Question #3:
Does the cash basis reflect Patten’s performance better or worse than the company’s present accounting method? Do the accounting rules justify Patten’s current revenue recognition policy?

For the reasons stated below, the accounting rules justify Patten’s use of the current revenue recognition policy.  Performance must be judged on the basis of analysis that takes into account all of the information provided in the company’s financial report, including the balance sheet, the income statement, the statement of cash flows, and notes. 

According to the text, “APB Opinion 10 is very emphatic that “’unless the circumstances are such that the collection of the sale price is not reasonably assured,’ the installment method of recognizing income is not acceptable for financial reporting purposes.  The sales method must be used.”  Based on the information provided, the collection of Pattens’ sales appears to be reasonably assured.

First, the company performs substantially the same type of credit review of the customer as lending institutions undertake.  Thus, Patten does not seem willing to take on more risk than other, traditionally conservative lending institutions.  There is a substantial body of data generated from the activities of these lending institutions to support the “reasonably assured” standard under the sales method.  The fact that Patten targets affluent buyers increases the likelihood of collection.

In addition, it appears that Patten meets the four conditions included in FASB Statement No. 66 necessary to apply the sales method.  

· Patten requires the buyer to pay at least 10% of the purchase price up front.

· Patten generally sells the parcels “as is,” without any additional obligations to construct amenities or other facilities.

· As stated by Mr. Dion, Patten has not experienced any material losses on its mortgage portfolio over the preceding five years. 

Are Forbes’ criticisms of Patten’s revenue recognition policy valid?

Forbes makes a valid point regarding the fact that Patten only allows $10,000 for bad debt.  Forbes is also correct in recognizing that Patten is operating on a negative cash flow and that Patten currently relies heavily on financing to fund its operations.  

But none of these criticisms argues for use of the installment method by Patten.  Investors could—and perhaps should—pressure Patten to increase the size of its allowance for bad debt.  More important, given Patten’s negative cash flow from operations, investors might question whether Patten will be able to sustain its debt-funded growth strategy and therefore whether it is even advisable to invest in Patten in the first place.  Given the information provided, investors and analysts are justified in raising questions about issues such as Patten’s strategy, its decision regarding allowance for bad debt and its negative cash flow from operations.  But Patten appears justified in applying the sales method for financial reporting purposes. 

