The new standard IFRS 15
on Revenue recognition

Construction, civil engineering and real estate
development industries
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development industries are about to face the implementation of
a major standard incorporating the new principles of revenue
recognition: IFRS 15.

Businesses in the construction, civil engineering and real estate

This standard relies on the concept of transfer of control to recognise revenue,
rather than on risks and rewards as previously. It requires a contract to be
brokendowninto distinct performance obligations, each with their own margin
and pattern of revenue recognition. Could IFRS 15 therefore call into question
the recognition of revenue according to the stage of completion, or lead to
a change in the pattern at which revenue and/or the margin is recognised?
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What exactly is involved?

“IFRS 15 REPLACES
IAS 18, 1AS 11 AND
ALL THE RELATED
INTERPRETATIONS.”

At the end of May 2014, the IASB
published IFRS 15 on
Recognition. Simultaneously, the FASB
published ASU 2014-09 (Topic 606).
'These two broadly identical texts represent

Revenue

the culmination of work on a major
joint project that has taken many years
to complete.

IFRS 15 replaces IAS 18 on revenue
arising from the sales of goods and
the rendering of services, IAS 11 on
construction contracts and all the related
interpretations (IFRIC 13, IFRIC 15,
IFRIC 18 and SIC 31). This standard
applies to all types of contracts with
customers and all business sectors.

The core principle of IFRS 15 is that
revenue shall be recognised so as to depict
the transfer of promised goods or services
to customers in an amount that reflects the
consideration to which the entity expects
to be entitled in exchange for those goods

or services.
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Goods and services are regarded as having
been transferred to the customer when
the customer obtains control. This may
take place at a point in time (for example
when a good is delivered) or over time (for
example as a service is rendered or a good
is constructed).

IFRS 15 clarifies the accounting treatment
of complex transactions (comprising several
goods and/or services) and is generally
more detailed than the standards it replaces.

Disclosures on contracts with customers
will also be much more detailed than what
is required today.

IFRS 15 will be mandatory for reporting
periods beginning on or after 1% January
2017 (subject to endorsement by the
European Union for European entities).
Early application is permitted. An entity
has the choice either of applying IFRS 15
retrospectively, or of applying an alternative
method consisting in restating only the non-
completed contracts at 1% January 2017.
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A recognition model in

> IFRS 15 sets out a 5-step recognition model. The flowchart below presents these steps

in simplified form.

STEP 1 Identify the contract(s) with the customer

........................................................................ > COntract(s)
Identify the separate performance

STEP 2 obligations (PO) in the contract l l

........................................................................ > PO 1 PO 2

STEP 3 Determine the transaction price (TP) l l

........................................................................ } TP for contract
Allocate the TP to the POs

STEP 4 in the contract l l

........................................................................ ) TP allocated to PO 1 TP allocated to PO 2

Recognise the revenue when (or as)
step a PO is satisfied

........................................................................ } Revenue on PO 1 Revenue on Po 2

This model is applicable to all contracts within the scope of the standard. IFRS 15 may, however, be applied to
a portfolio of contracts, under certain conditions.

THE NEW STANDARD IFRS 15 ON REVENUE RECOGNITION 3



Step 1

Identify the contract(s) with the customer

“IFRS 15 ONLY
ENVISAGES THE
COMBINATION OF
CONTRACTS IF THEY
ARE CONCLUDED AT
OR NEAR THE SAME
TIME WITH THE SAME
CUSTOMER (OR WITH
RELATED PARTIES

OF THE CUSTOMER)”

Combinations of contracts

In the construction, civil engineering
and real estate development industries,
some contracts are currently combined
and accounted for as a single contract.
The criteria for combination set out in
IFRS 15 are unlikely to change existing
practice in any significant way. Keep in
mind, however, this is because IFRS 15
only envisages such combination for
contracts concluded at or near the same
time with the same customer (or with
related parties of the customer).

Contract modifications

Contract modifications are common
additional
works, amendments, changes to order

practice in the sector:
specifications, orders for additional
services, buyer modifications, etc.

The existing literature calls upon on
entities to exercise their judgment
these
modifications when calculating their

in accounting for contract

revenue and margin.

The new standard provides a list of
criteria for determining when a contract
modification creates new enforceable
rights and obligations for the parties.
A contract modification may have
three accounting consequences under

IFRS 15:

¢ The continuation of the initial contract,
and the treatment of the modification
as a new and distinct contract

* 'The termination of the initial, partly
satisfied contract and the prospective

of the

part of the initial contract and

recognition unsatisfied
of the modification together as a
new contract

* 'The retrospective restatement (on a
cumulative catch-up basis) of the
amounts recognised under the initial
contract, as if the modification had
occurred at the start.

Entities will have to continue to exercise
judgment, in particular in order to
assess whether the modification relates
to goods and services that are distinct
from those provided under the initial
contract (see step 2 below).
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Step 7

Identity the separate performance obligations

The splitting of contracts into distinct
performance obligations whenever a
distinct good or service is promised to
the customer is more clearly articulated
by comparison with the existing
standards. The identification of distinct
performance obligations may be necessary
under a variety of circumstances, whether
in the construction, civil engineering or
the real estate development industries:
should the design, construction,
maintenance, etc. be separated in
practice? The same question applies to
the land and the construction.

Warranties

In this sector, the majority of guarantees
are insurance guarantees (for example,
the ten-year warranties or completion
guarantees required under French
common law). A provision will continue
to be accounted for in this respect.
However, optional warranties or those
offering an extra service (in addition to
common practice and law), such as rent
guarantees or resale price guarantees,
may be regarded as distinct performance
obligations. In this case therefore,
a portion of the contract revenue shall be
allocated to them.
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Step 3

Determine the transaction price

Determining the contractual revenue
to which an entity is entitled is
necessarily more complex when the

transaction price is variable.

Construction contracts may involve
variable consideration in a number of
ways: bonuses,

unit-price contracts,

claims, late penalties, etc.

IFRS 15 now provides detailed guidance
of how these aspects are to be accounted
for. In the first
consideration must be estimated using
the ‘expected value’ or the ‘most likely

instance, variable

amount’ methods. These estimates are
recognised only to the extent that it
is ‘highly probable’ that a significant

reversal in the amount of cumulative

revenue recognised will not occur. This
constraint, as established by IFRS 15,
is stricter than that set out in IAS 11.
However, under some circumstances
IFRS 15 may allow variable consideration
to be recognised at an earlier stage.

The transaction price must also take
into account any significant financing
component to distinguish the price of
the good or service from the financial
element. In a sector based on long-term
contracts, if the customer pays in advance
(recognition of financial expenses)
or in the event of deferred payment
(recognition of financial income) the

financial impact will have to be assessed.
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“IN A SECTOR

BASED ON LONG-

TERM CONTRACTS,

|F THE CUSTOMER

PAYS IN ADVANCE

OR IN THE EVENT OF
DEFERRED PAYMENT
THE FINANCIAL IMPACT
WILL HAVE TO BE
ASSESSED”
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Step 4

Allocate the transaction price to each
performance obligation

“ESTIMATING
STAND-ALONE
SELLING PRICES WILL
THEREFORE REQUIRE
CONSIDERABLE
JUDGMENT.”

The transaction price is then allocated to
each performance obligation previously
identified. This allocation is usually
made on a relative stand-alone selling
price basis.

If a stand-alone selling price of a
distinct good or service is not directly
observable, the entity must estimate

it using the most appropriate method.

Estimating stand-alone selling prices
will therefore require entities to exercise
considerable judgment.

Another aspect for attention concerns
the allocation of variable consideration,
which may be allocated to a single
performance obligation or to the contract
as a whole.
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Step 5

Recognise the revenue when (or as) a performance

obligation is satisfied

IFRS 15 requires an entity to recognise
revenue when the customer obtains control
of the promised goods or services (i.e. over
time or at a point in time).

The event triggering revenue recognition
must be identified for each distinct

performance  obligation identified
separately at step 2.
Within the same contract, some

performance obligations may be satisfied
over time (so the revenue is recognised as
progress is made) while other performance
obligations are satisfied at a point in time
(meaning that revenue is recognised at a
point in time).

Control is transferred to the customer over
time if one of the following three criteria
is met:

* the customer simultaneously receives
and consumes the benefits of the entity’s
performance as the entity performs;

* the entity’s performance creates or
enhances an asset that the customer
controls as the asset is created or
enhanced (e.g. construction on the
customer’s land);

* the entity’s performance does not create
an asset with an alternative use to the
entity, and the entity has an enforceable
right to payment for performance
completed to date.

Revenue recognition over time therefore
always seems possible in some cases.

The impact of IFRS 15 must be assessed
country by country, taking into account
the local regulatory context.

IFRS 15 may cause revenue to be recognised
over time (if transfer of control over time
to the customer can be demonstrated)
whereas, in the real estate development
sector, it is recognised upon completion in
some countries today.

In the case of a property development
programme intended for several customers,
revenue will only be recognised as work
progresses for contracts that have already
been signed.

Further, in the case where the progress is
measured on the basis of costs incurred,
the question arises for property developers
whether to account for the land when
measuring progress if the construction of
the building has not yet begun.
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What does IFRS 15 say about the following topics?

Costs of obtaining a contract

> According to IFRS 15, only
the incremental costs of
obtaining a contract (those
which would not have been
incurred if the contract had
not been obtained) and which
the entity expects to recover
must be recognised as an
asset, unless those costs
are explicitly chargeable to
the customer. This analysis
differs from the existing
treatment.

Costs to fulfil a contract

> IFRS 15 establishes a set
of strict conditions to be
fulfilled if an entity is to
recognise costs incurred in
fulfilling a contract as an
asset (where they are not
within the scope of another
standard, for example, IAS 2
Inventories, IAS 16 Property,
Plant and Equipment or IAS 38
Intangible Assets).

> However, IFRS 15 does not
state how costs to fulfil a
contract should be allocated
to the different performance
obligations if these costs
cannot be attributed directly
to any particular performance
obligation.

Recognition of the margin

> In addition to the pattern of
revenue recognition, IFRS 15
may also have an impact on
the pattern of recognition
of the overall margin of the
contract. Step 4 outlined
above has a direct impact on
the recognition of the overall
margin of a contract, as it is
mechanically allocated, in a
potentially unequal manner
to the different performance
obligations in the contract.

> The pattern of revenue
recognition can however
differ from one performance
obligation to another
(see step 5).

> Therefore, the straight-line
recognition of the margin
on a single contract may
be called into question
if a contract is identified
as containing distinct
performance obligations
in step 2.

Expected losses

> Unlike IAS 11, IFRS 15
provides no guidance as to
the recognition of expected
losses. In practice, an
analysis under IAS 37 will
need to be performed to
identify onerous contracts.
The analysis will be
conducted on the contract
as a whole, not on each
performance obligation
taken separately.

> |AS 37 defines an onerous

contract as a contract in
which the unavoidable costs
of meeting the obligations
under the contract exceed

the economic benefits
expected to be received
under it. The unavoidable
costs of a contract reflect

the least net cost of exiting
from the contract, which

is the lower of the cost

of fulfilling it and of any
compensation or penalties
arising from failure to fulfil

it. It is therefore possible that
the identification of onerous
contracts and the assessment
of expected losses will
diverge from current practice.
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A TEAM OF MAZARS PROFESSIONALS DEDICATED TO THE CONSTRUCTION,
CIVIL ENGINEERING AND REAL ESTATE DEVELOPMENT INDUSTRIES

Multi-disciplinary professionals
at your service...

Drawing on their knowledge of the issues
at stake in your sector and your economic
environment, our construction, civil engineering
and real estate development professionals will
support your projects in an integrated way to
bring you tailor-made answers.

... to develop pragmatic solutions...

Mazars has acquired experience of the best

developers and players in the construction,
civil engineering and real estate development
sectors, enabling us to bring you practical
solutions adapted to your needs.

... in a constantly-shifting economic and
regulatory background

Our specialists’ heavy involvement in the
marketplace  working groups ensures
constantly updated skills and knowledge of the
governance, tools used and financial packages

market

standards

alongside

numerous

regularly offered to businesses in your sector.
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