New Accounting Issues
that Will Impact Your

Seems simple, right? Fortunately, for the most part, the bulk of
revenue generated by a dealership for the sale of new and
used vehicles shouldn’t be significantly impacted by the new
standards because the contract, performance obligations
(vehicle delivery) and transaction price are fairly clear and
occur within a very short period of time.

Dealership

However, when I say that these regulations shouldn’t have a
significant impact on vehicle sales, there’s little doubt they will
By Mercedes Hendricks, CPA

impact dealers. The new standard places significant emphasis
on “control.” The essence of closing a car deal for financial
reporting purposes is the transfer of control of the asset – that

As if preparing for year-end audit season wasn’t difficult enough,

means, when the customer takes delivery of the vehicle.

the Financial Accounting Standards Board (FASB) has introduced
a plethora of new and revised accounting standards that are
certain to impact automotive dealerships nationwide. Keeping
pace with these changes can be daunting, but let me help bring
some clarity by summarizing the top accounting issues I believe
will have the most impact on dealerships in 2017:
Revenue Recognition
Issued in May of 2014, one of the most significant accounting
changes relates to revenue recognition. Set to take effect for
private companies with fiscal year-ends after December 15, 2018
(i.e. 2019 for calendar year-end companies), the new standard
seeks to create consistency in revenue recognition across diverse
industries.

This could mean that for dealerships with substantial fleet

The core principle of the standard is that revenue should be

transactions where revenue is recognized when the cars are

recognized when a transfer of a good or service to a customer has

released from the factory, there will be an impact as the

taken place, and at the amount an entity is entitled to – or expects

customer has not yet taken control of the vehicles.

to – receive.

Other revenue streams that are likely to be impacted by these

The FASB has outlined a five-step process for identifying and

new regulations include: in-house warranty programs; parts

recognizing revenue:

and service sales with discounts; coupons or member benefits

1- Identify the contracts with customers.

“points” programs; and F&I commissions. This is where these

2- Identify the performance obligations of the contracts.

new rules will get tricky and require a thorough review of the

3- Determine the transaction price.

programs and the IT infrastructure you have in place to capture

4- Allocate the transaction price to the performance obligations.

the information required to make estimates and maintain for

5- Recognize revenue when performance obligations are met.

financial statement disclosure purposes.
Continues on pg. 2

Leases

d. The present value of the lease payments was equal to 90% or
more of the fair value of the leased asset.

The FASB didn’t allow for much of a breather between the
effective dates for revenue recognition and the new lease stand-

When I’ve previously encountered these, the typical trigger was

ards. Issued in February 2016, and effective for private companies

the bargain purchase option at the end of the lease. The only real

with fiscal year-ends after December 15, 2019 (i.e. 2020 for calen-

differences between the former criteria above and those of the

dar year-end companies), this standard is intended to bring more

new direct finance leases are that the FASB removed the “bright-

transparency and comparability to the users of financial

lines” and added a fifth criterion for “customized assets of a

statements related to a company’s leasing arrangements. The

specialized nature that would have no other alternative use at the

standards impact both lessors and lessees, though the most

end of the lease.”

significant changes will affect lessees.
While not to understate the importance of the revenue recognition

Eliminating the bright lines

standard, I wish to stress the importance of the new lease stand-

means further emphasizes

ards because of the glaring impact they will have on dealers’

that leases are being viewed

financial statements, particularly their balance sheets.

Many

more as substance over

leases that were once simple rent transactions run through the

form, to prevent people from

income statement will now be brought to the balance sheet at the

trying to structure leases so

discounted present value of the future cash payments per the

that they would not have to

lease contract.

be capitalized by missing

The standards generally exclude leases that are 12 months or less
in duration. So, if you are leasing your dealership facility, land,
parking lots, offsite storage, copiers, service equipment, you name
it, as long as the lease term is longer than 12 months and you gain
control over the leased property, these will be recorded on your
balance sheet. The leases addressed in the standard are those
where identifiable assets are present in the contracts. This means
that service contracts are excluded from the scope.
Let’s walk through the different kinds of leases and how each will
impact your financial statements:

the criteria by a tiny margin.
2) Operating Leases

–

what used to be an operating lease in the old standards recorded as straight
line rent expense has now
been completely replaced.
These leases, as long as they are more than 12 months in duration,
will be brought to the balance sheet with a “Right-of-use” asset
and a corresponding lease liability.

1) Direct Finance Leases – these are basically the former “capital
leases” that you may have already brought to your balance sheet.

The lease liability will be initially assessed at the present value

Common capital leases can relate to service equipment and DMS

of the lease payments, discounted with the rate implicit in the

computer and server equipment. Previous criteria for these capital

lease contract. A corresponding right-of-use asset will also be

leases were:

recorded.

a. The transfer of ownership of the asset from the lessor to the
lessee at lease-end.

At each subsequent reporting period, the liability is reassessed

b. The lease contained a bargain purchase option.

and reduced to the current discounted present value. The

c. The lease term was equal to 75% or more of the estimated

asset is adjusted to match the then lease liability with adjust-

useful life of the asset.

ments for applicable cumulative prepaid or accrued rent,

unamortized lease incentives or initial direct costs, as well as

In addition, it’s important to consider that if you intend to present

asset impairment, if needed.

comparative data in the year of adoption, both periods presented
will need to conform. This means that you’ll have to understand

Additionally, a single lease cost is calculated and recorded in the

the impact of the standards not just in the year you adopt them, but

income statement so that the remaining cost of the lease is

for any year you intend to present in the financial statements.

allocated over the remaining lease term on a straight-line basis.

Planning ahead is my best advice for dealers at this time, to fully
understand the impact of the regulations.

The most significant impact will be on the balance sheet, which
will be grossed up for the assets controlled under leasing arrangements. For dealers that lease
their facilities, this standard will
no doubt create the most
significant impact.

On the Horizon
On January 26, 2017, the FASB issued amended guidance on
goodwill impairment testing. The amendments essentially simplify
the annual goodwill impairment testing by reducing the current
two-step approach down to one. The impairment test under the

Key Considerations for the
New Standards

amended guidance requires a comparison of the fair value of a
reporting unit with its carrying value, recognizing an impairment
charge for any excess carrying value. The amendments are

Beyond changing the look and

effective for private companies with fiscal periods beginning after

feel

December 31, 2021, although early adoption is permitted in 2017.

of

your

financial

statements, these new standards will require careful consid-

With the automotive retail industry in a fairly stable state, perhaps

eration of your floorplan and

these changes may not be significant now (VW dealers may be

debt agreements with lenders

excluded from this assessment). The impact of these amend-

that

ments will likely be more pertinent in years similar to those we had

contain

covenants.

financial

Covenants

that

back in 2008 and 2009.

calculate tangible net worth,
for example, may yield a very

In addition, while there’s no issued guidance as of yet, the

different result when the new

FASB has proposed changes for balance sheet debt classifica-

lease standard is fully implemented.

tion and financial statement disclosures related to inventory –
both items of significance to automotive retail dealers. While

Once the impact of the standard has been assessed on your

the proposal for debt classification is intended to simplify

financial statements, consider running a few mock calculations of

current guidance, the inventory proposal calls for more exten-

your financial covenants using projected data. Doing this early in

sive disclosure requirements.

the process can help to identify potential issues before they arise,
so that you can consult with your lenders accordingly.

No Time Like the Present
There is no better time than now to start talking with your CPAs

While it may seem that there’s plenty of time before the revenue

and planning for the impact of these new and amended stand-

recognition and lease standards take effect, many underestimate

ards.

just how long it will take to complete the assessments and apply

mitigated through careful planning and implementation. The

the new policies and procedures to properly reflect revenue and

good news is that there are plenty of resources available to

leasing transactions.

help you through these changes!

As with any kind of change, the discomfort can be

mobility sharing in order to get ahead of the curve may be
over-accelerated, and perhaps lead them on a path to their own
demise.
Autonomous cars and shared mobility like Uber are current realities

Mobility vs. Moving Us

that will continue to grow. There’s nothing wrong with that. However,
while I use Uber from time to time, I’m nowhere remotely close to
going out and selling my cars. The same philosophy applies to the

The Detroit Auto Show:

autonomous vehicle. Are there certain times that I would like to just

Please check your coat and

hit “auto pilot” and sit back to relax on a sticky part of a commute or a

passion for driving at the door.

nected with the vehicle I drive when I want to actively drive it.

dull road-trip? Absolutely. But not at the price of feeling disconAutonomy and automation are not new concepts to transportation.
Ask any self-respecting commercial pilot about their love of flying,
whether they would choose a “fly by wire” Airbus or a hydraulics-

I attended the North American International Auto Show, or I as prefer to
call it, the Detroit Auto Show, for the first time. “Unim-pressed” and
“unmotivated” are the best descriptors of my overall feelings about the
show and its exhibitions, particularly those of domes-tic manufacturers.
It’s possible that I’ve been jaded by visits in recent years to the
Frankfurt and Geneva Auto Shows, which were much grander not
only in scale, but also had a palpable connection to the heritage of
driving and the myriad emotions it inspires.

In Detroit, that

connection seemed misplaced amid all the talk of autonomous
driving and mobility sharing, the current “buzz” words that dominated
the Detroit Auto Show.

based Boeing. I’ve had this conversation with pilots, and they say
they could tell everything a Boeing was doing simply by holding the
yoke, a nuance that’s lost in the joystick of an Airbus.
I believe the same applies to vehicles. While the quest for enhanced
vehicle safety and conveniences must endure, it doesn’t need to be
accomplished by failing to respect the emotional experience of
driving. And that’s what the Detroit Auto Show lacked - vehicles that
elicit the emotions and passion of driving. This sense of exhilaration
seemed to be substituted with “here’s this nice ergonomically
engineered seat and an animated electronic display.” The design of
these vehicles was utilitarian to a fault, lacking the that spark of
impracticality or inspiration or genius that fuel the emotion of driving

It’s not that I dislike the concept of autonomous driving or mobility

– that indefinable feeling that drew so many of us to this industry in

sharing. Rather, I take issue with the apparent surrendering to these

the first place.

concepts at the expense of the visceral emotion that is directly linked

One of the beauties of the franchise system is the variety of manufac-

with driving.

turer offerings that are available to satisfy consumers’ diverse tastes

What I expected to see most in Detroit was the one thing that I saw the

and budgets. However, from the show this year, it appears that we

least: concept vehicles. The vision of future products that would

are on a road to making analogous, nondescript vehicles, which

emotionally connect with me and fuel my fantasies of the car’s possibili-

eventually may be discernible only by the badge of the manufac-

ties and what it would be like being behind its wheel. Yet the few

turer. If the Detroit Auto Show is any indication, our driving future will

concept vehicles displayed seemed to just sedate these passions.

essentially be condemned to driving some variation of an

I like to visit the major auto shows around the world to gauge where

egg-shaped passenger vessel.

each manufacturer is headed in terms of their future product offering.

In the current economic environment, manufacturers are challenged

While these outlooks can be redirected from one year to the next, my

to reach Millennials in all their dispassionate practicality when it

sense is that manufacturers’ romance with autonomous driving and

comes to transportation and mobility. Rather than trying to

connect and bridge that divide, and showing this demographic

seems that manufacturers have abandoned trying to expose this

the joy and emotions of driving and freedom, the manufacturers

emotion of driving to this generation, and they ultimately forsake it.

only seem to be further desensitizing their offerings.

With such a narrow focus on the perfect Uber car – comfortable,
fuel-efficient, passenger-friendly

But there is another way. I observed

and autonomous – future genera-

a great example of this in our office
a few months ago.

tions may disconnect completely

One of our

from a true personal connection

newest staff hires, a millennial who

with their automobiles.

was commuting 40 miles every day,
was all set to go out and buy a car

There’s no denying autonomy

over the weekend. His research on

and mobility are all part of a practi-

price and practicality narrowed

cal future. The thing is, humanity is

down the choice to two vehicles, a

not practical. It’s fueled by passion

Toyota Prius and a Honda Insight.

and emotion; driven by a need a

The following Monday, I pulled into

need to explore and to break the

our office garage to find a V8 Dodge Charger in his parking space.

rules; it longs to take risks, and is compelled to take the road less

It turns out that his father suggested he try something a little

traveled. It is not always driven by taking the most optimal route, as

different. Apparently, the feeling of being pinned to the back of

suggested by Waze. In the end, manufactures must embrace a

your seat and that fleeting sense of power was enough for this

basic truth: mobility, and the ability move us, are two completely

particular millennial to throw practicality out the window. Yet, it

different things.

