
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     

11JANUARY/FEBRUARY 2015 CONSTRUCTION ACCOUNTING AND TAXATION

A
f ter nearly 1,000 comment
le t ters , w it h  3 5 0  le t ters
f rom  t he  cons t r uc t ion
industr y alone, the Interna-
t iona l  Accou nt ing  St a n -

dards Board (IASB) and the Financial
Accou nt ing  St a nd ards  B o ard  ( FASB )
published a new joint standard on rev-
enue recognition, replacing most of  the
exist ing guidance and taking a  major
s tep  toward  converg ing  Accou nt ing
Pr inc iples  Gener a l ly  Accepte d  in  t he
United States (U.S. GAAP) and Interna-

t ional  Financia l  Repor t ing St andards
(IFRS). The new standard, Accounting
Standards Update (ASU) No. 2014-09,
Revenue from Contra cts with Customers,
joined the Codification of  U.S. GAAP as
Topic  606, ef fec t ively  replacing Topic
605, w ith a corresponding IASB refer-
ence of  IFRS 15, Revenue from Contra cts
with Customers.

The overal l  goal of  the new guidance
is depicted in Exhibit  1.

T h e  n e w  r e q u i r e m e nt s  w i l l  a f f e c t
d i f fe re nt  comp a n ie s  i n  d i f fe re nt  w ay s

NEW REVENUE
RECOGNITION

STANDARDS REQUIRE
CONTRACTORS TO
THINK DIFFERENTLY
RO B E RT  S .  M E RC A DO  A N D  JA M E S  W.  M I L L E R  

ROBERT S. MERCADO is  a partner in the Marcum assurance services division and serves as the New England regional con-
struction  leader.  He has more than 18 years of  experience conducting,  reviewing, and analyzing financial information for
construction contractors, manufacturers,  and service corporations. As a certified construction industry financial professional,
Mr. Mercado has an  expertise in troubleshooting problem job performance for construction projects and recommending prac-
tices to enhance profitability.  He has considerable experience with construction claims matters and has provided litigation
support services in this area. In  addition, he is  knowledgeable with systems analysis  and with the tailoring of  accounting
software to meet clients’  needs.  Mr. Mercado is  a frequent speaker on accounting and auditing matters for construction com-
panies,  industry organizations,  and professional  development courses.  He has been acknowledged in several publications of
The AICPA’s Audit and Accounting Guide — Construct ion Contractors a nd AICPA’s Audit Risk Aler t — Real Estate and
Construct ion Industr y Developments.

JAMES  W. MILLER is  an integral member of Marcum’s national construction industry group and is  located in the New Haven
office.  He has more than 12 years of  experience compiling,  reviewing, and analyzing financial statements  for construction
contractors and other allied companies.  Mr. Miller has also been involved in high-profile and sensitive engagements regard-
ing fraud and litigation support and due diligence projects for business acquisitions.  A sought-after speaker  on construc-
tion accounting and auditing matters,  Mr. Miller has conducted internal training seminars and has presented on issues and
updates regarding the construction industry and construction engagements. Mr. Miller has also applied his knowledge and
expertise to the success of  two large engagements for universities within Connecticut.  Mr. Miller’s  specialties include trou-
bleshooting problem job performance for construction projects and enhancing profitability. He  has considerable experience
with construction claims matters and in-depth knowledge of  systems analysis.  Mr. Miller began his career at Marcum when
he joined the firm in 2002.

The new standard  def ines a contract as an agreement between two or more par t ies

that creates enforceable r ights and obl igations and specif ies that enforceabi l i ty is a

matter of  law.



but w il l  require al l  contractors to assess
t he  ex te nt  of  t he  i mp a c t  —  i nclud i ng
extensive new disclosure requirements
a i m e d  t o  e n a b l e  f i n a n c i a l  s t at e m e nt
u s e r s  t o  u n d e r s t a n d  t h e  n a t u r e ,
a m o u nt , t i m i n g , a n d  u n c e r t a i nt y  o f
revenue and cash flows arising from con-
t r a c t s  w i t h  c u s tom e r s . Ad d i t i on a l l y,
cont r a c tors  w i l l  h ave  to  a s s e s s  p ote n -
t i a l  ch a nge s  to  s y s te ms  a nd  pro ce s s e s
to collect data. The new standard moves
aw ay  f rom  t he  i ndu s t r y -  a nd  t r a ns a c -
t ion-speci f ic  requirements  under  U.S.
G A A P, w h i c h  a re  a l s o  u s e d  by  s om e
I F R S  prep a re rs  i n  t he  ab s e nce  of  s p e -
c i f ic  I F R S  g u id a nce .

Depending on w hether  cer t ain  cr i-
ter ia  are  met , revenue is  e ither  recog-
n i z e d  o v e r  t i m e  ( i n  a  m a n n e r  t h a t
depic ts  the  cont r ac tor’s  per for mance)
or  at  a  point  in  t ime (w hen cont rol  of
the  go o ds  or  ser v ices  is  t r ansfer red to
the  customer) . Cont r ac tors  w i l l  apply
a f ive-step model  to determine when to
recognize revenue, and at what amount.
T he  fol low ing  l i s t  sp e c i f ies  t hat  re v-
enue  shou ld  b e  re cog ni z e d  w hen  ( or

a s )  a  cont r a c tor  t r a ns fe rs  cont rol  of
go o ds  or  ser v ices  to  a  customer  at  the
amount to which the contractor expects
to  b e  ent it led:
1. Identif y the contract w ith a cus-

tomer.
2. Identif y performance obligat ions.
3. Determine the transact ion price.
4. Allocate the transact ion price.
5. Recognize revenue.

Step 1: Identify the contract
The new standard defines a contract as
an agreement between two or more par-
t ies that creates enforceable r ights and
obligations and specifies that enforceability
is a matter of  law. Contracts can be writ-
ten, oral, or implied by an entit y’s cus-
tomar y business pract ices. A contract
with a customer must meet all  of  the cri-
ter ia l isted in Exhibit  2.

If  a contract meets al l  of  the cr iter ia
in Exhibit  2 at  contract inception, the
contractor does not reassess those cr i-
teria unless there is an indication of a sig-
n i f i c a nt  c h a n g e  i n  t h e  f a c t s  a n d
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EXHIBIT 1 New Guidance Goal 

Remove inconsistencies and weaknesses in revenue requirements.
Provide a more robust framework for addressing revenue issues.
Improve comparability of revenue recognition practices across 
entities, industries, jurisdictions, and capital markets.
Provide more useful information to users of financial statements through improved disclosure 
requirements.
Simplify the preparation of financial statements by reducing the number of requirements to 
which an entity must refer.

EXHIBIT 2 Relevant Criteria for Customer Contracts 

Commercial substance
Approval by both parties
Identifiable rights regarding assets to be transferred
Identifiable payment terms (even if amount is uncertain)
Probability that you will collect consideration entitled
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circumstances. One of  the key dif fer-
ences between the new standard and U.S.
GAAP relates to col lectabi l it y. One of
t he  four  re venue  recog nit ion cr iter ia
under FASB ASC 605 is  col lectabi l it y,
which must  be considered reasonably
assured for revenue to be recognized.
Under the new guidance, col lectabilit y
is a factor when determining whether a
valid contract exists.

When a contract  does not meet the
criteria, the contractor shall continue to
assess the contract until such conditions
are met; i f  they are not  met, the con-
tractor shall recognize revenue only when
e i t h e r  of  t h e  fo l l ow i n g  e ve nt s  h a s
occurred:
• the contractor has no remaining

obligat ions to transfer goods or ser-
v ices to the customer, and al l , or
substantial ly al l , of  the considera-
t ion promised by the customer has
been received by the contractor and
is nonrefundable, or

• the contract has been terminated,
and the considerat ion received from
the customer is  nonrefundable.
In the case where the cr iter ia are not

met, the consideration received from the
customer is recognized as a liability until
one of  the preceding events occurs or
unti l  the contract meets the cr iter ia to
b e  cons idere d  a  cont r ac t  w it h  a  c u s -
tomer. This l iabilit y represents the con-
t rac tor’s  obl igat ion to  e ither  t ransfer
goods or ser vices in the future or refund
the considerat ion received.

Throughout the life of a contract, other
contracts are entered into off  the exist-
ing contract, or modificat ions are made
to the exist ing contract through change
orders. The new standard clar ifies spe-
cific definit ions as to when to combine
or segment contracts and the recognition
of  revenue when there are contract mod-
ificat ions.

Combination of contracts. The guid-
ance under ASC 606 on combining con-
tracts is similar to the current U.S. GAAP
literature  w ith  the  analys is  regarding
contracts that were negotiated as a pack-
age or have considerat ion that is  l inked.
There is  one main difference, however :
Current U.S. GAAP includes indicators
for a contractor to consider in evaluat-

ing whether two or more contracts should
b e combined, w hi le  ASC 606 requires
that  an ent it y  combine cont racts  that
were entered into at  or  near the same
time if  they meet any of  the following cri-
ter ia:
• contracts are negotiated w ith a sin-

gle commercial  object ive;
• amount of  considerat ion in one

contract depends on the other con-
tract; or

• goods or ser v ices are a single per-
formance obligat ion.
Contract modifications and claims. A

contract modificat ion results when the
par t ies to a contract approve a change
in the scope and/or the price of  a con-
t r a c t . S e ve r a l  p o s s i b i l i t i e s  e x i s t  fo r
changes in price or scope. For example,
the par t ies may agree on scope, but not
price changes, or they may have a dispute
regarding the pr ice  or  scope. Specif ic
guidance in FASB ASC 605-35 is elimi-
nated w ith the changes in the new stan-
d a rd . T h e re  a re  d i s t i n c t  d i f fe re n c e s
between the exist ing guidance and the
new standard that may enable contrac-
tors to record more change orders than
were al lowed based on the ASC 605-35.
Exhibit 3 shows a few examples of  the dis-
t inct changes.

Simi lar  to  approva l  of  the  or ig ina l
cont r a c t , approv a l  of  a  mo d i f ic at ion
could be made oral ly or in w rit ing, or it
could be implied by customar y business
pr ac t ice. There  are  two opt ions  for  a
contractor to account for the contract mod-
ificat ion.
1. The contractor accounts for the

modificat ion as a separate contract
(dist inct), which only affects future
revenues and is to be adjusted
prospect ively, if  the modificat ion
results in both of  the fol low ing con-
dit ions:

• the scope increases to reflect addi-
t ional promised goods or ser v ices
that are “dist inct” as defined in Step
2 and

• the addit ional considerat ion to the
sel ler reflects the added goods or
ser vices’ stand-alone sel ling prices
and any appropriate adjustments
based on the circumstances.
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THERE ARE DISTINCT
DIFFERENCES
BETWEEN THE
EXISTING GUIDANCE
AND THE NEW
STANDARD THAT
MAY ENABLE
CONTRACTORS TO
RECORD MORE
CHANGE ORDERS
THAN WERE
ALLOWED BASED ON
THE ASC 605-35. 



2. The modificat ion is not accounted
for as a separate contract, which
results in three potential  outcomes.
This requires the contractor to eval-
uate the remaining goods and ser-
v ices to be delivered under the
modified contract.  The three
potential  outcomes are as fol lows:

• If  the remaining goods or ser v ices
are dist inct from those delivered
before the contract was modified,
the contractor treats the modifica-
t ion as a termination of  the original
contract and the creat ion of  a new
contract. As such, the amount of
considerat ion al located to the
remaining separate performance
obligat ions equals the sum of  the
est imated transact ion price (includ-
ing amounts already received from
the customer) not yet recognized as
revenue, plus the amount of  consid-
erat ion arising from the modifica-
t ion.

• If  the remaining goods or ser v ices
are not dist inct and are par t of  a
single performance obligat ion that
is par t ial ly sat isfied as of  the modi-
ficat ion date, the contractor treats

the modificat ion as par t of  the orig-
inal contract by adjust ing the trans-
act ion price and remeasuring its
progress toward complet ion of  the
performance obligat ion. The rev-
enue recognized to date should be
increased or decreased for the
effects of  the contract modificat ion
on a cumulat ive catch-up basis.

• If  the modificat ion represents a
combination of  the two preceding
scenarios, the contractor should use
a combination of  the two methods.
Under the guidance for construct ion

cont rac ts , cont rac t  revenue and costs
must be adjusted for approved contract
modifications involving scope and price.
More detai led guidance is  provided for
unpriced change orders, which addresses
t he  t re at me nt  for  co s t s  a nd  re ve nue .
Under the new standard, accounting for
contract modifications is heavily focused
on the t y pe of  modificat ion and is not
industr y-specific.

Example of contract modifications.  A
cont r a c tor  h a s  a  s i n g l e  p e r for m a n ce
obligation to construct a school. During
the contract there is  a change order to
change the electr ical  work in one of  the

14 CONSTRUCTION ACCOUNTING AND TAXATION JANUARY/FEBRUARY 2015 REVENUE RECOGNITION STANDARDS

EXHIBIT 3 Distinct Changes 

Unpriced/ Unapproved
Change Orders

Claims

Record when recovery is
probable, considering
other factors such as track
record of success or fai l -
ure in pursing change
orders, reasonableness of
pr ic ing, and evaluat ion of
whether costs relate to
work within or outside
scope of contract.

Record only to extend of
costs incurred when prob-
able of result ing in addi-
t ional contract revenue
and amount can be rel ia-
bi l i ty est imated ( including
specif ic condit ions met).

May be included in perfor-
mance obl igat ion (non-dis-
t inct) or a separate
performance obl igat ion
(dist inct) before the pr ice
of the change order is
approved.

May be included in perfor-
mance obl igat ion (non-dis-
t inct) or a separate
performance obl igat ion
(dist inct) before the pr ice
of the change order is
approved when there is a
change in legal ly enforce-
able r ights and obl igat ions
of the part ies.

Existing Guidance (ASC 605-
35)

New Standard (Topic
606)
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rooms that is a necessar y part of  the con-
tractor’s ser vice to construct the school.
His tor ic a l ly, t he  ow ne r  a nd  t he  con -
tractor typically agree on the price shortly
after the work associated with the change
o rd e r  b e g i n s  —  a n d  h i s t o r i c a l l y  t h e
change orders have been approved. In
this case, the change order is  not dis-
t inct, it  would be added to the contract
assuming it was part of  the contract since
incept ion, and a  cumulat ive  catch-up
adjustment would be made.

Step 2: Identifying performance
obligations
Once the contract has been identified,
the cont rac tor  must  next  ident if y  the
performance obligations within that con-
tract. A performance obligation is defined
as a promise to deliver a good or provide
a ser v ice in a contract w ith a customer.
Performance obligat ions are normally
s p e c i f i e d  i n  a  c ont r a c t  but  m ay  a l s o
include promises implied by a contrac-
tor’s customar y business practices, pub-
l ished policies, or  specif ic  statements
that create a valid customer expectation
at contract  incept ion. A promise con-

st itutes a performance obligat ion if  the
promised go o d or  ser v ice  is  dis t inc t .
Examples  of  promised goods are per-
forming contractually agreed-upon tasks
for a customer, including construct ing,
manufacturing, or developing an asset on
behalf  of  a customer. (See Exhibit  4.)

Goods or  ser v ices  that  are  not  dis-
t inc t  should  b e  combined w it h  ot her
promised go o ds  or  ser v ices  unt i l  t he
contractor identifies a bundle of  goods
or ser v ices that  are dist inct. For con-
struct ion contractors, many long-term
construction contracts and services con-
tracts will most likely be identified as sin-
gle performance obligations because they
often include a significant integrat ion
ser vice.

If  a good or ser v ice is  par t of  a ser ies
of  dist inc t  goods or  ser v ices  that  are
substantially the same and have the same
pattern of  transfer, the ser ies is  on per-
formance obligation if  each distinct good
or ser v ice in the ser ies represents a per-
formance obligat ion sat isfied over t ime
and the same method of  progress is used
to measure the transfer of  each dist inct
good or ser v ice in the ser ies to the cus-
tomer. Examples of  contracts that fit  the
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EXHIBIT 4 Criteria for Distinct Promised Goods or Services 

The customer can benefi t  f rom the good
or service ei ther on i ts own or together
with other resources that are readi ly
avai lable to the customer. Readi ly avai l -
able resources are goods or services that
are sold separately (by the contractor or
by another ent i ty) or that the customer
has already obtained (from the contractor
or from other events or transact ions).

The promise to transfer a good or service
is separable from other promises in the
contract.  The fol lowing factors indicate
that a good or service is separable from
other goods or services in the contract:
• The contractor is not using a single
good or service as an input to produce or
del iver the combined output specif ied by
the customer.
• The good or service does not signif i -
cant ly modify or customize other
promised goods or services in the 
contract.
• The good or service is not highly depen-
dent on, or interrelated with, other
promised goods or services in the con-
tract.   For example, a good or service
might not be highly interrelated i f  a cus-
tomer can decide not to purchase a par-
t icular good or service and that decision
does not signif icant ly affect other
promised goods or services under the
contract.
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definit ion of  a ser ies of  dist inct goods
a re  e ng i ne e r i ng  s e r v ice s  a nd  proj e c t
management  cont r ac ts  (const r uc t ion
management), where the contracts would
range a year and require maintenance of
those contracts continually throughout
the year. Rather than having performance
obligat ions for each day, the guidance
has al lowed for the accounting of  these
t y pes of  contracts to be over the period
of  t i m e  ut i l i z i n g  a  m e a s u re  of  i np ut
(hours).

Example of identifying performance oblig-

ations. A cont rac tor  has  a  cont rac t  to
design and construct a commercial build-
ing. The contractor and other vendors reg-
ularly and separately provide design and
construction services. Additionally, both
the design and construction ser vices are
provided together, and the design phase
of  the contract  w i l l  require  cont inual
alteration during the construction phase.
In this case, there would be one perfor-
mance obligation representing the value
of  b ot h  t he  de s i g n  a nd  cons t r u c t ion
phases of  the contract. However, if  the
contractor determines that  the design
does not require significant alterat ions
during the construct ion phase, and the
des i g n  and const r uc t ion ser v ices  are
hig hly  inter related, there  may be  two
per for mance obl igat ions  (one for  the
value of  the design phase and the second
for the value of  the construction phase).

Step 3: Determining the transaction
price
The transact ion price is  the amount of
consideration to which an entity expects
to be entit led to receive in exchange for

transferring goods or services. The trans-
action price may include fixed amounts,
variable amounts, or both.

To determine the transact ion price, a
contractor should consider the effects
of  the fol low ing:
1. variable considerat ion;
2. constraining est imates of  variable

considerat ion;
3. the existence of  a significant financ-

ing component;
4. noncash considerat ions; and
5. considerat ion payable to the cus-

tomer.
Variable consideration. The amount of

consideration received under a contract
mig ht  var y  due to  discounts , rebates ,
refunds, credits, price concessions, per-
formance bonuses, l iquidated damages,
penalties, or other similar items. The use
of  variable considerat ions w il l  change
the view of  fixed-price construction con-
tracts. If  f ixed-price construct ion con-
t r a c t s  i n c lu d e  a  f i xe d  pr i ce  p lu s  a ny
incentives (bonuses) for completing early
(or penalties for completing late), a vari-
able considerat ion must be completed.
To estimate the variable consideration in
a contract, a contractor determines either
the  expec ted va lue  or  the  most  l ikely
amount of  considerat ion to be received,
depending on which method better pre-
dicts the amount to which the entity will
be entit led. (See Exhibit  5.)

The expected value method might be
appropriate in situations where the vari-
able outcome is a range of  outcomes and
an ent it y  has  exper ience  w ith  a  large
number of  s imilar contracts  that  pro-
vide a reasonable basis to predict future
outcomes. ASC 606 requires an entit y to
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EXHIBIT 5 Values and Amounts

Expected Value
• sum of the probabi l i ty-weighted
amounts in a range of possible outcomes
• most predict ive when the transact ion
has a large number of possible outcomes
• can be based on a l imited number of
discrete outcomes

Most Likely Amount
• the single most l ikely amount in a
range of possible outcomes
• may be appropriate when the 
transact ion wi l l  produce only two out-
comes
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use  t he  same met ho d to  es t imate  t he
variable considerat ion throughout the
life of  a contract.

Constraining estimates of variable con-

sideration. The objective of  the constraint
is for a contractor to recognize revenue
only to the extent it is probable that a sig-
nificant reversal  in cumulat ive revenue
recognized on the contract will not occur
when the uncer taint y is  resolved. The
“probable” term is consistent w ith the
current GAAP guidance, which ut i l izes
a 70 percent l ikelihood that the future
events w il l  occur. To meet the object ive,
a contractor should make an assessment
to determine if  it is probable that changes
in the contractor’s est imate of  variable
considerat ion w i l l  not  result  in a  s ig-
nif icant  dow nward adjust ment  of  the
cumulat ive  amount of  revenue recog-
nized on the contract. In making this
assessment, a  cont rac tor  should con-
sider al l  of  the facts and circumstances
associated w ith both the likelihood and

t he  m ag n it ude  of  t he  re vers a l  i f  t hat
uncer tain event were to occur or fai l  to
occur. The fol low ing are indicators that
estimates of variable considerations could
result  in a significant revenue reversal.
• The amount of  considerat ion is

highly susceptible to factors outside
the contractor’s influence, such as
market volat i l it y, third-par t y
act ions, weather, and obsolescence
risk.

• The uncer taint y is  not expected to
be resolved for a long t ime.

• The contractor’s experience w ith
similar contracts is  l imited.

• There are a large number and w ide
range of  possible considerat ion
amounts in the contract.
There are other variables with the con-

siderat ion (i.e., awards, incentives, l iq-
uidated damages, claims, or  unpr iced
change orders). In this case, the pr ice
would be estimated at the expected value
(probability weighted) or the most likely
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amount, w ith the probabilit y that a sig-
nificant reversal will not occur. The con-
t r ac tor  should  up date  i t s  es t imate  of
var iable  consider at ion, including the
applicat ion of  the constraint, at  the end
of each reporting period to reflect changes
in facts and circumstances.

Example of identifying variable consid-

erations and constraints. A contractor has
a fixed-price contract for $100, with a $20
bonus if  f inished a month early. There
are only two potential  outcomes — the
contractor either w il l  either receive the
$20 if  finished early or will receive noth-
ing. In this instance, because there are
o n l y  t w o  s c e n a r i o s , t h e  m o s t  l i ke l y
method will be used. The contractor esti-
mates an 80 percent l ikelihood that  it
w il l  receive the performance bonus and
a 20 percent likelihood that it will receive
none of  the performance bonus. Based
on these facts and probabilit y analysis,
the $20 bonus would be included in the
t ransac t ion pr ice  of  the  per for mance
obligat ion, totaling $120.

If  the facts were changed, the perfor-
mance bonus was up to $20 if  certain tar-
gets were met, and the contractor had
deter mined var ious  probabi l it ies , the
expected value approach would be used.
An example of  this is shown in Exhibit 6.

In the example in Exhibit  6, the con-
tractor would use $12 (sum of  the cal-
culated amounts) as the expected value
of  the  per for mance b onus and would
record a t ransact ion pr ice of  $112 on
the performance obligat ion.

Once the contractor has evaluated the
v a r i able  cons ide r at ions , i t  mu s t  now
identif y any constraints. The probabil-
ity that the contractor will receive the per-
fo r m a n c e  b o nu s  i s  8 0  p e rc e nt . T h e
probabi l it y  is  80  percent  (sum of  the
probabi l it ies  of  both the $10 and $20

outcomes) that the contractor will receive
$12. Both scenarios are greater than the
probabilit y threshold of  70 percent that
the contractor will receive a performance
bonus — therefore a constraint would not
be considered necessar y  against  both
options.

Significant financing component. In some
situations, contractors are paid up-front
for contracts. The new standard requires
contracts to consider the t ime value of
money and to  include f inancing con-
siderat ions for any amounts paid ahead
of  t ime. Discounting for the t ime value
of money is required only if  there is a sig-
nificant financing component (receiv-
able or payable). Considerations include:
• the expected length of  t ime between

deliver y of  goods and ser vices and
receipt of  pay ment and

• whether the amount of  pay ment
would differ substantial ly if  cash
pay ment were received in accor-
dance w ith t y pical  credit  terms.
T h e  e f fe c t s  o f  f i n a n c i n g  ( i nt e re s t

income or interest expense) should be pre-
s ente d  s ep ar ate ly  f rom  re venue  f rom
contracts w ith customers in the state-
ment of  comprehensive income. Addi-
t ional ly, retainage is  not considered a
financing component in the new standard;
it  is  st i l l  considered par t  of  the com-
plet ion of  the project.

Noncash considerations. Noncash con-
siderations include customer-furnished
materials to facilitate a contractor’s ful-
fi l lment of  the contract. These noncash
considerations are measured at fair value
or, if  not readily identifiable, referenced
t o  t h e  s t a n d - a l o n e  s e l l i n g  p r i c e  i n
exchange for the considerat ion.

Consideration payable to a customer.

C ons ider at ion  p ay able  to  a  c u s tomer
includes  c ash  a mou nt s  t hat  a  cont r ac -
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EXHIBIT 6 Expected Value Approach

Possible Outcomes
$20
$10
$0

Probability
40%
40%
20%

Calculated Amount
$8
$4
$0
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tor  p ays , or  ex p e c t s  to  p ay, to  t he  c u s -
tomer. It  a ls o  includes  c re dit  or  ot her
i tems  t hat  c a n  b e  appl ie d  agains t  t he
a mou nt s  owe d . T he  cont r ac tor  shou ld
accou nt  for  t he  cons ider at ion  p ay able
t o  a  c u s t o m e r  a s  a  r e du c t i o n  o f  t h e
t ransac t ion pr ice  and therefore  of  rev-
enue , u n les s  t he  p ay ment  to  t he  c u s -
tomer is in exchange for a dist inct good
or  s er v ice  t hat  t he  c u s tomer  t r a nsfers
t o  t h e  c o n t r a c t o r.  I f  c o n s i d e r a t i o n
p ayable  to  a  customer  is  accounted for
as a  reduct ion of  the t ransact ion pr ice,
t h e  cont r a c tor  s h ou l d  re co g n i z e  t h e
reduction of  revenue when (or as) either
of  t he  fol low ing  e vent s  o cc u rs .
1. The contractor recognizes revenue

for the transfer of  the related goods
or ser v ices to the customer.

2. The contractor pays or promises to
pay the considerat ion (even if  the
pay ment is  condit ional on a future
event).
Other considerations. The timing of  tax

pay ments, the abilit y to pay dividends
in some jurisdictions, and covenant com-
pliance may all  be affected. Tax changes
c aused by  adjust ments  to  t iming and
amounts of  revenue, expenses, and cap-
ita l ized costs  may require  rev ised tax
planning strategies.

Step 4: Allocation of transaction price
In this phase, an allocation is made, con-
sisting of  the amount a company expects
to receive in exchange for satisfy ing each
separate performance obligat ion. Using
the school construction example, if  there
is a tennis court associated with the con-
tract and the stand-alone sel ling prices
for the school and the tennis cour t are
$100 mil l ion and $10 mil l ion, respec-
t ively, 90 percent of  the contract con-
s ide r at ion  wou l d  b e  a l l o c ate d  to  t h e
school  and 10 percent  would be a l lo-
cated to  the  tennis  cour t . The s t and-
alone sel ling price is  the price at which
an entit y would sel l  a promised good or
ser v ice  separately  to  a  customer. The
new guidance will mostly affect the tech-
nolog y industr y, as most of  technolog y
contracts  include more than one per-
for mance obligat ion for  which stand-
alone selling prices must be determined.

When a stand-alone sel ling price is  not
obser vable, a contractor is  required to
maximize the use of  obser vable inputs,
and/or apply est imation methods con-
sistently in similar circumstances. For
const r uc t ion cont rac tors, the  var ious
items within this section, including allo-
cat ion of  discounts, variable consider-
at i o n s , a n d  o t h e r  s e l l i n g  p r i c e
considerations, would be attributable to
the transaction price of  one performance
obligat ion.

After contract  incept ion, the trans-
act ion price can change for various rea-
s o n s , i n c lu d i n g  t h e  re s o lu t i o n  of
uncertain events or other changes in cir-
cumstances that alter the amount of  con-
s i d e r at i o n . A m ou nt s  a l l o c at e d  t o  a
satisfied performance obligation should
be recognized as revenue, or as a reduc-
t ion of  revenue, in the period in which
the transact ion price changes.

Step 5: Revenue recognition
Under U.S. GAAP, the  percentage-of-
complet ion method is general ly applied
when recognizing revenue for long-term
cont rac ts . Under  the  new f ramework,
revenue is recognized only when or as con-
trol of  the asset is transferred to the cus-
tomer. The new guidance is  focused on
the analysis of  the contract and the deter-
mination of whether a performance oblig-
at ion is sat isfied over t ime or at a point
in t ime. The contractor should recog-
nize revenue when (or as) the contrac-
tor sat isf ies  a  per formance obligat ion
by transferr ing a promised good or ser-
v ice to a customer.

Revenue would be recognized when a
customer :
• receives benefits as ent it y performs

ser vices;
• creates or enhances an asset that the

customer controls; or
• does not create an asset w ith alter-

nat ive use and the contractor has
right to pay ment for work com-
pleted to date.
Revenue is  recognized at  a  point in

time only if  control doesn’t transfer over
t ime. Factors to consider include:
• whether the entit y has present r ight

to pay ment;
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THE NEW
GUIDANCE IS
FOCUSED ON
THE ANALYSIS
OF THE
CONTRACT AND
THE
DETERMINATION
OF WHETHER A
PERFORMANCE
OBLIGATION IS
SATISFIED OVER
TIME OR AT A
POINT IN TIME.
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• whether the customer has accepted
the asset;

• whether physical  possession of  the
asset has transferred;

• whether the customer has signifi-
cant r isk and rewards; and

• whether the customer has the legal
t it le to the asset.
Performance obligat ions w il l  be rec-

ognized either using the “gross” or “net”
concept. This coincides with the current
guidance on recording construction man-
ager contracts in measuring whether the
contractor is  “at r isk” or “not at r isk.” If
the contractor meets the key indicators
( i . e . , t he  cont r a c tor  i s  not  pr i m a r i ly
responsible for fulfi l l ing the contract, it
does not have inventor y r isk, it  does not
have discret ion in establishing prices,
considerat ion is in the form of  a com-
mission, and the contractor is not exposed
to credit  r isk), that contractor w il l  act
as  an agent and recognize revenue on
the performance obligation utilizing the
“net” approach (i .e. , purchase obliga-
t ion w il l  be the total  commission fees).
If  the previously named indicators are not
met, the contractor w il l  recognize rev-
enue on the performance obligation uti-
lizing the “gross” method (i.e., purchase
obligation will be the total contract value
of  the project).

Loss contracts. As w it h  t he  cur rent
guidance, contractors would accrue an
anticipated loss once identified. The new
standard, however, does not require that
losses be accrued on contracts  of  less
than one year’s durat ion. Addit ionally,
the new standard recognizes loss provi-
sions on each performance obligat ion,
not on the contract level. Gains on one
per for mance obl igat ion cannot  offset
losses on another performance obliga-
t ion.

So what does this mean?
For s ome ent it ies , there  may b e  l i t t le
change in the t iming and amount of  rev-
enue recognized. However, arr iv ing at
this conclusion w il l  require an under-
standing of  the new model and an analy-
s i s  o f  i t s  a pp l i c at i o n  t o  p a r t i c u l a r
transactions. Contractors currently using
the percentage of  complet ion or  pro-

p or t ion a l  p e r for m a nce  me t ho d s  w i l l
need to reassess whether to recognize
revenue over t ime or at a point in t ime.
If  they recognize it  over t ime, the man-
ner in which progress toward completion
is measured may change. Other entit ies
that  cur rent ly  recog nize  revenue at  a
point in time may now need to recognize
it  over t ime. To apply the new criter ia,
an entity will need to evaluate the nature
of its performance obligations and review
its contract terms, considering what is
legal ly enforceable in its  jurisdict ion.

Disclosures and more required disclo-

sures. There are many new and potentially
complex disclosures for contractors, such
as more disagg regat ion of  revenue by
categor y, including:
• t y pe of  good or ser v ice;
• countr y or region;
• t y pe of  customer ; and
• t y pe of  contract.

Additionally, contractors are required
to disclose a reconciliat ion of  the con-
tract balances and costs.

Training. A significant amount of train-
ing w il l  be required for ever yone from
a c c ou nt i n g  t o  p roj e c t  m a n a g e r s  o n
changes to documenting contracts. Sys-
tems modif icat ions  w i l l  be  needed to
c a p t u re  t h e  a d d i t i o n a l  i n fo r m at i o n
required under the new standard, includ-
ing disclosures, t racking performance
obligations, and contract balances. Inter-
nal  control  and company policies w il l
have to be revised and in some cases re-
w ritten.

Additional audit steps. The new stan-
dard w ill  require enhancements of  audit
re quirement s  sur rounding  t he  u s e  of
e s t i m ate s , u n de r s t a n d i n g  ch a n ge s  i n
internal controls and policies, and ret-
rospect ive applicat ion of  the new stan-
dard where applicable. Addit ional book
to tax differences are likely to result from
implementing the new revenue recogni-
t ion standard.

Third-party financial review. Regulator y
agencies, such as banking and bonding,
w il l  have to rew rite many of  the quali-
f y ing metrics as defined in many of  the
covenants  in  the  cur rent  ag reements .
Pre-qualification requirements and bond-
i n g  c a p a c i t y  m e a s u re m e nt s  w i l l  b e
affected, and policies surrounding the
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review of  such metrics w il l  have to be
reviewed and in most cases rew ritten.

Effective date. For public entit ies, the
n e w  s t a n d a rd  i s  e f fe c t i ve  for  a n nu a l
repor t ing periods beginning on or af ter
December 15, 2016, including inter im
per iods w ithin that  repor t ing per iod.
Early applicat ion is  not permitted for
public  ent it ies. In addit ion, SEC Staff
Account ing Bul let in  (SAB) 74  ( Topic
1 1 M ) , Di scl osure  of  t he  Impa ct  t ha t
Recent ly Issued Account ing Sta nda rds
Will  Ha ve on the Fina ncia l  Sta tements of
the Registra nt When Adopted in a  Future
Period, requires public entit ies to pro-
v ide  disclosures  of  new author it at ive
guidance that has been issued, but this
w il l  not be adopted unt i l  some future
date.

For nonpublic entit ies, the standard
is effective for annual periods beginning
af ter  December 15, 2017, and inter im
per iods w ithin annual  per iods begin-
ning af ter December 15, 2018. Nonpub-
lic entities may elect to adopt the standard
earlier.

FASB al lows contractors two options
when transitioning to the guidance under
the new standard. Contractors may opt
for ful l  retrospect ive applicat ion of  the
new standard, which requires reflect ing
the cumulat ive effect of  the change in
al l  cont rac ts  on the opening retained
earnings of  the earliest period presented,
along w ith adjust ing the financial state-
ments for each prior period presented to
ref lec t  the  ef fec t  of  apply ing the  new

accounting standard. Retrospective appli-
cation would be applied to interim peri-
ods, as well as annual periods presented.
The contractor may elect any of  the fol-
low ing pract ical  expedients.
• For completed contracts, a contrac-

tor does not need to restate con-
tracts that begin and end w ithin the
same annual repor t ing period.

• For completed contracts that have
variable considerat ion, a contractor
may use the transact ion price at the
date the contract was completed
rather than est imating variable con-
siderat ion amounts in the compara-
t ive repor t ing periods.

• For al l  repor t ing periods presented
before the date of  init ial  applica-
t ion, a contractor does not need to
disclose the amount of  the transac-
t ion price al located to remaining
performance obligat ions and an
explanation of  when the contractor
expects to recognize that amount as
revenue.
As  an  a lter nat ive , cont r ac tors  may

apply the amendments to the new stan-
dard ret rospec t ively  w ith  the  cumula-
t i v e  e f f e c t  o f  i n i t i a l l y  a p p l y i n g  t h e
amendments  recog nized at  the  date  of
the init ial  applicat ion. When using this
method, the contractor should prov ide
addit iona l  d isc losures  in  t he  rep or t -
ing  per io ds  related to  the  reas ons  for
s ig nif icant  changes . n
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