NUTS AND BOLTS
OF THE NEW
REVENUE
RECOGNITION
STANDARDS
FOR E&C ENTITIES
Topic 606 will have a significant impact on the way
E&C entities r ecognize r evenue fr om contracts.

RO B E RT M E RC A DO A N D JA M E S M I L L E R

he accounting world is beginning to change how entities
g lobally recog nize revenue.
Fe de r a l Accou nt i ng St a n d a rd s B o a rd Accou nt i ng
St a nd a rd s C o d i f ic at ion 6 0 6 , Re ve nue
f rom Contracts w ith Customers ( Topic
606) is designed to have all entities reco g n i z e re ve nue u n ive rs a l ly. 1 Ma ny
indust r ies, including eng ineer ing and

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

T

construction (E&C), currently recognize
revenue based on an industr y-specific
methodology.

Rules take effect
Public entities that have an annual reporting period beginning on or after December 15, 2017, (including interim periods
w ithin that repor ting period) w ill begin
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implementing this rule. Topic 606 will be
effective for all other entities that report
annually w ith the annual period beginning after December 15, 2018, w ith
interim reporting periods reported under
t he old r u les unt i l t he annu a l p er io d
repor ted under the new rule.

5. recognize revenue when (or as) each
performance obligation is satisfied.

Step 1: Identify the contract(s)
with a customer

The core principle of the FASB and the
IASB was for entities to recognize revenue to depict the transfer of promised
go o ds or s er v ices to c u s tomers in an
amount that reflects the consideration to
which the entit y expects to be entitled
in exchange for those go o ds and serv ices. The FASB and IASB came up w ith
the follow ing five steps:
1. identif y contract(s) w ith a customer ;
2. identif y performance obligations in
the contract;
3. determine transaction price;
4. allocate transaction price to the
performance obligations; and

Entities shall account for a contract with
a customer when all of the follow ing criteria are met:
• the par ties to the contract have
approved the contract (in w riting,
orally, or in accordance w ith other
customar y business practices) and
are committed to perform their
respective obligations;
• the entit y can identif y each par t y’s
rights regarding the goods or serv ices to be transferred;
• the entit y can identif y the pay ment
terms for the goods or ser v ices to be
transferred;
• the contract has commercial substance (that is, the risk, timing, or
amount of the entit y’s future cash
flows is expected to change as a
result of the contract); and
• it is probable that the entit y w ill
collect the consideration to which it
w ill be entitled in exchange for the
goods or ser v ices that w ill be transferred to the customer. In evaluating
whether collectabilit y of an amount
of consideration is probable, an
entit y shall consider only the customer’s abilit y and intention to pay
that amount of consideration when
it is due. The amount of consideration to which the entit y w ill be entitled may be less than the price
stated in the contract if the consideration is variable because the
entit y may offer the customer a
price concession.
One item of concern is the section of
Topic 606 that states, “a contract does
not exist if each par t y to the contract
has a unilateral enforceable right to terminate a wholly unperformed contract
w ithout compensating the other par t y
(or parties).” A contract with a termination
for convenience clause is a ser v ice contract, not a long-term contract. We anticipate a change to this language that w ill
allow E&C contracts w ith this clause to
continue as long-term contracts versus
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Full retrospective versus
modified retrospective
Two methods are available when adopting the new standard: full retrospective
and modified retrospective. It is likely
the full retrospective method will be utilized by many large public companies,
requir ing ent it ies to restate comparative prior periods presented in current
year financial statements.
Most privately held entities, including
w ithin the E&C industr y, w ill favor the
mo d i f ie d re t ro s p e c t ive me t ho d . T h i s
allows entities to report revenues for the
transition year under the new standard.
If an entit y chooses to present comparative financial statements, the prior year
financial information w ill remain under
the old method. Entities are required to
provide a disclosure that outlines how the
financial statements would have looked
under the old standards to facilitate comparison between the years.

The Financial Accounting
Standards Board (FASB) and
International Accounting Standards
Board (IASB) core principle
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TWO METHODS
ARE AVAILABLE
WHEN ADOPTING
THE NEW
STANDARD: FULL
RETROSPECTIVE
AND MODIFIED
RETROSPECTIVE.
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s e r v i c e cont r a c t s . T h e E & C Re ve nu e
Recognition Task Force of the Americ a n I n s t i t u t e o f C PA s ( A I C PA ) h a s
requested the FASB change cer tain language regarding this termination clause.

Step 2: Identify the performance
obligations in the contract

PERFORMANCE
OBLIGATIONS
ARE PROMISES
(EXPLICIT OR
IMPLICIT) TO
TRANSFER
DISTINCT GOODS
OR SERVICES
(OR A BUNDLE OF
DISTINCT GOODS
AND SERVICES).
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Per for mance obligat ions are promises
(explicit or implicit) to transfer distinct
goods or services (or a bundle of distinct
goods and ser v ices).
At the inception of a contract, an entity
is required to determine the various performance obligations that comprise the
contract. Each obligation within the contract can be treated as a separate contract
for accounting purposes. Often the E&C
industr y views contracts with a customer
a s a n e nt i re p e r for m a nce obl i g at ion ,
except in certain circumstances (such as
a contract to build and maintain a facility). There are two steps to consider while
explaining this concept. The first step is
determining whether the good or service is capable of being distinct. Can a
customer b enefit f rom t he indiv idua l
good or ser v ice on its ow n or use the
good or ser vice w ith other readily available resources? An entity hired to perform
desi g n ser v ices, fol lowed by t he construction of that designed project, would
consider this contract to be one performance obligation. Based on the first step,
an argument could be made that two performance obligations exist, one to design
and one to build. Is the good or ser vice
distinct in the context of the contract, meaning is the good or service integrated with,
highly dependent on, highly interrelated
w ith, or significantly modif y ing or customizing other promised goods or services in the contract?
Highly dependent and interrelated. Those
w h o p e r fo r m d e s i g n / b u i l d c ont r a c t s
understand the design phase does not
e nd once t he cons t r uc t ion pha s e ha s
begun. The construction phase is highly
dependent, highly interrelated, and could
be significantly impacted by the design
phase throughout the project. The AICPA’s
E&C Revenue Recog nit ion Task Force
focused on this concept to deter mine
the performance obligations in an E&C
CONSTRUCTION ACCOUNTING AND TAXATION
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c o nt r a c t . T h e A I C PA’s E & C Re ve nu e
Recog nit ion Task Force and the FASB
c o n c lu d e d t h at i n t h i s s i t u at i o n , a
design/build contract is one performance
obligation. Each contract an entity enters
needs to be evaluated to determine the
performance obligations. What if a glass
cont rac tor was awarded a sing le contract to install the glass in multiple buildings for the same customer? Each
indiv idual building could be a separate
p e r fo r m a n c e o b l i g at i o n . Is t h e g l a s s
installation in each building integrated
w ith, highly dependent on, highly interrelated w ith, or significantly modif y ing
or customizing other promised goods
or ser vices in the contract? The contract
w ith the customer would be determined
to constitute multiple performance obligations in the accounting records of the
entit y. In some E&C contracts, operation and/or maintenance of a facilit y is
i nclude d . T he op er at ion a nd m ai nte nance is often a separate performance
obligation. An activity that is performed
to sat isf y an obligat ion that do es not
transfer a good or ser v ice to a customer
can never be counted as a performance
obligation (i.e., administrative tasks and
mobilization costs).
Combining versus segmenting. If all of
the follow ing apply, multiple contracts
would be combined into one contract:
• the contracts are negotiated as a
package w ith a single commercial
objective;
• the amount of consideration to be
paid in one contract depends on the
price or performance of the other
contract; and
• the goods or ser v ices promised in
the contracts (or some goods or serv ices promised in each of the contracts) are a single performance
obligation.
Warranties. Assurance t y pe warranties
are part of the required product the entity
is delivering. An assurance warrant y is
not a separate performance obligation.
However, a ser v ice t y pe war rant y is a
separate per for mance obligat ion. The
war rant y is a dist inct ser v ice because
the entit y promises to prov ide the serv ice to the customer in addition to the
produc t that was init ially cont rac ted.
REVENUE RECOGNITION CHANGES

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

consideration can be items such as awards and
i n c e nt ive s for comp l e t i n g a cont r a c t
ahead of schedule or under budget. There
could be consideration payable to a customer such as liquidated damages (LDs).
These t y pes of items are an increase or
decrease to the transaction price/contract
value in the most likely amount or the
expected value. The most likely amount
would be the amount based on the single most probable amount in a range of
p o s s i b l e o u t c o m e s . T h e m o s t l i ke l y
amount is used w hen t he t r ansac t ion
w il l produce only a few possible outcomes. For example, the entit y may get

a bonus of $500,000 if the entit y substantially completes the project for the
customer 30 days prior to the contract
completion date. If the entit y does not
complete the contract 30 days or more
prior to such date, the entit y is not entitled to any bonus. There are two possible outcomes in this example. The entit y
needs to evaluate the likelihood of receiving the bonus. If the entit y is confident
that they could earn the bonus, the transaction price/contract value increases by
$500,000. If not, the transaction price
does not include any bonus. The expected
va lue metho d is used w hen there is a
range of possible outcomes (for example, LDs). An entity could enter into a contract that states the entit y is subject to
LDs if the project is not substant ially
completed by a certain date, with LDs calc u late d d ai ly. T his c a lc u lat ion wou ld
result in a range of possible outcomes.
The entit y would be required to calculate the amount it expects to incur in
LDs resulting from being late. The most
common response is to not expect to pay
any LDs and not expect to be late. However, if the entit y has ever been late on
a project, it cannot take the position that
it w ill not be late on a future project.
Evaluation of a constraint. Included in
the effect of var iable considerat ion is
t he e v a lu at ion of a cons t r aint on t he
amount included in the transaction price.
The entit y is required to include in the
transaction price an amount of variable
consideration that makes it sufficiently
probable a significant revenue reversal
w ill not occur when the uncer taint y is
subsequently resolved. An example of
variable consideration w ith a potential
constraint is a claim. A claim is an unapproved change order for scope and price.
Under Topic 606, a claim is considered
variable consideration. This is a major
change from how we have assessed claims
under the old standards. Previously, four
specific criteria had to be met prior to
determining the amount the entity would
recognize as revenue related to the claim.
Entities were restricted from recognizing profit on a claim; revenue could only
be recognized to the extent of cost. Under
Topic 606, the entit y is able to recognize
revenue and profit on a claim, as long as
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An entity should account for the promised
warranty as a performance obligation, allocating a portion of the transaction price
to that performance obligation on a service t y pe warrant y. If an entit y provides
on a contract both an assurance and service type warranty, the entity would need
to determine a distinct price for the serv ice t y pe war rant y. If the ent it y were
unable to do so, a separate performance
obligation that includes both the assurance t y pe and ser v ice t y pe warranties
would be necessar y.

Step 3: Determining
the transaction price
The transaction price is the amount of
consideration to which an entity expects
to be entitled in exchange for the transfer of promised goods or services to a customer. The t ransac t ion pr ice includes
the effects of the follow ing:
• variable considerations (including
application of the constraint);
• consideration payable to a customer ;
• noncash considerations; and
• significant financing components.
We do not anticipate impacts to the
E&C industr y for significant financing
activities. Retainage is excluded from the
significant financing components. The
only addressable item in this area is if
the entity overbills an amount to the customer that does not become revenue within
a year.
Variable consideration (including application of the constraint) and consideration
payable to a customer. Variable
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THE TRANSACTION
PRICE IS THE
AMOUNT OF
CONSIDERATION
TO WHICH AN
ENTITY EXPECTS
TO BE ENTITLED
IN EXCHANGE FOR
THE TRANSFER OF
PROMISED GOODS
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TO A CUSTOMER.

29

EXHIBIT 1 Expected Value Method Calculation
$ 1,000 × 15 days late = $ 15,000 × 30% probability =

$ 1,000 × 30 days late = $ 30,000 × 45% probability =

$ 1,000 × 45 days late = $ 45,000 × 25% probability =

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

it is probable that a significant reversal
of the revenue recognized on that claim
w i l l n o t h a pp e n i n t h e f ut u re . Wh e n
assessing this probabilit y, it is important to understand considerable factors.
Un d e r Top i c 6 0 6 , f a c t o r s t h at c o u l d
impact a revenue reversal include, but are
not limited to, any of the follow ing:
• The amount of consideration is
highly susceptible to factors outside
the entit y’s influence. Those factors
may include volatilit y in a market,
the judgment or actions of third
par ties, weather conditions, and a
high risk of obsolescence of the
promised good or ser v ice.
• The uncer taint y about the amount
of consideration is not expected to
be resolved for a long period of
time.
• The entit y’s experience (or other
ev idence) w ith similar t y pes of contracts is limited, or that experience
(or other ev idence) has limited predictive value.
• The entit y has a practice of either
offering a broad range of price concessions or changing the pay ment
terms and conditions of similar
contracts in similar circumstances.
• The contract has a large number and
broad range of possible consideration amounts.
The follow ing is an example of a contract w ith LDs and the application of a
constraint. Company A enters into an $8
mi l lion cont rac t to bui ld a st r uc ture.
The contract states that Company A w ill
be assessed LDs of $1,000 per day for
each day the project is late after August
31 of a given year. Upon entering into the
contract, Company A is required to calc u l ate t h e i mp a c t on t h e t r a ns a c t ion
price associated w ith the LDs. Company
A used the expected value method calculation, as show n in Exhibit 1.
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$ 4,000

$ 13,500

$ 11,250

$ 29,250

Based on the total in Exhibit 1, Company A anticipates a decrease to the transa c t i o n p r i c e of $ 2 9 , 2 5 0 . C o mp a ny A
applies the constraint on the aforementioned calculation. Based on the prev iou s l y s t ate d pro b abi l it y, C omp a ny A
could be late by 30 days (75 percent likelihood). Company A would compare the
a m o u nt c a l c u l at e d ( $ 2 9 , 2 5 0 ) t o t h e
amount probable ($30,000). Based on
this calculation, the constraint provides
a n i m m ate r i a l adju s t m e nt a n d i s n ot
required. The transaction price would
be $7,970,750 ($8 million contract value
less $29,250).
Noncash considerations. Noncash consider at ion are go o ds or ser v ices prov ided by a customer to an entit y. It must
be determined whether an entit y takes
possession of a good or ser v ice (asset)
pr ior to deliver ing the asset to a customer. This concept addresses principal
versus agent. A principal takes ow nership of the asset prior to turning over the
asset, such as a general contractor that
is at risk on a contract. An agent does not
take ownership of an asset prior to turning over the asset, such as a construction
manager not at risk on a contract. The
construction manager not at risk enters
into a contract on behalf of the customer
w ith subcontractors and suppliers but
ultimately does not take ow nership of
the work performed by the subcontractors and items prov ided by suppliers.
The subcontracting and supplier costs are
noncash considerations. A contractor,
act ing as an agent, would only record
the agent’s fee associated w ith the contract, excluding considerations provided
by the customer.
Reassessment of transaction price. An
ent it y should reassess the transact ion
price on a regular basis but is required
to do so each time a financial statement
is prepared.
REVENUE RECOGNITION CHANGES

Once performance obligations on a specific contract are identified, allocating a
transaction price for each obligation must
be completed. An entity’s role during pricing allocation involves the amount of consideration to which the entity expects to
be entitled in exchange for transferring
the promised goods or ser v ices to the
customer. The transaction price for each
performance obligation should be assigned
based on the stand-alone selling price or
estimated based on a rational method for
estimating each transaction price for the
multiple performance obligations. The
rational method of estimating the transaction price for each performance obligation will consider the obser vable inputs
that each of the performance obligations
involves. One favorable strategy we suspect many entities will choose is an estimated cost plus a markup method. The
transaction price for a performance obligation is modified based on which perfor m a nce o bl i g at ion i s af fe c te d by a
variable consideration.
Once a transaction price is allocated to
a particular performance obligation, that
price should not be changed unless either
a contract modifies or a change in the
estimate of variable consideration occurs.

Step 5: Recognize the revenue
when (or as) each performance
obligation is satisfied
The satisfaction of a performance obligation is the transferring of a promised
good or service (asset) to a customer. An
asset is transferred once the customer
obtains control. At contract inception, an
entity determines whether performance
obligations are satisfied over time or at a
point in time. In order to determine the
timing of revenue recognition, identifying when the control of a good or service
is transferred to the customer is paramount. For revenue recognized over time
(i.e., percentage of completion), the transfer of control of the goods and services must
meet one of the following three criteria:
• the entit y creates or enhances an
asset that the customer controls as it
is created or enhanced;
REVENUE RECOGNITION CHANGES

• the entit y’s performance does not
create an asset w ith alternative use,
and the entit y has a right to payment for the performance completed to date; or
• the customer simultaneously
receives and consumes the benefit
of the entit y’s performance as the
entit y performs.

Output versus input methods

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

Step 4: Allocate the transaction price
to the performance obligations

If revenue w ill be recognized over time,
the entity decides whether the output or
input method w ill be used for the measurement of revenue recognized. Output
methods include sur veys of performance
completed to date, appraisals of results
achieved, milestones reached, units produced, or units delivered. Input methods
include resources consumed, labor hours
expended, costs incurred, time lapsed,
or machine hours used relat ive to the
total expected inputs to the satisfaction
of that performance obligation.

Significant inefficiencies
in performance

If a n e nt it y i nc u rs s i g n i f ic a nt i nef f i ciencies in performance on a contract,
that entit y is required to remove these
costs from a contract and expense the cost
as incurred. This transaction is significant due to the potential impact on the
entit y’s financial statements. Under the
old standard, if an entit y incurred additional cost on a project for overruns or
inefficiencies, it was required to include
such costs in the total estimated cost of
a contract. This resulted in a profit fade
and a current year impact of that fade.
Un de r t h e n e w s t a n d a rd , co s t t h at i s
determined to be the result of significant
inefficiencies in performance would not
be included in the estimated cost of the
project and cost incurred to date. The cost
w ou l d b e e x p e n s e d a s i n c u r re d ; t h i s
expense affects the current year financial statements dollar for dollar.

Uninstalled materials

IF AN ENTITY
INCURS
SIGNIFICANT
INEFFICIENCIES IN
PERFORMANCE ON A
CONTRACT, THAT
ENTITY IS REQUIRED
TO REMOVE THESE
COSTS FROM A
CONTRACT AND
EXPENSE THE COST
AS INCURRED.

Unins t a l le d m ater i a ls are go o ds pur chased for a project not yet installed on
NOVEMBER/DECEMBER 2017
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AN ENTITY IS
REQUIRED TO
DISCLOSE
INFORMATION
THAT ENABLES
FINANCIAL
STATEMENT USERS
TO UNDERSTAND
FOUR ASPECTS
OF REVENUE AND
CASH FLOWS
FROM CUSTOMER
CONTRACTS:
NATURE, AMOUNT,
TIMING, AND
UNCERTAINTY.
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the project. Identif y ing the accounting
t reat ment for uninst al led mater ials is
based on whether control has passed to
the customer. If not, uninstalled materials that are not distinct are considered
inventor y until control is passed.
If c o nt r o l h a s p a s s e d b u t t h e c o s t
i n c u r re d i s n o t prop or t i on ate to t h e
entit y’s progress in satisf y ing the performance obligation, the input method
would have to be adjusted to recognize
revenue only to the extent of the cost
incurred on the uninstalled materials.
Entities should exclude from an input
method the effects of any input that does
not depict the entit y’s performance in
transferring control of those goods or serv ices to a customer. In this situation, if
all of the follow ing criteria are met, the
entit y should only recognize revenue to
the extent of the cost incurred on the
nonpropor tionate cost items:
• The good is not distinct.
• The customer is expected to obtain
control of the good significantly
before receiv ing ser v ices related to
the good.
• The cost of the transferred good is
significant relative to the total
expected costs to completely satisf y
the performance obligation.
• The entit y procures the good from a
third par t y and is not significantly
involved in designing and manufacturing the good (but the entit y is
acting as a principal).
When materials originally accounted
as uninstalled mater ials are installed,
the entity would be required to determine
the most appropriate accounting treatment for those materials. Should materials be included in the calculation of
the percentage complete at any point, if
ever, on the project, or should the actual
p ercent age complete b e b as e d on t he
p e r for m a nce of t he e nt it y ? Mate r i a ls
might be accounted for as a separate subset of the project w ith revenue equaling
cost through the completion of the project, while the main contract would reco g n i z e t h e g ro s s prof i t b a s e d on t h e
percentage complete excluding the cost
of the materials in the separate subset.
If materials on the project that are recognized relate to the actual performance
CONSTRUCTION ACCOUNTING AND TAXATION
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of the entit y’s percentage complete, the
ent it y would need to do a cumulat ive
catch-up adjustment for the gross profit
on the project for the period in which the
mater ials are included in the cost-tocost calculation.

Cost incurred that
does not transfer value
When an entity incurs cost that does not
provide value to the customer, it cannot
recognize revenue related to this cost. For
example, mobilization of equipment to a
site by a site contractor does not equate
value to the customer. Based on this, the
site contractor would not be able to recognize revenue associated with the cost
incurred for mobilization. The cost would
be removed from the cost incurred on the
project and amortized over the life of the
contract. These costs include, but are not
limited to, bond cost, mobilization, and
contract start-up administrative costs.

Retainage
Topic 606 requires retainage held by a customer recorded on the balance sheet as
a contract asset if the pay ment of the
retainage is contingent upon additional
performance by the entity and/or acceptance by the customer. Retainage w ill be
reclassified f rom a contract asset to a
receivable when it is conditional based
upon the passage of time.

Disclosure requirements
An entit y is required to disclose information that enables financial statement
users to understand four aspects of revenue and cash flows from customer cont r a c t s : n at u r e , a m o u nt , t i m i n g , a n d
uncer taint y.
These disclosure requirements include
the follow ing:
1. presentation or disclosure of revenue and any impairment losses recognized separately from other
sources of revenue or impairment
losses from other contracts;
2. a disaggregation of revenue to
“depict how the nature, amount,
timing, and uncer taint y of revenue
REVENUE RECOGNITION CHANGES

•

•

4.

5.

6.
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judgments, that affect the amount
and timing of revenue recognition
(including information about the
timing of satisfaction of performance obligations, the determination of the transaction price, and
the allocation of the transaction
price to performance obligations);
7. information about the entit y’s
accounting or cost to obtain or fulfill a contract (including account
balances and amor tization methods); and
8. information about policy decisions
(i.e., whether the entit y used the
practical expedients for significant
financing components and contract
costs allowed by Topic 606).

Conclusion

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

3.
•

and cash flows are affected by economic factors”;
information about:
contract assets and contract liabilities (including changes in those balances);
the amount of revenue recognized
in the current period that was prev iously recognized as a contract liabilit y ; and
the amount of revenue recognized
in the current period that is related
to performance obligations satisfied
in the prior periods;
information about performance
obligations (e.g., t y pes of goods or
ser v ices, significant pay ment terms,
t y pical timing of satisf y ing obligations, and other prov isions);
information about an entit y’s transaction price allocated to the
remaining performance obligations,
including (in cer tain circumstances) a quantitative disclosure of
the “aggregate amount of the transaction price allocated to the performance obligations that are
unsatisfied (or par tially satisfied)”
and when the entit y expects to recognize that amount as revenue;
a description of the significant
judgments, and changes in those

Topic 606 will have a significant impact
on the way E&C entities recognize revenue
from contracts. E&C entities need to determine the effect this will have on the way
information is analyzed and reported and
formulate an action plan to be ready in
advance. How prepared are you? n
NOTES
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