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Revenue, after earnings, is one of the most scrutinized figures on the financial statements. For 

that reason the actual project on revenue recognition led commonly by the IASB and the FASB 

should retain all our attention. Revenue is a key figure for two main reasons. First, it is the first 

line of the income statement and therefore will set the tone of the analysis. Second, the growth in 

revenue will be the first assumption underlying analysts’ forecasts. Therefore assessing 

accurately revenue is necessary to valuate a firm properly.  

 

In most cases, revenue can be seen as a product of price times quantity sold over the period 

reported. Whereas quantity can be easy to determine, the price to use in the equation can be 

much more complex to find and audit.  

Aristotle was the first to acknowledge the existence of two values: a trading-value and a utility-

value. The utility-value is the amount of consideration (currency units) a person would be 

willing to pay for a product given the utility he has for it while the trading value is the amount 

for which this same good would be traded on the market. It is obvious that the two values are 

intertwined but they can differ on practice. 

 

The revenue recognition project led by the IASB reaches the same conclusion. Two models can 

be used to account for revenue: a fair value model (the underlying value in that case would be a 

market value) and a consumer based model (in which the underlying value would be the utility 

value or the actual amount of the contract between the customer and the company). The choice 

of the model will impact significantly the financial statements especially when accounting for 

long term contracts and multi elements contracts.  
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This joint project led by the IASB and the FASB intends to solve some discrepancies of the actual 

literature on revenue recognition. The framework of the IFRSs states that: ‘The definition of income 

encompasses both revenue and gains.  Revenue arises in the course of the ordinary activities of an entity 

and is referred to by a variety of different names including sales, fees, interest, dividends, royalties and 

rent.’ (74) and ‘Income is recognised in the income statement when an increase in future economic 

benefits related to an increase in an asset or a decrease of a liability has arisen that can be measured 

reliably.’  (92) Clearly an Asset – Liability view is called for in the Framework but in practice IAS 

11 - Construction Contracts and IAS 18 - Revenue are not entirely based on an Asset – Liability 

approach, a Revenue - Expense  view is in fact partly used in IAS 11 (Wüstemann and Kierzek). 

Furthermore the decision to develop a new standard aims at filling the voids of the standards 

regarding new business models such as those based on multiple-element transactions. Under 

this project two models have been discussed by the Boards: the Fair Value Model and the 

Customer Consideration Model. The latter has been elected by the Board in May 2008 but some 

features of the former have not been totally abandoned yet. This paperwork will still focus on 

the two approaches to highlight the choices faced when selecting a standard. 

 

The objective of this paper is to demonstrate the difficulty to address the trade off between 

relevance and reliability in standard setting. Indeed, both approaches have drawbacks and the 

objective of adopting a single model for all transactions might not be realistic. The method 

chosen is purely qualitative given the early stage of the project and the absence of quantitative 

data. The analysis will focus on six elements to take into account when measuring a data in 

order to test the Customer Consideration Model and the Fair Value Model. The difficulty to 

choose a revenue recognition method comes from the fact that measurement is necessarily 

subjective. This subjectivity comes from the surrounding of the experiment (under what model 
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the measure is taken, when, where, how, with what limits, and what externalities to consider). 

These six questions will serve as a base to assess the strengths and weaknesses of the two 

approaches and to better identify the context of the decision making process. 
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1. WHAT PARADIGM TO SELECT 
 

The first choice is the one of the paradigm used in order to measure revenue. Two paradigms 

are possible: the Asset – Liability and the Revenue – Expense.  

 

Under the first paradigm the object measured is the change in net assets of the company. In that 

case, revenue is recognized when a liability decreases or an asset increases. The balance sheet 

measures the wealth of the firm and the income statement reflects the changes of this wealth. 

This paradigm gives a perfect picture of the balance sheet at a given date but does not separate 

revenue from gain. For that matter, the income statement is more volatile and does not reflect 

only the wealth directly generated by the firm ongoing operations. 

 

The Revenue – Expense view measures the production of the firm. Whereas the first approach 

gives an analysis of the firm from a market point of view the second approach gives an inside 

perspective that enables to compare the level of production of the firm with the previous years. 

Under the second approach less consideration is given to the market, the main focus is the 

activity level of the company and not its ability to perform above average.  

 

The paradigm chosen highly impacts the definition of growth and therefore the work of many of 

the market players, in particular financial analysts and credit raters, who base a large part of 

their advice on growth ratios. The Asset – Liability approach has been chosen by the IASB from 

the beginning as presented earlier in the Framework. This choice involves a strong work on the 

definition of an asset and a liability. An asset can be seen as a right a company has acquired on 

its customers while a liability would be an obligation still to be honored.  
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Before pursuing with the other questions, an example is developed below and will be used in 

the following parts of the paper.  

EXAMPLE: THE LUXURY CAR 
 
A man enters a high standard car dealer and orders a personalized car model. On top of his 

command he gains access to a race track as often as he wishes for a two year period. For the 

package the customer pays cash 1000 CU (currency unit). 

 

Estimated stand alone prices on the market of CU
the car 950
one year access to the race track 100

Total market cost of the order 1150  

 

The aggregation of the estimated stand alone prices of the sub-elements of the contract is higher 

than the price of the entire contract. The allocation of this difference is complex and depends of 

the model used for revenue recognition. This example will illustrate the following questions to 

highlight the possible choices of recognition methods. 
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2. WHEN TO MEASURE 
 

Then, after having chosen the Asset – Liability paradigm the Boards are facing the second 

question: When to measure? This question is the hardest one. On the above example different 

solutions would be possible. The main difficulty is to choose when to allocate the discount given 

to the customer. The same issue would arise if the company was selling its services above the 

market price. 

 

• The discount could be accounted for at contract inception because the total obligations of 

CU 1150 exceed the total rights of CU 1000.  The rationale behind this solution is called 

the Fair value method. The obligations to perform under the contract are measured at the 

market price or the lay off price (the price at which another company would perform the 

obligation). The revenue would be recognized after the delivery of the car and during the 

two years of access to the track. 

Contract inception Delivery of the car 8 trimesters of 
access to the track Total

-150 950 25 1000  

 

The choice of the trimesters is arbitrary it could as well be on an annual, a monthly or 

daily basis. 

 

• No revenue should be accounted for at inception because the firm has not performed 

under the contract yet. And the fact that the firm sells the package at a discount does not 
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necessarily mean that the contract will bring a negative outcome. Then, the discount 

could be allocated to the different obligations proportionally.  

Contract inception Delivery of the car Access to the track A trimester of 
access to the track Total

Market price 0 950 200 25 1 150
Discount 0 124 26 3 150

Total 0 826 174 22 1 000  

 

• Some alternative solutions could be developed:  

- allocating all the discount to the first performance obligation 

- allocating all the discount to the last performance obligation 

But the economic rationale behind these two last methods is less convincing and 

therefore they will not be developed in the following parts of this paper. 

 

• The solutions presented above rely on the assumption that a contract can be analyzed 

and divided into subparts. But one could judge that revenue arises only at the end of the 

performance and should be accounted for all at once after having fulfilled all the 

obligations stated under the contract. This would considerably delay the time of the 

recognition. 

 

• On the contrary, the revenue linked to the sell of the car could be accounted for on a 

continual basis given that the car is made on order and therefore the client already bears 

some of the risks linked to the ownership. Following this rationale revenue would arise 

much earlier.  
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• Finally, revenue could be recognized when the cash comes in, in that case everything 

would be recognized on the day the contract is signed. (The customer pays cash the 

entire amount). 

 

 

To complicate a little more the question another one can be added: When to remeasure? The 

amounts allocated to the performance obligations can be seen as locked-in after inception or 

they might be remeasured if the market prices underneath change significantly. The two Boards 

agreed that remeasuring is compulsory when the contract becomes onerous but some members 

of the IASB contrary to the FASB also think that performance obligations should be remeasured 

if an active market price exists (the frequency of this remeasurement is still to be defined). 

 

On top of the remeasurement issue an onerous contract still needs to be defined. Does a contract 

become onerous when it leads to a negative outcome or does it become onerous when the 

margin locked in at inception decreases? 

 

To conclude, the question of when to measure is very sensitive. Whereas accounting for revenue 

on a cash basis would be very reliable it does not bring much information to the financial users. 

On the contrary, the first method would be relevant and would help compare the results among 

firms performing on the same segment but would not be reliable when no market prices are 

easily available. This method could also reveal itself as very costly and hard to audit in 

particular if the products are not traded on a liquid market and therefore need to be marked to 

market. 
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WHERE TO RECOGNIZE REVENUE? 
 

After the time question the next one is: Where to recognize revenue? This section covers two 

broad issues which are the place of the revenue on the income statement and the comparability 

of revenue measurement between countries.  

The first question deserves to be acknowledged but won’t be developed in this paper given the 

scope of the study. The definition of revenue is intertwined with the one of gain especially 

under the Fair Value Approach presented earlier. In order to make the income statement more 

readable and useful for the users of financial statements two sections might be developed: one 

focused on revenue and another one on gains. This would help identify the growth that comes 

from internal strengths (revenue from operations) and the one that is linked with the market 

performance (financial revenue, fair value variation, risks, liquidity). The limit of this simple 

categorization is the impact of the market growth on the level of activity of the firm and the 

measurement of this interrelation. 

To pursue with the location question the method elected should be studied under the 

comparability lens. If the same cars were sold in the United States and in Japan by two different 

firms, the financial statements of the two companies would be very different and difficult to 

compare. This comparison gap comes from the context of the transaction (currency and market 

differences), and could be limited by the adoption of a reference to a global measure. The search 

for this global measure is legitimated by the IFRS Framework that states comparability as being 

one of the four qualitative characteristics financial statements should have together with 

understandability, relevance and reliability.1

                                                 
1  ‘Qualitative Characteristics of Financial Statements 
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Under this constraint the selected method should enable the readers to compare financial 

statements of firms evolving in different markets. In order to do so the firms need to have access 

to a common measure. And the Fair Value paradigm is a good way for the firms to be more 

comparable because it is based for most cases on global market values. Indeed the development 

of Fair Value and IT systems has permitted to create some virtual global markets accessible 

everywhere. The emergence of global values thanks to these developments is the main step 

toward an international Accounting Harmonization (Barlev and Haddad). For that matter if the 

unique objective of financial statements was comparability the call for the Fair Value Approach 

would be overwhelming. 

At the same time, one could argue that the place of the transaction should matter and therefore 

should be reflected in the amount booked. Indeed, the laws in the US and in Japan might defer 

significantly and, for that reason, the sale of one identical car could result in two very distinct 

transactions. For example, the length of the mandatory warranty might defer in the two 

countries which creates differences in the performance obligations. These differences would be 

better reflected by the consumer consideration approach. 

                                                                                                                                                              
 24. Qualitative characteristics are the attributes that make the information provided in financial statements 
useful to users.  The four principal qualitative characteristics are understandability, relevance, reliability and 
comparability.’ 
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3. HOW TO RECOGNIZE REVENUE? 
 

The question of How to measure revenue is central and might cast doubt on the accuracy of 

measuring revenue under the Fair Value view. Two methods have been confronted in the 

Boards sessions until recently: The Customer Consideration (CC) Model and the Fair Value (FV) 

Model. In May 2008 the former has been adopted but some members are still strongly arguing in 

favor of the latter as the listeners of the July 2008 session were able to assess. The main 

discrepancies between the two models are on the timing question. While the defenders of the FV 

are in favor of recognizing profit at contract inception, the ones in favor of the CC backs the idea 

that revenue can not be linked with the acquisition of a contract without the performance of 

some of the parts mentioned in it. Another large divergence is on the remeasurement question, 

the FV defenders tend to accept the idea to remeasure the value allocated to the obligations that 

are still to be enforced during the length of the contract while the CC defenders are willing to 

lock all the amounts at contract inception except in the case of an onerous contract (state still to 

be defined by the Boards). 

To continue with the question of how to recognize revenue the models should be tested on their 

ability to fit harmoniously in the package of existing norms. Indeed IAS 41 (agriculture), IAS 17 

(leases) and IAS 39 (financial instruments) already detail some methods in order to account for 

revenue / gains. The question is whether the new standard should adopt a single method for 

recognizing revenue and whether this method should be conform to the ones already detailed in 

other standards. Adopting a common way to measure revenue seems to go in favor of progress 

since the main motivation for changing the existing standards is the presence of discrepancies. 

And because of these discrepancies in the actual literature some similar transactions can follow 

two different methods and therefore revenue can be recognized under each method with timing 

-13/22- 
- Revenue Recognition – 

Anne-Lise Duriez – B00030979 – T3 - 2009 



differences. This is not in accordance with the idea of substance over form, a principle supposed 

to be the corner stone of the IFRS.  

For example in our above example the construction of the car could be accounted for under IAS 

11 because the uniqueness of the product makes it fit the definition of construction contracts.2 

But it seems that the car could as well be accounted for under IAS 18 given the nature of the 

product. This example highlights another discrepancy of the actual standards. While under IAS 

18 control of the product triggers revenue recognition, under IAS 11 carrying the risks and 

rewards is enough. (Cf FASB discussion paper) 

                                                 
2  A construction contract is a contract specifically negotiated for the construction of an asset or a combination 
of assets that are closely interrelated or interdependent in terms of their design, technology and function or their 
ultimate purpose or use. 
IFRIC 15 Agreements for the Construction of Real Estate 
11. An agreement for the construction of real estate meets the definition of a construction contract when the buyer is 
able to specify the major structural elements of the design of the real estate before construction begins and/or specify 
major structural changes once construction is in progress (whether or not it exercises that ability). 
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4. FEASIBILITY OF THE MEASUREMENT APPROACH 
 

After having exposed the pros and cons of the two models it is necessary to assess the extent to 

which the models can answer actual discrepancies. The feasibility of the method is a key issue 

when electing a measurement method. Indeed the Fair Value method is the best regarding the 

framework goal of comparability but for the other ones naming relevance, understandability 

and reliability its supremacy can be questioned. The method encounters limits when applied to 

certain types of business. Even though it enables high level of reliability when an active market 

is present the accuracy of the method is lower when FV is based on comparable markets (second 

level FV) or mathematical models (third level FV). 3

In the car example, the price of a year access to the race track might be easily encountered in an 

active market but the one of the luxury car would need to be determined otherwise.  Indeed by 

definition this figure is not directly accessible on an existing market because the product is 

unique. For that matter, some hypotheses are necessary in order to compare the car with existing 

products. In that case the value of the car will be a second level FV. In some cases no second 

level FV can be determined because of the complexity of the product. The lack of market can 

lead preparers to determine FV following a mathematical model which is the third level of 

                                                 
3 IAS 39 Fair Value Measurement Considerations 
48A. The best evidence of fair value is quoted prices in an active market. If the market for a financial instrument 
is not active, an entity establishes fair value by using a valuation technique. The objective of using a valuation 
technique is to establish what the transaction price would have been on the measurement date in an arm’s length 
exchange motivated by normal business considerations. Valuation techniques include using recent arm’s length 
market transactions between knowledgeable, willing parties, if available, reference to the current fair value of 
another instrument that is substantially the same, discounted cash flow analysis and option pricing models. If there is 
a valuation technique commonly used by market participants to price the instrument and that technique has been 
demonstrated to provide reliable estimates of prices obtained in actual market transactions, the entity uses that 
technique. The chosen valuation technique makes maximum use of market inputs and relies as little as possible on 
entity-specific inputs. It incorporates all factors that market participants would consider in setting a price and is 
consistent with accepted economic methodologies for pricing financial instruments. Periodically, an entity calibrates 
the valuation technique and tests it for validity using prices from any observable current market transactions in the 
same instrument (ie without modification or repackaging) or based on any available observable market data. 
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reliability. This model is based on forecasts which will necessarily be incomplete because of their 

theoretical characters that cannot encompass all the possible scenarios. These models have been 

strongly criticized on three points (How Fair is Fair Value? Ernst & Young):  

• they emerge from predictions and not from existing values,  

• they are very sensitive to the parameters entered into the valuation formula,  

• they are necessarily biased because of the subjectivity of the hypothesis.  

For example, the valuation of complex securities like collateralized debt obligation has required 

mathematical models. The limit of these models was highlighted by the collapse of the sub-

prime mortgage market and its spread to global financial markets. The attention paid to the 

three points listed above by the major actors of the financial markets was too weak and it led to 

overpricing these instruments. The inherent risk they included was not priced accordingly and 

the illiquidity of the market was not reflected enough.  

• The valuation of the financial instruments was based on the estimated recovery rate of 

the debts, the interest rates and the spread forecasts. 

• The sensitivity of the securities’ quotation to market variation was not easily readable. 

For example the credit raters kept writing Aaas some collateral debt obligations that lost 

almost all their value a few months later. 

• The hypothesis that housing market prices would not decrease was never questioned 

before real signs of collapse began to appear. 

But blaming the use of Fair Value for the sub prime crisis is not right; many were the actors to be 

held responsible beginning with the Banks that offered the mortgages to many Americans with 

bad credit history and no down payments. Before criticizing the standards one has to consider 

the principle of substance over form which is the key toward a good implementation of IFRS. 

The entire question relies on the ability and will of the financial statements preparers and 
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auditors to make or question the right hypothesis. The recent events do not cast doubt on the 

feasibility of the fair value method. 

This being mentioned, it is likely that the sensitivity of the products to market volatility and 

more guidance on the definition of an active market can be helpful to assess the value of a 

financial instrument. For that matter financial investors should study more closely the issuance 

of new standards in order to clarify the data they most need (The Institute of Chartered 

Accountants in Australia). 

Facing these limits, should the FV model be abandoned? The trade off is between harmonization 

and comparability. When aiming toward comparability FV is the best method. Therefore it 

should be apply whenever possible but this can mean developing competing models for the 

situations where FV is not reliable. In order to apply different models a guide (chart) should be 

developed to identify when to apply the different methods. Accepting diverse methods means 

moving away from the target of harmonization which was one of the motives to enter the 

revenue recognition project. 

Another factor that can influence the relevance of the model is the capacity of the users to accept 

it and apply it easily, condition to considerably reduce the cost of the change for the firms. On 

that point the CC method is much closer to the existing guidance and therefore will be much 

easier for preparers and users to apply.  
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5. EXTERNALITIES TO TAKE INTO ACCOUNT 
 
Finally, the decision of the method should respect the existing guidance or at least assess the 

impact it will have on it. Prior to the issuance of a new accounting standard, the IASB should 

consider to look at the existing European Regulation, the other existing IFRS and any other 

national requirements that would limit the implementation of the new standard.  

Concerning the European guidance, the requirements can be found in the Fourth and the 

Seventh Directive (referred to as accounting directives in this paper).  These directives are of 

primary importance in the adoption process of the IFRS standards by the European 

Commission, the REGULATION (EC) No 1606/2002 on the application of international 

accounting standards indeed mentions that the standards cannot contradict the true and fair 

view principle. 4

This analysis of the European regulation is important when adopting a new accounting method 

in order to prevent the legal voids that exist in the current revenue recognition literature. In 

particular this is the case regarding the recognition of dividends under IAS 18. This standard 

specifies that dividends shall be recognised when the shareholder's right to receive payment is 

established5 but this requirement is not clearly conform to the realization principle mentioned in 

the Fourth Directive. 6 The case Waltraud Tomberger vs Gebrüder von der Wettern GmbH 

                                                 
4 Directive 78/660/CEE SECTION 1 General provisions   
Article 2. 3. The annual accounts shall give a true and fair view of the company's assets, liabilities, financial position 
and profit or loss. 
Directive 83/349/CEE SECTION 2 The preparation of consolidated accounts 
Article 16. 3. Consolidated accounts shall give a true and fair view of the assets, liabilities, financial position and 
profit or loss of the undertakings included therein taken as a whole. 
5 IAS 18.30 
Revenue shall be recognised on the following bases: 
 (c) dividends shall be recognised when the shareholder's right to receive payment is established. 
6 Directive 78/660/CEE SECTION 7 Valuation rules  
Article 31. 1. The Member States shall ensure that the items shown in the annual accounts are valued in accordance 
with the following general principles:  

(aa) only profits made at the balance sheet date may be included,  
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enacted that recognizing revenue arising from dividends the year they were appropriated by the 

subsidiary could be in accordance with the true and fair view under certain set of circumstances. 

This ruling of the court does not mention that IAS 18 contradicts the true and fair view but a 

legal uncertainty subsists. This uncertainty would disappear if a similar ruling was made under 

IFRS (Wustemann & Kierzek). If the FV model were to be adopted and revenue recognized in 

some cases at contract inception, the Boards would have to question the European Commission 

(EC) on its understanding of the Article 31st of the Fourth accounting Directive according to 

which only profits made at the balance sheet date may be included in the accounts. Indeed the view 

according to which no revenue can be accounted for at contract inception is shared by many in 

the actual literature of European countries. This issue also concerns remeasurement under the 

CC method if the locked in approach is rejected when an active market exists. Indeed, if a 

performance obligation is remeasured downwardly during the lifetime of the contract, should 

revenue be recognized or should the company wait until the physical achievement of the 

performance obligation?  

 

                                                                                                                                                              
(bb) account must be taken of all foreseeable liabilities and potential losses arising in the course of the financial 
year concerned or of a previous one, even if such liabilities or losses become apparent only between the date of 
the balance sheet and the date on which it is drawn up,  

 (d) account must be taken of income and charges relating to the financial year, irrespective of the date of receipt or 
payment of such income or charges 
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CONCLUSION 
 

The Boards are aiming toward the CC approach with no remeasurement if the contract is not 

judged to be onerous. The accent is clearly on reliability. At first sight this orientation seems to 

be a failure for the IASB. The standards being developed still encompass exceptions. For 

example, insurance contracts, financial instruments and biological assets will still have their own 

rules for revenue recognition. But, overall, the IASB project is to be admired. To reach the point 

where they are today, the Boards studied carefully the pros and cons of the different revenue 

recognition projects and were able to back off the best solutions regarding “comparability” to 

promote pragmatism. What would be worst than perfect rules very badly applied in practice 

because they are too costly and too difficult to monitor and audit? 
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APPENDIX 
 

REGULATION (EC) No 1606/2002 OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL 

of 19 July 2002 on the application of international accounting standards 

 

9) To adopt an international accounting standard for application in the Community, it is necessary firstly 

that it meets the basic requirement of the aforementioned Council Directives, that is to say that its 

application results in a true and fair view of the financial position and performance of an enterprise — 

this principle being considered in the light of the said Council Directives without implying a strict 

conformity with each and every provision of those Directives; secondly that, in accordance with the 

conclusions of the Council of 17 July 2000, it is conducive to the European public good and lastly that it 

meets basic criteria as to the quality of information required for financial statements to be useful to users. 

 

Article 3 Adoption and use of international accounting standards 

2. The international accounting standards can only be adopted if: 

— they are not contrary to the principle set out in Article 2(3) of Directive 78/660/EEC and in Article 

16(3) of Directive 83/349/EEC and are conducive to the European public good and, 

— they meet the criteria of understandability, relevance, reliability and comparability required of the 

financial information needed for making economic decisions and assessing the stewardship of 

management. 
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