAAP.
Instalment sales — It would be much more difficult to estimate the revenue from the instalment sales at the time of the original subscription. It is possible to estimate the net revenue, of course, after deducting a provision for uncollectibles and cancellations, but a fairly small estimation error could cause a large change in net income. Given the lack of reliability of the instalment revenue measurement, recognition at the point of subscription would be difficult to rationalize. Instalment earnings more naturally fit a percentage-of-completion or instalment basis of reporting.  Also, performance has not yet been completed.
Relationship to objectives
The foregoing discussion does consider the quality of the earnings information under the various alternatives, but it does not relate directly to the financial reporting objectives that were identified earlier. Contract compliance calls for reliable measurements, and would rather clearly rule out revenue recognition at the point of subscription for instalment customers. The revenue estimate may be unexpectedly off the mark, and there has been no realization of either the revenue or the production costs. For the advance sale customers, revenue should be recognized as performance is achieved.  That is, revenue will be deferred and a percentage recognized as each book in the series is delivered.
For both cash flow prediction and performance evaluation, early revenue recognition for each individual series would seem to be desirable, especially for the performance evaluation objective since management makes the important decisions at the start of each series. However, early recognition depends on the predictability of total revenues and costs, which is uncertain. Therefore, TLBL must use recognition alternatives that spread the earnings from a particular series over several accounting periods. 
Spreading revenue/expense recognition over the life of the series will result in each period's reported earnings consisting largely of earnings being realized on projects started in earlier periods. This will be advantageous to the company because spreading the earnings of multiple on-going series over several years will help to stabilize TLBL’s earnings and therefore the share prices. 
Similarly, the overall cash flow consequences of the book series are more clearly represented if the cash flow consequences of a series are reported together, in a single period. However, revenue (and expense) recognition at the time of subscription does not lead to “high quality” earnings, because much of the revenue will not be received until a later period. The earnings may more closely approximate cash flow if a percentage-of-completion approach is used. 
For tax deferral, later recognition is better than early recognition. Ideally, costs would be recognized when incurred and revenue recognized when realized. If there are many concurrent series being produced, then this approach to revenue and expense recognition may be quite appropriate. However, if series are started sporadically and the level of activity varies from period to period, then this approach would not be appropriate for financial reporting even though it would be best for income tax deferral. In that case, a percentage-of-completion or instalment basis of reporting would be preferable. 
In summary, it would appear that the earliest that revenue could be realized (and thereby satisfy the cash flow prediction and the performance evaluation objectives) and still have sufficient reliability to satisfy the minimum disclosure objective would be to recognize the revenue as each book is shipped.  While such a method will not be very good for performance evaluation, the stewardship objective is dominant in this case due to the public reporting requirements that pertain to this company. In arriving at a decision an assumption must be made concerning which user and objective the financial statements are being tailored.





Solution to Case 3 (WI Inc)
Overview
Winery Incorporated (WI) has recently incorporated. Their previous financial statements as a partnership used the cash basis of accounting and were prepared for tax purposes and management purposes only. They had no GAAP constraint. Taxes were paid by each partner not by the partnership. WI now has a bank that requires audited financial statements and has a covenant requiring a minimum current ratio. The bank will be interested in checking compliance with their covenant as well as cash flow prediction to see if there is adequate cash to make their interest and principal payments. WI has a GAAP constraint which requires the accrual basis of accounting. It must be determined what accounting standards WI will follow. They are considering using accounting standards for publically accountable enterprises to be comparable to their competitors. They are also considering the use of accounting standards for private enterprises. Management will be sensitive to any impact on the current ratio due to the covenant. It is important that standards are ethical and developed for the long-term since this is their first year-end as a corporation. 
Issues
1. Valuation basis for vines and grapes
2. Valuation of winery license
3. Valuation of inventory – wine
4. Revenue recognition – wine
5. Software and web site development costs
6. Revenue recognition – annual fee
7. Inventory valuation – spoiled wine
8. Lawsuit
9. Hedge
10. Forgiveable loan






Analysis
For each issue the appropriate accounting policy using standards for publically accountable enterprises (IFRS) will be discussed then any difference if accounting standards for private enterprises was selected.
1. Valuation basis for vines and grapes

Part A
The vines and growing grapes would be considered biological assets since they are living plants. Once the grapes are harvested these would be considered inventory. The value of the land would have to be separate from the value of the vines and grapes. 
Biological assets are valued at fair value less any point of sale costs. These assets are not depreciated. Any gains or losses would be recognized in the income statement. Fair value of the vines and grapes would need to be determined each reporting date. 
WI will need to determine fair value for the vines and grapes separate from the land. Fair value could be based on recent sales or purchases of vines. The grapes can obtain a value from the active market for the purchase or sale of grapes. The land could be valued from recent real estate transactions. If fair values cannot be obtained in the market place a valuation could be completed based on discounted cash flows. Point of sale costs would be transportation costs to market. 
When harvested the grapes would be transferred and reclassified as inventory at their fair value less point of sale costs.
Any changes in the fair value of the biological assets would impact net income. Any increases would have a favourable effect but decreases would have a negative impact. The vines and land would be classified as a non-current asset so there would be no impact on the current ratio. After being harvested, the grapes would be classified as inventory. As Wine can take over two years to produce, part of the grape inventory would need to be classified as non-current. 
Part B
If accounting standards for private enterprise were selected the vines, grapes and land would be valued using cost. The land would not be depreciated. Since the vines have an indefinite lifespan they would also not be depreciated. The assets would be tested for impairment if an event or circumstance indicated impairment e.g. frost may damage the vines and cause a reduction in value.
Part A
2. Valuation of winery license

The winery license would be classified as an intangible asset. Since the license does not have an expiry date it would be considered an intangible asset with an indefinite lifespan. Since there is no active market for these licenses the cost model would be used for the licenses. The licenses would not be amortized but tested for impairment.
The license would be classified as a non current asset therefore there would be no impact on the current ratio.
Part B
The accounting would be identical in accounting standards for private enterprises.
3. Valuation of inventory – wine

The grapes would be reclassified from biological assets to inventory at the fair value less point of sale costs. The grapes when crushed would then be transferred into wine inventory. The wine would be a manufactured inventory and would be classified as work in progress. The wine and grapes would be valued at lower of cost and net realizable value at each reporting date.
Wine would be classified as a current asset e.g. non premium wine which is expected to be sold within the year. The premium wine would be classified as a non-current asset. Costs would include any direct costs and a portion of general overhead. In addition, the premium wine which is aged for a period of time up until two years may be a qualifying asset where interest must be capitalized. A portion of the interest on general borrowings, loan from bank, would be added to the cost of the wine.     
The inventory that is classified as current would have a positive impact on the current ratio.
Part B
The accounting standards for private enterprises would not classify the grapes as a biological asset. They would be valued at cost. Interest costs may be capitalized if they relate to a specific borrowing not general borrowing. The loan is for general purposes therefore the interest costs would not be capitalized for the premium wine.
4. Revenue recognition – wine

Wine sold in the store or on the website would be recognized when delivered. There is no cash collection risk since customers would pay at purchase with the exception of the LCBO. The LCBO is a government run organization and there would not be cash collection risk.

Part B
The accounting would be similar in accounting standards for private enterprises.
5. Software and web site development costs
The acquired software would be classified as an intangible asset with a definite lifespan. The software would be amortized over the period of its intended use by WI. Web site costs which are in the planning stage or just for operating would be expensed. The consulting fees depending on their nature may have a portion capitalized. The training costs would be expensed. Costs to develop the website e.g. graphics design and the web domain name would be capitalized. Any capitalized costs would be amortized over the period of intended use of the website. The amortization period for the software and web site is likely a short period since it is technology based.
The intangible assets would be classified as a non-current asset therefore would not have an impact on the current ratio.
Part B
The accounting would be identical in accounting standards for private enterprises.
6. Revenue recognition – annual fee 
The annual fee has multiple elements since the customer receives bottles of wine and a subscription to the magazine. The fee would need to be allocated to the two elements based on relative fair value. The portion related to the wine would be recognized when the bottles of wine are delivered. The portion related to the subscription would be recognized as the subscription is delivered.
Part B
The accounting would be similar in accounting standards for private enterprises.
7. Inventory valuation – spoiled wine
The wine that is spoiled would need to determine the net realizable value. The write-down would be to the net realizable value. Based on initial samples it indicates the wine is spoiled and unless there is an alternative use for the wine the value would be zero. 
If the spoiled wine was classified as a current asset this would have a negative impact on the current ratio.
Part B
The accounting would be identical in accounting standards for private enterprises.
8. Lawsuit
	     The lawsuit would be a contingent liability. The lawsuit was been filed for $1 million but there is no evidence to support that WI will lose the lawsuit or the amount of the lawsuit. Therefore, there should be note disclosure of the lawsuit.
 Part B
The accounting would be identical in accounting standards for private enterprises.
9. Hedge (You do not really need to know this!)

WI must decide if they wish to elect hedge accounting for the hedge. If they do not elect hedge accounting the forward contract or hedge would be recognized in fair value through profit and loss. The contract would be valued to fair value every 
      reporting date and any changes in the value would impact net income. If hedge 
      accounting is elected the cash flow hedge would have any change impact other 
      comprehensive income.
Part B
The accounting would be identical in accounting standards for private enterprises for if hedge accounting is not elected. These standards do not have comprehensive income so there would not be the option of showing changes in value in other comprehensive income.
10. Forgivable loan
The forgivable loan would be recognized when the criteria are met or expected to be met of hiring employees and a minimum purchase of fruit. Note disclosure would be required of the conditions. 
The $1 million cannot all be recognized in the current period. If the criteria are expected to be met $500,000 would be deferred revenue and recognized next year. The $500,000 relating to the current year could be either netted against salary expenses or the purchase costs of fruit or the amount could be recognized as other income. 
WI would not want to net the government assistance against the cost of the fruit since this would reduce the value of the inventory and have a negative impact on net income.
Part B:	The accounting would be identical in accounting standards for private enterprises.
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