D PKF

OCONNOR
DAVIES

ACCOUNTANTS AND ADVISORS

Synthetic FOB Destination Sales

What Are They and How Does the New Revenue Recognition Standard
Affect Recognition?

By Elizabeth R. Doren, CPA, CGMA, Partner

Many manufacturers and distributors ship their goods using “free on board” (FOB) shipping point terms,
where title legally transfers at the time of shipment. But what if — despite the FOB shipping terms — the
seller promises, or has a customary practice establishing, that goods lost or damaged in transit will be
replaced or credited? In this scenario, even though title transfers upon shipment, the customer is
protected from certain losses in a manner similar to FOB destination shipping point terms. Accordingly,
such sales are referred to as “Synthetic FOB Destination Sales”.

Old Revenue Recognition Standard

From a revenue recognition perspective, under the old revenue recognition standard (still in effect for
non-public companies for periods beginning before December 15, 2018), the seller typically defers
revenue recognition until the product has been received by the customer, because this is when the true
risks and rewards of ownership are substantively transferred to the customer.

If it is not practical to verify the actual delivery date to customers, typically the seller will estimate the
average number of delivery days to determine the amount of deferral. For example, if the seller analyzes
the actual delivery data provided by freight carriers, and determines that it takes an average of two days
for a shipment to reach a customer, the seller would reverse all shipments made in the last two days of a
month, and — instead — recognize that revenue in the following month.

The timing of revenue recognition for these Synthetic FOB Destination Sales may change under the new
revenue recognition standard.

New Revenue Recognition Standard

Under the new revenue recognition standard, recognition occurs upon transfer of control to the
customer, rather than transfer of risks and rewards of ownership. So, with Synthetic FOB Destination
Sales, when does control transfer to the customer?

Factors to consider in assessing transfer of control include:

e legal title to the goods or services;
o ability to redirect the goods in transit; and,
e unconditional obligation to pay.

If these factors exist, they imply transfer of control of the goods. What this means under the new standard
is that there may be two separate performance obligations associated with each shipment: (1) the transfer
of goods, and (2) the coverage of risk of loss during shipping. Management will need to assess contract
terms and business practices to make this determination.

If appropriate, the seller must allocate revenue between both performance obligations. The portion
allocated to the transfer of goods (presumably the bulk of the sales dollars) would be recognized upon



shipment, whereas only the smaller portion of the sale related to the coverage of risk of loss during
shipping would be deferred until actual delivery to the customer, resulting in acceleration of revenue
recognition by the seller in the period of adoption of the new standard.

Contact Us

If you have questions about the new revenue recognition standard or on any other accounting and
auditing matters, please contact the partner in charge of your engagement or either of the partners listed:

Liz Doren, CPA, CGMA
Partner
I[doren@pkfod.com | 908.967.6811

George Whitehead, CPA
Partner
gwhitehead@pkfod.com | 914.341.7086

About PKF O'Connor Davies

PKF O’Connor Davies, LLP is a full-service certified public accounting and advisory firm with a long history of serving clients both
domestically and internationally. With roots tracing to 1891, 11 offices in New York, New Jersey, Connecticut, Maryland and Rhode Island,
and more than 600 professionals led by 100 partners, the Firm provides a complete range of accounting, auditing, tax and management
advisory services. PKF O’Connor Davies is ranked number 29 on INSIDE Public Accounting’s 2015 “Top 100 Firms” list and is recognized as
one of the “Top 10 Fastest-Growing Firms.” PKF O’Connor Davies is also recognized as a “Leader in Audit and Accounting” and is ranked
among the “Top Firms in the Mid-Atlantic,” by Accounting Today. In 2016, PKF O'Connor Davies was named one of the 50 best accounting
employers to work for in North America, by Vault. The Firm is the 11th largest accounting firm in the New York Metropolitan area, according
to Crain’s New York Business.

PKF O’Connor Davies is the lead North American representative of the international association of PKF member firms. PKF International is a
network of legally independent member firms providing accounting and business advisory services in 440 locations in 150 countries around
the world.

Our Firm provides the information in this e-newsletter for general guidance only, and it does not constitute the provision of legal advice, tax
advice, accounting services, or professional consulting of any kind.
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