Manufacturers: It’s Not Too Late to Comply with the New Accounting Standards
By Victor Thornburg
It’s 2019: Is your manufacturing business complying with the new revenue recognition
requirements issued by the Financial Accounting Standards Board (FASB)? Movement within
the business community to meet these requirements has been slow. If your business hasn’t
made much progress on this front, it’s not too late to get organized, but don’t delay any
longer—the change is effective this year for annual reporting periods, and in 2020 for
interim periods.
The impetus for the change is FASB ASU 2014-09, with subsequent amendments, which
was initiated several years ago to provide an approach for recognizing income that more
accurately depicts the transfer of promised goods and services. It applies to any entity
entering into a contract for the transfer of goods or services – or the transfer of nonfinancial
assets – unless the contract falls within the scope of other accounting standards.
To meet the core objectives of the new standards, your manufacturing business should
apply the following steps:
Step 1: Identify the contract(s) with a customer.
Step 2: Identify the performance obligations with a customer.
Step 3: Determine the transaction price.
Step 4: Allocate the transaction price to the performance obligations in the contract.
Step 5: Recognize revenue when (or as) the entity satisfies a performance obligation.
These five steps create challenges for all business entities, but manufacturers in particular
face complex issues, including:
•

Customer control: The new standard requires customers to obtain control of products
before revenue is recognized. But a change in “control” isn’t always obvious when
manufacturers ship products.

For instance, manufacturers often ship products under “freight on board” (FOB) terms.
Traditionally, control shifts to the customer once the product has been loaded into the
hauling truck, but other arrangements may cover products in transit. Thus, revenue
recognition may have to be divided.

Similar issues arise in bill-and-hold arrangements involving the sale and warehousing of
products. In determining whether a customer has gained “control,” a manufacturer must
consider if the customer has legal title to the products with a corresponding right for the
manufacturer to receive payment.
•

Customized products: Previously, accounting standards didn’t cause a manufacturer
to realize revenue on customized products until the products were completed and
transferred to customers. ASU 2014-09 requires revenue to be recognized over time
for customized products that have no alternative use and for which there is an
enforceable payment right. Thus, a manufacturer may recognize a portion of income
during the production process.

•

Financing: Under the new standards, a manufacturer must evaluate contracts to
determine if there’s a significant financing component. If one exists, the firm must
determine if separate obligations exist for the sale and the financing. Generally, a
division would result in revenue being realized for the sale portion first and then for the
financing portion over time.

A safe-harbor rule for contracts of one year or less provides that the firm doesn‘t have to
factor in the time value of money for the financing component.
•

Discounts: Discounts on the price of goods must be factored into the allocation of a
purchase price upon completion of the performance obligation. For example, discounts
may be provided when goods and services are bundled or on a stand-alone basis. For
volume discounts that are customary, no special allocation is required. However,
special consideration under ASU 2014-09 must be given to deep discounts that are
outside the normal scope of business.

•

Bundled services: When services are bundled with contracts, a manufacturer may be
required to treat the services as a separate obligation. Accordingly, revenue from
services is typically recognized over time. Manufacturers must assess contracts
involving bundled services to determine the recognition of revenue from separate
obligations.

•

Warranties: Generally, manufacturers offer warranties on the products they provide.
Under ASU 2014-09, warranties are classified into two types.
o

Assurance warranties: Customers are assured that products will function as
intended because they comply with certain specifications.

o

Service warranties: Customers are entitled to additional benefits that are not
part of the agreed-upon specifications.

Most assurance warranties aren’t treated separately unless the customer has the option of
purchasing the warranty separately from the product. Conversely, service warranties are
treated as separate performance obligations.
•

Contract costs: These are costs incurred by a manufacturer while delivering its
products to customers as per the contract. Under the new standards, incremental costs
associated with a contract – such as sales commissions and fulfillment costs not
contemplated – generally are capitalized when these costs are expected to be
recovered and are directly related to the contract. These capitalized costs then must be
amortized in a systematic manner.

Despite these challenges, the time to act is now. Implementation of FASB in a timely
manner can be daunting, but compliance shouldn’t be shifted to the back burner. Otherwise,

you may risk significantly more time and effort to make adjustments during a year-end
audit or review.
Questions about the new standards? Contact Victor Thornburg at 440-449-6800, or email
Victor.

