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Introduction

1. Property developers in Singapore currently use the percentage of completion (POC) method to recognise revenue.  The POC method is explained in FRS 11 Construction Contracts. However, FRS 11 does not specifically apply to property developers.  This is because FRS 11 defines a construction contract as “a contract specifically negotiated for the construction of an asset…” (e.g. a bridge or ship) and a property developer’s Sale and Purchase Agreement (S&P) is not a construction contract.  The relevant standard for revenue recognition by property developers is therefore not FRS 11 but FRS 18 Revenue, which addresses revenue recognition generally and for all types of entities.

2. In November 2004, in responding to a query from Australia, the International Financial Reporting Interpretations Committee (IFRIC) stated that “pre-completion contracts might not meet the definition of construction contracts in IAS 11 because the contracts in question are not specifically negotiated for the construction of residential units.”  IFRIC added that the International Accounting Standards Board (IASB) is undertaking a project on revenue recognition, which will address revenue recognition on real estate transactions, and that, in the meantime, the guidance in the Appendix to IAS 18 is sufficient to prevent premature recognition of revenue on such pre-completion contracts.  Consequently, in converging with IFRS, Australia did not reissue UIG Abstract 53, which stated that such pre-completion contracts are construction contracts and should be accounted for under the standard on construction contracts.

3. Hong Kong issued an Interpretation in March 2005, which states that such pre-completion contracts are not construction contracts and therefore the POC method under the Hong Kong equivalent of IAS 11 should not be used and property developers should comply with the Hong Kong equivalent of IAS 18 and recognise revenue only when all the five conditions are met.  The interpretation contains some transitional provisions.  It appears likely that property developers in Australia and Hong Kong would need to apply the completion of construction (COC) method for pre-completion contracts.  Pre-completion contracts in Hong Kong are similar to Singapore pre-completion contracts.

Issue

4. In the light of these events, the following issues need to be addressed:

a. what is the appropriate method of revenue recognition for property developers in Singapore; and

b. should property developers use the POC method or the COC method.

FRS Requirements

5. The basic requirements for revenue recognition are the five conditions set out in FRS 18.  There is also the illustration of real estate sales in the Appendix to FRS 18 (please refer to the Appendix to this RAP for details).

6. The view could be taken that FRS 18 does not specifically address pre-completion contracts for the sale of development property. Such contracts in fact are similar or related to construction contracts; and therefore the POC method in FRS 11 may be applied by analogy although the contracts do not meet the definition of construction contract in FRS 11 (please refer to the Appendix for details.)

Industry View

7. Listed property companies are strongly in support of maintaining the status quo until the picture becomes clearer.  Support for this course of action is set out in the Appendix.  Private property companies would generally prefer the COC method.

Recommended Practice

8. In a sale and purchase transaction involving real estate property, an equitable interest in the property is transferred to the buyer upon the signing of the S&P agreement and the buyer has the significant risks and rewards of ownership pertaining to the market price of the property, although he does not yet have the benefit of the use of the property.  If the seller is obliged to perform any significant acts after the transfer of the equitable and/or legal title, revenue is recognised as the acts are performed.  An example is a building or other facility on which construction has not been completed.
9. It is not clear which method of revenue recognition is required by FRS 18 in these circumstances. The IASB is embarking on a project that will address revenue recognition on real estate transactions.  Therefore, it is recommended that, in the interim, property developers may adopt either the POC method or the COC method.
10. Entities that use the POC method should disclose the financial effect had the COC method been adopted.  The disclosure should, at the minimum, include the effect on: 

a. the opening balance of retained earnings 

b. revenue

c. profit or loss for the period

d. the balance of work in progress as at the beginning and end of the period.

Comparative information for this disclosure need not be provided for the first financial year in which this RAP is followed. This disclosure will facilitate any necessary change when the issue is clarified. 

Appendix

Property developers – percentage of completion method of revenue recognition

Recent development

1. IFRIC Update of November 2004 stated that pre-completion contracts for the sale of residential units by developers might not meet the definition of construction contracts (IFRIC is the IASB’s interpretations arm).

2. IFRIC was responding to a question from Australia about whether one of its pronouncements, UIG Abstract 53, complied with IFRS.  UIG Abstract 53 required property developers to follow the Australian equivalent of IAS 11 Construction Contracts, for the accounting of pre-completion contracts.  As a result of the IFRIC response, when all the UIG Abstracts were withdrawn and replaced by UIG Interpretations in line with Australia’s IFRS convergence, UIG Abstract 53 was not replaced by a UIG Interpretation.

3. IFRIC made the following statements:

a. Such pre-completion contracts might not meet the definition of construction contracts in IAS 11 because they are not specifically negotiated for the construction of residential units.

b. IAS 18 would prohibit revenue recognition on these contracts before legal title is transferred, if the risks and rewards of ownership did not pass to the buyer before then.

c. IASB is undertaking a project on revenue recognition, which will address real estate transactions.  In the meantime, the guidance in the Appendix to IAS 18 (see below) is sufficient to prevent premature recognition of revenue on pre-completion contracts.

4.
This development raised the issue of whether the percentage of completion (POC) method of recognising revenue currently used by property developers in Singapore is in accordance with IFRS/FRS.  There is a need to clarify which method is required and whether our property developers ought to continue using the POC method or be required to switch to the completion of construction (COC) method.

5.
It is relevant to explain how it is that property developers in Singapore currently use the POC method.  The predecessor of FRS 18 was SAS 16, which was based on IAS 18.  When IAS 18 was adopted as SAS 16, an Appendix, Recognition of Profit on Sales of Properties by Developers, which effectively applied the principles of SAS 11 Construction Contracts to property developers, was added.  Thus, property developers have applied the SAS 11 principles all along to the present time.  When IAS 11 removed the option of the completed contract method and required the POC method, property developers using the completed contract method had to switch to the POC method.  The POC method is currently the generally accepted accounting practice among property development companies in Singapore.  The Appendix to SAS 16 was not retained when SAS 16 was replaced by FRS 18.

FRS requirements

6. 
The main requirement for a sale of goods is in FRS 18.13 (reproduced below) – the five conditions for revenue recognition.

	13.
Revenue from the sale of goods should be recognised when all the following conditions have been satisfied:

(a)
the enterprise has transferred to the buyer the significant risks and rewards of ownership of the goods;

(b)
the enterprise retains neither continuing managerial involvement to the degree usually associated with ownership nor effective control over the goods sold;

(c)
the amount of revenue can be measured reliably;

(d)
it is probable that the economic benefits associated with the transaction will flow to the enterprise; and

(e)
the costs incurred or to be incurred in respect of the transaction can be measured reliably.


7.
FRS 18.15 (reproduced below) refers to situations when the enterprise retains significant risks of ownership.  Given paragraph 15(c), it is likely that, in the case of property, the risks pass only on completion of the property, which is the view of the IFRIC.

	15.
If the enterprise retains significant risks of ownership, the transaction is not a sale and revenue is not recognised.  An enterprise may retain a significant risk of ownership in a number of ways.  Examples of situations in which the enterprise may retain the significant risks and rewards of ownership are:

(a)
when the enterprise retains an obligation for unsatisfactory performance not covered by normal warranty provisions;

(b)
when the receipt of the revenue from a particular sale is contingent on the derivation of revenue by the buyer from its sale of the goods;

(c)
when the goods are shipped subject to installation and the installation is a significant part of the contract which has not yet been completed by the enterprise; and

(d)
when the buyer has the right to rescind the purchase for a reason specified in the sales contract and the enterprise is uncertain about the probability of return.


8.
On the other hand, paragraph 9 of the Appendix to FRS 18 (reproduced below) refers to equitable interest, uncompleted building costs and revenue being recognised as the acts are performed.  Given this “inconsistency”, we need to address whether paragraph 9 supports the POC method.  The key issue is whether equitable interest has passed, and also why Australia and Hong Kong apparently do not deem it appropriate to use this principle.

	9.
Real estate sales


Revenue is normally recognised when legal title passes to the buyer.  However, in some jurisdictions the equitable interest in a property may vest in the buyer before legal title passes and therefore the risks and rewards of ownership have been transferred at that stage.  In such cases, provided that the seller has no further substantial acts to complete under the contract, it may be appropriate to recognise revenue.  In either case, if the seller is obliged to perform any significant acts after the transfer of the equitable and/or legal title, revenue is recognised as the acts are performed.  An example is a building or other facility on which construction has not been completed. [emphasis added]

In some cases, the seller may sell real estate with a degree of continuing involvement such that the risks and rewards of ownership have not been transferred.  Examples are sale and repurchase agreements that include put and call options, and agreements whereby the seller guarantees occupancy of the property for a specified period, or guarantees a return on the buyer’s investment for a specified period.  In such cases, the nature and extent of the seller’s continuing involvement determines how the transaction is accounted for. It may be accounted for as a sale, or as a financing, leasing or some other profit sharing arrangement.  If it is accounted for as a sale, the continuing involvement of the seller may delay the recognition of revenue.


A seller must also consider the means of payment and evidence of the buyer’s commitment to complete payment.  For example, when the aggregate of the payments received, including the buyer’s initial down payment, or continuing payments by the buyer, provide insufficient evidence of the buyer’s commitment to complete payment, revenue is recognised only to the extent cash is received.


9.
Another facet of interpreting FRS requirements is the use of analogy on the basis of the provisions in FRS 1 (reproduced below).  The view could be taken that FRS 18 does not specifically address such pre-completion contracts; that they are similar or related to construction contracts; and therefore the POC method in FRS 11 is applied by analogy although the contracts do not meet the definition of construction contract in FRS 11.

	20.

Management should select and apply an enterprise’s accounting policies so that the financial statements comply with all the requirements of each applicable Financial Reporting Standard and interpretation of the Financial Reporting Standard.  Where there is no specific requirement, management should develop policies to ensure that the financial statements provide information that is:

(a)
relevant to the decision-making needs of users; and

(b)
reliable in that they:

(i)
represent faithfully the results and financial position of the enterprise;

(ii)
reflect the economic substance of events and transactions and not merely the legal form;

(iii)
are neutral, that is free from bias;

(iv)
are prudent; and

(v)
are complete in all material respects.

21.

Accounting policies are the specific principles, bases, conventions, rules and practices adopted by an enterprise in preparing and presenting financial statements.

22.

In the absence of a specific Financial Reporting Standard and an interpretation of the Financial Reporting Standard, management uses its judgement in developing an accounting policy that provides the most useful information to users of the enterprise’s financial statements. In making this judgement, management considers:

(a)
the requirements and guidance in Financial Reporting Standards dealing with similar and related issues; [emphasis added]

(b)
the definitions, recognition and measurement criteria for assets, liabilities, income and expenses set out in the FRS Framework; and

(c) 
pronouncements of other standard setting bodies and accepted industry practices to the extent, but only to the extent, that these are consistent with (a) and (b) of this paragraph.


Hong Kong

10.
Hong Kong issued Interpretation 24, Revenue – Pre-completion Contracts for the Sale of Development Properties, in March 2005, which states that:

a. Such pre-completion contracts are not construction contracts and therefore the POC method under the Hong Kong equivalent of IAS 11 should not be used.

b. Property developers should comply with the Hong Kong equivalent of IAS 18 and recognise revenue only when all the five conditions are met.


There is a choice of applying Interpretation 24 retrospectively or only to contracts entered into on or after 1 March 2005.

Australia

11.
UIG Abstract 53 was not carried over into a UIG Interpretation when Australia converged with IFRS.  The practical impact of this is not yet clear.

USA

12.
FAS 66, Real Estate Sales other than Retail Land Sales, allows the POC method.

	37.
If individual units in condominium projects or time-sharing interests are being sold separately and all the following criteria are met, profit shall be recognised by the percentage-of-completion method on the sale of individual units or interests:

(a) Construction is beyond a preliminary stage*  

(b) The buyer is committed to the extent of being unable to require a refund except for non-delivery of the unit or interest.  

(c) Sufficient units have already been sold to assure that the entire property will not revert to rental property.  In determining whether this condition has been met, the seller shall consider the requirements of state laws, the condominium or time-sharing contract, and the terms of the financing agreements.

(d) Sales prices are collectible (paragraph 4).

(e) Aggregate sales proceeds and costs can be reasonably estimated.  Consideration shall be given to sales volume, trends of unit prices, demand for the units including seasonal factors, developer’s experience, geographical location, and environmental factors.


If any of the above criteria is not met, proceeds shall be accounted for as deposits until the criteria are met.


* Construction is not beyond a preliminary stage if engineering and design work, execution of construction contracts, site clearance and preparation, excavation, and completion of the building foundation are incomplete.


Sale & Purchase contracts

13.
The Sale & Purchase contract in Singapore has to follow the requirements of the Housing Developers’ Rules and has fairly standard terms.  It may be argued that industry practice in Singapore is unique in that it is highly regulated compared with that in other jurisdictions (e.g. the project account rules, the progress payment schedules).

Property industry view

14.
The property industry is strongly in support of maintaining status quo.  Its reasons for continuing with the POC method include those stated below.

a. The five conditions for recognising revenue in a sale of goods are met insofar as they are applicable to property developers.  The property sold comprises an interest in land and a building whose construction the seller has a remaining obligation to complete.   An equitable interest in the property is transferred to the buyer upon signing of the S&P contract, at which point the buyer has paid 20% of the purchase price and is obliged to make progress payments thereafter until vacant possession.

b. The rationale of the POC method is that revenue is recognised in the accounting periods in which the work is performed.  Because of the length of the construction period (about 2 years), if the COC method is applied, revenue would be reported according to when projects are completed rather than as the project progresses.  Thus revenue would be “lumpy” (e.g. none in one year and all in the year the project is completed) unless projects are being completed every year.  For this reason, US accounting standards allow the POC method, provided certain conditions are met (these conditions are similar to those currently adopted by property developers in Singapore). 

c. IAS 18 was issued in its original form in 1982 and last revised in 1993.  As shown by US GAAP developments since then, IAS 18 lacks specific industry guidance (e.g. sale of software and contracts involving multiple elements).  The FRS 18 Appendix suggests that, in the case of construction not yet completed, revenue should be recognised “as the acts are performed”:

d. “… if the seller is obliged to perform any significant acts after the transfer of the equitable and/or legal title, revenue is recognised as the acts are performed. An example is a building or other facility on which construction has not been completed.” (emphasis added).

e. If this statement in itself does not provide sufficient basis to conclude that FRS 18 requires the POC method in this situation, it does illustrate the fact that FRS 18 is lacking in guidance when applied to certain situations.

f. There is an ongoing IASB project on revenue recognition that will address real estate transactions.  The project is exploring an “asset and liability approach” to defining revenue and specifying criteria for recognition of revenue that would depart from the principles of prudence and accrual underlying IAS 18.

g. Property developers in Singapore do not have a concern that the POC method may result in premature revenue recognition because the industry is highly regulated.

h. The Singapore situation seems to be different from, for example, the situation in Australia.  Although the provisions of the S&P contracts appear to be similar, the practice in Australia seems to be different.  For example, a buyer can make a deposit of 10% and the balance of the purchase price is paid on completion of construction or he can provide a deposit bond.

i. The situation is still developing on this issue and it would be premature to require all Singapore property developers to change their practice until it becomes clear that the POC method is not appropriate in the Singapore context.
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