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The new revenue recogni  on standard (ASC 606, Revenue from Contracts with Customers) aff ects 
construc  on companies in unique ways, par  cularly in the area of purchased material. How a con-
tractor will account for these costs under the new standard depends on a variety of factors, including 
how the material is classifi ed, when the customer obtains control of the material, and whether or not 
the material is installed, designed and manufactured by the contractor.

Determining the Classifi ca  on of Purchased Material

Transfer of control is an important concept in the determina  on of revenue and the recogni  on of 
costs under the new accoun  ng guidance. Contractors need to follow this guidance to determine the 
classifi ca  on of material purchased as either inventory, uninstalled material or contract costs and 
understand when the materials transfer from one classifi ca  on to the next. Topic 606 states revenue 
is recognized when (or as) the customer obtains control of the promised good or service (606-10-
25-23). When performance obliga  ons are to be recognized over  me, an appropriate driver should 
be selected to measure the progress of transferring control to the customer. Using the cost-to-cost 
input method as the driver, progress towards comple  on is computed based on the costs incurred in 
a project. Costs that relate directly to a contract include, among other costs, direct materials such as 
supplies used to provide the promised services to a customer. Direct costs are costs that relate direct-
ly to an exis  ng or specifi c an  cipated contract. See Topic 340-40-25-7. 

Materials Job Cost Prac  ce Prior to Topic 606

It has been common prac  ce for contractors to charge purchases of materials, even commodity items 
and supplies to a specifi c job as they are incurred or purchased. Simply put, any cost incurred with 
the objec  ve of a contract was immediately charged to job costs and a contract o  en without con-
sidera  on of control or ownership. Some contractors, par  cularly trade subcontractors, maintained 
inventory of materials common to jobs or to stockpile materials an  cipated for future work when cost 
increases were expected. These inventory items were usually charged to a contract and to job costs 
when they were transferred to the job site, but the contractor may have used some other trigger to 
determine when the reclassifi ca  on from inventory was appropriate. When a contract was complet-
ed, the contractor would restore any usable materials back into inventory and reduce contract costs. 
Contractors that perform fabrica  on under contracts might have an inventory of raw goods such as 
dimensional steel or sheet metal. Those goods would be held in inventory un  l they enter into the 
fabrica  on process under a contract.

Topic 606 does not have the intent to change inventory accoun  ng, but it is likely that as 
companies evaluate their prac  ces for Topic 606 implementa  on they may determine that 
their prior accoun  ng prac  ces for materials should be changed and inventories recorded to 
refl ect materials where control has not been transferred to the customer.
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How to Apply the Transfer of Control Concept to Materials

Companies cannot properly account for contract costs and revenue without a clear understanding 
of “transfer of control.” As discussed above, a contractor may incur costs for materials and control 
remains with the contractor for a period. A contractor may incur costs for materials, equipment, 
services, etc. related to a contract that enhance resources that will be used in sa  sfying performance 
obliga  ons in the future (mobiliza  on costs) that is recognized as an asset and amor  zed into job 
costs over  me (Capitalized Costs to Fulfi ll a Contract). The contractor may incur costs for common 
materials that immediately (or in an insignifi cant amount of  me) are transferred to the customer. 
The contractor may incur costs for customized materials that do not have an alternate use other than 
the par  cular contract and generally these items will cons  tute contract costs. However, the fact that 
an item meets the specifi ca  ons of a contract does not necessarily infer that it is therefore a contract 
cost as incurred. This would be the case if the specifi ca  ons contained a descrip  on of materials that 
are in the common supply chain.

In applying transfer of control standards, it is impera  ve that an en  ty has a thorough understanding 
of the indicators of control. The en  ty will normally conclude that control has transferred if owner-
ship has transferred to the customer. The construc  on industry has a lot of unique laws regarding 
ownership and rights and obliga  ons that arise from individual state laws as well as common law. In 
some states, ownership of materials passes to the owner of the real estate (For a subcontractor, the 
property owner is the customer of the customer) when it is delivered to the project site. In other 
states, ownership interest arises in the customer’s hands when the material supplier obtains the right 
to impose a material lien on the property (normally at the  me of purchase with a disclosure of the 
target job loca  on – even if the material is delivered to another loca  on). In some states, ownership 
passes to the customer at either billing or collec  on. What are the laws applied in the jurisdic  on of 
the contract? It is cri  cal that contractors obtain legal advice regarding ownership interest in con-
struc  on materials before implemen  ng accoun  ng policies regarding materials.

On the other hand, an incurred cost for materials may be for an item that is customized for the par  c-
ular contract, does not have an alterna  ve use by the contractor, and the contractor has an enforce-
able right to payment (this does not necessarily mean it is currently billable but that the contractor 
would be paid for the unique material if the contract is terminated for convenience). These costs are 
properly accountable for as contract costs as incurred.

Topic 340-40-25-7 describes costs that relate directly to a contract and replace the prior 
prac  ce and guidance of superseded Topic 605.

As material costs are incurred, accoun  ng policies and internal controls should be in place to 
iden  fy –

1. Materials that are inventory (control not transferred to customer)
2. Materials that are contract costs (control transferred to customer)
3. Materials that are highly customized with no alterna  ve use (deemed 
 transferred due to rights and obliga  ons under the law or by contract)  
4. Materials transferred to the customer but not installed
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When u  lizing a cost-to-cost input method to recognize revenue and the contractor transfers control 
of the purchased material to the customer, the contractor is sa  sfying the performance obliga  on 
and the materials are included in the cost to cost revenue measurement.

Some assert that iden  fying uninstalled materials will be a signifi cant hardship and challenge. The 
counterargument is that for decades contracts have included provisions for billing rights regarding 
stored materials (very similar to uninstalled materials) and billing forms such as those of the American 
Ins  tute of Architects include a line to disclose this item. 

In evalua  ng processes, a prime or general contractor cannot subcontract the acquisi  on of long-lead 
 me materials to avoid having uninstalled materials. If the subcontractor has signifi cant uninstalled 

materials that are being billed to the general contractor, those items should be excluded from the 
prime or general contractor’s measure of performance that includes the subcontract. Process and 
procedures including contractual documents should be considered to create rou  ne iden  fi ca  on of 
these costs. This would also be an appropriate talking point at project evalua  on mee  ngs between 
CFO’s and project management when evalua  ng performance of contracts.

NOTE: If an en  ty is recognizing revenue over  me, 
it is not acceptable to also record work in process.

When to Record Assets for Costs Incurred

When determining at what point a cost should be included in the progress towards comple  on com-
puta  on, contractors must consider the following:

1. For costs incurred in fulfi lling a contract with a customer that are within the scope of 
 another Topic (e.g. Topic 330 on inventory), an en  ty should account for those costs in 
 accordance with that Topic. When purchased materials are not unique to a contract (i.e. 
 can be used on other construc  on contracts) and the contractor has not transferred 
 control to the customer, these materials would be considered inventory in accordance 
 with ASC 330.

2. Topic 340-40-25-5 states an en  ty shall recognize an asset from the costs incurred to fulfi ll 
 a contract only if those costs meet all the following criteria:

a. the costs relate directly to a contract or to an an  cipated contract that the en  ty can
 specifi cally iden  fy (for example, costs rela  ng to services to be provided under 
 renewal of an exis  ng contract or costs of designing an asset to be transferred under a 
 specifi c contract that has not yet been approved);

b. the costs generate or enhance resources of the en  ty that will be used in sa  sfying (or 
 in con  nuing to sa  sfy) the performance obliga  on in the future; and 

c. the costs are expected to be recovered. 

3. Topic 340-40-25 states an en  ty shall recognize as an asset the incremental costs of 
 obtaining a contract with a customer if the en  ty expects to recover those costs.
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Costs incurred under (1) through (3) above would result in the contractor
recognizing an asset without any recogni  on of revenue. 

Accoun  ng for Uninstalled Materials 

Topic 606 states when costs incurred are not propor  onate to the progress in sa  sfying the perfor-
mance obliga  on, a contractor should carve out these costs if using a cost-to-cost input method. This 
may arise when a contractor purchases material for a project and transfers control to the customer 
but does not incorporate the material into the project. For example, this might happen when the ma-
terial is segregated at the contractor’s shop or shipped to the job site. Control of the material being 
transferred is evidenced when the customer has legal  tle, physical possession or signifi cant risk, the 
customer receives and consumes the benefi ts of the materials, or when the customer has accepted 
the asset. See the discussion above regarding indicators of control. 

Topic 606-10-55-21 states that when using a cost-based input method, an adjustment to the measure 
of progress may be required when a cost incurred is not propor  onate to the en  ty’s progress in 
sa  sfying the performance obliga  on. It is this concept that should drive the judgement and account-
ing policies adopted by en   es. Does including those uninstalled material costs in the measurement 
overstate the percent complete? Obviously, it does – but is the overstatement enough for the en  ty 
to judge that the overstatement is signifi cant? Topic 606-10-55-21(b) goes on to state that “the best 
depic  on of the en  ty’s performance may be to adjust the input method to recognize revenue only to 
the extent of that cost (the uninstalled material) incurred.

En   es need to evaluate their typical procurement and installa  on prac  ces to determine the cir-
cumstances that might arise where the cost of uninstalled materials would create a dispropor  onate 
measurement of the percent complete. It is proper to document a threshold that will be consistently 
applied across all or types of projects in applying this concept. 

The intent of this standard is not to iden  fy insignifi cant amounts of materials at any measurement 
date resul  ng in complica  ng the performance measurement. Topic 606-10-55-21(b)’s second sen-
tence starts with “For example,” and follows with a lis  ng of four condi  ons that, if met, might re-
sult in adjustment of the measurement. These condi  ons were not intended to be bright lines but a 
non-exclusive lis  ng of some factors that could be considered when an en  ty is evalua  ng uninstalled 
materials on a project or establishing an accoun  ng policy. The objec  ve is to form a judgement of 
whether including the cost of uninstalled materials creates a dispropor  onate progress measurement 
that is signifi cant. This judgement will vary based on en   es, type of service, etc. and should not be 
relegated to a bright-line test that would be applied to all contractors. That is each company should 
adopt an accoun  ng policy and establish internal controls and procedures to iden  fy the threshold 
that uninstalled materials will be adjusted in the performance measurement.

If it is determined that the uninstalled materials cause costs incurred to be dispropor  onate to the 
en  ty’s progress in sa  sfying the performance obliga  on, the contractor should recognize revenue in 
an amount equal to the cost of those goods. In those circumstances, the contractor should also ex-
clude the costs of the uninstalled materials from costs incurred to date, total es  mated costs and the 
transac  on price associated with the remaining costs to be consistent with the cost-to-cost methodol-
ogy and recognize addi  onal revenue equal to the cost of the uninstalled materials.
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See Example 19 at Topic 606-10-55-187 through 192 for the details on how to 
measure revenue when uninstalled materials are recognized as revenue at cost.

While the four condi  ons are not to be considered hard and fast rules related to the judgement, we 
will discuss their applica  on because their evalua  on will likely be common to many contractor’s 
facts and circumstance evalua  on.

1. “The good is not dis  nct” – Dis  nct is defi ned in Topic 606-10-25-19 and is generally 
 interpreted as being an iden  fi able performance obliga  on. In most cases the uninstalled 
 materials will not meet this criteria.

2. “The customer is expected to obtain control of the good signifi cantly before receiving 
 services related to the good” – How does an en  ty apply the concept of “signifi cantly 
 before” installa  on? This is a judgment that does not have an industry bright line 
 threshold, but the en  ty should evaluate its typical facts and circumstances to 
 determine an accoun  ng policy and internal controls to trigger applica  on of this 
 concept. What might that policy look like? If a contractor typically has contracts that 
 last between 9 and 15 months, the policy might be that materials that are expected to be 
 installed more than 60 days a  er transfer of control (being job costed) will subject the 
 contract to modifi ca  on of the measurement. Or a policy might be that materials 
 expected to be uninstalled more than 20% of the expected contract dura  on will trigger 
 applica  on. The judgement requires assessing how long is “signifi cant” for the given 
 contract in the context of distor  on of its performance measurement.

3. “The cost of the transferred good is signifi cant rela  ve to the total expected costs to com-
pletely sa  sfy the performance obliga  on” – How much is “signifi cant” in the context of total 
costs? Again, there is no industry standard to apply but nonetheless the en  ty should adopt 
a policy that refl ects its facts and circumstances that can be consistently applied across their 
various contracts. It is most likely that specialty contractors, large self-perform contractors, 
and industrial contractors will be impacted most frequently with this condi  on. To get a feel 
for the scope of applying the signifi cant cost concept, consider Example 19 in Topic 606-
10-55-187 through 189. In this uninstalled elevator example, the elevator cost (materials) 
is 37.5% of the total contract costs – signifi cant. The FASB did not produce an example that 
was for commodity materials that made up 3% of the total cost and the reason they didn’t 
is because that would not depict their intended objec  ve of showing a signifi cant impact. 
By example, FASB did not intend to formalize 37.5% as a benchmark but it is at least instruc-
 ve. In considering when revenue would be overstated by uninstalled materials, contractors 

should consider factors other than the absolute cost of the goods. When uninstalled materials 
are excluded from performance measurement, revenue is recognized on all the other contract 
performance plus the cost of the installed materials. If this concept is applied, how much 
revenue recogni  on is deferred un  l installa  on? The answer is only a por  on of the gross 
profi t that would otherwise be recognized on the uninstalled material. If the contract has a 
4% gross profi t vs. a 30% gross profi t, the judgement about the understatement policy thresh-
old would appropriately be set at higher levels of uninstalled materials. Another factor to 
consider is the overall project level of comple  on during the  me between transfer of control 
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and installa  on of the materials. As described in the following sec  on, the profi t margin that 
a  ributes to the uninstalled materials is associated with the remaining costs. So, if the perfor-
mance obliga  on is 40% complete excluding the uninstalled materials, 40% of the profi t that 
associates with the uninstalled materials is recognized in the computa  on of revenue associ-
ated with the remaining contract costs. Therefore, the overstatement that would exist if the 
en  ty included the materials in the performance measurement would be 60% of the gross 
profi t margin associated with the uninstalled materials. If the uninstalled materials are on the 
job on day 1, the overstatement would be 100%. There may be other factors an en  ty would 
consider in addi  on to the ones described in 606 and men  oned herein that would be appro-
priate for the contractor. Topic 606 instructs en   es to assess whether the performance will 
include signifi cant uninstalled materials at the beginning of the contract. If they exist at that 
 me, the measurement should refl ect the carve-out of the es  mated uninstalled materials 

immediately. If the contractor did not foresee signifi cant uninstalled materials but they arise 
later in the performance, the en  ty should start the proper measurement at that  me with 
any cumula  ve catch-up adjustment.

Note that the judgement about the thresholds that would trigger assessment of uninstalled 
material levels that might include the two signifi cant criteria listed in Topic 606 and are 
measures of signifi cance at the contract level and not a materiality test. The key for im-
plementa  on is to create policy thresholds that opera  onalize the standard so both the 
scheduling, purchasing, fi eld opera  ons, risk management, and accoun  ng know when it 
will arise and have processes in place to quan  fy the materials during the period that they 
impact measurement of progress.

Accoun  ng for Installed Materials

If revenue was ini  ally recorded equal to cost upon receipt of the item, the contractor needs to de-
termine the appropriate accoun  ng once that item is installed in the project.

In some cases it may be appropriate to include the cost of the materials in the cost-to-cost calcula  on 
as the materials are installed (resul  ng in a cumula  ve catch-up adjustment represen  ng margin on 
the performance of the installa  on), if doing so would result in a faithful depic  on of the progress 
made toward sa  sfac  on of the performance obliga  on. This may be the case, for example, when a 
large amount of pipe, conduit or copper wire is installed over an extended period. 

In other cases, it may be appropriate to exclude the costs from the cost-to-cost calcula  on for the 
en  re dura  on of the contract, if including the costs in the cost-to-cost calcula  on might result in a 
distor  on of the progress made toward sa  sfac  on of the performance obliga  on in a single account-
ing period. This might be the case if a single asset that is signifi cant to the overall contract is installed 
at a single point in  me. See Topic 606 Example 19.
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Determining the amount and  ming of revenue recogni  on as costs are incurred for un-
installed materials requires judgment by the contractor based upon the facts and circum-
stances present in each contract. 

Accoun  ng for Goods Designed and Manufactured by the Contractor

If the contractor is signifi cantly involved in the design and manufacturing of an item, even if procured 
from a third party, then the procurement of the good would represent progress toward sa  sfying a 
performance obliga  on. An example of this is when an engineering and construc  on company de-
signs materials that are fabricated for a specifi c project by a third party, such as prefabricated con-
crete walls of a nuclear power plant

The cost of procurement would be a faithful depic  on of the contractor’s performance and, there-
fore, a valid cost to be considered in measuring progress towards comple  on of the contract. An ad-
di  onal item to be considered includes the contractor’s right to payment in the event of termina  on 
for convenience by the customer.

Consider the facts of contractors such as HVAC, structural steel, pre-stressed concrete, etc. 
that enter into a contract to fabricate and install materials. Typical contractual terms re-
quire the en  ty to convert specifi ca  ons into shop drawings that are approved by the prime 
contractor and/or engineering. Addi  onally, the en  ty may have been part of a BIM team 
that par  cipated in tes  ng the constructability of the concept or design plans. These ac-
 vi  es are elements of design that should be considered. Under their contract, the en  ty 

will then fabricate (manufacture) the components to be installed on the project. The en  ty 
determines that the process of developing shop drawings, fabrica  on, and installa  on are 
properly accounted for under Topic 606 as a single performance obliga  on. The fabrica  on 
may be required by contract to be completed well in advance of the installa  on to avoid 
delays in the overall project schedule. The fabricated components are stored at the contrac-
tor’s yard because there is insuffi  cient space at the construc  on site. These contracts typi-
cally provide for progress billings by the company during the fabrica  on phase. It would not 
be appropriate for the en  ty to exclude the uninstalled materials from their performance 
measurement.

Measuring Progress

A regular and persistent occurrence of uninstalled materials impac  ng the measurement of progress 
may be an indicator that the en  ty has not adopted the appropriate method to faithfully depict the 
en  ty’s performance toward complete sa  sfac  on of the performance obliga  on. Using a perfor-
mance measure that does not include material cost will eliminate the need to consider the existence 
of uninstalled materials.
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Sponsored by:

For over 30 years, Founda  on So  ware has assisted thousands of labor-intensive contractors with FOUNDATION®, 
America’s #1 Construc  on Accoun  ng So  ware. Featuring Microso  ® SQL Server®, FOUNDATION is powerful yet 
fl exible and suits a wide range of construc  on trades. FOUNDATION off ers instant construc  on repor  ng PLUS: 
robust job cos  ng, payroll and standard modules to handle all daily accoun  ng func  ons. Addi  onal modules include 
FOUNDATION mobile®, a remote  mecard and fi eld log app for mobile devices; Project Management, Document Im-
aging and Rou  ng; an Execu  ve Dashboard for instant graphical repor  ng; Service Dispatch; Scheduling; and more. 
The system is available as a tradi  onal on-premise installa  on or on the cloud as FOUNDATION SaaS (so  ware-as-a-
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