
  

 

Revenue is a critical measure 

that analysts, capital providers, 

investors and regulators scrutinize 

when analyzing a company’s 

performance. US GAAP currently 

has over 100 standards on revenue 

recognition, many of which are 

very transaction and industry 

specific, and do not always provide 

comparable results. By contrast, 

IFRS standards on revenue 

recognition are limited to only a 

handful of pages, providing very 

little detail. The FASB and IASB 

are working on a joint revenue 

recognition project aimed at 

overcoming the shortcomings 

of both sets of standards. 

 

 

Here’s what the proposal would mean to you: 

• The proposed model would apply to all contracts with customers except leases, 

insurance, financial instruments, guarantees and certain nonmonetary exchanges 

• It would also apply to sale of nonfinancial assets, such as property, plant and equipment 

or intangible assets  

• Single contracts would be separated into separate performance obligations 

when applicable 

• Revenue would be recognized only when the customer obtains control of the good 

or service 

• A net contract asset or contract liability would be recognized on the balance sheet  

• More contract costs may be expensed as incurred  

• Revenue would be reduced for certain amounts that may be expensed under 

current accounting 

• The proposed provisions would likely apply retrospectively to all contracts in the 

reporting period, not just contracts entered into after the future transition date 

• Significantly more disclosures would be required 

The changes to revenue recognition could result in: 

• Changes to key financial statement metrics 

• The need for significant changes to IT system configurations and manual processes to 

support the accumulation and reporting of data 

• The need for updates to the key processes and controls that support the company’s 

internal control structure 

• Changes to tax planning strategies, transfer pricing and tax filings 

• The need to communicate with and educate stakeholders 
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Why change revenue recognition? 

The FASB and IASB are working together on a number of high profile 

projects with the overall objectives of both improving existing 

accounting standards and bringing greater convergence between US 

GAAP and IFRS. The number of projects on the Boards’ agendas is 

unprecedented, signaling that major changes in financial reporting 

are likely within the next few years. Revenue recognition is one of 

the more far-reaching of these projects because it affects virtually 

every company and industry.  

But while the proposal is the result of a joint FASB-IASB project 

aimed at bringing global financial statements closer together, 

improving revenue recognition accounting has been a long-time 

independent goal of the FASB, even outside of the convergence 

agenda. In fact, the FASB has had a project related to revenue 

recognition on its agenda since 2002. The current US GAAP 

guidance for revenue recognition was developed piecemeal over 

many years and stems from several SEC Staff Accounting Bulletins, 

EITF consensuses, AICPA Statements of Position and Industry 

Guides, and miscellaneous FASB pronouncements.  

The FASB believes that developing a single revenue recognition 

model is necessary to simplify financial statement preparation and 

provide consistency across industries. Therefore, regardless of the 

future of IFRS in the United States, the proposal is expected to 

continue to move forward for US GAAP. 

When will the changes take place? 

The FASB and IASB recently issued their respective exposure drafts 

with a four-month comment period. Neither Board proposed an 

effective date because they continue to consider the effective dates 

for all of their significant joint projects that will be completed by the 

end of 2011 collectively. In this way the Boards can assess the 

overall impact to constituents of all of the proposed changes. While 

the Boards are still deliberating the issue, the effective date is not 

expected to be earlier than 2014, although retrospective application 

would require restatement of the 2013 and 2012 comparative 

periods as well. 

What is the proposed new revenue recognition model? 

The basic elements of the proposed model are:  

• Contracts may be written, verbal, and implied agreements 

with customers 

• Transaction price from contracts is allocated to separate 

performance obligations based on their relative selling prices, 

and revenue recognized when those obligations are satisfied  

• Performance obligations are satisfied when the customer has 

the ability to direct the use of and receive the benefit from the 

good or service (control) 

• Costs of obtaining a contract are expensed as incurred  

• Costs for fulfilling a contract are capitalized if the costs relate 

directly to the contract; enhance or create a resource that will 

be used to provide the good or service to the customer and are 

probable of recovery 

• Revenue is adjusted for certain estimable items (e.g. 

uncollectible amounts, refunds, time value of money) 

• Revenue is deferred for the value of a warranty included in a 

contract, and recognized as the warranty services are performed 

• A liability is recorded for onerous performance obligations—i.e., 

those for which the expected costs of fulfilling the obligation 

exceed the transaction price allocated to it  

• A net contract asset or liability is recognized when one party 

performs but the other has not− for instance, the customer 

pays before the company transfers goods or services (liability), 

or the company transfers goods or services before the customer 

pays (asset) 

• Financial statements will disclose increased information about 

contracts, obligations for refunds, returns, warranties, and 

other similar obligations, a table depicting when long term 

performance contracts will be completed, liabilities recognized 

for onerous performance obligations, and sensitivity 

information quantifying the impact of significant assumptions 

used by management in determining revenue 

• Reconciliations are required between beginning and ending 

balances of contract assets and liabilities for all years for 

which a balance sheet is presented. Reconciling items would, 

among others, revenue recognized, interest income and 

expense, the effect of foreign exchange rates, and transfers 

to accounts receivable 

How will the company’s business be affected? 

Based on even the short accounting summary outlined above, 

companies can begin to see the effect the proposed revenue model 

would have on their operations−effects that go well beyond just 

accounting. The extent of the impact will depend on the nature of 

the company’s contracts with its customers, and also the company’s 

industry. Some of the most significant financial and operational 

effects are discussed below: 
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Data Accumulation  

Under the proposed standard, when and how a company recognizes 

revenue is driven by the terms of its contracts with customers. 

Therefore, understanding those terms and identifying all performance 

obligations within the contract is an essential first step in determining 

how the new standard might affect the company. This includes any 

contracts that existed during the financial periods presented in the 

year of adoption, because the standard is expected to require 

retrospective application (as mentioned earlier, if adopting in 2014, 

a company will have to also restate 2012 and 2013 to reflect the 

proposed standard).  

Some of the key terms to assess are: 

Performance obligations: What individual enforceable promises 

to a customer exist within a single contract? Does the contract 

represent a single overall performance obligation or multiple  

obligations? For instance, does a long-term construction 

contract represent a single obligation to deliver a finished 

product or multiple obligations such as to design, build, test 

and maintain?  

Control: At what point does the customer control the use of the 

good or service under the contract or receive its benefits? This 

may be a fairly easy question for some companies, for instance 

those that deliver a finished product to a customer all at once, but 

it could be a far more complicated question for others. When does 

control of a building being constructed pass to the customer, or of 

a highway being built mile by mile-- only upon completion or 

periodically over the construction period? Companies currently 

using a percentage-of-completion method to recognize revenue 

on their long-term contracts may determine that control over 

certain performance obligations within the contract transfer at a 

point in time rather than over a period of time. 

The manpower involved to assess key terms could be substantial, 

especially considering that some of the customer contracts may 

have been entered into some time ago, and at numerous 

decentralized locations. Beginning to accumulate this data early 

would help avoid the costly need to retrieve and recreate data at a 

time when adoption of numerous new standards may be occurring 

simultaneously. Companies would also be well-advised to begin to 

accumulate, on a real-time basis, the data required by the proposed 

standard for all newly entered customer contracts. 

Estimates 

The proposed standard also will require a considerable amount of 

estimation, some of which is required under current accounting, and 

some that is different.  

Some of these include: 

Standalone selling price: The overall transaction price will 

need to be allocated to the individual performance obligations 

based on the observable or estimated standalone selling prices 

of each. What is the standalone value of the good? Of the 

warranty that covers product defects that arise after delivery? 

Of the support services related to the product? How are those 

selling prices estimated if the company has never priced the 

elements separately?  

Variable consideration: The customer may agree to pay the 

company more if certain conditions are met. For instance, if the 

company fulfills its performance obligation in 12 months it’s one 

price, in 10 months 15% more, or in 8 months 20% more. How 

will the company estimate the likelihood of what amount they 

will ultimately receive in order to determine the transaction 

price that is allocated to the various performance obligations? 

Collectability: The transaction price will need to be adjusted to 

reflect the customer’s credit risk. This means that the company 

must estimate how much of the amount charged to customers 

will not be collected, and then reduce revenue by that amount. 

Subsequent changes to that estimate will be recognized outside 

of revenue, as other income or bad debt expense. Can the 

company track this information?  

Returns: The transaction price will also be reduced for products 

expected to be returned either because they were defective 

upon delivery, or because the terms of the agreement allow for 

the return of goods. Does the company presently distinguish 

between product defects that exist upon delivery from those 

that subsequently arise?  

Time value of money: The transaction price will also be reduced 

if the contract includes a material financing component (this 

could be either a prepayment or the extension of the due date 

of a payment). How will that assessment be made? 

Onerous contracts: At contract inception and each subsequent 

reporting date, the company will need to assess each of its 

performance obligations to determine if the expected costs to 

satisfy the obligation exceed the transaction price allocated to 

that obligation. If so, the expected loss is recognized (first as a 

write off of any capitalized contract costs and then as a liability). 

Does the company have a process to analyze costs to that level? 

While companies already estimate some of the amounts listed above, 

the nature of the estimate may differ. For instance, regarding 

warranties for future product defects, companies today generally 

recognize revenue in full and accrue the estimated incremental costs 

to satisfy the obligation. But under the proposal, the estimated value 

of that warranty would be recognized as revenue as the obligation is 

satisfied, and costs to cover the warranty would be recognized as 

incurred. Regarding collectability, companies today estimate an 

allowance for uncollectable receivables and related expense, while 

under the proposal the amount of transaction price not expected to 

be collected would be treated as a reduction of revenue, with 

subsequent changes in estimate recognized as other income or bad 
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debt expense. This means that a company will need to split its initial 

estimate of uncollectable accounts from subsequent changes in 

estimate because those amounts will be presented separately.  

In making their estimates, companies will need to design processes 

and internal controls to make certain that all appropriate marketing 

and financial input is sought, analyzed, documented, and processed.  

Financial reporting and supporting processes and systems 

Additional data also will be needed to comply with expanded financial 

reporting requirements. Among other changes, the proposal would 

call for additional disaggregated disclosures of revenue, rollfowards 

of certain asset and liability account balances within the notes to the 

financial statements, and disclosure of key estimates. These changes 

may require significant modifications to existing internal data 

gathering efforts and processes. Companies with decentralized 

operations will be especially affected in view of the need to 

accumulate information from multiple locations.  

Further, companies may need to challenge their IT systems and 

related general ledger and reporting software to determine they are 

able to track, compile, and report information in accordance with the 

proposed revenue model.  

Internal controls 

In addition to data accumulation and IT changes, internal reporting 

processes and controls will most likely also require revision. These 

revisions will be especially important because they affect compliance 

with Section 404 of the Sarbanes-Oxley Act as well as the company’s 

Section 302 and 906 management certifications. Companies need to 

take steps to determine that their internal control processes remain 

effective in the face of the significant change in the accumulation 

and reporting of financial information. 

Financial statement metrics and communications 

Many companies are measured and evaluated based on revenue. 

And while revenue is itself a key metric, it also directly affects other 

significant measures like earnings per share and EBITDA, among 

others. Under the new revenue recognition model, revenue and its 

related metrics may change. Companies need to think through how 

such changes will be presented and discussed on analyst calls, in 

earnings releases, and other shareholder communications.  

Financial measures driven by revenue also could affect loan 

covenants, financing agreements, and regulatory requirements. 

Companies that base bonuses, share-based vesting provisions, and 

other compensation plans on such measures may need to reassess 

the arrangements and whether they would continue to be an 

appropriate performance measure.  

By performing an initial impact assessment, a company will be able 

to identify the effects of the proposal early on so they can begin to 

develop meaningful communication with stakeholders.  

Contract terms  

The proposed standard could affect the timing and amount of a 

company’s revenue, particularly for companies with longer-term 

contracts or those with multiple performance obligations. As 

previously mentioned, when a contract involves the construction of 

an asset over time, the company will need to demonstrate that 

control of a portion of the asset has passed to the customer in order 

to recognize revenue prior to the asset’s completion. Factors to 

consider would include the customer’s unconditional obligation to 

pay, the passing of legal title, physical possession of the asset, the 

degree to which the customer specifies the good’s design or 

function, and customer acceptance. Accounting should not drive a 

company’s business, but the company should understand the effect 

that certain contract terms could have on its ability to recognize 

revenue at points prior to completion of the asset, and be mindful of 

those terms as it negotiates contracts with customers.  

Tax issues 

The tax determination of revenue differs, in many instances, from 

the accounting requirements for revenue recognition under the 

proposed new model. A myriad of tax issues could result from the 

proposal including a need to analyze newly originated book/tax 

differences; contract costs required to be capitalized for tax, and 

whether tax accounting method changes for income or expense 

recognition would benefit the company. In addition, as companies 

potentially modify existing revenue arrangements to address the 

accounting treatment under the proposed new standard, the existing 

tax treatment will also need to be analyzed to determine that 

favorable tax positions have not been jeopardized, and that tax risks 

have been appropriately managed.  

Assessing tax treatments early will help companies reduce tax 

exposures and identify book versus tax differences presented by the 

proposal and develop the most advantageous tax strategies possible. 

In addition, there are significant synergies to be gained by analyzing 

tax treatments and financial accounting impacts simultaneously, 

because much of the underlying financial information is the same. 

What should companies do now? 

Revenue is arguably one of a company’s most analyzed financial 

metrics. Although it is early to fully react to the exposure draft’s 

requirements, companies that want to stay ahead of the game 

should at least begin to think through the proposal’s requirements 

and implications. An early analysis will help avoid surprises and plan 

for a smart transition.  

For a more complete discussion of the technical accounting 

requirements of the proposal, see Ernst & Young’s Hot Topic, 

FASB proposes single revenue recognition model.  
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Ernst & Young can bring its multi-disciplinary team of accounting, tax, internal audit, and IT professionals to your company to assist in assessing 

what the proposed revenue recognition model means to you. In the chart below, we outline issues and steps the company should consider 

related to the proposed revenue recognition model, and indicate how Ernst & Young can help you from initial assessment through adoption. 

Issues and steps How Ernst & Young can help 

Gain a general understanding of the 

proposal 

Ʒ Design and deliver a training session for company personnel 

Ʒ Share insights and views of FASB, IASB, and SEC  

Ʒ Provide input into the company’s comment letter on the exposure draft once issued 

Perform a preliminary assessment of 

the impact of the proposal on the 

company’s financial statements 

Advise, review, and provide input into: 

Ʒ Gathering necessary information needed to adopt the proposed standard 

Ʒ Summarizing customer contracts 

Ʒ Interpreting the proposed rules and application to your customer contracts (performance 

obligation, when control obtained, the impact of rights to return and warranties, discounting 

long term contracts, and other key contractual terms) 

Ʒ Calculating the income statement impact of adopting the proposed standard 

Ʒ Assessing the impact on key financial ratios and performance measures 

Ʒ Identification of shortfalls in available information to adopt the proposed standard 

Ʒ Developing a process for monitoring performance obligations, costs incurred, etc. and the 

impact to the financial statements 

Benchmark the company against peers 

and others in the industry 

Ʒ Provide observations of how others are approaching the proposal, problems they encountered 

and solutions developed 

Ʒ Assist in the evaluation of peers, competitors and industry disclosures and expected impact on 

their financial reporting 

Assess tax positions relating to the 

proposal 

Ʒ Assist in analyzing tax positions arising from adopting the new proposal, reducing tax exposure 

and determining tax effects of new revenue recognition model 

Plan for ultimate adoption of the 

proposed standard 

Ʒ Advise regarding your project maintenance and planning, including timeline, tasks and 

resource allocation 

Update accounting manuals and 

accounting policies 

Ʒ Review and provide input into accounting manuals and policies selected by management 

Communicate effect of adoption to 

stakeholders− analysts, regulators, 

shareholders 

Ʒ Advise on developing a communication plan 

Ʒ Advise on drafting communications 

Ʒ Advise on the analysis of information that will be available under the new proposal 

For more information, please contact: 

Ken Marshall 

Financial Accounting Advisory Services Leader-Americas 

212-773-2279 

kenneth.marshall@ey.com 
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