KPMG

Revenue
recognition

Handbook

...........


https://frv.kpmg.us/

Contents

FOTEWOI. ..o
About this publication ...
1. EXECULIVE SUMIMAIY ..ottt
2 S COPE it
3. Step 1: Identify the contract(s) with a customer...............ccccccccin.
4. Step 2: ldentify the performance obligations in the contract................
5. Step 3: Determine the transaction Price .........cccccovvvvviiiviiiiiiiiieeee
6. Step 4: Allocate the transaction price to performance obligations .......

7. Step 5: Recognize revenue when (or as) the entity satisfies a
performance obligation............cccoooiiiiiii e

8. Customer options for additional goods Or SErviCes...........ccccocvvvvieennnn,
9. PrinCipal VS. @gENT ...oiiiiiiiii
10. Licensing of intellectual property ........cccccvvviiiiiiiiiiiie e
11. Contract MOdifiCatiONS .....ciiviiieiiii e
12, CONTIACT COSTS ittt
13, LOSS CONTIACTS ..ot
T4, PreSeNnTatiON ..ot
15, DISCIOSUIE ...t a e

16. [Not used]

17. Subtopic 610-20: Derecognition of nonfinancial assets........................

INdeX Of ChaNGES ...ooiiii e 1018
KPMG Financial Reporting VIBW ............oooiiiiiiiieeeee e 1020
ACKNOWIEAGMENTS ..o 1022

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Revenue recognition
Foreword

New revenue challenges

The application of Topic 606 is not a simple exercise — it requires significant
judgment, estimation and disclosures. Changes in business practices and the
economic environment continue to create new challenges to the accounting for
revenue.

In response to these challenges, companies evaluate and may need to revisit a
number of estimates and judgments to account for their revenue arrangements
and related costs. Companies may also apply certain aspects of the guidance
that they had not, or had less frequently, applied in the past.

In this publication, we focus on the accounting and disclosure aspects of Topic
606. Questions continue to arise as companies enter into new or modified
revenue arrangements, or respond to a changing economic environment. The
interpretation of the principles in Topic 606 continues to be informed by
evolving practice issues and regulator views.

Our purpose in this updated publication is to assist you in gaining an in-depth
understanding of the five-step revenue model by answering the questions that
we are encountering in practice and providing examples to explain key
concepts.

Mike Breen and Meredith Canady
Department of Professional Practice, KPMG LLP
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Revenue recognition
About this publication

About this publication

The purpose of this Handbook is to assist you in understanding the revenue
standard, Topic 606. In addition, this Handbook includes contract costs
guidance under Subtopic 340-40 and guidance on the derecognition of
nonfinancial assets under Subtopic 610-20.

Organization of the text

Each chapter of this Handbook includes excerpts from the FASB's Accounting
Standards Codification® and overviews of the relevant requirements. Our in-
depth guidance is explained through Q&As that reflect the questions we are
encountering in practice and includes examples to explain key concepts.

Our commentary is referenced to the Codification and to other literature, where
applicable. The following are examples:

— 606-10-25-16 is paragraph 25-16 of ASC Subtopic 606-10.

— ASU 2014-09.BC87 is paragraph 87 of the basis for conclusions to
Accounting Standards Update No. 2014-09.

— TRG 01-15.16 is agenda paper no. 16 from the meeting of the International
Accounting Standards Board (IASB) and the FASB's Joint Transition
Resource Group for Revenue Recognition (TRG) held in January 2015.

— S-X Rule 5-02 is Rule 5-02 of SEC Regulation S-X.
— SAB Topic 11.M is SEC Staff Accounting Bulletin Topic 11.M.

— FRM 1500 is paragraph 1500 of the Financial Reporting Manual of the
SEC's Division of Corporation Finance

— Regs Comm 03/2018 is a meeting of the SEC Regulations Committee in
March 2018.

— 2007 AICPA Conf is the 2007 AICPA National Conference on Current SEC
and PCAOB Developments. These references are hyperlinked to the source
material on the SEC's website.

Pending content

This Handbook incorporates a number of Codification amendments in
Accounting Standards Updates that are not yet effective for all entities. For
example, the amendments to the Codification made by ASU No. 2016-13,
Financial Instruments—Credit Losses (Topic 326) are reflected in this Handbook
as pending content.

When an excerpt from the Codification is affected by this pending content:

— the specific sentences that have been superseded are underlined; and
— the amended sentences are included at the end of the excerpt, marked as
pending content.

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

2



Revenue recognition
About this publication

The transition dates for pending content are shown based on their general
applicability to public entities (P) and nonpublic entities (N). See the relevant
Topic to determine the specific transition requirements.

March 2024 edition

This version of our Handbook includes new and updated interpretations based
on our experiences with companies applying Topic 606, as well as discussions
with the FASB and SEC staffs.

Chapter 16 has been removed as the revenue standard is effective for all
entities.

The following symbols are used throughout this Handbook to indicate the types
of revisions made in this edition for sections, Questions, Examples and other
items.

*% new item
# significant updates or revisions to the item
) item moved

Questions and Examples included in previous editions (regardless of when
added or updated) that have not been significantly updated or moved in this
edition are not marked.

Abbreviations

We use the following abbreviations in this Handbook:

P Intellectual property

MSA Master services agreement

PCS Post-contract support

R&D Research and development

SaaS Software-as-a-service

TRG The IASB's and the FASB's Joint Transition Resource Group for

Revenue Recognition

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Revenue recognition
1. Executive summary

Executive summary

Scope

The guidance applies Topic 606 applies to contracts to deliver goods or
to all contracts with  services to a customer. A ‘customer’ is a party that

customers unless has contracted with an entity to obtain goods or
the customer services that are an output of the entity’s ordinary
contract is activities in exchange for consideration.

specifically in the
scope of other
guidance - e.g.
Topic 944 Read more: chapter 2
(insurance),

Topic 460

(guarantees).

Topic 606 is applied to part of a contract when only
some elements are in the scope of other guidance.

'%“ Step 1: Identify the contract

Contracts can be A contract with a customer is accounted for under
written, oral or the revenue model when the contract is legally
implied by an enforceable and all of the following criteria are met:

entity’s customary
business practices,
but must be

enforceable by law.

— the contract has commercial substance;

— rights to goods or services can be identified,;

— payment terms can be identified;

— the consideration the entity expects to be
entitled to is probable of collection; and

— the contract is approved and the parties are
committed to their obligations.

This may require
legal analysis on a
jurisdictional level to

determine when a If the criteria are not met, any consideration received
contract exists and  from the customer is generally recognized as a

the terms of that deposit (liability).

contract’s

enforceability. Read more: chapter 3

E’E Step 2: ldentify the performance obligations

Performance Performance obligations are the unit of account under
obligations do not Topic 606 and generally represent the distinct goods
have to be legally or services that are promised to the customer.

enforceable; they

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Revenue recognition 5
1. Executive summary

exist if the customer Promises to the customer are separated into

has a reasonable performance obligations, and are accounted for
expectation that the separately if they are both (1) capable of being

good or service will  distinct and (2) distinct in the context of the contract.
be provided.

A promise can be If the distinct goods or services are substantially the
implied by same and have the same pattern of transfer to the

customary business  customer over time, they are combined into a single
practices, policies or performance obligation (a ‘series’).

statements.
Read more: chapter 4

: Determine the transaction price

Estimating variable  The transaction price is the amount of consideration

consideration is a to which an entity expects to be entitled in exchange

significant judgment for transferring goods or services to a customer,

for many entities. excluding amounts collected on behalf of third parties
— e.g. some sales taxes. This consideration can

When determining include fixed and variable amounts.

the transaction price,

an entity uses the The transaction price determination also considers:

legally enforceable = Variable consideration, which is estimated at
contract term. It contract inception and is updated at each

does not take into reporting date for any changes in circumstances.
consideration the The amount of estimated variable consideration
possibility of a included in the transaction price is the amount for
contract being which it is probable that a significant reversal in
cancelled, renewed the amount of cumulative revenue recognized

or modified. will not occur when the uncertainty is resolved.

— Noncash consideration received from a
customer, which is measured at fair value at
contract inception.

— Consideration payable to a customer, which
represents a reduction of the transaction price
unless it is a payment for distinct goods or
services the entity receives from the customer.

— Significant financing component, which may
exist in a contract when payment is received
significantly before or after the transfer of goods
or services. This could result in an adjustment to
the transaction price to impute interest
income/expense.

Read more: chapter 5

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Revenue recognition
1. Executive summary

ﬁ Step 4: Allocate the transaction price

A contractually
stated price or list
price is not
presumed to be the
stand-alone selling
price of that good or
service.

An entity first
determines whether
a performance
obligation meets the
criteria to recognize
revenue over time.

If none of the over-
time criteria are met,
revenue for the
performance
obligation is
recognized at the
point in time that
the customer
obtains control of
the goods or
services.

The transaction price is allocated at contract inception
to each performance obligation to depict the amount
of consideration to which an entity expects to be
entitled in exchange for transferring the promised
goods or services to the customer.

An entity generally allocates the transaction price to
each performance obligation in proportion to its
stand-alone selling price. However, when specified
criteria are met, a discount or variable consideration is
allocated to one or more, but not all, performance
obligations.

The stand-alone selling price is the price at which an
entity would sell a promised good or service
separately to a customer. Observable stand-alone
prices are used when they are available. If not
available, an entity is required to estimate the price
using other techniques that maximize the use of
observable inputs — even if the entity never sells the
promised good or service separately.

Read more: chapter 6

Step 5: Recognize revenue

An entity recognizes revenue when it satisfies its
obligation by transferring control of the good or
service to the customer.

A performance obligation is satisfied over time if one
of the following criteria are met:

— the customer simultaneously receives and
consumes the benefits as the entity performs;

— the entity's performance creates or enhances an
asset that the customer controls as the asset is
created or enhanced; or

— the entity's performance does not create an
asset with an alternative use to the entity, and
the entity has an enforceable right to payment for
performance completed to date.

If control transfers over time, an entity selects a
method to measure progress that is consistent with
the objective of depicting its performance.

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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Control is the ability
to direct the use of,
and obtain
substantially all of
the remaining
benefits from, the
goods or services —
or prevent others
from doing so.

Revenue recognition
1. Executive summary

If control transfers at a point in time, the following
are some indicators that an entity considers to
determine when the customer obtains control. The
customer has:

— a present obligation to pay;

— physical possession;

— legal title;

— the risks and rewards of ownership; and
— accepted the asset.

Read more: chapter 7

Customer options

A customer option is Revenue is allocated to a customer option to acquire

accounted for as a
performance
obligation only if it
grants the customer
a material right.

Warranties

additional goods or services, and is deferred until (1)
those future goods or services are transferred or (2)
the option expires when it represents a material right.

A material right exists if the customer is only able to
obtain the option by entering into the sale agreement
and the option provides the customer with the ability
to obtain the additional goods or services at a
discount that is incremental to a discount typically
given to that class of customer.

If the option is not a material right, it is considered a
marketing offer that is accounted for separately.

Read more: chapter 8

Warranties do not
have to be
separately priced to
be accounted for as
performance
obligations.

Assurance-type warranties are generally accounted
for under Topic 460 (guarantees).

A warranty is accounted for as a performance
obligation if it includes a service beyond assuring that
the good complies with agreed-upon specifications.
This could require some warranties to be separated
between a service element (deferral of revenue
which is then recognized as the services are
provided) and an assurance element (cost accrual at
the time the good is transferred).

Read more: section 4.5

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Revenue recognition
1. Executive summary

Principal vs. agent

Determining An entity identifies each specified good or service to
whether an entity is  be transferred to the customer, and determines

the principal or an whether it is acting as a principal or agent for each
agentina one. In a contract to transfer multiple goods or
transaction involving services, an entity may be a principal for some goods
another party and services and an agent for others.

providing a good or
service focuses on
whether the entity
has control of the

An entity is a principal if it controls the specified good
or service that is promised to the customer before
the good or service is transferred to the customer.

good or s._ervice Indicators that an entity has obtained control of a
before it is good or service before it is transferred to the
transferred to the customer are:

customer.

— having primary responsibility to provide the
specified goods or services;

— assuming inventory risk; and

— having discretion to establish prices for the
specified goods or services.

Read more: chapter 9

Licensing of intellectual property

Topic 606 includes a How an entity recognizes license revenue depends
framework for on the nature of the license. Topic 606 has two
determining whether categories of licenses of IP:

there is a license of
IP, and the category
into which it falls.

Functional IP. IP is functional if the customer
derives a substantial portion of the overall benefit
from the IP’s stand-alone functionality — e.g.
software, biological compounds, films and
television shows. Revenue is generally
recognized at the point in time that control of the
license transfers to the customer.

As a result, the
pattern of revenue
recoghnition for
licenses could be

pointin time orover _ Symbolic IP. IP is symbolic if it does not have
time depending on significant stand-alone functionality, and

t_he nature of the substantially all of the customer'’s benefit is
license. derived from its association with the licensor’s

ongoing activities — e.g. brands, trade names and
franchise rights. Revenue is generally recognized
over the license period using a measure of
progress that reflects the licensor’s progress
toward completion of its performance obligation.

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Revenue recognition
1. Executive summary

There is an exception to the general revenue model
on variable consideration for sales- or usage-based
royalties attributable to licenses of IP. A sales- or
usage-based royalty is recognized as revenue at the
later of:

— when the sales or usage occurs; and

— the satisfaction or partial satisfaction of the
performance obligation to which the royalty has
been allocated.

Read more: chapter 10

Contract modifications

Topic 606 has a When the parties approve a change in the scope or
general framework price of a contract, Topic 606 requires an entity to
to account for account for approved modifications either on a:
contract

— cumulative catch-up basis, when the additional
goods or services are not distinct; or

— prospective basis, when the additional goods or
services are distinct.

modifications either
on a cumulative
catch-up basis or a
prospective basis.
If any additional distinct goods or services are not
priced at their stand-alone selling prices, the
remaining transaction price is required to be
reallocated to all unsatisfied performance obligations,
including those from the original contract.

Read more: chapter 11

Contract costs

Subtopic 340-40 Subtopic 340-40 provides guidance on the following
provides guidance costs related to a contract with a customer in the
on costs to obtain scope of Topic 606:

and fulfill a contract ) .
in the scope of Topic incremental costs to obtain a contract; and

606 — costs incurred in fulfilling a contract that are not
' in the scope of other guidance.

Capitalization is Incremental costs to obtain a contract with a

required when customer (e.g. sales commissions) are required to be

specified criteria are  capitalized if an entity expects to recover those costs

met. — unless the amortization period, which may include
anticipated contracts or renewals, is less than 12
months.

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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The fulfillment cost
guidance only
applies when the
costs are not in the
scope of other
guidance.

Capitalized contract
costs are subject to
an impairment
analysis.

Revenue recognition
1. Executive summary

Fulfillment costs that are not in the scope of other
guidance - e.g. inventory, intangibles, or property,
plant, and equipment — are capitalized if they:

— relate directly to an existing contract or specific
anticipated contract;

— generate or enhance resources that will be used
to satisfy performance obligations in the future;
and

— are expected to be recovered.

An entity amortizes the assets recognized for the
costs to obtain and fulfill a contract on a systematic
basis, consistent with the pattern of transfer of the
good or service to which the assets relate.

Read more: chapter 12

Presentation and disclosure

The disclosure
requirements are
designed to provide
financial statement
users with sufficient
information to
understand the
nature, amount,
timing and
uncertainty of
revenue, certain
costs and cash flows
arising from
contracts with
customers.

For each contract with a customer, an entity presents
a contract asset, contract liability and/or a receivable
on the balance sheet, if applicable.

Topic 606 contains both qualitative and quantitative
disclosure requirements for annual and interim
periods.

There are specific disclosure requirements for:

— disaggregation of revenue;

— contract balances, including changes during the
period;

— performance obligations;

— remaining transaction price;

— significant judgments; and

— assets recognized to obtain or fulfill a contract,
including changes during the period.

Reduced disclosures are available for many nonpublic
entities.

Read more:

— chapter 14 (presentation)
— chapter 15 (disclosure)

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Revenue recognition
1. Executive summary

Derecognition of nonfinancial assets

Subtopic 610-20 uses Gains and losses may arise from the derecognition of

the principles in nonfinancial assets and in substance nonfinancial

Topic 606 to account assets transferred to counterparties that are not

for certain transfers  customers. The revenue recognition principles in

to noncustomer Topic 606 are applied to such contracts when the

counterparties. transferring entity does not retain a controlling
financial interest.

Partial sales of Entities recognize any retained interest in a
nonfinancial assets  derecognized nonfinancial asset (e.g. an equity
are in the scope of method investment) at fair value in a partial sale
Subtopic 610-20. when the derecognition criteria are met.

Read more: chapter 17

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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Revenue recognition
2. Scope

Detailed contents

2.1 How the standard works
2.2 Scope of Topic 606

2.2.10 Ordinary activities

2.2.20 Customer

Questions

2.2.10 What are ordinary activities?

2.2.20 Are proceeds received from the settlement of a patent
infringement with another party in the scope of Topic 6067

2.2.25 Are sales of byproducts from a manufacturing process in
the scope of Topic 6067

2.2.30 Can an entity have more than one customer for a
transaction?

2.2.40 Can a collaboration partner be a customer?

2.2.50 Are R&D funding arrangements in the scope of Topic 6067

2.2.60 Who is the customer in a service concession arrangement?

2.2.70 When an entity operates another entity’s assets under a
contract outside the scope of Topic 853, who is the entity’s
customer?

Examples

2.2.10 Identifying ordinary activities

2.2.11 Identifying ordinary activities — other real estate owned by a
bank

2212 Identifying ordinary activities — credit card arrangements

2.2.15 Byproduct sales

2.2.20 Collaborative arrangement that is in the scope of Topic 606
for one party but not the other party

2.2.25 Collaborative agreement

2.2.30 Funding arrangement with a customer

2.2.40 Funding arrangement with a noncustomer

2.2.50 Customer of an operating entity

23 Scope exceptions
2.3.10 Overview

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Questions
2.3.10

Revenue recognition
2. Scope

Are guarantees of an entity’s own future performance in
the scope of Topic 6067

2.3.20 Are contracts that include a profit margin guarantee in the
scope of Topic 6067

2.3.30 Are fees from financial guarantees in the scope of
Topic 6067

2.3.40 Is income earned from servicing financial assets in the
scope of Topic 6067

2.3.50 Are deposit-related fees generated by financial institutions
in the scope of Topic 6067

2.3.60 Are credit card fees in the scope of Topic 6067

2.3.70 Are credit cardholder rewards programs in the scope of
Topic 6067

2.3.80 Is an investment manager’s carried interest in the scope of
Topic 6067

2.3.85 Are commodity sales contracts in the scope of Topic 6067

2.3.86 Is a sale of future revenue in the scope of Topic 6067

2.3.90 Are all contracts provided by insurance entities excluded
from the scope of Topic 6067

2.3.100 Are grants, subsidies and other payments from government
agencies in the scope of Topic 6067

2.3.110 Are contributions received by an entity in the scope of
Topic 6067

2.3.120 Are nonmonetary exchanges in the scope of Topic 6067

2.3.125 Are nonmonetary exchanges of finished goods in the scope
of Topic 6067

2.3.130 Are contracts with repurchase provisions in the scope of
Topic 6067

Examples

2.3.10 Profit margin guarantee

2.3.15 Vendor rebates that represent a derivative

2.3.20 Nonmonetary exchanges

24 Transactions partially in scope

2.4.10 Overview

Questions

2.4.10 How does the scoping guidance in Topic 606 apply to
arrangements that include parts in the scope of Topic 606
and parts in Topic 842 (leases)?

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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2.4.20

2.4.30
2.4.40

2.450

2.4.60

Examples
2.4.10
2.4.20

2.4.30

Revenue recognition
2. Scope

Is it possible that there is little or no residual amount left to
allocate under Topic 6067

Can a counterparty be both a collaborator and a customer?

Does Topic 606 apply to alternative revenue programs in
rate-regulated industries?

Are gas-balancing arrangements in the scope of Topic 6067

Are sales of a business that includes an ongoing long-term
sales agreement in the scope of Subtopic 810-10,
Topic 606 or both?

Partially in scope transaction

Zero residual amount after applying other accounting
requirements

Alternative revenue programs

25 Portfolio approach

2.5.10
Questions
2.5.10

2.5.20

Overview

How should an entity evaluate whether using a portfolio
approach would materially differ from applying Topic 606 on
a contract-by-contract basis?

Can a portfolio approach be used for some aspects of the
revenue model, but not all?

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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2.1

Revenue recognition
2. Scope

How the standard works

Topic 606 applies to contracts with customers. To be in the scope of Topic 606,
the goods or services provided to a customer need to be outputs of the entity’s
ordinary business activities.

The standard provides a single revenue recognition model regardless of the
industry in which an entity operates, and replaced much (but not all) of the
industry-specific revenue guidance under legacy US GAAP. If a contract with a
customer remains in the scope of another Topic, it is not in the scope of Topic
606. As a result, the following are not in the scope of Topic 606:

lease contracts in the scope of Topic 842;

guarantees (other than product or service warranties) in the scope of
Topic 460;

financial instruments and contracts for the sale or transfer of financial
instruments that are in the scope of other guidance;

contracts in the scope of Topic 944 for insurance entities; and
nonmonetary exchanges between entities in the same line of business to
facilitate sales to (potential) customers.

A contract may comprise elements that are in the scope of other guidance, and
residual elements that are in the scope of Topic 606.

Subtopic 340-40 applies to certain costs associated with contracts with

customers that are in the scope of Topic 606. Section 12.2 discusses the scope

of Subtopic 340-40.

© 2024 KPMG LLP, a
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2.2

Revenue recognition
2. Scope

Scope of Topic 606

% Excerpt from ASC 606-10

> Entities
15-1 The guidance in this Subtopic applies to all entities.
> Transactions

15-2 An entity shall apply the guidance in this Topic to all contracts with
customers, except the following:

a. Lease contracts within the scope of Topic 842, Leases.

b. Contracts within the scope of Topic 944, Financial Services—Insurance.

c. Financial instruments and other contractual rights or obligations within the
scope of the following Topics:

1. Topic 310, Receivables

2. Topic 320, Investments—Debt Securities

2a. Topic 321, Investments—Equity Securities

3. Topic 323, Investments—Equity Method and Joint Ventures
4. Topic 325, Investments—QOther

5. Topic 405, Liabilities

6. Topic 470, Debt

7. Topic 815, Derivatives and Hedging

8. Topic 825, Financial Instruments

9. Topic 860, Transfers and Servicing.

d. Guarantees (other than product or service warranties) within the scope of
Topic 460, Guarantees.

e. Nonmonetary exchanges between entities in the same line of business to
facilitate sales to customers or potential customers. For example, this
Topic would not apply to a contract between two oil companies that agree
to an exchange of oil to fulfill demand from their customers in different
specified locations on a timely basis. Topic 845 on nonmonetary
transactions may apply to nonmonetary exchanges that are not within the
scope of this Topic.

15-2A An entity shall consider the guidance in Subtopic 958-605 on not-for-
profit entities—revenue recognition—contributions when determining whether
a transaction is a contribution within the scope of Subtopic 958-605 or a
transaction is within the scope of this Topic.

15-3 An entity shall apply the guidance in this Topic to a contract (other than a
contract listed in paragraph 606-10-15-2) only if the counterparty to the contract
is a customer. A customer is a party that has contracted with an entity to
obtain goods or services that are an output of the entity’s ordinary activities in
exchange for consideration.

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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Revenue recognition
2. Scope

20 Glossary
Contract

An agreement between two or more parties that creates enforceable rights
and obligations.

Customer

A party that has contracted with an entity to obtain goods or services that are
an output of the entity’s ordinary activities in exchange for consideration.

Revenue

Inflows or other enhancements of assets of an entity or settlements of its
liabilities (or a combination of both) from delivering or producing goods,
rendering services, or other activities that constitute the entity’s ongoing major
or central operations.

Topic 606 applies to contracts with customers. Therefore, the Topic applies if
there is (1) a contract and (2) a customer. The scope section of Topic 606
generally focuses on whether an arrangement is with a customer.

A customer is defined as “a party that has contracted with an entity to obtain
goods or services that are an output of the entity’s ordinary activities in
exchange for consideration.” As a result, the scope of Topic 606 generally
depends on whether the goods or services an entity provides under an
arrangement are outputs from its ordinary business activities. [606-10 Glossary]

If the arrangement is in the scope of Topic 606, then Step 1 is applied to the
arrangement to determine when a contract exists for accounting purposes (see
chapter 3).

/‘/

Contract — An agreement between two or more parties that

_, creates enforceable rights and obligations
Entity Customer
Consideration
(o pridemtn
=
A

Ordinary

Activities

Goods or services
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Even if a contract is with a customer, it may fall into one of the scope
exceptions to Topic 606. The scope exceptions are discussed in section 2.3. In
addition, by definition, contracts with noncustomers are not in the scope of
Topic 606. Subtopic 610-20 applies to the sale of a nonfinancial asset to a
noncustomer. [606-10-15-3, 610-20-15]

Accounting for the sale of a nonfinancial asset to a noncustomer under
Subtopic 610-20 is nonetheless similar to the accounting for a sale of
nonfinancial assets to a customer under Topic 606. Subtopic 610-20 applies
Topic 606's principles to determine how to measure the gain or loss and

when to derecognize a nonfinancial asset. The main differences relate to
presentation of the sale on the income statement and disclosure. Specifically,
under Topic 606, a sale affects the revenue and cost of sales accounts on the
income statement, while a sale under Subtopic 610-20 affects the gain or loss
accounts. See section 17 for further discussion of derecognition of nonfinancial
assets. [610-20-25-5, 25-6, 32-6]

For a discussion of when sales of real estate and in-substance real estate are in
the scope of Topic 606, see KPMG publication, Revenue: Real Estate.

Ordinary activities

The counterparty in an arrangement is considered a customer under Topic 606
only if it is acquiring goods or services that are an output of the entity’s ordinary
activities. [606-10 Glossary]

Question 2.2.10

What are ordinary activities?

Interpretive response: The FASB chose not to define ordinary activities.
Instead, it stated in the basis for conclusions to ASU 2014-09 that the definition
of ordinary activities is derived from the definition of revenue. Topic 606's
definition of revenue refers to an entity’s ‘ongoing major or central operations’.
The concept of ongoing major or central operations refers to how an entity
attempts to fulfill its basic function in the economy of producing and distributing
goods or services at prices that enable it to pay for the goods and services it
uses and to provide a return to its owners. [ASU 2014-09.BC53, 606-10 Glossary]

How an entity has classified a nonfinancial item on its balance sheet that it sells
or transfers is an important factor in determining whether the sale or transfer is
in the entity’s ordinary activities. Typically, the sale or transfer of an item that is
classified as property, plant and equipment is not in an entity’s ordinary
activities, while the sale or transfer of inventory is in an entity’s ordinary
activities. However, judgment may be necessary to determine what constitutes
an ordinary activity of the entity because other factors could be relevant in any
given situation.
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Example 2.2.10

Identifying ordinary activities

Real Estate Co. is in the business of developing and selling retail land. Its sale of
a property to Purchaser is in the scope of Topic 606, because Purchaser has
entered into a contract to purchase an output of Real Estate’s ordinary activities
and is therefore considered a customer of Real Estate.

Conversely, Manufacturer is selling its corporate headquarters to Purchaser.
The transaction is not a contract with a customer because selling real estate is
not an ordinary activity of Manufacturer. As a result, this transaction is not in the
scope of Topic 606; it falls into the scope of Subtopic 610-20 because it is a sale
of a nonfinancial asset to a noncustomer, and will be presented as other
income. [610-20-15]

Example 2.2.11

Identifying ordinary activities — other real estate
owned by a bank

Bank provides financing to third parties for the purchase of real estate. When a
borrower defaults on a loan, Bank forecloses on the real estate and re-sells it to
recoup the portion of the loan outstanding. The resale typically occurs within a
short period and may involve the provision of financing.

A seller-financed sale of real estate that is not considered a business would
involve a product (a loan) that is part of Bank's ordinary activities. However, Bank
does not ordinarily invest in nonfinancial assets and the other good that is being
obtained by the buyer (the property) is generally not an output of Bank’s ordinary
activities. Therefore, Bank's sale of the foreclosed real estate is not in the scope
of Topic 606; it falls into the scope of Subtopic 610-20, because it is a sale of a
nonfinancial asset to a noncustomer. [AICPA AAG-REV 12.7.01, 610-20-15]

Example 2.2.12

Identifying ordinary activities - credit card
arrangements

Retailer provides Bank with marketing services and a license to use its brand to
market a co-branded credit card. Bank pays royalties to Retailer based on
cardholder spending and card acquisition fees for each new co-branded card
account.

Retailer’s primary operations are to procure goods for sale and distribution to its
retail customers. Although the consideration in the co-brand card agreements is
received from Bank and not retail customers, the arrangement is common in the
industry. Co-brand card arrangements are used as a vehicle by retailers to
increase customer spending in their stores.
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Therefore, Retailer's marketing and license of its brand in the co-brand
arrangement is considered part of its ongoing major or central activities and
results in revenue in the scope of Topic 606 from Bank (the customer in the
arrangement).

Question 2.2.20

Are proceeds received from the settlement of a

patent infringement with another party in the scope
of Topic 606?

Interpretive response: \We believe it depends on whether the proceeds
constitute revenue. Revenue is defined in Topic 606 and the ASC Master
Glossary as ‘Inflows or other enhancements of assets of an entity or
settlements of its liabilities (or a combination of both) from delivering or
producing goods, rendering services, or other activities that constitute the
entity’s ongoing major or central operations’.

We observe that this approach to the evaluation is consistent with that taken
under pre-Topic 606 legacy US GAAP, which, in the absence of a codified
definition of revenue, looked to the conceptual framework for determining
classification of the settlement amount. The current Topic 606 and ASC Master
Glossary definition of ‘revenue’ is unchanged from the legacy Conceptual
Framework definition of revenue in CON 6. Therefore, we believe the analysis
regarding the income statement classification of settlement proceeds in these

scenarios did not change upon adopting Topic 606. [606-10 Glossary, ASC Master
Glossary]

The classification of settlement proceeds depends on the facts and
circumstances. The settlement of a patent infringement should be distinguished
from a settlement of past due fees from contracts in the scope of Topic 606.
When a portion of the settlement relates to past due fees, an entity allocates
the settlement amount between past due license fees and settlement gain.
Generally, this is a residual allocation, with the license receiving an allocation
equal to its stand-alone selling price and any remaining amount being
characterized as a settlement gain. The settlement proceeds in this example are
partially characterized as revenue from contracts with customers because the
entity’s ordinary activities included licensing IP.

In contrast, if a settlement does not relate to an entity’s ordinary activities, then
no part of the settlement is characterized as revenue. For example, assume
Company B has patented internal-use software and Company A has infringed
upon Company B’s patent by developing a similar internal-use software product.
Because licensing is not part of Company B’s ongoing major or central
operations (i.e. ordinary activities), no part of the settlement is characterized as
license revenue from contracts with customers.

We believe that the considerations outlined in an SEC staff speech are still
relevant in analyzing the substance of these arrangements. The speech
discussed matters such as potential elements of the arrangement, allocation of
consideration, classification of the settlement (including treatment of payment
to customers) and consideration received by a customer as a result of a
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settlement. It was noted that accounting for litigation settlements requires
judgment in determining the elements in the arrangement, when to recognize
those elements and the value to allocate to them. [2007 AICPA Conf]

Question 2.2.25

Are sales of byproducts from a manufacturing
process in the scope of Topic 606?

Interpretive response: It depends. Income earned on sales of byproducts from
a manufacturing or production process are in the scope of Topic 606 and
presented as revenue if the byproduct is an output of the entity's ordinary
activities and is not specifically in the scope of other guidance. See

Question 2.2.10.

As a result of its manufacturing process, an entity may produce byproducts that
are often sold to third parties who may use it to develop their product or sell it
to others in a secondary market. Entities evaluate the specific facts of their
arrangements to determine the appropriate guidance to apply.

When these byproducts are routine outputs of the primary manufacturing
process and their sales are also part of recurring (ongoing) operations, the
transaction likely is in the scope of Topic 606. In that case, the sale will be
accounted for and presented as revenue in the income statement.

Entities evaluate the specific facts of these arrangements to determine the
appropriate guidance to apply as not all byproducts represent revenue under
Topic 606. For example, an entity may have a nonrecurring sale of scrap or
byproduct that are not outputs of its primary manufacturing process. In
these cases, it may be appropriate for the sale to be accounted for under
Subtopic 610-20 and presented as other income.

Generally, it is not appropriate for an entity to record the income related to the
sale of byproducts to third parties as a reduction of costs to produce the core
product. However, it is important to differentiate byproducts or scrap that are
sold to third parties from a scenario in which the manufacturer returns raw
materials or a product to the supplier, or disposes of raw materials because
they do not pass inspection before the manufacturing process commences. For
a return of raw materials or inputs to manufacturing before the process
commences, it may be appropriate to record the income on return as a
reduction of costs. See Example 2.2.15.

Example 2.2.15

Byproduct sales

Producer manufactures and sells ethanol to oil refiners throughout North
America. Producer purchases its raw materials (primarily corn) to process into
the final product (ethanol) from farmers located near its production facilities.
Processing the corn into ethanol also yields byproducts of distillers’ grain and
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corn oil. Producer sells the distillers’ grain to regional dairies and feedlots and in
the commodities market, and the corn oil to food companies.

Even though Producer does not dedicate significant resources to its byproduct
sales, the distillers’ grain and corn oil are routine outputs of its primary
manufacturing process and part of its recurring (ongoing) operations. As such,
the byproduct sales represent part of Producer's ongoing or major central
operations and are in the scope of Topic 606; accordingly, they should be
presented as revenue in the income statement.

It would not be appropriate for Producer to record this income as a reduction of
costs to produce what it believes is its core product.

Customer

A customer is a party that has contracted with an entity to obtain goods or
services that are an output of the entity’s ordinary activities in exchange for
consideration. However, a counterparty to a contract is not a customer if it
participates in the entity’s ordinary activities that produce the contract’s goods

or services or otherwise share in the risk or benefits of those ordinary activities.
[606-10-15-3]

Question 2.2.30

Can an entity have more than one customer for a
transaction?

Interpretive response: Yes. A revenue transaction may have multiple
counterparties that meet the definition of a customer. Identifying all of an
entity’'s customers is important because, for example, the determination of
whether a counterparty is a customer affects the accounting for any
consideration payable to that counterparty.

For example, Marketing (agent) markets and incentivizes the purchase of
Merchant's (principal) products by providing coupons to Merchant's end
customer. Marketing might view both Merchant and Merchant's end customer
as its customers. In that case, Marketing evaluates consideration payable to
Merchant's end customer to determine whether it is consideration payable to a
customer. If it is, then Marketing accounts for that payment as a reduction of
revenue rather than as an expense. See section 5.7 for discussion of
consideration payable to a customer.

See Question 2.2.70 for the customer in a service concession arrangement that
is not in the scope of Topic 853.
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Collaborative arrangements

« > Other Considerations

15-5A A collaborative arrangement within the scope of this Topic may be
partially within the scope of other topics, including, but not limited to, Topic
606 on revenue from contracts with customers.

15-5B A collaborative arrangement is partially in scope of Topic 606, if a unit of
account, identified as a promised good or service (or bundle of goods or
services) that is distinct within the collaborative arrangement using the
guidance in paragraphs 606-10-15-4 and 606-10-25-19 through 25-22, is with a
customer. An entity shall apply the guidance in Topic 606 to a unit of account
that is within the scope of that Topic, including the recognition, measurement,
presentation, and disclosure requirements. If a portion of a distinct bundle of
goods or services is not with a customer, the unit of account is not within the
scope of Topic 606.

* > Joint Operating Activity

15-7 The joint operating activities of a collaborative arrangement might involve
joint development and commercialization of intellectual property, a drug
candidate, software, computer hardware, or a motion picture. For example, a
joint operating activity involving a drug candidate may include research and
development, marketing (including promotional activities and physician
detailing), general and administrative activities, manufacturing, and distribution.
However, there may also be collaborative arrangements that do not relate to
intellectual property. For example, the activities of a collaborative arrangement
may involve joint operation of a facility, such as a hospital. A collaborative
arrangement may provide that one participant has sole or primary responsibility
for certain activities or that two or more participants have shared responsibility
for certain activities. For example, the arrangement may provide for one
participant to have primary responsibility for research and development and
another participant to have primary responsibility for commercialization of the
final product or service.

* > Active Participation

15-8 \Whether the parties in a collaborative arrangement are active participants
will depend on the facts and circumstances specific to the arrangement.
Examples of situations that may evidence active participation of the parties in a
collaborative arrangement include, but are not limited to, the following:

a. Directing and carrying out the activities of the joint operating activity

b. Participating on a steering committee or other oversight or governance
mechanism

c. Holding a contractual or other legal right to the underlying intellectual

property.

a member firm of the KPMG ¢

nization of in
. All rights re

partnership and

23



Revenue recognition
2. Scope

15-9 An entity that solely provides financial resources to an endeavor is
generally not an active participant in a collaborative arrangement within the
scope of this Topic.

* > Significant Risks and Rewards

15-10 Whether the participants in a collaborative arrangement are exposed to
significant risks and rewards dependent on the commercial success of the joint
operating activity depends on the facts and circumstances specific to the
arrangement, including, but not limited to, the terms and conditions of

the arrangement.

15-11 The terms and conditions of the arrangement might indicate that
participants are not exposed to significant risks and rewards if, for example:

a. Services are performed in exchange for fees paid at market rates.

b. A participant is able to exit the arrangement without cause and recover all
(or a significant portion) of its cumulative economic participation to date.

c. Initial profits are allocated to only one participant.

d. There is a limit on the reward that accrues to a participant.

15-12 Other factors that shall be considered in evaluating risks and rewards
include:

a. The stage of the endeavor's life cycle

b. The expected duration or extent of the participants' financial participation in
the arrangement in relation to the endeavor's total expected life or total
expected value.

15-13 Many collaborative arrangements involve licenses of intellectual
property, and the participants may exchange consideration related to the
license at the inception of the arrangement. Such an exchange does not
necessarily indicate that the participants are not exposed to significant risks
and rewards dependent on the ultimate commercial success of the endeavor.
An entity shall use judgment in determining whether its participation in an
arrangement subjects it to significant risks and rewards.

20 Glossary
Collaborative Arrangement

A contractual arrangement that involves a joint operating activity (see
paragraph 808-10-15-7). These arrangements involve two (or more) parties that
meet both of the following requirements:

a. They are active participants in the activity (see paragraphs 808-10-15-8
through 15-9).

b. They are exposed to significant risks and rewards dependent on the
commercial success of the activity (see paragraphs 808-10-15-10 through
15-13).

Topic 606 excludes from its scope contracts with a collaborator or a partner that
has contracted with the entity to share in the risks and benefits that result from
the collaborative activity or process. Arrangements described by the parties as
collaborative are common in certain industries, such as software or
biotechnology. Such arrangements are accounted for under Topic 808.

nization of in
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The basis for conclusions to ASU 2014-09 further provides some examples of
arrangements for which the facts and circumstances affect whether they are
collaborations (but does not conclude as to whether or not they are):

— collaborative R&D efforts between biotechnology and pharmaceutical
entities or similar arrangements in the aerospace and defense, technology,
and healthcare industries, or in higher education;

— arrangements in the oil and gas industry in which partners in an offshore oil
and gas field may make payments to each other to settle any differences
between their proportionate entitlements to production volumes from the
field during a reporting period; and

— arrangements in the not-for-profit industry in which an entity receives
grants and sponsorship for research activity and the grantor or sponsor

specifies how any output from the research activity will be used.
[ASU 2014-09.BC54]

See Question 2.4.30 for further discussion of collaborative arrangements that
are partially in the scope of Topic 808 and partially in the scope of Topic 606.

Question 2.2.40

Can a collaboration partner be a customer?

Interpretive response: Yes. Topic 808 states that certain transactions between
collaborative partners are accounted for as revenue under Topic 606 when the
collaborative partner is a customer. If a collaborative arrangement’s activities
are the ordinary activities of one of the parties, then the other party may be that
party’s customer. In this instance, the party with the customer applies Topic
606 to its revenue from the arrangement and the other party (the customer)
applies Topic 808 to its revenue and costs associated with the arrangement. If
neither party is considered the other’'s customer, then both parties apply Topic
808.

Topic 808 also specifies that the determination of whether there is a customer
relationship is made in the context of a unit of account (i.e. a distinct good or
service). Topic 606 guidance (including recognition, measurement, presentation
and disclosure requirements) is applied to the unit of account when the
collaboration partner is a customer. \When a portion of a bundled unit of account
(i.e. a bundle that includes multiple promises that are not individually distinct) is
not with a customer, the entire unit of account is not in the scope of Topic 606.

Topic 808 does not address the recognition and measurement of collaborative
arrangements. However, its presentation requirements offer the following
methodology for determining how to classify and report payments between
collaborators:

— if the collaborative arrangement is in the scope of other authoritative
literature, apply that literature;

— if the collaborative arrangement is not in the scope of other authoritative
literature, apply other authoritative literature by analogy; and
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— if there is no appropriate analogy, apply a reasonable and rational
accounting policy (and do so consistently). [808-10-45-3]

Therefore, it is important for an entity to determine both:
— whether an arrangement is a collaborative arrangement; and

— whether a collaborator or a partner is a customer for any portion of the
arrangement. Even if the arrangement is a collaborative arrangement, if
the collaborator is a customer for a distinct good or service or all of the
contract, the entity’s activities related to transferring goods or services that
are an output of its ordinary activities are revenue-generating and in the
scope of Topic 606.

For those collaboration arrangements or aspects of the arrangement that are in
the scope of Topic 808 but are not in the scope of Topic 606, an entity may (but
is not required to) analogize to the recognition and measurement guidance in
Topic 606 for some or all of the collaboration. If an entity analogizes to Topic
606, it should not present the related revenue together with revenues from
contracts with customers that are directly in scope of Topic 606. [808-10-45-3]

Example 2.2.20

Collaborative arrangement that is in the scope of
Topic 606 for one party but not the other party

Software Developer and Equipment Manufacturer enter into an arrangement to
jointly develop software to power a new class of consumer product that
Equipment Manufacturer will then produce and sell to customers.

The entities will both actively participate in the development of the software —
e.g. both participate on a joint development committee that is responsible for
outlining required specifications for the software and in testing the software in
various prototypes of the new consumer product. They also will jointly share in
the R&D costs of the new software, and, if successful, share in the profits from
sales of the new consumer product that uses the software.

Software Developer will own the software, and have the right to license it to
other customers for applications that do not compete with Equipment
Manufacturer’s product. Equipment Manufacturer will obtain a perpetual license
to the software.

Based on these facts and circumstances, both entities conclude that the
arrangement is a collaborative arrangement. However, the two entities reach
different conclusions about whether the arrangement is in the scope of
Topic 606:

— Software Developer’s ordinary activities include developing and licensing
software. Therefore, Equipment Manufacturer, in contracting to obtain a
perpetual license to Software Developer’s software, is contracting to obtain
an output of Software Developer’s ordinary activities. In this scenario,
Equipment Manufacturer is Software Developer’'s customer and the
software development and licensing aspects of this contract are in the
scope of Topic 606 for Software Developer. Software entities receiving
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funding in these types of arrangements should analyze the guidance
related to funded software development arrangements as discussed in
Question 2.2.50.

— Equipment Manufacturer will participate in the development of software
that Software Developer will own at the conclusion of the collaboration.
Equipment Manufacturer does not, as part of its ordinary activities, engage
in software development or sell software (or other IP) to other parties.
Consequently, Equipment Manufacturer concludes that its services as part
of the collaboration to assist Software Developer in developing the
software are not in the scope of Topic 606. However, once the product is
developed, Equipment Manufacturer’'s sales of equipment will be in the
scope of Topic 606.

Example 2.2.25

Collaborative agreement

Biotech has an arrangement with Pharma to research, develop and
commercialize a drug candidate. Biotech transfers a license of IP to Pharma and
is responsible for the R&D activities, while Pharma is responsible for the
commercialization of the drug candidate. Both Biotech and Pharma agree to
participate equally in the results of the R&D and commercialization activities.

Because the parties are active participants and share in the risks and rewards of
the end product (the drug), this is a collaborative arrangement. However, there
may be a revenue contract within the overall collaborative arrangement.

Pharma determines that the guidance in Topic 606 would not apply to its
arrangement with Biotech as Pharma’s contracts with customers are with third
parties and not Biotech. However, Biotech concludes that providing a license
and R&D services are outputs of its ordinary activities and that Pharma is a
customer. As a result, Biotech accounts for the contract entirely under

Topic 606.

The guidance in Topic 808 does not address the recognition and measurement
of collaborative arrangements. In addition, the Topic 808 guidance on
presentation refers to other authoritative literature or, if there is no appropriate
analogy, suggests that entities apply a reasonable, rational and consistently
applied accounting policy election. Therefore, in some cases it might be
appropriate to apply the principles of Topic 606 to some transactions with
collaborators or partners. [ASU 2014-09.BC56]

R&D funding arrangements

R&D funding arrangements are used to finance the R&D of a variety of new
products. They can take different forms; however, many are limited
partnerships, with the entity conducting the R&D having a general partnership
interest and the entities funding those activities having limited partnership
interests. [730-20-05-1 - 05-2]
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Question 2.2.50

Are R&D funding arrangements in the scope of
Topic 606?

Interpretive response: It depends. The entity first evaluates whether other
GAAP applies - e.g. Topic 815 (derivatives), Topic 470 (sales of future
revenues), Subtopic 985-20 (certain funded software arrangements) or Subtopic
912-730 (if the funding party is the federal government). See Question 3.3.10 of
the KPMG Handbook, Research and development, for further discussion.

If other GAAP does not apply, then the entity analyzes the funding arrangement
under Subtopic 730-20. Under that Subtopic, all or portions of the funding
proceeds are considered to be either: [730-20-25-3, 25-8]

— an obligation to repay others (i.e. a borrowing); or
— an obligation to perform contractual services.

See section 3.4.10 of KPMG Handbook, Research and development, for further
discussion to make this determination.

If the entity's obligation under the arrangement is to perform R&D services,
then Topic 606 applies if the funding party meets the definition of a customer. If
the funding party is not a customer, the entity considers whether other GAAP
applies. See Question 3.4.80 in KPMG Handbook, Research and development,
for further discussion of the accounting when the funding party is not a
customer.

Example 2.2.30

Funding arrangement with a customer

Developer receives funding from ERP Corp. to develop a software application to
map the locations of oil and natural gas deposits. ERP will obtain a
nonexclusive, perpetual license to the software and intends to embed that
software as a module into its enterprise resource planning (ERP) software for
sale to oil and gas producing entities. In addition to the research funding that it
does not have to repay, Developer will receive future royalties on ERP’s sales of
ERP software that includes Developer’'s module.

The arrangement is not in the scope of Subtopic 730-20 because Developer is
not required to repay the funding from ERP. In addition, because Developer is in
the business of developing and licensing software to third parties, ERP is
contracting to obtain software and services that are an output of Developer's
ordinary activities and therefore is a customer. Accordingly, Developer accounts

for this funded software development arrangement under Topic 606. [730-20-25-3
— 25-8, 606-10 Glossary]

We believe this is the appropriate conclusion even if Developer doesn't normally
develop mapping software or develop software for oil and gas entities. We
believe ordinary activities applies to the broader consideration that Developer is in
business as a software developer that licenses software to third parties.
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Example 2.2.40

Funding arrangement with a noncustomer

ABC Corp. receives partial funding from Funder to develop a software
application to be used in semiconductor research. ABC does not have to repay
the funding as long as it puts forth ‘best efforts’ in the R&D.

ABC will own the developed software, while Funder will receive a perpetual
license to that software. Both parties intend to use the developed software to
increase their research efficiency. ABC is not a software developer, nor has it
licensed software previously. However, both parties have agreed that, subject
to their joint approval, they would license this software to another party if it
would not negatively affect their use of the software. In such case, they would
split any license fees earned on a 50/50 basis.

Funder is a collaboration partner, rather than a customer, because ABC's
ordinary activities do not include the development and licensing of software.
We believe this would be the appropriate conclusion even if ABC had entered
into a similar transaction in the past; engaging in an activity on more than one
occasion does not by itself create a presumption that an activity is ordinary for
that entity. We believe a pattern of such transactions or an intention for similar
future transactions could call into question whether Funder is a customer even
if ABC's primary activities are semiconductor R&D and licensing the results of
those efforts. [606-10 Glossaryl

If ABC had a pattern of such transactions, then Funder is a customer and ABC
follows the guidance of Topic 606. If Funder is determined to be a partner in the
collaborative arrangement, it follows Topic 808, which provides income
statement presentation guidance. However, because Topic 808 does not
provide recognition and measurement guidance for collaborative arrangements,
Funder will have to apply a reasonable, rational and consistent accounting

policy for such arrangements which may include analogizing to Topic 606 (see
Question 2.2.40). [808-10-45-3 — 45-4]

Service concessions and similar arrangements

Service concession arrangements in the scope of Topic 853 are arrangements
between a grantor (a government or public sector entity) and an operating
entity. In these arrangements, the operating entity typically operates and
maintains the grantor’s infrastructure (e.g. airports, roads, bridges, tunnels,
prisons or hospitals) for a specified period. Additionally, the operating entity
may be required to construct or provide periodic capital-intensive maintenance
(major maintenance) of the infrastructure. In exchange for these services,

the operating entity may receive payments from the grantor, or may be given
the right to charge the public (third-party users) for using the infrastructure.
[853-10-05-1 — 05-2]

Although Topic 853 defines a service concession arrangement, an operating
entity accounts for its related revenue and costs under other Topics, such as
Topic 606. [853-10-25-1]

For an in-depth analysis of the accounting for service concession arrangements,
see KPMG Handbook, Service concession arrangements.
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Question 2.2.60

Who is the customer in a service concession
arrangement?

Interpretive response: Because in a service concession arrangement the
operating entity could receive payments for its services either from the grantor
or from third-party users, an issue arises as to who the operating entity’s
customer is in these arrangements.

The grantor in a service concession arrangement in the scope of Topic 853 is
the operating entity’s customer for operating services, which includes
maintenance services. The grantor is also the customer (and therefore in the
scope of Topic 606) for other aspects of the service concession arrangement,
such as construction and upgrade services.

Question 2.2.70
When an entity operates another entity’s assets

under a contract outside the scope of Topic 853,
who is the entity’s customer?

Interpretive response: Some entities enter into arrangements that are similar
to service concession arrangements but are not with a public sector entity and
therefore do not meet the definition of a service concession arrangement in the
scope of Topic 853. For example, an entity may operate a hotel or a food
establishment for a private property owner.

Topic 606 applies to these types of arrangements, so the operating entity
determines whether the property owner, the end consumer or both are
its customers.

Example 2.2.50

Customer of an operating entity

Management Co. enters into a contract with Property Owner to provide hotel
management services to Property Owner. Management Co. will provide
reservations, hotel staffing, cleaning services, security, food and beverage
services, and similar services, and it will collect rental fees from hotel guests.

The specific rights and obligations under the contract are as follows.

— Management Co. provides a license to use its hotel brand name and related
marks over the agreement term. It also provides access to its proprietary
hotel system IP, which includes the reservation system, mobile applications
and property management software over the agreement term.

— Management Co. manages the hotel operations on behalf of the Property
Owner based on the terms of the Management Agreement.
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— Management Co. executes all contracts in the name of and on behalf of
Property Owner.

— Property Owner selects the brand name under which the hotel will be
operated.

— Property Owner provides the pre-opening funds and all working capital.

— Property Owner has budget approval rights over the operating and capital
budget rights.

— Property Owner pays Management Co. a royalty fee based on sales, an
incentive fee based on hotel performance and reimbursement of direct
labor costs incurred.

Although fees are collected from hotel guests, Management Co. determines
that Property Owner is the customer in this contract because the obligation is
to provide services to Property Owner.

Scope exceptions

Overview

Topic 606 is often referred to as a residual topic because it applies to a contract
with a customer only if that contract is not in the scope of another Topic. For
example, if a contract with a customer is a lease (or contains a lease), part or all
of it may fall into the scope of Topic 842. Any portion of such a contract that is

not in the scope of the leasing Topic is analyzed under Topic 606. [ASU 2014-
16.BC61]

Section 606-10-15 lists several specific types of arrangements that are
accounted for under other Topics — e.g. leases, certain types of guarantees,
financial instruments, insurance contracts and nonmonetary exchanges.

Leases

Lease contracts in the scope of Topic 842 are specifically excluded from the
scope of Topic 606. [606-10-15-2(a)]

See Question 2.4.10 for discussion of contracts that include lease and non-
lease components.

For an in depth analysis of the accounting for leases under the leases standard,
Topic 842, see KPMG Handbook, Leases.

Guarantees

Guarantees in the scope of Topic 460 are specifically excluded from the scope
of Topic 606. [606-10-15-2(d)]
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Question 2.3.10

Are guarantees of an entity’s own future
performance in the scope of Topic 606?

Interpretive response: It depends. Topic 460 does not apply to a guarantee or
an indemnification of an entity’'s own future performance — e.g. a guarantee that
the guarantor will not take a certain future action. [460-10-15-7(i)]

Although a performance guarantee is outside the scope of Topic 460, it might
be a derivative in the scope of Topic 815 (see KPMG Handbook, Derivatives and
hedging). If the performance guarantee does not qualify as a derivative under
Topic 815, it is in the scope of Topic 606 and usually gives rise to variable
consideration (see section 5.3) in the arrangement.

For example, an entity may provide maintenance services and guarantee that it
will respond within 12 hours of each request or pay a penalty. Because the
entity is guaranteeing its own performance, that provision is not in the scope of
Topic 460 and gives rise to variable consideration in the scope of Topic 606. See
Question 5.3.80 for further discussion of service level guarantees/
arrangements. [606-10-15-2]

Conversely, assume an entity serves only as an agent to coordinate
maintenance services, but also guarantees to its new customers the quality of
the third-party maintenance service provider's work. For example, if the entity
guarantees that the maintenance will last for at least 90 days or it will pay a
penalty, the entity is not guaranteeing its own performance. This guarantee is
not in the scope of Topic 606 because the entity is providing a guarantee
related to a third-party’s performance over which it does not have control as a
principal in the transaction. Instead, this guarantee is in the scope of Topic 460.

Question 2.3.20

Are contracts that include a profit margin guarantee
in the scope of Topic 606?

Interpretive response: It depends. The entity needs to first consider whether
the guarantee is in the scope of Topic 460 (guarantees).

The scope of Topic 460 includes contracts that contingently require a guarantor
to make payments to a guaranteed party based on changes in an underlying
that is related to an asset, a liability or an equity security of the guaranteed
party. However, Topic 460 also lists certain exclusions, including a contract that
provides for payments that constitute a vendor rebate (by the guarantor) based
on either the sales revenues of, or the number of units sold by, the guaranteed
party. [460-10-15-4(a), 15-7(e)]

Therefore, when an entity provides a profit margin guarantee that is based on
the customer’s sales (revenue or volume) of the entity’s products, the
guarantee is not in the scope of Topic 460. Provided that the guarantee does
not qualify as a derivative or is not accounted for under another Topic, a profit
margin guarantee based on the customer’s sales of the entity’s products is in
the scope of Topic 606. An example is a clothing manufacturer’'s contract with a
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retail store that obligates it to refund the retailer if the retailer does not meet a
minimum sales margin on its sales of the manufacturer’s product; this is
because the refund is based on the sales of the product.

In contrast, a market value guarantee on a nonfinancial asset owned by the
guaranteed party is in the scope of Topic 460. Therefore, we believe seller
guarantees of a return on investment for real estate, similar to market value
guarantees, generally fall into the scope of Topic 460. [460-10-15-4(a), 55-2(b)]

When a contract with a customer contains elements addressed by different
Topics, if the other Topics specify how to separate and/or initially measure one
or more parts of the contract, an entity first applies those separation and/or
initial measurement requirements. Therefore, the separation and measurement
guidance in Topic 460 applies to the guarantee. [606-10-15-4]

Under this guidance, the guarantee is separated from the sale transaction and
initially measured at fair value. The seller allocates the remainder of the contract
consideration to the sale of the real estate, which is subject to Topic 606's
guidance on determining the transaction price.

Example 2.3.10

Profit margin guarantee

Manufacturer enters into a contract to sell 1,000 dresses to Retailer for $20 per
dress. The contract states that Manufacturer will refund up to 20% of the sales
price after 90 days if Retailer has not met a minimum sales margin (i.e. a profit
margin guarantee).

Manufacturer determines that the guarantee is not in the scope of Topic 460
because the payment constitutes a vendor rebate based on the sales revenues
of the dresses. Manufacturer further concludes that the guarantee is not in the
scope of other Topics and therefore is in the scope of Topic 606. Because the
amount Manufacturer may need to refund Retailer is not known, the guarantee
represents variable consideration (see section 5.3).

Question 2.3.30

Are fees from financial guarantees in the scope of
Topic 606?

Interpretive response: Generally, no. Fees received to guarantee the
indebtedness of a third party are typically in the scope of Topic 460 or
Topic 815. [TRG 04-16.52, 310-10-60-4, 942-825-50-2]

Financial instruments

Topic 606 excludes from its scope essentially all contracts involving the sale or
transfer of financial instruments. It specifically excludes the following financial
instruments and other contractual rights or obligations:
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— receivables in the scope of Topic 310;

— investments in debt and equity securities in the scope of Topics 320 or 321,

— equity method investments and investments in joint ventures in the scope
of Topic 323;

— other investments in the scope of Topic 325;

— liabilities in the scope of Topic 405;

— debt in the scope of Topic 470;

— derivative instruments and hedging activities in the scope of Topic 815;

— financial instruments in the scope of Topic 825; and

— transfers and servicing of financial assets in the scope of Topic 860. [606-10-
15-2(c)]

Example 2.3.15

Vendor rebates that represent a derivative

Manufacturer sells snow removal equipment to resellers as part of its ordinary
activities. Manufacturer implements two rebate programs to stimulate demand
for its snow blowers.

— The first program provides rebates to resellers based on their volume of
purchases.

— The second program provides end customers with a rebate if snowfall
during the winter season is significantly below normal levels.

Manufacturer determines that the first rebate program is in the scope of Topic
606 and accounts for the volume rebate as variable consideration in its contract
with the reseller. See Question 5.3.30.

Manufacturer determines that the second rebate program meets the definition
of a weather derivative as defined by and in scope of Subtopic 815-45.

Although both rebate programs are related to customer sales, the rebate
program that represents a weather derivative is not accounted for under Topic
606. Derivatives in the scope of Topic 815 are specifically excluded from the
scope of Topic 606.

Question 2.3.40

Is income earned from servicing financial assets in
the scope of Topic 606?

Interpretive response: Generally, no. To the extent servicing or sub-servicing
arrangements are in the scope of Topic 860, their servicing fees are excluded
from the scope of Topic 606. See chapter 10 of KPMG Handbook, Transfers and
servicing of financial assets. [TRG 04-16.52]

Servicing income may be earned by a financial institution when it sells a loan to
a third party but retains the right to perform services, such as communicating
with the borrower and collecting interest, principal and escrow payments. Other
entities may also acquire or assume those servicing rights.
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This question was raised with the TRG because Topic 860 does not provide
explicit guidance on the accounting for contractually specified servicing fees.
However, Subtopic 860-50 does provide guidance for the initial recognition and
subsequent measurement of assets or liabilities for off-market fees in these
arrangements. As such, the TRG generally agreed that Topic 860 provides
implicit guidance on the accounting for servicing fees and therefore these fees
are excluded from the scope of Topic 606. [TRG 04-16.52]

Question 2.3.50

Are deposit-related fees generated by financial
institutions in the scope of Topic 606?

Interpretive response: Yes. Deposit-related fees (e.g. fees related to ATM
usage, wire transfers, foreign exchange transactions, stop payment orders,
maintenance fees and dormancy fees) are in the scope of Topic 606. This is
because those fees are not specifically addressed in Topic 310 (which
addresses loan fees but not deposit-related fees), Topic 405 (which addresses
only the accounting for the related deposit liability) or other financial instrument
Topics. [TRG 04-16.52]

Question 2.3.60

Are credit card fees in the scope of Topic 606?

Interpretive response: It depends. Topic 310 includes guidance on accounting
for credit card fees that entitle the cardholder to use the credit card. Fees that

are in the scope of Topic 310 are excluded from the scope of Topic 606.
[606-10-15-2(c)(1)]

Even though credit card fees may entitle the cardholder to other services (e.g.
airport lounge access or roadside assistance), Topic 310 states that credit card
fees can cover many cardholder services. To the extent a fee compensates the
entity for a service provided during the loan commitment period, Topic 310
states that the separate components of a commitment fee are not identifiable
and reliably measurable to allow for separate accounting recognition for each
component. Because Topic 310 does not permit separate accounting for credit

card fees, no portion of those fees may be accounted for under Topic 606.
[310-20-25-15]

The TRG agreed that a credit card issuing bank should not assume that all of its
credit card arrangements are outside the scope of Topic 606. In particular, the
substance of arrangements being labelled as credit-card lending arrangements
may be clearly the sale of other goods or services. [TRG 07-15.36]

Financial institutions charge cardholders other fees in addition to the annual
cardholder fees that entitle the cardholder to use the credit card. For example,
delinquency fees are included in the scope of Topic 310. Although not all fees
charged to cardholders are explicitly referenced in Topic 310, they are generally
considered to be in the scope of Topic 310 if they are tied to the loan origination
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activities under the Topic 310 cardholder arrangement. For example, a foreign
exchange fee that is assessed on a cardholder borrowing in a foreign
transaction would be in the scope of Topic 310.

Topic 310 does not address the accounting for interchange or discount revenue
that is earned by a card-issuing financial institution or a merchant acquirer.
These fees are not included in the arrangement with the cardholder. Therefore,
these card-related revenue streams are in the scope of Topic 606.

Question 2.3.70

Are credit cardholder rewards programs in the
scope of Topic 606?

Interpretive response: It depends. The card-issuing bank should evaluate its
specific facts and circumstances. The determination is based on whether the
entire arrangement that gives the right to participate in the credit cardholder
reward program is in the scope of the receivables guidance in Topic 310.

— If the fee that entitles the cardholder to use the card (which is in the scope
of Topic 310 and not Topic 606) also gives the cardholder the right to
participate in the loyalty program, the accounting for the loyalty program is
outside the scope of Topic 606 because the fee is in the scope of Topic 310
(see Question 2.3.60).

— If the fee that gives the cardholder the right to participate in the loyalty
program is not the same as the fee that entitles the cardholder to use the
card, the loyalty program fee may not be in the scope of Topic 310 and
further analysis is required.

If the entire arrangement with the cardholder is not in the scope of Topic 310,
then the card-issuing bank determines whether the cardholder reward program
is in the scope of Topic 606 by determining whether the contract for the
rewards program is with a customer. The card issuing bank then determines
whether the goods and services provided under the cardholder reward program
are distinct goods or services. [TRG 07-15.36]

Rewards that are provided outside of the cardholder lending arrangement or
promised as part of another arrangement — e.g. a card issuing bank’s promise to
provide loyalty points to the merchant’s customer on their behalf — may be
accounted for under Topic 606. If this is the case, the entity determines the
nature of the promise and whether the loyalty points represent material rights
that would cause the associated revenue to be deferred under Topic 606 until
the rewards are redeemed (see section 8.6).
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Question 2.3.80

Is an investment manager’s carried interest in the
scope of Topic 606?

Interpretive response: It depends.

Investment managers are compensated in different ways for providing asset
management services including a base management fee, an incentive-based
fee or an incentive-based capital allocation in the form of a carried interest in a
partnership or similar structure. Incentives are earned based on the
performance of the assets under management.

Because carried interest arrangements are generally in-form equity, the TRG
discussed whether such arrangements are either in the scope of Topic 606 or
accounted for as an ownership interest in the investee entity at its April 2016
meeting. FASB members present at the meeting indicated that the FASB
discussed performance fees in asset management contracts when developing
Topic 606. All FASB members present at the meeting expressed the view that
performance fees in the form of carried interest arrangements were intended to
be in the scope of Topic 606. [TRG 04-16.50]

The SEC Observer at the meeting indicated that the SEC staff would accept an
application of Topic 606 for these arrangements. However, he also noted that
applying an ownership model to these arrangements, rather than Topic 606,
may be acceptable based on the specific facts and circumstances. If an entity
were to apply an ownership model, the SEC staff would expect the full
application of the ownership model, including an analysis of the consolidation
guidance in Topic 810, the equity method of accounting under Topic 323 or
other relevant guidance. We understand that the SEC staff would not object to
the view that the carried interest would be evaluated as a performance fee
rather than an interest in the fund itself when making an assessment of
whether it is a variable interest under Topic 810.

The SEC Observer did not elaborate on the nature of the facts and
circumstances that in the SEC staff's view would require application of

Topic 606 to these arrangements. We are not aware of any examples in which
the SEC staff believe applying an ownership model would be unacceptable
when the performance fee is in the form of equity (i.e. carried interest).

Based on our understanding of the SEC staff's views, we believe both private
and public companies may account for performance-based fees in the form of a
capital allocation under one of the following models (as an accounting policy
election to be consistently applied):

— the revenue recognition guidance in Topic 606; or
— an equity ownership model using the guidance in Topic 323, Topic 810 or
other relevant guidance.

Based on our current understanding of the views of the FASB and SEC staffs, if
an entity applies Topic 606 to these arrangements, we believe it will generally
be difficult to support a conclusion that it is preferable to voluntarily change to
an ownership model. Future standard setting or regulatory developments may
cause our view to change.
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If an entity applies an ownership model (e.g. Topic 323), the presentation and
disclosure of the equity income from these arrangements would be separate
from revenue from arrangements accounted for under Topic 606.

Question 2.3.85

Are commodity sales contracts in the scope of
Topic 606?

Interpretive response: It depends. Topic 606 applies to a contract (or a portion
of a contract) when it is not in scope of other guidance. Whether a contract
related to the sale of a commodity is in the scope (or partially in the scope) of
Topic 606 depends on whether the contract meets the definition of a derivative,
contains an embedded derivative, and/or whether the normal purchase/sell
exception is met and applied.

Therefore, companies analyze their contracts under the derivatives and hedging
guidance in Topic 815 before applying Topic 606. See chapters 2 and 3 of
KPMG Handbook, Derivatives and hedging.

Question 2.3.86

Is a sale of future revenue in the scope of Topic
606?

Interpretive response: No. The sale of future revenue is typically accounted for
as debt under Subtopic 470-10.

Entities may enter into arrangements whereby they sell the rights to future
revenue to another party. For example, an entity sells rights to future royalties
or other contingent customer payments to an investor in exchange for an
upfront cash payment. The classification of the upfront cash payment as debt or
deferred income depends on the facts and circumstances of the transaction and
an analysis of the rebuttable presumption under Subtopic 470-10. This generally
results in debt classification when one or more factors are present. See section
3.7.30 of KPMG Handbook, Debt and equity financing. [470-10-25-2]

Regardless of the classification of the cash payment, the contract to sell future
revenue is outside the scope of Topic 606. The customer contract to which the
sale of future revenue relates, continues to be accounted for under Topic 606.

Insurance

Contracts in the scope of Topic 944 are excluded from the scope of Topic 606.
[606-10-15-2(b)]
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Question 2.3.90

Are all contracts provided by insurance entities
excluded from the scope of Topic 606?

Interpretive response: No, only contracts in the scope of Topic 944 are
excluded from the scope of Topic 606. An insurance entity may have contracts
with customers that do not contain insurance elements and are not in the scope
of Topic 944, such as claims adjudication and settlement to customers without
providing insurance coverage. WWhen an insurance entity enters into a contract
with a customer that contains an insurance element or an insurance risk
mitigation or cost containment activity, the entity needs to analyze whether all
of the elements are in the scope of Topic 944. [606-10-15-2(b), ASU 2016-20.BC14]

Insurance entities may perform various activities that are in the scope of

Topic 944 because an insurance element is present in the contract (or in a
combined set of contracts). For example, an insurance entity may provide claim
adjudication/processing activities for a customer that has purchased a high-
deductible policy. Although the insurance entity may not be required to make
payment under the high-deductible policy, the claim adjudication/processing
activities mitigate the insurer’s loss of risk above the deductible. As such, the
claim adjudication/processing activities are part of the insured activity and
therefore in the scope of Topic 944. In contrast, if the insurance entity provides
the claim adjudication/processing without an insurance element, these services
are in the scope of Topic 606.

Other activities that should be analyzed to determine if they have an insurance
element in the scope of Topic 944 include:

— health insurance activities, such as enrollment, provider network access,
preventive care, transportation to facilities for treatment and disease
management;

— safety inspections;

— roadside assistance;

— cybersecurity activities; and

— title search.

Government grants and subsidies

Question 2.3.100

Are grants, subsidies and other payments from
government agencies in the scope of Topic 606?

Interpretive response: It depends. An entity first applies any explicit guidance
in other Topics, such as guidance on agricultural subsidies in Topic 905-605 or
guidance on grants to not-for-profit entities in Subtopic 958-605. For guidance

on accounting for grants (contributions) received by a not-for-profit entity, see

Question 2.3.110.

If explicit accounting guidance does not exist in other Topics, the entity next
determines if Topic 606 applies by assessing if either the government agency or
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another party is a customer in the transaction. A customer is a party that has
contracted with an entity to obtain goods or services that are an output of the
entity’s ordinary activities in exchange for consideration. If the government
agency does not meet the definition of a customer and is not making a payment
on behalf of another entity that meets the definition of a customer, the entity
should consider the most appropriate guidance to apply by analogy given its
specific facts and circumstances.

Some entities account for grants not in the scope of Topic 606 by analogizing to
IAS 20, Accounting for Government Grants and Disclosure of Government
Assistance. Other entities may analogize to Subtopic 958-605. Although the
guidance on contributions in Subtopic 958-605 excludes transfers of assets
from governmental entities to business entities, the FASB staff noted that
business entities are not prohibited from analogizing to that guidance.

Entities may also apply by analogy the recognition and measurement guidance in
Topic 606. However, even if an entity applies the recognition and measurement
principles in Topic 606 by analogy, it does not classify the subsidy as revenue
from contracts with customers. [606-10-15-2]

Disclosure requirements for certain government assistance payments

ASU 2021-10, Disclosures by Business Entities about Government Assistance,
created Topic 832, which requires business entities to disclose information about
certain government assistance they receive. Only business entities are in the
scope of Topic 832; not-for-profit entities and employee benefit plans are
exempt from Topic 832.

Not all government assistance payments received by business entities are
subject to Topic 832's disclosure requirements — only government assistance
payments that those entities account for by analogy to either IAS 20 or Subtopic
958-605 are subject to the disclosure requirements. If other authoritative
guidance (e.g. Topic 606) applies to a transaction between a business entity and
the government or if a business entity has applied guidance that is not an
analogy to IAS 20 or Subtopic 958-605 (e.g. analogized to Topic 450), the
transaction is outside the scope of the Topic 832 disclosure requirements. See
KPMG Issues In-Depth, Government assistance disclosures, for further
discussion.

@
Future developments**

FASB project on government grants

On November 1, 2023, the FASB added a project to its technical agenda on the
accounting for government grants received by business entities.

For additional discussion of the project, see KPMG Defining Issues, FASB
project on government grants.
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Contributions received

Question 2.3.110

Are contributions received by an entity in the scope
of Topic 606?

Interpretive response: It depends. If an entity determines that the transaction
is a contribution and not an exchange transaction, it is accounted for as a
contribution under Subtopic 958-605 unless the contribution is a government
grant received by a for-profit entity. See Question 2.3.100 for guidance on
government grants received by for-profit (business) entities. [TRG 40-41.34]

A contribution is a voluntary nonreciprocal and unconditional transfer of
something of value from one entity to another in which the transferring entity is
not an owner of the entity. [958-605 Glossary]

Conversely, an exchange transaction in the scope of Topic 606 involves a party
that has contracted with an entity to obtain goods or services that are an output
of the entity’s ordinary activities in exchange for consideration — i.e. a reciprocal
transfer. [ASC Master Glossary]

Subtopic 958-605 indicates that an exchange transaction is a reciprocal
transaction in which each party receives and sacrifices commensurate value.
The subtopic provides additional guidance about how to determine if
commensurate value has been transferred and indicates that the public benefit
of a governmental grant or the execution of the grantor’s mission do not
represent commensurate value. Therefore, government grants where
commensurate value is not exchanged are considered contributions and outside
the scope of Topic 606. [958-605-15-5A, 958-605 Glossary]

Entities may enter into some transactions that are contributions and others that
are not. Therefore, an entity needs to evaluate which, if any, of its transactions
are either fully or partially in the scope of Topic 606. For further discussion of
transactions partially in the scope of Topic 606, see section 2.4.

Nonmonetary exchanges

Question 2.3.120

Are nonmonetary exchanges in the scope of
Topic 606?

Interpretive response: It depends. Many entities enter into barter transactions
to exchange the right to use their product for the right to use another entity’s
product. These transactions vary, but examples include:

— exchange of oil to fulfill demand from customers in different locations;

— exchange of a software license for another software license that will be
sold (or licensed) to customers; and

— exchange of air time and telecommmunications network capacity to ensure
that customers always have access to wireless services.
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Nonmonetary exchanges between entities in the same line of business to
facilitate sales to customers, or to potential customers, other than the parties to
the exchange, are outside the scope of Topic 606. The facts and circumstances
of each nonmonetary transaction should be considered separately to determine
whether this scope exception applies. We generally expect this exception to
apply when the exchange does not have commercial substance or is for
logistical or economic convenience. [606-10-15-2(e)]

If the scope exception applies, then Topic 845 applies to the exchange. If the
scope exception does not apply, then Topic 606 applies to the exchange if
the counterparty is a customer. If the counterparty is not a customer and

the transaction involves the derecognition of a nonfinancial asset, then
Subtopic 610-20 applies to the exchange.

Question 2.3.125

Are nonmonetary exchanges of finished goods in
the scope of Topic 606?

Interpretive response: It depends. Entities may exchange finished goods with
entities in the same line of business to facilitate sales to their customers. This
type of finished good exchange is outside the scope of Topic 606. However, the
exchange of finished goods for work in process or raw materials will likely be in
the scope of Topic 606. [606-10-15-2(e)]

Entities may enter into arrangements to exchange finished goods for raw
materials or work in process to be used in their manufacturing process. These
types of exchanges are not made to facilitate sales to customers and therefore
are not in the scope of Topic 845. If these exchanges are not derivatives, they
are evaluated to determine if there is a contract with a customer. That
determination is based on whether the exchange party is obtaining goods that
are the output of the entity’s ordinary activities. For a discussion of ordinary
activities, see Question 2.2.10.

Unless the exchange is a derivative in the scope of Topic 815, we generally
expect finished goods exchanges for work in process or raw materials to be in
the scope of Topic 606. This is because finished goods are outputs of an
entity’s ordinary operations. For guidance on the accounting for non-cash
consideration in a contract with a customer, see section 5.6.

Example 2.3.20

Nonmonetary exchanges

Telco A and Telco B provide wireless services such as voice, data and text to
their customers. However, they maintain and operate networks in different
regions. Telco A and Telco B have agreed to exchange airtime and network
capacity to ensure that their respective customers always have access to
wireless services.
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The exchange is expected to be approximately equal and the contract requires
no payment between the entities. Also, the exchange is neither a sale of
property, plant and equipment nor a lease.

This transaction is outside the scope of Topic 606 because Telco A and Telco B
have entered into an agreement that is a nonmonetary exchange between
entities in the same line of business to facilitate sales to their customers. As a
result, this transaction is excluded from disclosures required by Topic 606,
including the presentation of revenue from contracts with customers.

Contracts with repurchase provisions

Question 2.3.130

Are contracts with repurchase provisions in the
scope of Topic 606?

Interpretive response: It depends on the terms of the repurchase agreement
and whether the customer obtains control of the asset. Topic 606 indicates that
the customer does not obtain control of the asset in certain situations;
depending on the relationship between the repurchase amount and the original
selling price, the transaction is accounted for as a lease under Topic 842 or as a
financing arrangement. For additional discussion of repurchase provisions, see
sections 7.5.50, 7.5.60, 7.5.70. [606-10-55-68]

Transactions partially in scope

Overview

E Excerpt from ASC 606-10

> Transactions

15-4 A contract with a customer may be partially within the scope of this Topic
and partially within the scope of other Topics listed in paragraph 606-10-15-2.

a. If the other Topics specify how to separate and/or initially measure one or
more parts of the contract, then an entity shall first apply the separation
and/or measurement guidance in those Topics. An entity shall exclude
from the transaction price the amount of the part (or parts) of the contract
that are initially measured in accordance with other Topics and shall apply
paragraphs 606-10-32-28 through 32-41 to allocate the amount of the
transaction price that remains (if any) to each performance obligation within
the scope of this Topic and to any other parts of the contract identified by
paragraph 606-10-15-4(b).

b. If the other Topics do not specify how to separate and/or initially measure
one or more parts of the contract, then the entity shall apply the
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guidance in this Topic to separate and/or initially measure the part (or
parts) of the contract.

A contract can be partially in the scope of Topic 606 and partially in the scope of
other guidance. Because Topic 606 is residual guidance, if another Topic
specifies how to separate or measure one or more parts of a contract, then the
entity first applies that separation or measurement guidance. Any separated
elements of a contract that are not in the scope of that other Topic may be in
the scope of Topic 606. [606-10-15-4]

The following decision tree highlights the key considerations when determining
the accounting for a contract that is partially in the scope of Topic 606.

Is contract fully in the
scope of other Topics? Yes

\ 4

Apply other Topics

No
Y

Does the other Topic

Is contract partially in . Apply the other Topic to
have separation and/or o
the scope of another > separate and/or initially
: Yes initial measurement Yes
Topic? measure the contract

guidance that applies?

Exclude amount initially
measured under the
other Topic from the

transaction price

No Apply Topic 606 to
separate and/or initially
measure the contract

Apply Topic 606 to
contract (or part of
contract in scope)

Question 2.4.10

How does the scoping guidance in Topic 606 apply
to arrangements that include parts in the scope of
Topic 606 and parts in Topic 842 (leases)?

Interpretive response: Maintenance and other services (e.g. operations
services) provided on leased items are in the scope of Topic 606 and therefore
not considered a lease component of the contract; any element other than the

right to use the underlying asset is outside the scope of Topic 842. [842-10-15-28,
15-31, ASU 2016-02.BC143]

Topic 842 provides guidance on separating lease from non-lease components
and measuring the consideration in the contract. Topic 842 also refers to the

transaction price allocation guidance in Topic 606 to allocate consideration to

the lease and non-lease components. [842-10-15-38]
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Topic 842 provides lessors with an optional practical expedient to not separate
lease from non-lease components of a contract if certain criteria are met. This
practical expedient is an accounting policy election made by class of underlying
asset if the following criteria are met: [842-10-15-42A]

— the timing and pattern of transfer to the lessee of the lease component and
the non-lease component(s) associated with that lease component are the
same; and

— the lease component, if accounted for separately, would be classified as an
operating lease.

If a contract includes multiple non-lease components (one or more that meet
these criteria and one or more that do not), the lessor combines those
components that meet the criteria with the lease component and separately
accounts for each non-lease component that does not. [842-10-15-42C]

If the non-lease component(s) is (are) the predominant component(s) of the
combined component, the lessor should account for the combined component
under Topic 606 instead of the leases guidance in Topic 842. All other
combined components would be accounted for under Topic 842 as a single
lease component classified as an operating lease. This includes situations in
which the lease and non-lease component(s) are equally significant to the
contract. [842-10-15-42B]

See sections 4.4.1 and 12.3 of KPMG Handbook, Leases, for further discussion
and analysis, including the disclosure requirements that apply when the
practical expedient is elected.

Example 2.4.10

Partially in scope transaction

Telco enters into a contract that includes a promise to provide telecom
equipment and services to Customer. Telco first applies Topic 842 to assess
whether the arrangement contains a lease.

Scenario 1: Topic 842 practical expedient elected
Telco determines that:

— use of the equipment represents an operating lease; and
— the timing and pattern of transfer of the lease is the same as the telecom
services.

Telco elects to apply the practical expedient, and accounts for the lease and
telecom services combined under Topic 606 because Customer can reasonably
expect to ascribe more value to the telecom services (non-lease component)
than to the telecom equipment (lease component). [842-10-15-42B]

Scenario 2: Topic 842 practical expedient not elected

Telco elects not to apply the practical expedient in Topic 842 and therefore
accounts for the equipment lease under Topic 842.

Telco first applies the applicable leasing guidance to identify the lease
component and then applies the transaction price allocation guidance in
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Topic 606 to allocate consideration between the lease and non-lease
components. Lastly, Telco accounts for the allocated consideration for the
leased equipment under Topic 842 and the telecom services under Topic 606.

If Telco concludes that the equipment is not leased, then it accounts for
the entire contract under Topic 606. In applying Topic 606, Telco could find
that providing the equipment is distinct from providing the services (see
section 4.3.20).

Question 2.4.20

Is it possible that there is little or no residual
amount left to allocate under Topic 606?

Interpretive response: Yes. For some arrangements, as illustrated in
Example 2.4.20, after applying the other accounting guidance on separation
and/or initial measurement, there may be little or no amount left to allocate
to components of the contract that are in the scope of Topic 606.

Example 2.4.20

Zero residual amount after applying other
accounting requirements

Bank enters into a contract with Customer under which it receives a cash
deposit and provides associated deposit services and treasury services for no
additional charge. The cash deposit is a liability in the scope of Topic 405.

Bank first applies the initial recognition and measurement requirements in

Topic 405 to measure the cash deposit. The residual amount is then allocated to
the associated deposit services and treasury services and accounted for under
Topic 606. Because the amount received for the cash deposit is recognized as a
deposit liability, there are no remaining amounts to allocate to the associated
deposit services and treasury services.

If Bank also charges a fee for the services, some amounts would be allocated
to those services.

Question 2.4.30

Can a counterparty be both a collaborator and a
customer?

Interpretive response: Yes. As noted in Question 2.2.40, Topic 606 excludes
from its scope contracts with a collaborator or a partner that are not customers,
but rather share with the entity the risks and rewards of participating in an
activity or process pursuant to Topic 808. However, collaborative arrangements
(or parts thereof) could be in the scope of Topic 606 if the counterparty meets
the definition of a customer for some or all of the terms of the arrangement. A
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collaborator or partner could both be a customer for an aspect of the
arrangement and not a customer for another. Topic 606 applies to the unit of
account (i.e. the distinct good or service) in the arrangement for which the other
party is a customer.

It is important for an entity that engages in collaborative arrangements to
analyze whether the other parties to these arrangements are customers for
some activities, and therefore whether such activities are revenue-generating.
Making this assessment requires judgment and consideration of all applicable

facts and circumstances of the arrangement. See Question 2.2.40. [ASU 2014-
09.BC55]

Question 2.4.40

Does Topic 606 apply to alternative revenue
programs in rate-regulated industries?

Interpretive response: Alternative revenue programs (ARPs) allow for an
adjustment to rates charged to customers in the future based on changes in
demand or if certain other objectives are met. They do not represent contracts
with customers but rather are contracts with a regulator. Therefore, they are
accounted for under Subtopic 980-605, while Topic 606 applies to the normal
operations of rate-regulated entities — e.g. the sale of electricity, gas or water to
customers in the course of an entity’s ordinary activities.

Subtopic 980-605 requires entities to present ARP revenues separately from
revenues from contracts with customers; however, neither Topic 606 nor
Subtopic 980-605 provides separation guidance for these transactions where
revenue is attributed to both a regulator and a customer. Therefore, based on
discussions with the FASB, we believe two acceptable separation
methodologies exist: [980-605-45-1]

— Method A. Revenue from contracts with customers is recorded based on
the total tariff price at the time the utility service is rendered, including
amounts representing the collection of previously accrued ARP revenues.
The ARP revenue amount in a given period should include both:

the recognition of ‘originating” ARP revenues (i.e. when the regulator-
specified conditions for recognition have been met); and

— an equal and offsetting reversal of the amount of ARP revenues
recorded in revenue from contracts with customers that are being
recovered through incorporation in the price of utility service.

— Method B. Revenue from contracts with customers should exclude the
portion of the tariff price representing ARP revenues that had been initially
recorded in prior periods when regulator-specified conditions were met.
The ARP revenue amount reflects only the initial recognition of ‘originating’
ARP revenues - i.e. when the regulator-specified conditions for recognition
have been met. When those amounts are subsequently included in the
price of utility service and billed to customers, such amounts are recorded
as a recovery of the associated regulatory asset or liability.
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Example 2.4.30

Alternative revenue programs

Utility Co. bills customers $10 million from tariff-based sales in Year 2 of a
contract. This amount includes $2 million of billings related to alternative
revenue program (ARP) revenues recognized in Year 1. Utility Co. determines
that the remainder of the tariff billings in Year 2 meet the criteria to be
recognized as revenue in Year 2.

In Year 2, Utility Co. also recognizes $3 million of ARP revenue that will be billed
to customers in Year 3.

The following illustrates the presentation of Utility Co.'s revenues under
Methods A and B in Question 2.4.40.

Year 2 (millions) Method A Method B

Topic 606 revenue $10 $ 82
ARP revenue 11 3
Total revenue $11 $11
Notes:

1. $3 million less $2 million ARP revenue recognized in Year 1.

2. $10 million tariff billings in Year 2 less $2 million ARP revenue recognized in Year 1.

Question 2.4.50

Are gas-balancing arrangements in the scope of
Topic 606?

Interpretive response: It depends. Similar to rate-regulated industries, a gas-
balancing arrangement could comprise both the:

— actual sale of product to a third party, which is accounted for as revenue
from a contract with a customer in Topic 606; and

— settlement of imbalances between the partners that are not customers,
which is not in the scope of Topic 606.

Under Topic 606, entities are required to determine whether a sale represents a
contract with a customer. If an entity sells a volume of gas to a customer in
excess of its entitled share of production, the entity will need to perform a
principal versus agent analysis to determine whether it should record the gross
amount of revenue and cost of goods sold equal to the other owners’ interests,
or recognize the net amount of revenue. Generally, an entity that enters into a
contract with a customer will be the principal. Settlements with the other
partners that are not customers are accounted for as separate transactions
outside the scope of Topic 606.
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Question 2.4.60

Are sales of a business that includes an ongoing

long-term sales agreement in the scope of
Subtopic 810-10, Topic 606 or both?

Interpretive response: Typically, these arrangements are accounted for under both
Subtopic 810-10 (consolidation) and Topic 606 as two distinct transactions. The
evaluation of whether these two elements are accounted for separately is based on
the separation guidance in Topic 606; this is because Subtopic 810-10 does not
provide guidance on how to separate in-scope elements from out-of-scope
elements.

If the sale of a business is distinct from the long-term sales agreement
(e.g. a franchise right or long-term supply contract) the sale of the business
is governed by the deconsolidation guidance in Subtopic 810-10. See
section 4.3 for further discussion of how to evaluate whether elements in a
contract are distinct.

When these two transactions are determined to be distinct, the transaction
price is allocated between the two on a relative stand-alone selling price basis.
It should not be assumed that any upfront fixed consideration represents the
stand-alone selling price of the business even if the rates in the long-term sales
agreement are similar to what others currently pay. Similarly, it may not be
appropriate to simply defer from upfront fixed consideration an amount
equivalent to any fixed fees that are generally charged for such long-term sales
agreements. See chapter 6 for discussion of the Topic 606 allocation principles.

The sale of a business is governed by the deconsolidation guidance and

Topic 606 requires other GAAP to be applied to transactions first. As such, the
gain/loss on the sale of the business (as determined based on the amount of
consideration allocated to it using Topic 606 guidance) continues to be recorded
on a net basis when control of the business is transferred.

Portfolio approach

Overview

FE Excerpt from ASC 606-10

> Meeting the Objective

10-4 This guidance specifies the accounting for an individual contract with a
customer. However, as a practical expedient, an entity may apply this guidance
to a portfolio of contracts (or performance obligations) with similar
characteristics if the entity reasonably expects that the effects on the financial
statements of applying this guidance to the portfolio would not differ materially
from applying this guidance to the individual contracts (or performance
obligations) within that portfolio. VWWhen accounting for a portfolio, an entity
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shall use estimates and assumptions that reflect the size and composition of
the portfolio.

An entity generally applies Topic 606 on an individual contract basis. However,
the guidance permits an entity to apply its provisions on a portfolio basis as a
practical expedient if the results using the portfolio approach would not differ
materially from applying Topic 606 on a contract-by-contract basis. [606-10-10-4]

Although the portfolio approach may be more cost effective than applying
Topic 606 on an individual contract basis, significant effort may be needed to:

— evaluate which similar characteristics constitute a portfolio — e.g. the effect
of different offerings, periods of time or geographic locations;

— assess when the portfolio approach may be appropriate;

— develop the process and controls needed to account for the portfolio; and

— reassess the appropriateness of the portfolio and use of the portfolio
approach as characteristics of contracts change.

Topic 606 includes examples in which the portfolio approach is applied,
including for rights of return and breakage. However, it does not provide
specific guidance on how to assess whether the results of a portfolio approach
would differ materially from applying Topic 606 on a contract-by-contract basis.

A portfolio of similar transactions can be a source of data to make certain
estimates, including variable consideration, returns or breakage for an
individual contract if the entity has a sufficiently large number of similar
transactions or other history. Doing so is not using the portfolio approach. See
Question 5.3.130 for a discussion of the use of a portfolio of data to develop
estimates required to apply the revenue model in Topic 606. [TRG 07-15.38]

See Question 12.2.10 for discussion of the application of the portfolio approach
to contract costs.

Question 2.5.10

How should an entity evaluate whether using a

portfolio approach would materially differ from
applying Topic 606 on a contract-by-contract basis?

Interpretive response: Selecting the size and composition of a portfolio
requires judgment. An entity should take a reasonable approach to determine
the appropriate portfolios, but it does not necessarily need to quantitatively
assess each potential outcome.

An entity may combine quantitative and qualitative analyses of assumptions and
underlying data to establish a reasonable expectation that the effects of
applying the guidance to a particular portfolio of contracts would not materially
differ from applying the guidance to each individual contract within that
portfolio. [ASU 2014-09.BC69]

Although Topic 606 does not provide specific guidance, the following factors
could be relevant to the analysis:
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— Type of customer — e.qg. size, location, duration as a customer,
creditworthiness, type of business.

— Contract terms — e.g. delivery terms, contract duration, cancellation terms,
rights of return, nature of transaction price consideration.

— Performance obligations — e.g. product warranties, material rights, loyalty
programs, discounts and incentives, over-time or point-in-time obligations.

— Volume of contracts with similar characteristics — e.g. high volume of
contracts with established history over time.

Question 2.5.20

Can a portfolio approach be used for some aspects
of the revenue model, but not all?

Interpretive response: Yes. Although there may be benefits of applying the
portfolio approach to all aspects of the revenue model, the portfolio approach
may be used only for some aspects or performance obligations. For example, it
could be used to account for rights of return even though other types of
estimates and judgments required under the revenue model are made on a
contract-by-contract basis.
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3. Step 1: Identify the contract(s) with a customer

Step 1: Identify the
contract(s) with a
customer

Detailed contents

New item added to this chapter: **

3.1 How the standard works

3.2 Determining whether a contract exists
3.2.10 Overview
Questions

3.2.10 If an entity obtains signed contracts as its customary
business practice, does the agreement have to be signed
by both parties for a contract to exist?

3.2.20 What should a contract with a customer describe to
demonstrate that the parties can each identify their rights
and the payment terms for the goods or services?

3.2.30 If an MSA exists between an entity and a customer, under
which the customer requests goods and services through
purchase orders, is the MSA a contract under Topic 6067

3.2.40 If a contract is subject to contingencies, ongoing
negotiations or in a preliminary stage, does it qualify as a
contract under Topic 6067

3.2.45 Does a contract that is subject to regulatory approval before
sales can occur exist under Topic 6067

3.2.50 Does the form of an entity’s contracts and evidence of
approval have to be consistent across customers?

3.2.60 Are side agreements contracts?

3.2.70 Do fiscal funding clauses affect the assessment of whether

a contract exists?

3.2.80 How should revenue related to goods or services
transferred before meeting the contract existence criteria
be recognized when the criteria are met?

Examples
3.2.10 Contract approval and enforceability (1)
3.2.20 Contract approval and enforceability (2)

3.2.30 Prepaid spending account
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3.5

3.6
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3. Step 1: Identify the contract(s) with a customer

Applying the collectibility criterion
3.3.10 Overview
Questions

3.3.10 In assessing collectibility, what does payment for goods or
services that 'will be transferred to the customer’ mean for
a typical service arrangement?

3.3.20 Does an entity’s ability and intent to stop providing goods
or services automatically mean the collectibility criterion is
met?

3.3.30 Do extended payment terms affect the evaluation of
collectibility?

3.3.40 How should an entity assess collectibility for a portfolio of
contracts?

3.3.60 Is a receivable recognized if the collectibility criterion is not
met?

3.3.60 How is ‘substantially all’ defined for the collectibility
assessment?

Examples

3.3.10 Assessing collectibility when new customer has low credit
quality

3.3.20 Assessing collectibility when an entity has a subprime

customer base with a history of default
Price concessions
3.4.10 Overview
Question

3.4.10 What factors should an entity consider in determining
whether there is an implicit price concession and not a
collectibility issue?

Examples

3.4.10 Collectibility criterion assessed based on amount entity
expects to receive for goods or services transferred (1)

3.4.20 Collectibility criterion assessed based on amount entity
expects to receive for goods or services transferred (2)

Reassessment of contract existence criteria

3.5.10 Overview

Question

3.5.10 When does an entity reassess the collectibility criterion?

Consideration received from customer before meeting contract
existence criteria

3.6.10 Overview
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3.7

3.8

Questions

3.6.10

3.6.20

Examples

3.6.10
3.6.20

Revenue recognition
3. Step 1: Identify the contract(s) with a customer

How does an entity account for services provided after
expiration of a contract?

Can revenue be recognized on a cash basis when the
collectibility criterion is not met and the entity continues to
provide goods or services to the customer?

Contract continuation for a service

Cash received when collectibility criterion is not met

Combining contracts

3.7.10
Questions
3.7.10

3.7.20

3.7.30

3.7.40

Examples
3.7.10
3.7.20
3.7.30

Overview

What constitutes ‘at or near the same time’ when
evaluating whether two or more contracts should be
combined?

Should contracts entered into between different divisions
of the same entity or the same customer be evaluated for
possible combination?

Can contracts entered into at or near the same time with
multiple customers be combined?

Do purchase orders under the same MSA need to be
combined?

Combining contracts (1)
Combining contracts (2)

Combining contracts (3)

Term of the contract

3.8.10

Questions

3.8.10

3.8.20

3.8.25

3.8.30

Overview

What is the contract term in a period-to-period contract that
may be cancelled by either party, or cancelled by the
customer only, without penalty?

How does a termination penalty affect assessment of the
contract term?

Do contracts governed by Federal Acquisition Regulations
(FAR) include a substantive termination penalty?

Does forfeiture of a significant upfront fee constitute a
termination penalty?
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3.8.35

3.8.40

3.8.50

3.8.60

Examples

3.8.10

3.8.15
3.8.20

3.8.30
3.8.35

3.8.40

Revenue recognition
3. Step 1: Identify the contract(s) with a customer

Does forfeiture of rights to access symbolic IP constitute a
termination penalty?

Can a cancellation right exist if the contract is silent as to
cancellation or termination?

Does a cancellation right available only on a breach of
contract affect the contract term?

Does a contract exist during a free trial period before the
customer accepts an offer to continue the services beyond
that period?

Contract with unspecified term cancellable by either party
Wireless contract with termination penalties **

Past practice of allowing customers to terminate without
enforcing collection of termination penalty

Contract term with decreasing termination penalty

Forfeiture of rights to access symbolic intellectual property
on termination of a contract

Free trial period
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3. Step 1: Identify the contract(s) with a customer

How the standard works

|

|
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performance
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Determine
transaction
price

Revenue recognition

Allocate the
transaction
price

Recognize
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The first step of the five-step revenue model is to identify the contract with
the customer. The following decision tree depicts the main decision points in

this step.

Does a contract with
a customer exist?
(see sections 3.2

Did the entity enter
into more than one
agreement with the
same customer that

Account for agreements

as a single contract under
revenue model

Yes | meets the contract
and 3.8) o o
combination criteria?
(see section 3.7)
No
Account for contracts as
No

separate contracts under
revenue model

Did the entity receive

Has the entity
subsequently met the

Apply revenue model

Yes

) . »| contract criteria?
consideration? .
Yes (see sections 3.2
and 3.5)
No No
\ 4

No accounting until

a contract exists’

Did the entity meet
the alternative
revenue recognition
criteria?

(see section 3.6)

Recognize consideration
received as revenue

Recognize consideration

received as liability?

' An entity continuously reassesses the contract criteria
2 An entity continuously reassesses the contract and alternative revenue recognition

criteria
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Determining whether a contract exists

|_:E Excerpt from ASC 606-10

> |dentifying the Contract

25-1 An entity shall account for a contract with a customer that is within the
scope of this Topic only when all of the following criteria are met:

a. The parties to the contract have approved the contract (in writing, orally, or
in accordance with other customary business practices) and are committed
to perform their respective obligations.

b. The entity can identify each party's rights regarding the goods or services
to be transferred.

c. The entity can identify the payment terms for the goods or services to be
transferred.

d. The contract has commercial substance (that is, the risk, timing, or amount
of the entity’s future cash flows is expected to change as a result of the
contract).

e. Itis probable that the entity will collect substantially all of the consideration
to which it will be entitled in exchange for the goods or services that will
be transferred to the customer (see paragraphs 606-10-55-3A through 55-
3C). In evaluating whether collectibility of an amount of consideration is
probable, an entity shall consider only the customer’s ability and intention
to pay that amount of consideration when it is due. The amount of
consideration to which the entity will be entitled may be less than the price
stated in the contract if the consideration is variable because the entity
may offer the customer a price concession (see paragraph 606-10-32-7).

25-2 A contract is an agreement between two or more parties that creates
enforceable rights and obligations. Enforceability of the rights and obligations in
a contract is a matter of law. Contracts can be written, oral, or implied by an
entity’'s customary business practices. The practices and processes for
establishing contracts with customers vary across legal jurisdictions, industries,
and entities. In addition, they may vary within an entity (for example, they may
depend on the class of customer or the nature of the promised goods or
services). An entity shall consider those practices and processes in
determining whether and when an agreement with a customer creates
enforceable rights and obligations.

20 Glossary
Contract

An agreement between two or more parties that creates enforceable rights
and obligations.
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3. Step 1: Identify the contract(s) with a customer

Overview

The first step of the model is to identify the contract with the customer. A
contract with a customer exists when the contract is legally enforceable and
certain criteria, including collectibility, are met.

If the criteria are not met, then the contract does not exist for purposes of
applying the general model of Topic 606. If an entity receives consideration
from a customer under an arrangement that does not meet the contract
existence criteria, then it accounts for that consideration under the alternative
model discussed in section 3.6 rather than the rest of the five-step revenue
model.

Definition of a contract

Topic 606 applies only to contracts with customers. A ‘contract’ is defined as
‘an agreement between two or more parties that creates enforceable rights and
obligations’. The definition specifies that enforceability is a matter of law.
Therefore, only legally enforceable agreements are contracts under this
definition. Consequently, the assessment of whether a contract exists does not
focus on the form of the contract. Rather, the assessment focuses on the legal
enforceability of an arrangement regardless of form. Contracts can be written,
oral or implied by an entity’s customary business practices — e.g. electronic
consent. [606-10-25-2]

Whether a contract is legally enforceable is based on the laws and regulations
in the relevant jurisdiction —i.e. a state, US territory or foreign country.
Determining whether a contract is legally enforceable may require significant
judgment in some jurisdictions or for some arrangements, and may result in
different conclusions for similar contracts in different jurisdictions.

In some cases, the parties to an oral or an implied contract (e.g. in accordance
with customary business practices) may have agreed to fulfill their respective
obligations. If there is uncertainty about the enforceability of an oral or implied
contract, legal interpretation by qualified counsel may be required to support a
conclusion that the parties to the contract have approved and are committed to
perform their respective obligations.

Although a contract has to create enforceable rights and obligations, not all
promises in a contract have to be legally enforceable to be performance
obligations. A promise in a contract can be a performance obligation if it creates
a reasonable expectation by the customer that the entity will transfer goods or
services (see Question 4.2.10). [606-10-25-16]

Contract existence criteria

There are five criteria a contract must satisfy to be accounted for under
Topic 606's revenue model. These five criteria complement the definition
of a contract because if the criteria are not met, it is questionable whether

the contract establishes enforceable rights and obligations. [606-10-25-1,
ASU 2014-09.BC33]
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The five criteria can be summarized as follows. [606-10-25-1]

Does a contract exist?

(all criteria must be met)

Probable that

Each party the entity
has approved Entity can AEntltAy can Contract has will collgct
the contract . . identify the . substantially

A identify each commercial
and is arty’s rights payment substance allof the
committed to party’s ng terms consideration
perform to which it will

be entitled

Contract does not exist if each party has a unilateral enforceable right to terminate
a wholly unperformed contract without compensating the other party.

Parties have approved the contract and are committed to performing their
respective obligations

This criterion is included because when the parties to a contract have not
approved the contract, it is questionable whether the contract is enforceable.
The form of the contract does not, in and of itself, determine whether the
parties have approved the contract. Instead, an entity should consider all
relevant facts and circumstances in assessing whether the parties intend to be
bound by its terms and conditions. Consequently, in some cases, the parties to
an oral or an implied contract (e.g. in accordance with customary business
practices) may have agreed to fulfill their respective obligations. In other cases,
a written contract may be required to demonstrate that the parties to the
contract have approved it. In addition, the parties should be committed to

performing their respective obligations under the contract. [606-10-25-1(a),
ASU 2014-09.BC35-BC36]

Entity can identify each party’s rights regarding the goods or services to
be transferred

This criterion is included because when an entity cannot identify each party’s
rights and obligations regarding the goods or services to be transferred, then it

cannot identify its performance obligations under Step 2 of the revenue model.
[606-10-25-1(b), ASU 2014-09.BC37]

Entity can identify the payment terms for the goods or services to be
transferred

This criterion is included because when an entity cannot identify the payment
terms in exchange for the promised goods or services, then it cannot determine
the transaction price under Step 3 of the revenue model. [ASU 2014-09.BC38]

In some industries it is common for entities to enter into unpriced change
orders. Such orders define the scope of work but not the amount of
consideration. In some cases, the amount of consideration might not be
determined for a period of time. The FASB clarified that its intention was not to
preclude revenue recognition for unpriced change orders if the scope of the
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work has been approved and the entity expects that the price will be approved.
In those cases, the entity would consider the guidance on contract
modifications (see section 11.2), which allows entities to account for a
modification when the parties have approved a change in scope but not the
price if the rights and obligations created or changed by the agreement are
enforceable. In that case, the change in price is considered variable
consideration. [ASU 2014-09.BC39, 606-10-25-11]

Contract has commercial substance

This criterion was included because some contracts with customers include
nonmonetary exchanges (see Question 2.3.120). Without this requirement,
entities might transfer goods or services back and forth to each other (often for
little or no cash consideration) without a bona fide business purpose to
artificially inflate their revenue — known as round-tripping. This criterion is
important in all contracts (not only nonmonetary exchanges) because without
commercial substance it is questionable whether an entity has entered into a
transaction that has economic consequences. [606-10-25-1(d), ASU 2014-09.BC40]

Commercial substance is based on the existing guidance for nonmonetary
exchange transactions (Topic 845). Determining whether a contract has
commercial substance may require judgment. An entity needs to demonstrate a
substantive business purpose for the nature and structure of the transaction —
i.e. the entity’'s risk, timing or amount of future cash flows should be expected
to change as a result of the contract. [606-10-25-1(d), ASU 2014-09.BC40-BC41]

Collectibility

This criterion was included in the contract existence criteria as a gating question
designed to prevent entities from applying the revenue model to non-
substantive transactions and recognizing revenue and a large impairment loss at
the same time. In essence, the other contract existence criteria in paragraph
606-10-25-1 require an entity to assess whether the contract is valid and
represents a genuine transaction. The collectibility criterion is also relevant
because a key part of assessing whether a transaction is valid is determining
the extent to which the customer has the ability and the intention to pay the
promised consideration. In addition, entities generally only enter into contracts
for which it is probable they will collect the amounts to which they will be

entitled. The collectibility criterion is discussed in sections 3.3 and 3.6. [606-10-25-
1(e)]

Wholly unperformed contracts

In addition to the five contract existence criteria, a contract does not exist for
accounting purposes if each party to the contract has the unilateral right to
terminate a ‘wholly unperformed’ contract without compensating the other
party (or parties). A contract is wholly unperformed if both of the following
criteria are met:

— the entity has not yet transferred any promised goods or services to the
customer; and
— the entity has not yet received, and is not yet entitled to receive, any

consideration in exchange for promised goods or services. [606-10-25-4,
ASU 2014-09.BC50]
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Question 3.2.10
If an entity obtains signed contracts as its

customary business practice, does the agreement
have to be signed by both parties for a contract to
exist?

Interpretive response: Not necessarily. Even when an entity customarily
obtains an agreement signed by both parties, a contract may exist without, or
before, both parties’ signatures (or even without either party’s signature). This
is because the assessment of whether a contract exists under Topic 606
focuses on whether the parties have enforceable rights and obligations based
on the relevant laws and regulations. The assessment does not focus on the
form of the contract — i.e. whether it is oral, implied, electronic assent or
written. [606-10-25-2]

The assessment of whether there is an enforceable contract may require
significant judgment in some circumstances or jurisdictions and may require the
involvement of legal counsel. Similar contracts may give rise to different
enforceable rights and obligations based on the governing jurisdiction due to
differing laws and regulations.

Further, it may not be possible to conclude that enforceability exists if the
contract is subject to additional substantive reviews that have not yet occurred,
or authorizations not yet obtained, that could substantively alter the contract’s
terms and conditions.

An entity should have a process (and related controls) for determining when
enforceability exists because the contract existence guidance in Topic 606 is
not optional — i.e. an entity cannot elect an accounting policy to account only for
contracts with customers that have been dually signed by both parties. For
example, if an entity transfers control of a product on or before the reporting
date (see section 7.5), but incorrectly determines that a contract with the
customer does not exist on or before that date, revenue may be understated for
the period.

For the revenue model to apply to a contract, all of the criteria in paragraph 606-
10-25-1 need to be met, including the collectibility criterion. Therefore, even if
enforceability is established, entities will have further work to do before they
can begin to apply the rest of the revenue model to the contract.

Question 3.2.20
What should a contract with a customer describe to

demonstrate that the parties can each identify their
rights and the payment terms for the goods or
services?

Interpretive response: |dentifying each party's rights regarding promised
goods or services (criterion b) and identifying the payment terms for those
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goods or services (criterion c¢) are two of the five criteria that a contract must
meet for the revenue model to apply.

To determine if these two criteria are satisfied, in general we believe that an
entity should consider whether a contract includes a description of the following
terms or conditions:

— the goods and/or services promised in the arrangement;

— the key attributes of any license or IP transferred to the customer — e.g.
perpetual or time-based, limitation as to geography or use;

— payment terms and fees due from the customer;

— delivery terms;

— warranties, rights (e.g. return rights), obligations and termination provisions;
and

— other pertinent contractual provisions — e.g. price protection, service level
guarantees.

Absent the above, it may be questionable whether an entity can identify each
party’s rights and obligations regarding the transfer of goods or services,
including the customer’s obligation to pay. However, this list above is not
necessarily all-inclusive; nor does the absence of one or more of these items
necessarily mean that the two criteria are not met.

If an entity does not have a standard or customary business practice of relying
on written contracts to document an arrangement, it may have other forms of
written or electronic evidence to document the arrangement. A leading practice
is to have processes to determine what constitutes enforceable rights and
obligations for each jurisdiction, line of business or class of customer because
conclusions about enforceability may differ. However, regardless of the form of
documentation, the evidence should be final and include (or reference) all of the
relevant terms and conditions of an arrangement.

Question 3.2.30
If an MSA exists between an entity and a customer,

under which the customer requests goods and
services through purchase orders, is the MSA a
contract under Topic 606?

Interpretive response: It depends. A master service agreement (MSA) might
simply define the terms and conditions under which the customer can order
goods and services from the entity but not create enforceable rights and
obligations on the parties — i.e. for the entity to transfer goods or services and
for the customer to pay for those goods or services. In that case, there is not a
contract between the parties until the customer places a purchase order under
the MSA to request specific goods or services.

Some entities enter into MSAs with customers, which specify the basic terms
and conditions for subsequent transactions between the parties and are signed
by both the entity and customer. Under such arrangements, no additional
contractual agreement is executed and customers request products through
purchase orders that specify the products and quantities. An MSA under which
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a customer places purchase orders to obtain goods or services does not itself
constitute a contract with a customer. This is because the MSA usually does
not create enforceable rights and obligations for the parties.

As discussed in Question 3.2.20, for a contract to be enforceable an entity
should be able to identify each party’s rights regarding the goods and services
to be transferred. While the MSA may specify the payment terms, it usually
does not specify the goods and services, including quantities thereof, to be
transferred. Absent those specific terms and conditions, an MSA itself does not
create enforceable rights and obligations. Therefore, it is not a contract to which
the revenue model applies —i.e. the contract does not meet the contract
existence criteria. [606-10-25-1]

However, some MSAs may include a requirement for the customer to purchase
a minimum quantity of goods or services. Such a requirement may be a
cumulative minimum for the MSA period or for periods within the MSA - e.g.
each year of a multi-year MSA. If the minimum is enforceable, then the MSA
itself may constitute a contract under Topic 606. However, if the entity's past
practice of not enforcing MSA minimums results in a conclusion by legal
counsel that the minimums are not legally enforceable, the MSA would not be a
contract under Topic 606 —i.e. just as if the minimum were not included in the
MSA at all.

In addition, if relevant experience with the customer suggests that the
customer will not meet the required minimums, and that the entity will not
enforce them, this would typically demonstrate in the case of an MSA that the
entity and the customer are not committed to the minimums in the MSA.
Consequently, even if the minimums are legally enforceable, the contract may
not meet all of the contract existence criteria, in which case it would not be a
contract in the revenue model under Topic 606. [606-10-25-1]

When an MSA does not create enforceable rights and obligations on its own, it
normally will when combined with a purchase order. Therefore, the MSA and
the purchase order are evaluated together to determine whether the contract
existence criteria are met. However, if additional steps must be taken for the
purchase order or MSA to create legally enforceable rights and obligations, then
a contract with a customer does not exist until those steps are completed.
Some examples of such additional steps include:

— executing a supplemental contract or addendum to the MSA subsequent to
receipt of the purchase order;

— acceptance of the purchase order;

— issuing a sales order acknowledgment form to the customer.

As a matter of law, if either party can cancel a purchase order without penalty
before the entity transfers the ordered goods or services, a contract does not
exist; this is true even if all the contract existence criteria are met. [606-10-25-1]

In this situation, a contract is deemed not to exist because each party has a
right to terminate the contract and the contract is wholly unperformed. The
contract is wholly unperformed because the entity has not transferred any
goods or services to the customer and has not yet received (nor is yet entitled
to receive) any consideration in exchange for the promised goods or services. In
contrast, once the entity transfers some or all of the goods or services in the
purchase order, the contract is no longer wholly unperformed. In that case, the
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entity is at least entitled to receive consideration in exchange for the goods or
services transferred to the customer. [606-10-25-4]

Example 3.2.10

Contract approval and enforceability (1)

ABC Corp. sells widgets and has a customary business practice of entering into
written contracts with its customers. These written contracts typically describe
the terms and conditions under which customers can obtain the widgets upon
receipt of an approved customer purchase order.

Customer has established a purchasing policy that requires execution of an
agreement with its vendors before it will accept delivery of any products. ABC
and Customer negotiate the terms of an arrangement and execute a written
MSA that is signed by both parties on December 29, Year 1. The MSA specifies
the terms and conditions for the widgets, including the price; however, it does
not yet commit Customer to purchase or ABC to transfer the widgets.

Subsequent to the execution of the MSA, Customer requests via an email to
the account manager that ABC transfer 100 widgets in accordance with the
December 29 MSA, for which it will submit a written purchase order. ABC
transfers control of the widgets to Customer on December 31, Year 1. The
written purchase order from Customer is not received by ABC until January 2,
Year 2.

The MSA signed by both parties on December 29, Year 1 does not, by itself,
create enforceable rights and obligations to transfer widgets because Customer
may, or may not, choose to order under the MSA.

After consulting with legal counsel, ABC concludes that the MSA in
combination with the email communication establish enforceable rights and
obligations between the parties with sufficient specificity to meet the contract
existence criteria. However, whether the customer email creates enforceable
rights and obligations may vary depending on the laws and regulations in the
relevant jurisdiction.

Consequently, ABC recognizes revenue for the transfer of the 100 widgets on
December 31, Year 1.

Example 3.2.20

Contract approval and enforceability (2)

Assume the same facts and circumstances as in Example 3.2.10, except for the
following.

— The MSA outlining the terms and conditions for the widgets, including the
unit price, is signed, dated and returned by Customer on January 2, Year 2.
ABC Corp. signed the agreement on December 22, Year 1 and it was
confirmed via email by Customer the same day.
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— ABC receives a written purchase order from Customer for the 100 widgets
on December 26, Year 1, referencing the master contract.

— ABC transfers control of the 100 widgets to Customer on December 30,
Year 1.

After consulting with legal counsel, ABC concludes that there was a valid
contract as of December 26, Year 1 when it received the purchase order. This is
because the contract, signed by ABC and sent to Customer, constituted an
offer that Customer accepted by executing the purchase order, even if it did not
execute the agreement until a few days later.

Consequently, ABC recognizes revenue for the transfer of the 100 widgets on
December 30, Year 1.

Example 3.2.30

Prepaid spending account

ABC Corp. enters into an arrangement with Customer whereby Customer
agrees to spend $2 million with ABC over a two-year period.

Customer prepays the $2 million at the date the prepaid spending account
(PSA) is agreed to and then ‘draws down’ from that balance over the two years
by issuing purchase orders for specific goods and services against a mutually
agreed price list.

The price list includes most of ABC's goods and services. The PSA agreement
establishes the prepaid amount, the two-year term and the price list. It also
includes all of the other relevant terms and conditions under which draw-
downs (through purchase orders) will be made — e.g. returns, warranties,
delivery mechanisms.

The $2 million upfront payment is subject to a ‘use it or lose it' provision —

any amount that Customer does not use through draw-downs by the end of the
two-year PSA term is forfeited and none of the $2 million is refundable to
Customer.

The price list in the PSA permits Customer to select from a wide variety and
quantity of ABC’s goods and services. For many of the services, an additional
statement of work (SOW) is necessary to establish the parameters of the
services to be provided; the PSA merely sets out the hourly rate that will be
applied to services of that nature.

Consequently, even though the PSA's ‘use it or lose it’ provision essentially is a
minimum quantity requirement, ABC cannot identify each party’s rights
regarding the goods or services to be transferred until Customer executes a
purchase order (and potentially also an SOW). Consistent with Question 3.2.20,
ABC cannot identify the good and or services promised because those services
in many cases will not be defined until a later date.

ABC also has no obligation to transfer any goods or services until Customer
executes a purchase order (and potentially also an SOW) making its selections.
Only then does ABC have a present obligation to transfer goods or services to
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Customer and can ABC identify each party’s rights regarding specific goods or
services it will transfer to Customer.

Consequently, the contract between ABC and Customer under Topic 606 is the
combination of the PSA and the purchase order (and SOW if necessary to
complete the order). Each purchase order will be a separate contract unless it is
combined with another purchase order based on the contract combination
guidance in paragraph 606-10-25-9 (see section 3.7).

Question 3.2.40
If a contract is subject to contingencies, ongoing

negotiations or in a preliminary stage, does it
qualify as a contract under Topic 606?

Interpretive response: Probably not. Among the criteria required for the
revenue model to apply to a contract are that (a) the parties have approved the
contract and are committed to performing their respective obligations and (b)
each party’s rights with respect to the goods and services, as well as the (c)
payment terms, can be identified.

We do not believe these criteria can be met if the contract:

— is subject to contingencies — e.g. substantive additional reviews yet to
occur and authorizations yet to be obtained;

— isin a preliminary stage — e.g. a letter of intent; or

— requires additional negotiations and subsequent amendments or revisions.

Therefore, if any of these remain unresolved at the reporting date, a contract to
which the revenue model would apply likely does not yet exist. [606-10-25-1]

However, there may be scenarios in which an entity continues to provide
services to a customer after expiration of a contract but during contract
extension negotiations. These fact patterns are discussed in Question 3.6.10
and Example 3.6.10.

Question 3.2.45

Does a contract that is subject to regulatory

approval before sales can occur exist under Topic
606?

Interpretive response: It depends. If the regulatory body from which the
approval must be obtained is the entity’s customer (e.g. the US government is
the customer), the contract likely does not exist until that approval is obtained
(see Question 3.2.40).

Likewise, a contract may not exist if regulatory approval is pending from a
regulatory body that is not a customer. This is because the parties cannot
identify the rights to goods or services and payment terms until the approval
contingency is resolved.
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However, we believe a pending regulatory approval would not preclude a
conclusion that the contract exists if an entity has a high degree of confidence
in obtaining regulatory approval and the regulatory body from which the
approval must be obtained is not a customer.

Factors to consider in determining whether there is a high degree of confidence
include: [AICPA AAG-REV 3.1.09]

— an entity's history of receiving regulatory approval from that regulatory
body;

— the level of participation and communication an entity has with the
government’s due diligence approval process;

— the presence of government officials advocating on the entity’s behalf;

— recent regulatory approvals of sales of similar goods to the same country;
and/ or

— clauses in the contract that allow the contractor to recover cost plus a
reasonable profit if regulatory approval is not obtained.

For example, aerospace and defense entities may enter into direct contracts
with foreign governments (i.e. foreign direct commercial sales), which often
require regulatory approval from the US federal government. The US federal
government is not a party to these types of contracts but obtaining regulatory
approval is required for the entity to sell to the foreign government customer. In
such cases, when the factors above are present, the requirement to obtain
regulatory approvals does not preclude an entity from concluding that a contract

exists under Topic 606 if all other contract existence criteria are met. [AICPA AAG-
REV 3.1.04-08]

In contrast, when regulatory approvals are not a customary part of an entity’s
contracting process (e.g. anti-trust approval) there is typically a higher degree of
uncertainty. In such cases, based on the factors above, the approval
contingency would typically result in a conclusion that a contract does not exist
unless approval is perfunctory.

In either case, all of the contract existence criteria must be met to conclude a
contract exists.

Question 3.2.50
Does the form of an entity’s contracts and evidence

of approval have to be consistent across
customers?

Interpretive response: No. An entity may have a customary business practice
of using written contracts or purchase orders to evidence an arrangement.
However, the entity may enter into arrangements with certain customers
whose business practices of providing evidence of an arrangement differ from
the entity’s customary practice of using written contracts —i.e. certain
customers may purchase products or services only by purchase orders or

by phone.

In fact, the entity may not have a customary business practice if it principally
relies on whatever method its customers prefer. For example, an entity may not
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use written contracts or purchase orders, but certain of the entity’s customers
may require signed written contracts or written purchase orders to purchase
goods or services.

Because the form of the contract does not, in and of itself, determine whether
a contract exists, whether the entity is consistent in the form of its contracts
and/or its evidence of approval of those contracts also do not, in isolation, affect
whether a contract exists.

Question 3.2.60

Are side agreements contracts?

Side agreements

Entities may enter into side agreements with customers outside of the
normal contracting process — e.g. as part of the negotiation process or in
response to an actual or perceived customer service issue. Those entities’
sales and marketing staff or business executives may be motivated to make
commitments to customers (verbally, written or electronically transmitted —
e.g. email) that are not part of the master arrangement with the customer
(often referred to as side agreements or side deals) to consummate a sale.

Interpretive response: It depends. All terms and conditions that create or
negate enforceable rights and obligations are considered in evaluating a
contract, regardless of whether they are in a side agreement or in the contract —
whether in a formal master agreement, statement of work or purchase order.

The form of a side agreement in which additional terms and conditions are
agreed to will not generally affect whether those terms and conditions are part
of the contract. This is because Topic 606 does not focus on the form of the
contract or its approval, but rather on whether enforceable rights and
obligations on the parties are specified and the parties are committed to
meeting their respective obligations. Therefore, side agreements can be oral,
electronic or written.

Side agreements often occur outside the entity's standard contract procedures.
Those contract procedures may have been established by an entity to ensure
enforceability of contracts entered into with its customers. Therefore, if a side
agreement’s terms and conditions differ from those in the master agreement,
an entity should assess whether the side agreement either establishes new
rights and obligations or changes existing rights and obligations.

A particular side agreement may not, in and of itself, create enforceable rights
and obligations on the parties. However, the side agreement may create a
reasonable expectation on the part of the customer that a promised good or
service will be transferred or that a discount, rebate or some other form of price
concession (including extended payment terms) will be granted. It may even
create a reasonable expectation that the terms of the written contract will not
be enforced.
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A pattern by the entity of providing free or discounted good or services or
providing subsequent discounts, rebates or extended payments through side
agreements may create implied performance obligations, variable consideration
or significant financing components in other contracts even if the side
agreements themselves are not legally enforceable. Any implied performance
obligations, variable consideration or significant financing components are
elements of a contract that are accounted for under Steps 2 and 3 (see
chapters 4 and 5). [606-10-25-16, 32-7]

Question 3.2.70

Do fiscal funding clauses affect the assessment of
whether a contract exists?

Interpretive response: It depends. When the customer in a contract is a
government, there may be a fiscal funding clause stating that the contract is
cancellable if the legislature or funding authority does not appropriate the funds
necessary for the government to pay.

A funding contingency, from a business enterprise or governmental unit, may
render the agreement to not be an enforceable contract under applicable laws
and/or regulations if the chance of the fiscal funding contingency being
triggered is more than remote. Determining whether the contingency being
triggered is more than a remote possibility requires judgment. If this possibility
is more than remote, a contract to which the revenue model applies may not
exist before funding has been formally approved.

Even when a contract with a fiscal funding clause is determined to exist, the
enforceable contract term may be affected if the clause has a more than
remote chance of being triggered. This is because the guidance in Topic 606
applies to the contractual period during which the parties have present
enforceable rights and obligations. Such rights may not exist beyond the
existing fiscal authorization because the customer has the unilateral right to
terminate services without penalty by not approving funding.

For example, an agreement may be for a stated three-year period, but if the
entity’s enforceable right to payment for providing the services in Years 2 and 3
is contingent on the customer obtaining fiscal authorization — i.e. the customer
may cancel the contract if the legislature or funding authority does not authorize
the expenditure, an enforceable contract likely exists for only one year. In that
scenario, the contract term under Topic 606 would only be the one year
covered by the current funding commitment, and any period beyond that is
considered cancellable by the customer. See section 3.8 for discussion of
contract term.

We believe there is an acceptable alternative view when the customer is a US
governmental unit and a contract otherwise meets the contract existence
criteria in paragraph 606-10-25-1. Under this alternative view, even if the chance
of the fiscal funding contingency being triggered is more than remote, the
unfunded portion of the contract is considered to be variable consideration. An
entity adopting this view includes variable consideration in the transaction price,
subject to the constraint (see section 5.3).
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Question 3.2.80
How should revenue related to goods or services

transferred before meeting the contract existence
criteria be recognized when the criteria are met?

Interpretive response: Activities may begin and goods or services may be
transferred before a contract meets the contract existence criteria in
paragraph 606-10-25-1. Revenue is recognized for any promised goods or
services that have been transferred to the customer on a cumulative catch-up
basis at the date these criteria are met. [TRG 03-15.33]

For example, a contract manufacturer may enter into an agreement to
manufacture a customized good. Purchase orders are non-cancellable and the
manufacturer has a contractual right to payment for all work in process once the
order is received. The manufacturer will pre-assemble some goods to meet the
anticipated demand from the customer before the purchase order is executed.
At the time the customer enters into the purchase order, the manufacturer has
satisfied a portion of the performance obligation that is satisfied over time (see
section 7.4). When the entity meets the contract existence criteria, the entity
recognizes an amount of revenue that reflects its progress toward completion
of the performance obligation on a cumulative catch-up basis.

Applying the collectibility criterion

FE Excerpt from ASC 606-10

> |dentifying the Contract

25-3 Some contracts with customers may have no fixed duration and can be
terminated or modified by either party at any time. Other contracts may
automatically renew on a periodic basis that is specified in the contract. An
entity shall apply the guidance in this Topic to the duration of the contract (that
is, the contractual period) in which the parties to the contract have present
enforceable rights and obligations. In evaluating the criterion in paragraph 606-
10-25-1(e), an entity shall assess the collectibility of the consideration promised
in a contract for the goods or services that will be transferred to the customer
rather than assessing the collectibility of the consideration promised in the
contract for all of the promised goods or services (see paragraphs 606-10-55-
3A through 55-3C). However, if an entity determines that all of the criteria in
paragraph 606-10-25-1 are met, the remainder of the guidance in this Topic
shall be applied to all of the promised goods or services in the contract.

* > Assessing Collectibility

55-3A Paragraph 606-10-25-1(e) requires an entity to assess whether it is
probable that the entity will collect substantially all of the consideration to
which it will be entitled in exchange for the goods or services that will be
transferred to the customer. The assessment, which is part of identifying
whether there is a contract with a customer, is based on whether the
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customer has the ability and intention to pay the consideration to which the
entity will be entitled in exchange for the goods or services that will be
transferred to the customer. The objective of this assessment is to evaluate
whether there is a substantive transaction between the entity and the
customer, which is a necessary condition for the contract to be accounted for
under the revenue model in this Topic.

55-3B The collectibility assessment is partly a forward-looking assessment. It
requires an entity to use judgment and consider all of the facts and
circumstances, including the entity's customary business practices and its
knowledge of the customer, in determining whether it is probable that the
entity will collect substantially all of the consideration to which it will be
entitled in exchange for the goods or services that the entity expects to
transfer to the customer. The assessment is not necessarily based on the
customer’s ability and intention to pay the entire amount of promised
consideration for the entire duration of the contract.

55-3C \When assessing whether a contract meets the criterion in

paragraph 606-10-25-1(e), an entity should determine whether the contractual
terms and its customary business practices indicate that the entity’'s exposure
to credit risk is less than the entire consideration promised in the contract
because the entity has the ability to mitigate its credit risk. Examples of
contractual terms or customary business practices that might mitigate the
entity’s credit risk include the following:

a. Payment terms — In some contracts, payment terms limit an entity’s
exposure to credit risk. For example, a customer may be required to pay a
portion of the consideration promised in the contract before the entity
transfers promised goods or services to the customer. In those cases, any
consideration that will be received before the entity transfers promised
goods or services to the customer would not be subject to credit risk.

b. The ability to stop transferring promised goods or services—An entity may
limit its exposure to credit risk if it has the right to stop transferring
additional goods or services to a customer in the event that the customer
fails to pay consideration when it is due. In those cases, an entity should
assess only the collectibility of the consideration to which it will be entitled
in exchange for the goods or services that will be transferred to the
customer on the basis of the entity’s rights and customary business
practices. Therefore, if the customer fails to perform as promised and,
consequently, the entity would respond to the customer'’s failure to
perform by not transferring additional goods or services to the customer,
the entity would not consider the likelihood of payment for the promised
goods or services that will not be transferred under the contract.

An entity’s ability to repossess an asset transferred to a customer should not
be considered for the purpose of assessing the entity’s ability to mitigate its
exposure to credit risk.

» » > Example 1—Collectibility of the Consideration
» ++ > Case A—Collectibility Is Not Probable

55-95 An entity, a real estate developer, enters into a contract with a customer
for the sale of a building for $1 million. The customer intends to open a
restaurant in the building. The building is located in an area where new
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restaurants face high levels of competition, and the customer has little
experience in the restaurant industry.

55-96 The customer pays a nonrefundable deposit of $50,000 at inception of
the contract and enters into a long-term financing agreement with the entity for
the remaining 95 percent of the promised consideration. The financing
arrangement is provided on a nonrecourse basis, which means that if the
customer defaults, the entity can repossess the building but cannot seek
further compensation from the customer, even if the collateral does not cover
the full value of the amount owed.

55-97 The entity concludes that not all of the criteria in paragraph 606-10-25-1
are met. The entity concludes that the criterion in paragraph 606-10-25-1(e) is
not met because it is not probable that the entity will collect substantially all of
the consideration to which it is entitled in exchange for the transfer of the
building. In reaching this conclusion, the entity observes that the customer’s
ability and intention to pay may be in doubt because of the following factors:

a. The customer intends to repay the loan (which has a significant balance)
primarily from income derived from its restaurant business (which is a
business facing significant risks because of high competition in the
industry and the customer’s limited experience).

b. The customer lacks other income or assets that could be used to repay the
loan.

c. The customer's liability under the loan is limited because the loan is
nonrecourse.

55-98 The entity continues to assess the contract in accordance with
paragraph 606-10-25-6 to determine whether the criteria in paragraph 606-10-
25-1 are subsequently met or whether the events in paragraph 606-10-25-7
have occurred.

Overview

Collectibility is the last criterion under paragraph 606-10-25-1 that must be met
for a contract to exist under the revenue model. It is also perhaps the most
difficult of the five criteria to apply.

The collectibility criterion is satisfied if it is probable that the entity will collect
substantially all of the consideration to which it will be entitled in exchange for
the goods or services that the entity will transfer to the customer.

Collection is probable

When assessing whether collection is probable, an entity considers the
customer’s ability and intention to pay substantially all of the amount of
consideration to which the entity expects to be entitled. [606-10-25-1(e)]

— Customer’s ability to pay. The assessment of the customer’s ability (i.e.
financial capacity) to pay the amount of consideration to which the entity
will be entitled in exchange for the goods or services transferred would
include assessing the customer's creditworthiness.
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— Customer’s intention to pay. The assessment of the customer’s intention
requires an entity to consider all of the facts and circumstances, including
the past practice of that customer or customer class. This assessment
should be made on the assumption that the corresponding performance
obligation will be satisfied and the consideration is not subject to further
variability that might affect the entity’s entitlement to that consideration.

Consideration to which it will be entitled

The collectibility criterion is applied to the amount to which the entity expects to
be entitled in exchange for the goods and services that will be transferred to
the customer. This amount may not be the stated contract price. Consequently,
an entity may need to determine the transaction price in Step 3 of the model
before assessing the collectibility criterion. This includes an estimate of variable
consideration and potential price concession. See section 3.4 for further details
on price concessions in the assessment of collectibility.

In addition, the collectibility criterion is only applied to consideration promised in
the contract for goods or service that will be transferred to the customer rather
than the consideration for all of the goods or services in the contract. The
phrase ‘will be transferred’ is intended to mean the goods or services that will
be transferred on the basis of the customary business practices of the entity in

dealing with its exposure to the customer’s credit risk throughout the contract.
[606-10-25-1(e), ASU 2016-12.BC11]

As a result, the consideration to which the entity is entitled would be limited to
the lesser of:

— The consideration attributable to the non-cancellable contract term.
For example, if a contract has a two-year term but either party can
terminate after one year without penalty, then an entity assesses the
collectibility of the consideration promised in the first year of the contract —
i.e. the non-cancellable term of the contract (see section 3.8 on contract
term); or

— The consideration attributable to the goods or services that the entity
will transfer to the customer after considering its ability to mitigate
any credit risk of the customer. If the entity has the ability and the intent
(e.g. based on its customary business practices) to mitigate that credit risk
by refusing to transfer further goods or services due to non-payment, then
the collectibility assessment is limited to the consideration to which the
entity is entitled for those goods or services it will transfer before it
discontinues further performance (see Question 3.3.10). However, the
contract term for purposes of applying the other steps in the revenue
model is the entire term of the contract.

An entity’'s assessment of collectibility could also be affected by its ability to
limit credit exposure through payment terms in the contract. For example, an
entity could mitigate its credit risk by requiring security deposits or advance
payments. A security deposit or advance payment may still not make it probable
that the customer will pay substantially all of the consideration for the promised
goods or services in the contract. But security deposits and advance payments
may ensure the entity will collect substantially all of the consideration to which
it expects to be entitled for the goods or services that it will transfer to the
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customer after taking into account its ability and intent to stop transferring
goods or services.

The assessment of collectibility does not include an entity’s ability to repossess
an asset transferred to a customer. This is because the ability to repossess an
asset does not mitigate an entity’'s exposure to its customer’s credit risk for the
consideration promised in the contract.

» « > Example 1 — Collectibility of the Consideration
» ++ > Case B — Credit Risk Is Mitigated

55-98A An entity, a service provider, enters into a three-year service contract
with a new customer of low credit quality at the beginning of a calendar
month.

55-98B The transaction price of the contract is $720, and $20 is due at the end
of each month. The standalone selling price of the monthly service is $20. Both
parties are subject to termination penalties if the contract is cancelled.

55-98C The entity’s history with this class of customer indicates that while the
entity cannot conclude it is probable the customer will pay the transaction price
of $720, the customer is expected to make the payments required under the
contract for at least 9 months. If, during the contract term, the customer stops
making the required payments, the entity’s customary business practice is to
limit its credit risk by not transferring further services to the customer and to
pursue collection for the unpaid services.

55-98D In assessing whether the contract meets the criteria in paragraph 606-
10-25-1, the entity assesses whether it is probable that the entity will collect
substantially all of the consideration to which it will be entitled in exchange for
the services that will be transferred to the customer. This includes assessing
the entity’s history with this class of customer in accordance with

paragraph 606-10-55-3B and its business practice of stopping service in
response to customer nonpayment in accordance with paragraph 606-10-55-
3C. Consequently, as part of this analysis, the entity does not consider the
likelihood of payment for services that would not be provided in the event of
the customer’'s nonpayment because the entity is not exposed to credit risk for
those services.

55-98E It is not probable that the entity will collect the entire transaction price
($720) because of the customer’s low credit rating. However, the entity’s
exposure to credit risk is mitigated because the entity has the ability and
intention (as evidenced by its customary business practice) to stop providing
services if the customer does not pay the promised consideration for services
provided when it is due. Therefore, the entity concludes that the contract
meets the criterion in paragraph 606-10-25-1(e) because it is probable that the
customer will pay substantially all of the consideration to which the entity is
entitled for the services the entity will transfer to the customer (that is, for the
services the entity will provide for as long as the customer continues to pay for
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the services provided). Consequently, assuming the criteria in paragraph 606-
10-25-1(a) through (d) are met, the entity would apply the remaining guidance
in this Topic to recognize revenue and only reassess the criteria in

paragraph 606-10-25-1 if there is an indication of a significant change in facts or
circumstances such as the customer not making its required payments.

*++ > Case C — Credit Risk Is Not Mitigated

55-98F The same facts as in Case B apply to Case C, except that the entity’s
history with this class of customer indicates that there is a risk that the
customer will not pay substantially all of the consideration for services received
from the entity, including the risk that the entity will never receive any payment
for any services provided.

55-98G In assessing whether the contract with the customer meets the
criteria in paragraph 606-10-25-1, the entity assesses whether it is probable
that it will collect substantially all of the consideration to which it will be
entitled in exchange for the goods or services that will be transferred to the
customer. This includes assessing the entity’s history with this class of
customer and its business practice of stopping service in response to the
customer’s nonpayment in accordance with paragraph 606-10-55-3C.

55-98H At contract inception, the entity concludes that the criterion in
paragraph 606-10-25-1(e) is not met because it is not probable that the
customer will pay substantially all of the consideration to which the entity will
be entitled under the contract for the services that will be transferred to the
customer. The entity concludes that not only is there a risk that the customer
will not pay for services received from the entity, but also there is a risk that
the entity will never receive any payment for any services provided.
Subsequently, when the customer initially pays for one month of service, the
entity accounts for the consideration received in accordance with

paragraphs 606-10-25-7 through 25-8. The entity concludes that none of the
events in paragraph 606-10-25-7 have occurred because the contract has not
been terminated, the entity has not received substantially all of the
consideration promised in the contract, and the entity is continuing to provide
services to the customer.

55-981 Assume that the customer has made timely payments for several
months. In accordance with paragraph 606-10-25-6, the entity assesses the
contract to determine whether the criteria in paragraph 606-10-25-1 are
subsequently met. In making that evaluation, the entity considers, among other
things, its experience with this specific customer. On the basis of the
customer’s performance under the contract, the entity concludes that the
criteria in 606-10-25-1 have been met, including the collectibility criterion in
paragraph 606-10-25-1(e). Once the criteria in paragraph 606-10-25-1 are met,
the entity applies the remaining guidance in this Topic to recognize revenue.

e+ > Case D — Advance Payment

55-98J An entity, a health club, enters into a one-year membership with a
customer of low credit quality. The transaction price of the contract is $120,
and $10 is due at the beginning of each month. The standalone selling price of
the monthly service is $10.
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55-98K On the basis of the customer’s credit history and in accordance with
the entity’s customary business practice, the customer is required to pay each
month before the entity provides the customer with access to the health club.
In response to nonpayment, the entity’s customary business practice is to stop
providing service to the customer upon nonpayment. The entity does not have
exposure to credit risk because all payments are made in advance and the
entity does not provide services unless the advance payment has

been received.

55-98L The contract meets the criterion in paragraph 606-10-25-1(e) because it
is probable that the entity will collect the consideration to which it will be
entitled in exchange for the services that will be transferred to the customer
(that is, one month of payment in advance for each month of service).

Question 3.3.10
In assessing collectibility, what does payment for

goods or services that ‘will be transferred to the
customer’ mean for a typical service arrangement?

Interpretive response: Topic 606 provides that when an entity has the ability
(i.e. the right and the capability) and the intent (typically evidenced by its
customary business practices) to stop providing services in the event of
customer non-payment, the entity does not have credit risk with respect to
those services it would not be required to provide. It is for this reason that
Topic 606 requires an entity to consider only the collectibility of the promised
consideration in the contract (i.e. the entity’s exposure to credit risk) for the
goods or services that the entity will transfer to the customer before it can stop
providing further goods or services due to customer non-payment.

Example 1, Cases B to D, in Topic 606 (reproduced above) demonstrate
applying this concept to service contracts. [606-10-55-98A — 55-98L]

In Cases B and C, even though the contract includes a promise by the entity to
provide three years of services, for which the customer pays monthly fees in
arrears, the entity has the ability and intent to stop providing the promised
services due to customer non-payment. Therefore, the services that ‘will be
transferred to the customer’ include only those services that the entity will
provide before its customary business practices stop services to the customer.
Although not specifically illustrated in either case, this might mean the services
that ‘will be transferred to the customer’ are only one or two months of service or
some longer period, depending on the entity’'s customary business practice with
respect to how long it permits a non-paying customer to continue

receiving services.

Case D illustrates a one-year gym membership, where the contract requires
advance payment each month by the customer; services (i.e. access to the
gym) are not provided for any given month if the advance payment has not
been received. Consequently, in Case D, the services that will be provided to
the customer are only the one month of services for which the customer
has prepaid.
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If an entity does not have either the ability to stop providing services to the
customer or the demonstrated intent to do so, the collectibility criterion is
assessed against the promised consideration for all of the promised services in
the contract. The following are examples.

— An entity may not have the right to stop providing promised services once a
customer files bankruptcy. This is because bankruptcy rules in some
jurisdictions require service providers to continue providing services that are
essential to the customer while the customer undergoes restructuring.

— For practical reasons, an entity may not be able to discontinue a service. For
example, a shipping company cannot simply dump the cargo into the sea,
and the ship is needed at the port of call in any event to fulfill the entity’s
next contract.

— The entity may have demonstrated its intent not to discontinue services in a
timely manner in the event of customer non-payment. Particularly if the
incremental costs of providing services to the customer are minor, an entity
may continue providing services and merely intend to pursue collection at a
later point. However, we believe a circumstance of this nature may strongly
indicate a price concession will be granted (see Question 3.4.10).

Even if an entity concludes it has the ability and the intent to discontinue
services for non-payment, the collectibility criterion is not automatically met.
Rather, the length of time the entity might continue to provide services to a
non-paying customer before stopping those services may influence the
assessment (see Question 3.3.20). To determine the length of time it might
continue to provide services in this case, an entity considers its customary
business practices or any other evidence of its intent regarding when to
stop services.

Collectibility will generally not be a concern in service arrangements that are
prepaid. For example, if the customer is required to prepay for all of the
promised services in the contract (e.g. prepay for a monthly gym membership)
then the 'will be transferred’ notion will not apply.

Question 3.3.20
Does an entity’s ability and intent to stop providing

goods or services automatically mean the
collectibility criterion is met?

Interpretive response: No. The collectibility criterion is met only when it is
probable that the entity will collect substantially all of the consideration to which
it will be entitled in exchange for the goods or services that will be transferred
to the customer.

The entity may not be able to conclude that it is probable it will collect
substantially all of the consideration to which it is entitled for the goods or
services it will provide if:

— itis not probable the entity will collect any consideration from the
customer; or
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— the entity does not have the ability or the demonstrated intent to
discontinue services in a timely manner after the customer stops paying for
the services. [606-10-25-1(e)]

Consider the following examples.

— Consistent with Example 1, Case C in Topic 606 (reproduced above), if an
entity has the ability and intent to timely discontinue services, but it is not
probable it will collect substantially all of the promised consideration for any
services it would provide before it discontinues, the arrangement is not a
genuine and substantive transaction. [606-10-55-3A, ASU 2016-12.BC12]

— Assume an entity concludes it is probable a customer will pay for the first
12 months of service in a 36-month contract, but that collectibility of the
remainder of the fees is not probable. If the entity does not have the ability
or intent to discontinue services for a number of months (say, four months)
after a customer stops paying for those services, the entity may conclude
that it is not probable that it will collect substantially all of the
consideration to which it will be entitled for the services that will be
provided to the customer.

Under this fact pattern, the entity will provide 16 months of service: the
first 12 months (for which the customer pays) plus an additional

four months (before it stops service). If the monthly fee is $100, the
promised consideration for the services the entity will provide is $1,600, but
it is only probable that the entity will collect $1,200 ($100 x 12). Therefore,
it is not probable the entity will collect substantially all of the promised
consideration for the services it will provide to the customer.

— If either of these circumstances, including the one in which the entity
expects to provide a price concession, apply, the entity accounts for the
contract using the alternative model explained in section 3.6 until
collectibility of a sufficient portion —i.e. substantially all — of the promised
consideration for the services that will be provided becomes probable.

However, in the latter case, when the entity does not have the ability or the
demonstrated intent to discontinue services, it may be that the entity is
implicitly willing to accept an amount of consideration that is less than the
promised amount (i.e. it will grant an implicit price concession) even if the entity
pursues collection of all amounts owed. If that is the case, the entity may
conclude it is probable that it will collect the reduced amount to which it
expects to be entitled ($1,200 in the above example), and that therefore the
collectibility criterion is met. See Question 3.4.10 for additional discussion of
implicit price concessions.

Example 3.3.10

Assessing collectibility when new customer has low
credit quality

ABC Corp. enters into a non-cancellable 36-month contract to provide services
to Customer. Customer is a new customer of low credit quality. The
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consideration promised in the contract is $3,600, with $100 payable in advance
each month.

Based on ABC's substantive history with this class of customer, ABC concludes
it is not probable that Customer will pay all of the promised consideration for
the promised 36 months of services. However, based on its experience with
similar customers, ABC expects Customer to make the required payments for
at least 10 months.

If Customer stops making the required payments, ABC has the right to deny
Customer further access to the service. Moreover, ABC's customary business
practice is to mitigate its credit risk by discontinuing services. In the event of
customer default, ABC always pursues collection for unpaid services.

Scenario 1: Discontinuation of services at the end of the month

ABC's customary business practice is to discontinue services by the end of the
month for which a customer has not paid. For example, if a customer pays in
advance for May, but does not pay for June, ABC typically discontinues services
by the end of June. ABC vigorously pursues collection from all its customers
and typically is successful in recovering some portion of the fees for which the
customer has not paid. No implicit price concession by ABC is expected.

ABC concludes it is probable it will collect substantially all of the consideration to
which it is entitled in exchange for services that will be provided to Customer.

This is because ABC expects to collect:

— all of the promised consideration in the contract for at least 10 months of
service; and

— if Customer defaults, some portion of the fees to which it would be entitled
for the month of service after that Customer stops paying.

Scenario 2: Discontinuation of service after five months

ABC's customary business practice is to discontinue services only after a
customer has not paid for the service for five months. For example, if a
customer pays in advance for May, but does not pay for June — October, ABC
typically discontinues services by the end of October.

ABC only discontinues services in this timeframe because its incremental costs
to provide the services are minor. Even if it cannot recover the entire contracted
fees for the unpaid months, it pursues collection vigorously and usually will
recover a portion of those fees that is sufficient to cover its costs of providing
the services and an acceptable profit margin. However, that portion of the
promised fees is a minor portion of the promised consideration.

ABC's experience with this class of customer and its history of providing
services well after a customer has defaulted on its payments suggests that
ABC is implicitly willing to accept a lower fee than that stated in the contract
with Customer. However, ABC expects those lower fees to result in a recovery
of consideration that provides a reasonable profit margin on the contract. As a
result, ABC concludes the lower fees are considered a price concession and
therefore considers the lower fees as the consideration it expects to be entitled
to for purposes of assessing collectibility.
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Because ABC has a history of collecting the lower fees, ABC concludes it is
probable that it will collect substantially all of the consideration to which it will be
entitled in exchange for the services that will be provided to Customer. However,
the transaction price includes variable consideration that ABC needs to estimate,
subject to the constraint (see section 5.3). Applying the constraint means that
ABC will not recognize revenue of $100/month at least in the earlier part of the
contract period. See section 3.4 for a discussion of price concessions.

Example 3.3.20

Assessing collectibility when an entity has a subprime
customer base with a history of default

ABC Corp. enters into non-cancellable contracts with customers to sell
consumer appliances. Substantially all of the appliance sales are financed by the
customer over a three-year period.

ABC has a large percentage of subprime customers, and as a result it has
historically collected approximately 65% of the sales price of all appliances sold.
If a customer defaults on their payments, ABC has the right to repossess the
appliance.

ABC does not assess the collectibility under a portfolio approach; instead, there
is a thorough underwriting process on a customer-by-customer basis to
evaluate creditworthiness of an individual. ABC's underwriting process includes
the following protocols.

— The transaction must happen in person and a credit score is obtained.

— The customer’s ability to pay is verified through validation of income
sources, and job and residence information.

— The approval and the specific terms of the financing (e.g. down payment,
interest rate, co-sign requirements) are based on the customer’s credit
score, income and job verification.

As a result of its underwriting process, ABC has a history of denying financing
to 30% of applicants. The high default rate for those provided financing is due
to events or circumstances affecting the customer’s creditworthiness after
obtaining financing (e.g. job loss, divorce, medical event).

Based on an appropriately designed underwriting process, ABC concludes it is
probable that it will collect substantially all of the consideration to which it will
be entitled in exchange for the appliance provided to the customer. Therefore,
the collectibility criterion under paragraph 606-10-25-1 is met. ABC records
operating expense to reserve for bad debts.
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Question 3.3.30

Do extended payment terms affect the evaluation
of collectibility?

Interpretive response: Extended payment terms do not in and of themselves
affect whether the collectibility criterion is met. However, they will likely factor
into the entity’s assessment of the credit risk to which it is subject as a result of
the contract.

Extended payment terms introduce additional credit risk about the customer’s
ability or intention to pay the consideration that may not exist if the customer
were required to pay for the goods or services as transferred or under non-
extended payment terms. Therefore, extended payment terms may indirectly
affect the evaluation of the collectibility criterion.

As discussed further in sections 5.3 and 5.5, extended payment terms may
indicate that:

— there is the risk of a future price concession, which would make the
transaction price variable. In that case, the entity would need to consider
whether it expects to provide a concession, and the transaction price would
be subject to Topic 606's constraint on variable consideration;

— a significant financing component exists in the contract.

Question 3.3.40

How should an entity assess collectibility for a
portfolio of contracts?

Interpretive response: The TRG agreed that collectibility should be assessed at

the individual contract level —i.e. the individual contract is the unit of account.
[TRG 01-15.13]

For example, assume that an entity has 1,000 similar contracts and historical
experience indicates that the entity will not collect on 2% of these contracts.
This does not mean that the collectibility criterion is not met for 2% of the
contracts. Rather, the entity evaluates whether collection is probable for an
individual contract based on its customary procedures performed prior to
entering into the arrangement to determine the credit risk associated with the
individual customer. [TRG 01-15.13]

If this evaluation indicates that collectibility is probable, the entity accounts for
the contract under Topic 606. [TRG 01-15.13]

However, in some situations, an entity may use a portfolio of historical data to
estimate the amounts that it expects to collect. This type of analysis may be
appropriate when an entity has a high volume of homogeneous transactions.
These estimates are then used as an input into the overall assessment of
collectibility for a specific contract.

For example, if on average a vendor collects 60% of amounts billed for a
homogeneous class of customer transactions and does not intend to offer a
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price concession, this may be an indicator that collection of the full contract
amount for a contract with a customer in that class is not probable. Therefore,
the collectibility criterion may not be met for that contract.

Conversely, if on average a vendor collects 90% of amounts billed for a
homogeneous class of contracts with customers, then this may indicate that
collection of the full contract amount for a contract with a customer in that class
is probable. In that case, the collectibility criterion may be met.

However, if the average collections were 90% because the vendor generally
collected only 90% from each individual contract, this may indicate that the
vendor has granted a 10% price concession to its customer. For a discussion
of the differentiation between collectibility and a price concession see
Question 3.4.10.

Question 3.3.50

Is a receivable recognized if the collectibility
criterion is not met?

Interpretive response: No. \When an entity concludes that a contract does not
exist because the collectibility criterion is not met (or because any of the other
contract existence criteria are not met), an entity does not record a receivable
for consideration that it has not yet received for the goods or services it has
already transferred to the customer.

This is consistent with the premise in Topic 606 that when collection is not
probable the contract is not substantive and therefore the legal right to
consideration is also not substantive for accounting purposes. [606-10-25-2]

Question 3.3.60

How is ‘substantially all’ defined for the
collectibility assessment?

Interpretive response: ‘Substantially all’ is not defined in Topic 606. In

ASU 2016-12, the FASB amended the collectibility criterion so that it is met if
‘substantially all" of the consideration to which the entity will be entitled is
collectible rather than ‘all’ of the consideration. The FASB decided that a
contract could represent a substantive transaction even if it is not probable the

entity will collect 100% of the consideration to which it expects to be entitled.
[ASU 2016-12.BC12]

The term ‘substantially all’ is used in other places in US GAAP - e.g. Topic 842
(leases) — and generally understood to mean approximately 90%. For example,
Topic 842 provides guidance that 90% might be appropriate for evaluating
‘substantially all’ (see section 3.3.3 of KPMG Handbook, Leases). We believe
90% should not be viewed as a safe harbor or bright-line and entities should
consider all relevant facts and circumstances about the customer and the
transaction. [842-10-55-2(c)]
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Price concessions

Overview

Before applying the collectibility criterion, an entity determines if it expects to
grant a price concession to the customer. If yes, the entity includes the
estimate of the concession in the amount of consideration to which it ultimately
expects to be entitled. It then applies the collectibility criterion to this estimated
amount. In other words, in some cases an entity effectively needs to determine
the transaction price (Step 3 of the model) and the guidance on estimating
variable consideration before assessing the collectibility criterion. Variable
consideration and price concessions are discussed in section 5.3.

The collectibility assessment is made after considering any expected price
concessions because price concessions are not related to a customer'’s ability
and intention to pay the consideration. Rather, concessions are typically granted
in response to other factors — e.g. competition and price pressures, sales
channel overload, regulatory changes.

When an entity expects to receive less than the stated consideration in a
contract, it can be difficult to determine whether the shortfall will be due to a
future price concession (variable consideration) or to the customer’s ability and
intention to pay (collectibility). Judgment is required in performing an evaluation.

Topic 606 includes two examples of implicit price concessions, reproduced
here: a life science prescription drug sale (Example 2), and a transaction to
provide healthcare services to an uninsured (i.e. self-pay) patient (Example 3). In
both examples, the entity concludes that the transaction price is not the stated
price or standard rate and that the promised consideration is variable because
the entity expects to grant a price concession. [606-10-55-99 — 55-105]

FE Excerpt from ASC 606-10

» « > Example 2—Consideration is Not the Stated Price—Implicit Price
Concession

55-99 An entity sells 1,000 units of a prescription drug to a customer for
promised consideration of $1 million. This is the entity’s first sale to a
customer in a new region, which is experiencing significant economic difficulty.
Thus, the entity expects that it will not be able to collect from the customer the
full amount of the promised consideration. Despite the possibility of not
collecting the full amount, the entity expects the region’s economy to recover
over the next two to three years and determines that a relationship with the
customer could help it to forge relationships with other potential customers in
the region.

55-100 \When assessing whether the criterion in paragraph 606-10-25-1(e) is
met, the entity also considers paragraphs 606-10-32-2 and 606-10-32-7(b).
Based on the assessment of the facts and circumstances, the entity
determines that it expects to provide a price concession and accept a lower
amount of consideration from the customer. Accordingly, the entity concludes
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that the transaction price is not $1 million and, therefore, the promised
consideration is variable. The entity estimates the variable consideration and
determines that it expects to be entitled to $400,000.

55-101 The entity considers the customer’s ability and intention to pay the
consideration and concludes that even though the region is experiencing
economic difficulty it is probable that it will collect $400,000 from the
customer. Consequently, the entity concludes that the criterion in

paragraph 606-10-25-1(e) is met based on an estimate of variable consideration
of $400,000. In addition, based on an evaluation of the contract terms and
other facts and circumstances, the entity concludes that the other criteria in
paragraph 606-10-25-1 are also met. Consequently, the entity accounts for the
contract with the customer in accordance with the guidance in this Topic.

* » > Example 3—Implicit Price Concession

55-102 An entity, a hospital, provides medical services to an uninsured patient
in the emergency room. The entity has not previously provided medical
services to this patient but is required by law to provide medical services to all
emergency room patients. Because of the patient’s condition upon arrival at
the hospital, the entity provides the services immediately and, therefore,
before the entity can determine whether the patient is committed to perform
its obligations under the contract in exchange for the medical services
provided. Consequently, the contract does not meet the criteria in

paragraph 606-10-25-1, and in accordance with paragraph 606-10-25-6, the
entity will continue to assess its conclusion based on updated facts and
circumstances.

55-103 After providing services, the entity obtains additional information about
the patient including a review of the services provided, standard rates for such
services, and the patient’s ability and intention to pay the entity for the services
provided. During the review, the entity notes its standard rate for the services
provided in the emergency room is $10,000. The entity also reviews the
patient’s information and to be consistent with its policies designates the
patient to a customer class based on the entity’s assessment of the patient’s
ability and intention to pay. The entity determines that the services provided
are not charity care based on the entity's internal policy and the patient’s
income level. In addition, the patient does not qualify for governmental
subsidies.

55-104 Before reassessing whether the criteria in paragraph 606-10-25-1 have
been met, the entity considers paragraphs 606-10-32-2 and 606-10-32-7(b).
Although the standard rate for the services is $10,000 (which may be the
amount invoiced to the patient), the entity expects to accept a lower amount of
consideration in exchange for the services. Accordingly, the entity concludes
that the transaction price is not $10,000 and, therefore, the promised
consideration is variable. The entity reviews its historical cash collections from
this customer class and other relevant information about the patient. The entity
estimates the variable consideration and determines that it expects to be
entitled to $1,000.

55-105 In accordance with paragraph 606-10-25-1(e), the entity evaluates the
patient’s ability and intention to pay (that is, the credit risk of the patient). On
the basis of its collection history from patients in this customer class, the entity
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concludes it is probable that the entity will collect $1,000 (which is the
estimate of variable consideration). In addition, on the basis of an assessment
of the contract terms and other facts and circumstances, the entity concludes
that the other criteria in paragraph 606-10-25-1 also are met. Consequently, the
entity accounts for the contract with the patient in accordance with the
guidance in this Topic.

Question 3.4.10
What factors should an entity consider in

determining whether there is an implicit price
concession and not a collectibility issue?

Interpretive response: Topic 606, including the two examples of implicit price
concessions (Examples 2 and 3), does not provide any explicit guidance about
how to determine if an entity may grant an implicit price concession.

However, the basis for conclusions to ASU 2014-09 states that an entity’s
customary business practices, published policies or specific statements may
provide evidence that the entity is willing to accept a lower price in exchange
for the promised goods and services. It also indicates that price concessions
may be more likely to be granted when doing so would enhance a customer
relationship or encourage future sales. [ASU 2014-09.BC192]

The FASB decided against providing further guidance on implicit price
concessions. However, we believe that the following factors that might indicate
an entity intends to offer a price concession may be useful for entities to
consider in the absence of authoritative guidance.

— The goods or services promised to the customer are not expected to
expose the entity to a significant economic loss if the customer does not
pay the promised consideration. If the entity would not incur a significant
loss it might be willing to provide a price concession. For example, the
incremental costs that an entity incurs to produce the good or service or
transfer it to the customer is negligible.

— The entity has previously chosen not to enforce its rights to the promised
consideration in similar contracts with the customer (or class of customer)
under similar circumstances. This pattern of accepting less consideration
than promised in similar contracts may provide evidence the entity will
provide a potential price concession.

— The entity has experience (or other evidence) about the customer not
fulfilling its obligations to pay the promised consideration in other contracts.
An entity's willingness to enter into a new contract with the customer
despite that history may suggest it will provide a price concession.

— The entity has experience (or other evidence) about the class of customer
to which the customer belongs not fulfilling their obligations to pay the
promised consideration in similar contracts under similar circumstances.

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

85



Revenue recognition
3. Step 1: Identify the contract(s) with a customer

Again, the entity’s willingness to enter into a contract with a customer in a
high credit risk class may suggest the entity will provide a price concession.

Variable consideration and price concessions are discussed in section 5.3.

Example 3.4.10

Collectibility criterion assessed based on amount

entity expects to receive for goods or services
transferred (1)

ABC Corp. enters into an arrangement with Customer for 1,000 units of
Product X for two years for $1,000,000. ABC's standard payment terms for
similar customers are two equal payments, one due at contract inception and
the second due at the beginning of Year 2.

Customer has a history of requesting a reduction in the second payment due,
which ABC has frequently granted to encourage Customer to make additional
purchases, including new products, in the future. ABC further notes that this
practice is not isolated to Customer. Other high-volume customers have made
similar requests that ABC has granted.

Based on all relevant facts and circumstances, ABC determines it is likely to
accept an amount of consideration less than the $1,000,000 promised amount.
It estimates that the amount of consideration to which it expects to be entitled
after taking the price concession into account is $900,000. For further
discussion of estimating variable consideration, see section 5.3.

Accordingly, when assessing the collectibility criterion, ABC assesses whether
it is probable that it will receive $900,000 - i.e. the amount to which it expects
to be entitled after the expected price concession.

See also Example 3.3.10, Scenario 2 and Example 3.4.20.

Example 3.4.20

Collectibility criterion assessed based on amount

entity expects to receive for goods or services
transferred (2)

Hospital treats an uninsured patient and is not in a position to, and does not,
assess the patient’s ability to pay at the time of service. Hospital bills the
patient $10,000. Although Hospital expects to pursue collection of that amount,
its experience with similar patients indicates that it will only collect $1,000.

Hospital estimates that the transaction price is $1,000 when considering the
guidance on variable consideration and the constraint. The $9,000 that it does
not expect to receive is an implicit price concession as opposed to a bad debt;
this is because the hospital was willing to provide services without performing a
credit assessment before providing the service. Patient service revenue of
$1,000 is recognized.
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Subsequently, Hospital collects only $950 of the $1,000 it expected to collect.
The difference of $50 is accounted for as an increase in the implicit price
concession (reduction of patient service revenue), if there has been no patient-
specific event indicating the patient no longer has the ability and intent to pay.

Alternatively, if there was a patient-specific event that is known to the hospital
suggesting that the patient no longer has the ability and intent to pay the
amount due (e.g. the patient had a job at the time of service but subsequently
lost it), the amount not collected ($50) would be recognized as bad debt
expense.

See also Example 3.3.10, Scenario 2 and Example 3.4.10.

Reassessment of contract existence criteria

|_:E Excerpt from ASC 606-10

> |dentifying the Contract

25-5 If a contract with a customer meets the criteria in paragraph 606-10-25-1
at contract inception, an entity shall not reassess those criteria unless there is
an indication of a significant change in facts and circumstances. For example, if
a customer's ability to pay the consideration deteriorates significantly, an entity
would reassess whether it is probable that the entity will collect the
consideration to which the entity will be entitled in exchange for the remaining
goods or services that will be transferred to the customer (see paragraphs 606-
10-55-3A through 55-3C).

25-6 If a contract with a customer does not meet the criteria in paragraph 606-
10-25-1, an entity shall continue to assess the contract to determine whether
the criteria in paragraph 606-10-25-1 are subsequently met.

Overview

If a contract does not meet contract existence criteria, the entity continues to
reassess the contract to determine when those criteria are met and when the
entity can begin to apply the revenue model to that contract.

If a contract meets all of the contract existence criteria at contract inception, the
entity does not reassess any of those criteria unless there is a significant
change in facts and circumstances. If, on reassessment, an entity determines
that the criteria are no longer met, then it ceases to apply the revenue model to
the contract from that date, but does not reverse any revenue previously
recognized. If a contract does not exist on reassessment, then the entity
follows the guidance discussed in section 3.6 on consideration received from a
customer before meeting the contract existence criteria. [606-10-25-5]

Example 4 in Topic 606 (reproduced below), illustrates a scenario when the
entity subsequently concludes the arrangement no longer meets the contract
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existence criteria. In that example, the entity reassessed and concluded in

year 3 of an arrangement that a contract no longer existed. However, there
could be circumstances where the entity reaches a conclusion earlier than they
did in the illustrative example. For example, if the customer indicated that it is
no longer a going concern, it may have provided earlier evidence of a significant
change in facts and circumstances.

 « > Example 4—Reassessing the Criteria for Identifying a Contract

55-106 An entity licenses a patent to a customer in exchange for a usage-
based royalty. At contract inception, the contract meets all the criteria in
paragraph 606-10-25-1, and the entity accounts for the contract with the
customer in accordance with the guidance in this Topic. The entity recognizes
revenue when the customer’s subsequent usage occurs in accordance with
paragraph 606-10-55-65.

55-107 Throughout the first year of the contract, the customer provides
quarterly reports of usage and pays within the agreed-upon period.

55-108 During the second year of the contract, the customer continues to use
the entity’s patent, but the customer’s financial condition declines. The
customer’s current access to credit and available cash on hand are limited. The
entity continues to recognize revenue on the basis of the customer’s usage
throughout the second year. The customer pays the first quarter’s royalties but
makes nominal payments for the usage of the patent in quarters 2-4. The
entity accounts for any impairment of the existing receivable in accordance
with Topic 310 on receivables.

55-109 During the third year of the contract, the customer continues to use the
entity’s patent. However, the entity learns that the customer has lost access to
credit and its major customers and thus the customer’s ability to pay
significantly deteriorates. The entity therefore concludes that it is unlikely that
the customer will be able to make any further royalty payments for ongoing
usage of the entity’s patent. As a result of this significant change in facts and
circumstances, in accordance with paragraph 606-10-25-5, the entity
reassesses the criteria in paragraph 606-10-25-1 and determines that they are
not met because it is no longer probable that the entity will collect the
consideration to which it will be entitled. Accordingly, the entity does not
recognize any further revenue associated with the customer’s future usage of
its patent. The entity accounts for any impairment of the existing receivable in
accordance with Topic 310 on receivables.
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Pending Content

Transition Date: (P) December 16, 2019; (N) December 16, 2022 | Transition
Guidance: 326-10-65-1

55-108 ... The entity accounts for any credit losses on the existing receivable
in accordance with Subtopic 326-20 on financial instruments measured at
amortized cost.

55-109 ... The entity accounts for additional credit losses on the existing
receivable in accordance with Subtopic 326-20.

Question 3.5.10

When does an entity reassess the collectibility
criterion?

Interpretive response: Once an entity determines that a contract exists under
Step 1 of the revenue model (including assessing the collectibility criterion), it
does not reassess the collectibility criterion unless there is a significant change
in facts and circumstances that results in a significant deterioration in the
customer’s creditworthiness. For example, a significant deterioration in a
customer’s ability to pay because it lost one of its customers that accounts for
75% of its annual sales would likely lead to a reassessment. [606-10-25-5]

The determination of whether there is a significant deterioration in the
customer’s creditworthiness will be situation-specific and will often be a matter
of judgment. The evaluation is not intended to capture:

— changes of a more minor nature that do not call into question the existence
of the contract; or

— changing circumstances that might reasonably fluctuate during the contract
term (especially for a long-term contract) that do not have a significant
effect. [TRG 01-15.13]

If, after a significant change in facts and circumstances, the entity determines
that collectibility is no longer probable, it discontinues using the general revenue
model and follows the guidance on accounting for consideration received when
a contract does not exist — the alternative model (see section 3.6). However,
the entity does not reverse revenue previously recognized.

If an entity determines that a contract does not exist under Step 1 of the
revenue model, it continually reassesses the arrangement. If the criteria for
Step 1 are subsequently met, the entity begins applying the revenue model to
the arrangement. See Question 3.2.80 on applying the revenue model to goods
or services transferred before meeting the contract existence criteria.
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Consideration received from customer before
meeting contract existence criteria

FE Excerpt from ASC 606-10

> |dentifying the Contract

25-6 If a contract with a customer does not meet the criteria in paragraph 606-
10-25-1, an entity shall continue to assess the contract to determine whether
the criteria in paragraph 606-10-25-1 are subsequently met.

25-7 \When a contract with a customer does not meet the criteria in

paragraph 606-10-25-1 and an entity receives consideration from the customer,
the entity shall recognize the consideration received as revenue only when one
or more of the following events have occurred:

a. The entity has no remaining obligations to transfer goods or services to the
customer, and all, or substantially all, of the consideration promised by the
customer has been received by the entity and is nonrefundable.

b. The contract has been terminated, and the consideration received from the
customer is nonrefundable.

c. The entity has transferred control of the goods or services to which the
consideration that has been received relates, the entity has stopped
transferring goods or services to the customer (if applicable) and has no
obligation under the contract to transfer additional goods or services, and
the consideration received from the customer is nonrefundable.

25-8 An entity shall recognize the consideration received from a customer as a
liability until one of the events in paragraph 606-10-25-7 occurs or until the
criteria in paragraph 606-10-25-1 are subsequently met (see paragraph 606-10-
25-6). Depending on the facts and circumstances relating to the contract, the
liability recognized represents the entity’s obligation to either transfer goods or
services in the future or refund the consideration received. In either case, the
liability shall be measured at the amount of consideration received from

the customer.

Overview

If a contract initially or upon reassessment does not meet the contract
existence criteria in paragraph 606-10-25-1 (see the discussion in section 3.5
regarding reassessment), an entity recognizes the consideration received as
revenue only when one of the three events in paragraph 606-10-25-7 has
occurred. [606-10-25-6]

This guidance is often referred to as the alternative model for recognizing
revenue because it was included to address how to account for consideration
and potentially recognize revenue when the contract existence criteria may
never be met.
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The following decision tree describes the criteria to recognize revenue under
the alternative model.

Is the consideration nonrefundable?

No

Yes

\ 4

Are the following criteria met?

— the entity has no remaining
obligation to transfer goods or
services; and

— all, or substantially all, of the Yes
consideration promised has been
received.
VNO
Recognize
Has the contract been terminated? consideration
Yes received as revenue
No
h 4

Are the following criteria met?

— the entity has transferred control
of the goods or services to which
the consideration that has been
received relates; and

— the entity has stopped transferring | Yes
goods or services and there is no
obligation to transfer additional
goods or services.

Recognize

consideration
received as
a liability"

' An entity continuously reassesses the contract existence and
alternative revenue recognition criteria

The first two criteria allow entities to recognize revenue when the contracts are
complete or cancelled and the entity received nonrefundable consideration. The
FASB added the third criterion to address situations when an entity has stopped
transferring goods or services but have not yet cancelled the contract in order
to maintain its legal rights and pursue collection. Without the third criterion, an
entity might have recognized a liability for nonrefundable consideration for a
significant period of time until the contract was legally terminated and the
second criterion was met. However, the third criterion is not equivalent to a
‘cash basis’ accounting because the entity must either stop transferring goods
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or services to the customer or not have any additional promised goods or
services to transfer. [ASU 2014-09.BC47, ASU 2016-12.BC23-BC24]

The FASB considered whether to include asset derecognition guidance (and
therefore cost recognition guidance) for assets related to a contract that does
not meet the contract existence criteria. However, it decided that including
asset derecognition guidance for these types of transactions would be outside
the scope of the revenue recognition project. The FASB, however, noted that
an entity should apply other US GAAP to determine if it should derecognize
assets related to contracts that do not meet the contract existence criteria.

An entity may not be able to defer any costs when the contract existence

criteria is not met if it does not control the asset transferred to the customer.
[ASU 2014-09.BC49]

Question 3.6.10

How does an entity account for services provided
after expiration of a contract?

Interpretive response: It depends. In some cases, an entity may continue to
deliver services to a customer under the terms of a contract after it has expired
— e.g. when terms of the new contract to replace the existing one are not
finalized before the expiration date of the existing contract. If the entity has
legally enforceable rights and obligations related to these services, then the
services delivered are accounted for under the revenue model.

Conversely, if the entity does not have legally enforceable rights and obligations
for the services delivered after the contract expires, then it applies the guidance
on accounting for consideration received before meeting the contract existence
criteria. Assessing whether enforceable rights and obligations continue to exist

is often complex and may require the advice of legal counsel.

Determining if an enforceable contract exists

Even if there are no provisions in the contract to continue the services after
expiration of the contract an entity could continue to provide the services under
the terms of the expired contract while a new contractual arrangement is being
negotiated. Even in this case, enforceable rights and obligations may still exist
and there may be evidence that both parties are committed to those
obligations. There may be circumstances in which an entity could conclude that
there are legally enforceable rights and obligations after a contract expires even
in the absence of a formal renewal agreement. Judgment may be required to
support that both parties are committed to their respective obligations after the
expiration of the written agreement.

Additional evidence could include the following.

— The entity’s past practice of invoicing for continued services after expiration
of the agreement, whether its customers (including the present customer if
applicable) have continued to pay, and the enforceability of those amounts
had they not paid. The entity’s provision of the services and the customer’s
continued payment may provide evidence to demonstrate the parties’
commitment.
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— Any customer purchase orders it received, whether contract negotiations
have begun, and any email communications evidencing the customer’s
intent to continue the services and pay for such services.

— The entity's history with the customer, and potentially other similar
customers, in terms of whether the customer has previously continued
services after contract expiration and paid for such services or entered into
a contract extension that addressed those services.

Ultimately though, evidence of behaviors may not be sufficient to conclude that
enforceable rights and obligations exist and legal interpretation by competent
counsel may be required.

Lastly, the entity would need to conclude that collectibility of amounts due for
the continued services is probable.

If there is an enforceable contract in the scope of the revenue model

If there is an enforceable contract in the scope of the revenue model, revenue
continues to be recognized as the services are provided based on the terms and
conditions of the contract.

If the fees for the services are uncertain because of ongoing negotiations to
enter into a new formal agreement, the fees are considered variable
consideration and estimated subject to the constraint (see section 5.3).

When the formal agreement is executed, if the fees for the services provided
post-expiration are changed, this results in either:

— an adjustment to the variable consideration included in the transaction
price; or

— if the consideration was not deemed to be variable, as a contract
modification (see section 11.2); this might occur when the entity had no
indication that the formal contract would not include the fees it was
charging the customer.

If there is not an enforceable contract in the scope of the revenue model

The entity considers the guidance for consideration received before meeting
the contract existence criteria (see section 3.6.10) to determine if revenue can
be recognized. We believe that a conclusion about whether revenue can be
recognized under the alternative model could be different depending on the
reason why the contract existence criteria was not met. Different conclusions
could be reached:

a. because enforceable rights and obligations do not exist — i.e. a legally
binding contract does not exist; or
b. solely because the collectibility criterion is not met.

Regardless of the reason, the entity would defer any consideration received
from the customer and recognize it as a deposit liability until there is an
enforceable contract in the scope of the revenue model. At that point in time,
the entity recognizes revenue on a cumulative catch-up basis for the services
already provided under the newly established contract and accounts for the
remainder of the contract in the same manner as any other services.
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Enforceable rights and obligations do not exist

If there is no legally binding contract, we do not believe it would be possible for
the entity to conclude that it has met any of the criteria in the alternative model
(see decision tree in section 3.6.10).

Collectibility criterion not met

If a legally binding contract exists, but the revenue model does not apply solely
because the collectibility criterion is not met, the entity may be able to conclude
that the criteria in the alternative model have been met. Therefore, it may
recognize revenue for payments received upon the occurrence of one of the
events represented in the alternative model.

For example, if the legally binding contract does not obligate the entity to
provide services beyond either those already performed or for which the
customer has already paid — e.g. the current month'’s services paid in advance,
the entity would likely be able to recognize revenue for the services it has
already provided and for which it has received a nonrefundable payment for
substantially all of the consideration to which it is legally entitled. That is, under
paragraph 606-10-25-7(a), the entity may be able to conclude that it has no
remaining obligation to provide further services —i.e. beyond those already
provided after the previous contract expired — and has received a nonrefundable
payment for substantially all of the consideration to which it is entitled for those
services. If this is the case, it can recognize revenue for the services once those
services are complete and substantially all of the consideration to which it is
entitled for those services has been received. [606-10-25-7(a)]

Example 3.6.10

Contract continuation for a service

ABC Corp. and Customer have a longstanding relationship wherein ABC
provides cleaning services. The parties’ latest 12-month service agreement
expired on May 31, Year 2, and did not include any provision for automatic
renewal of the service. Customer paid $120,000 upfront for the 12 months of
service on June 1, Year 1, which was the observable stand-alone selling price
for the service. ABC recognizes its service revenue over time using a time-
based measure of progress (see sections 7.3 and 7.4.40).

The following additional facts are relevant.

— A new service agreement requiring a fee of $108,000 for the 12-month
period June 1, Year 2 to May 31, Year 3 is signed on July 31, Year 2.

— No agreement existed from June 1, Year 2 until July 31, Year 2, although
ABC continued to provide in anticipation of executing an agreement.

— As per its customary business practice, ABC invoiced Customer for the
June 1, Year 2 to May 31, Year 3 service in May Year 2 at the amount that
was agreed for the preceding year ($120,000).

— ABC concludes, based on advice of legal counsel, that an enforceable
contract did not exist between June 1, Year 2 and July 31, Year 2.
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Scenario 1: Customer does not pay initial invoice

Customer did not pay ABC’s $120,000 invoice issued in May Year 2. ABC
cancelled that invoice on July 31, Year 2 when the new contract was executed
and issued a new invoice for the agreed-upon $108,000, which the Customer
paid shortly afterwards.

ABC records the following journal entry on July 31, Year 2.

Debit Credit
Receivable 108,000
Contract liability 90,000
Revenue’ 18,000
To recognize contract with Customer.

Note:

1. Two months of revenue (June and July) already earned: $108,000/ 12 x 2. The
remaining $90,000 of service revenue will be recognized at $9,000 per month for the
remaining 10 months.

Scenario 2: Customer partially pays initial invoice

Customer partially paid ($40,000) the $120,000 invoice issued by ABC in May
Year 2. When the new contract was executed on July 31, Year 2, Customer
paid ABC the balance of the $108,000 new contract service fee ($108,000 —
$40,000 = $68,000).

Despite the fact that Customer partially paid the $120,000 invoice, ABC does

not recognize any revenue until the new agreement is established on July 31,
Year 2. This is because the criteria in the alternative model are not met before
the new agreement is established consistent with the advice of legal counsel.

ABC records the following journal entries.

Debit Credit

Cash 40,000
Deposit liability 40,000

To recognize cash received in May, Year 2.

Cash 68,000
Deposit liability 40,000
Contract liability? 90,000
Revenue 18,000

To recognize contract with Customer on July 31,
Year 2.

Note:
1. $90,000 remaining consideration to recognize.
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Scenario 3: Customer partially pays initial invoice and entity has history of
enforcing payment

Assume the same facts as in Scenario 2, except that ABC concludes that an
enforceable contract does exist based on relevant experience with enforcing
similar arrangements and the advice of legal counsel.

Because an enforceable contract exists on June 1, Year 2, ABC continues to
recognize service revenue as it provides it to the Customer. However, it does
not continue to recognize $10,000 per month because the transaction price for
the service it is providing subsequent to expiration of the prior agreement is
uncertain — ABC knows from relevant experience that Customer will likely
negotiate a lower service fee than the $120,000 in the prior year.

ABC applies the guidance on estimating variable consideration, including the
constraint (see section 5.3), and estimates revenue of $7,000 per month. When
the new agreement is signed on July 31, Year 2, ABC trues up the revenue
recognized for the post-expiration period based on resolution of the uncertainty
surrounding the transaction price for the service provided during those periods.

ABC records the following journal entries.

Debit Credit

Cash 40,000
Contract liability 40,000

To recognize cash received in May, Year 2.

Contract liability 14,000
Revenue 14,000

To recognize revenue for June and July, Year 2.

Cash 68,000
Contract liability 64,000
Revenue’ 4,000

To recognize contract with Customer on July 31,
Year 2.

Note:
1. $18,000 (see Scenario 2) less $14,000 already recognized.

Question 3.6.20

Can revenue be recognized on a cash basis when

the collectibility criterion is not met and the entity
continues to provide goods or services to the
customer?

Interpretive response: Generally, no. If the collectibility criterion is not met, an
entity continuing to provide goods or services to the customer cannot record
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revenue based on its collections unless the alternative model criteria in
paragraph 606-10-25-7 are met (see decision tree in section 3.6.10). Under the
alternative model, an entity cannot recognize revenue when it has a remaining
obligation to transfer goods or services to a customer or it chooses to continue
to transfer goods or services to a customer when substantially all of the
consideration to which it is legally entitled has not been received.

There are limited scenarios in which an entity can continue to transfer goods or
services under a contract, determine collectibility is not probable, but
nevertheless recognize some revenue. This is because the collectibility criterion
is evaluated based only on the goods or services expected to be transferred.
See Questions 3.3.10 and 3.3.20 for the evaluation of arrangements where an
entity has the ability and intent to stop providing the promised goods or
services due to customer non-payment.

Example 3.6.20

Cash received when collectibility criterion is not met

ABC Corp. provides Customer with three years of access to its networking
platform in exchange for monthly payments of $10,000. In January of Year 2 of
the contract, Customer experiences a significant decline in its business and has
difficulty meeting its financial commitments.

ABC agrees to extended payment terms that allow Customer to make
nonrefundable payments of $2,000 per month during Year 2, with the remaining
amounts due in Year 3. The contract is not terminated, ABC continues to
provide Customer with access to its platform and intends to enforce payment
for remaining amounts in Year 3. ABC performs a reassessment of the contract
existence criteria and determines that collectibility of the remaining
consideration to which it expects to be entitled is not probable.

ABC receives $15,000 in partial payments in Year 2. Because the collectibility
criterion was not met upon reassessment, ABC must evaluate the alternative
model criteria in paragraph 606-10-25-7 to determine how to recognize revenue
for the $15,000 nonrefundable payment received.

— The first criterion is not met because Customer has not remitted
substantially all of the consideration promised for the services provided.

— The second criterion is not met because the contract has not been
terminated.

— The third criterion is not met because ABC has not stopped transferring
services to Customer.

Based on the evaluation of the alternative model criteria, ABC cannot recognize
revenue for the cash received from Customer in Year 2. Therefore, even though
ABC received $15,000 in cash consideration, ABC recognizes a deposit liability
for $15,000 and records no related revenue.

Note: If the contract existence criteria (including the collectibility criterion) or
one of the criteria in the alternative model is met upon reassessment in Year 3,
ABC would record a cumulative catch-up to revenue for the services already
provided.
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Combining contracts

|_:E Excerpt from ASC 606-10

> Combination of Contracts

25-9 An entity shall combine two or more contracts entered into at or near the
same time with the same customer (or related parties of the customer) and
account for the contracts as a single contract if one or more of the following
criteria are met:

a. The contracts are negotiated as a package with a single commercial
objective.

b. The amount of consideration to be paid in one contract depends on the
price or performance of the other contract.

c. The goods or services promised in the contracts (or some goods or
services promised in each of the contracts) are a single performance
obligation in accordance with paragraphs 606-10-25-14 through 25-22.

Overview

When an entity enters into multiple contracts with the same customer it needs
to determine if in substance those arrangements should be accounted for as a
single contract. Determining when multiple contracts should be combined
requires judgment and consideration of both the form and the substance of an
arrangement. The following decision tree outlines the criteria for determining
when an entity combines two or more contracts and accounts for them as a
single contract.

Are the contracts entered into at or
near the same time with the same
customer or related parties of the No

customer?

Yes Account for as
separate contracts

A4

Are one or more of the following

criteria met?

— contracts were negotiated as a
single commercial package

— consideration in one contract
depends on the other contract No

— goods or services (or some of
the goods or services) are a
single performance obligation

Yes

Account for contracts

together as a single
contract
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In addition to entering into contracts at or near the same time with the same
customer, one or more of the criteria in paragraph 606-10-25-9 need to be met
for the contracts to be combined.

When either criterion (a) or (b) in paragraph 606-10-25-9 is met, the relationship
between the consideration in the contracts (i.e. the price interdependence) is
such that if those contracts were not combined, the amount of consideration
allocated to the performance obligations in each contract might not faithfully
depict the value of the goods or services transferred to the customer.

The criterion in paragraph 606-10-25-9(c) was included to avoid the
possibility that an entity could effectively bypass the guidance for identifying

performance obligations depending on how the entity structures its contracts.
[ASU 2014-09.BC73]

Often entities have continuing and multifaceted relationships with their
customers (including resellers), and this business relationship will lead to
numerous signed or oral arrangements between the two parties that will need
to be evaluated. However, in order for two or more contracts to be combined,
they should be with the same customer.

In some situations, contracts with related parties (as defined in Topic 850)
should be combined if there are interdependencies between the separate
contracts with those related parties. [ASU 2014-09.BC74]

F% Excerpt from ASC 850-10

20 Glossary
Related Parties
Related parties include:

a. Affiliates of the entity

b. Entities for which investments in their equity securities would be required,
absent the election of the fair value option under the Fair Value Option
Subsection of Section 825-10-15, to be accounted for by the equity method
of the investing entity

c. Trusts for the benefit of employees, such as pension and profit-sharing
trusts that are managed by or under the trusteeship of management

d. Principal owners of the entity and members of their immediate families

Management of the entity and members of their immediate families

Other parties with which the entity may deal if one party controls or can

significantly influence the management or operating policies of the other to

an extent that one of the transacting parties might be prevented from fully

pursuing its own separate interests

g. Other parties that can significantly influence the management or operating
policies of the transacting parties or that have an ownership interest in one
of the transacting parties and can significantly influence the other to an
extent that one or more of the transacting parties might be prevented from
fully pursuing its own separate interests.

Al O]
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See chapter 8 of KPMG Handbook, Financial statement presentation, for further
discussion of related parties.

Question 3.7.10

What constitutes ‘at or near the same time’ when

evaluating whether two or more contracts should
be combined?

Interpretive response: Topic 606 does not provide a bright-line for evaluating
what constitutes ‘at or near the same time' to determine whether two or more
contracts should be combined. Although facts and circumstances may vary, we
believe it may be helpful for an entity to have an accounting policy for making
that determination.

For example, an entity may perform services for a majority of the customers
that buy a certain product and have a business practice of entering into follow-
on contracts to provide those services. In this scenario, the entity might
specifically consider the period of time that generally lapses between the
initiation of the contract for the goods and the follow-on contract for the
services to determine what represents a minimum period of time within
which the entity would conclude two or more contracts were entered into at
or near the same time. In other words, any contracts entered into under the
minimum timeframe established would be considered at or near the same
time.

However, just because two contracts are not entered into within the minimum
period established by the entity does not mean they were not entered into ‘at
or near the same time'. An entity should have processes in place that consider
specific facts and circumstances in cases that may not be ‘customary’ or usual.
For example, an entity should not ignore the fact that two nonstandard
agreements, such as ones that are different from or larger than the entity’s
typical arrangements, were being discussed or negotiated over the same period
of time and would appear to be significantly interrelated solely because they
were not executed within the entity’s established ‘minimum period'.

An entity should have processes and controls to ensure multiple contracts
initiated with the same customer at or near the same time are identified on a
timely basis, and therefore appropriately considered as to whether they should
be accounted for as a single contract. This may include processes and controls
to identify ongoing negotiations so that revenue related to a contract is not
recognized until the entity has evaluated whether the contract under negotiation
should be combined with other contracts.

In addition, an entity should consider whether a separate agreement is a
modification to the original agreement and whether it should be accounted for
as a new contract or as part of the existing contract. For a discussion of
contract modifications, see section 11.2.
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Example 3.7.10

Combining contracts (1)

ABC Corp. sells equipment, Product P. Product P functions as designed without
any customization or modification services, and can be installed at a customer
site without ABC's assistance.

ABC entered into a contract with Customer to sell Product P. After 45 days,
ABC and Customer enter into a separately papered agreement for ABC to
provide services to modify Customer’s Product P. The services include
significant modification of Product P that enhances and changes its
functionality.

While executed separately, the two agreements were negotiated during the
same time period (even though commencement and completion of the
negotiations were not co-terminus) and largely by the same ABC and
Customer personnel.

ABC concludes that, if the two contracts were combined, Product P and the
service to customize Product P would be a single performance obligation (see
section 4.3). ABC also concludes that the two agreements were negotiated as a
package with a single commercial objective — i.e. to enable Customer to use the
customized equipment.

Therefore, because the contract for Product P and the services agreement were
entered into near the same time, the two agreements constitute a single
contract and ABC accounts for the Product P and the customization services as
a single performance obligation.

Example 3.7.20

Combining contracts (2)

Assume the same facts as in Example 3.7.10, except for the following.

— The services agreement is executed nearly five months after the contract
for Product P.

— The size of the two agreements and the extent of the services are larger
than any other arrangement that ABC Corp. has entered into in recent
years.

— ABC has an accounting policy, based on its customary business practices,
that contracts entered into within 90 days of each other have been entered
into ‘at or near the same time’.

Consistent with Example 3.7.10, ABC concludes that:

— if the two contracts were combined, Product P and the services to
customize the equipment would be a single performance obligation; and

— the two agreements were negotiated as a package with a single
commercial objective — to enable Customer to use the customized
equipment.
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In this case, ABC concludes that the two agreements were entered into near
the same time as each other even though five months is longer than its
established policy of treating 90 days or less as ‘at or near the same time’.
Consistent with the discussion in Question 3.7.10, even though ABC has an
accounting policy in this regard that is reasonable to ABC's customary
customer arrangements, ABC considers that this is an ‘atypical’ customer
arrangement — i.e. it is unusually large and complex — such that the specific
facts and circumstances should also be considered. The significantly
overlapping negotiations and negotiating parties, along with the overall
context of the two agreements, leads ABC to conclude that a delay in
obtaining final agreement on the services contract does not mean that the
contract for Product P and the services agreement were not entered into near
the same time as each other.

Example 3.7.30

Combining contracts (3)

ABC Corp. enters into a contract with Customer to provide equipment
(Product P). Product P is fully functional upon basic installation that most
customers can perform themselves or obtain from numerous service providers
other than ABC. However, approximately one month after the contract is
executed, Customer decides that it wants ABC to provide some services so
that Customer can more effectively use Product P. Consequently, ABC and
Customer enter into a services agreement for ABC to provide specified
installation services.

The installation services are not complex. However, Customer views the
services as important to its ability to immediately begin using Product P as
intended; when it executes the services agreement, Customer requires a
clause that it is permitted to withhold up to 50% of the fees required under
the contract for Product P until the services are successfully completed
and accepted.

The two agreements were executed near the same time (approximately

one month apart). Moreover, the services agreement effectively modifies the
product agreement by changing its payment terms — i.e. permitting a delay in
Customer'’s payments for Product P until the services agreement is
successfully fulfilled. In addition, the consideration to be paid for Product P is
dependent on the successful completion of the services in the services
agreement. Therefore, ABC concludes that the contract for Product P and the
services agreement should be combined.

Note: Just because the agreements should be combined does not necessarily
mean that Product P and the services are a single performance obligation in the
combined contract. For further discussion of identifying the performance
obligations in a contract under Step 2 of the revenue model, see section 4.3.

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

102



Revenue recognition
3. Step 1: Identify the contract(s) with a customer

Question 3.7.20
Should contracts entered into between different

divisions of the same entity or the same customer
be evaluated for possible combination?

Interpretive response: Yes. There is no exception for considering whether two
or more contracts should be combined because they were executed by
different divisions of the entity or the customer. In fact, contracts with related
parties of the customer that may not even be part of the same consolidated
entity are considered for possible combination.

However, whether the contracts were negotiated by the same parties or,
instead, were negotiated with different divisions of the entity or the customer
may significantly influence whether any of the three specified criteria in
paragraph 606-10-25-9 are met. For example, two contracts entered into by
different divisions of one or both parties may be less likely to have been
‘negotiated as a package with a single commercial objective’ or to have goods
or services that are a single performance obligation.

Question 3.7.30

Can contracts entered into at or near the same time
with multiple customers be combined?

Interpretive response: No. The FASB considered whether to specify that all
contracts should be combined if they were negotiated as a package to achieve
a single commercial objective, regardless of the customer. However, the FASB
decided against this approach because it was concerned that doing so could
have the unintended consequence of an entity combining too many contracts
and not faithfully depicting the entity’'s performance. [ASU 2014-09.BC75]

Further, in an SEC staff speech, it was noted that the SEC's Office of the Chief
Accountant had been consulted on the contract combination guidance. It was
noted that because Topic 606 explicitly limits what contracts may be combined,
the staff objected to a registrant’s proposal to extend the contract combination
guidance beyond contracts with the same customer or related parties of the
same customer. [2016 Baruch]

Question 3.7.40

Do purchase orders under the same MSA need to
be combined?

Interpretive response: It depends. Even if the MSA is not legally enforceable,
the pricing among the purchase orders may be interrelated and required to be
combined into a single contract. As a consequence, purchase orders that are
issued separately should be evaluated and combined if the criteria for
combining contracts are met.
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For example, if an entity receives two separate purchase orders at or near the
same time for units to be delivered in Month 1 and Month 2, then the entity
assesses whether the purchase orders were negotiated as a single commercial
package — e.g. price adjustments were made for cash flow reasons — or
independent of one another.

If the purchase orders are combined, this may result in the transaction price
allocated to performance obligations in an individual purchase order being
different from the stated contract price. For example, assume a customer
submits two purchase orders that are combined for 200 units each to be
transferred in Month 1 and Month 2 and stated the unit prices are $100 in
Month 1 and $80 in Month 2. In that scenario, the transaction price allocated to
each unit would likely be $90 if the stand-alone selling price is the same for
each unit.

When purchase orders are not combined, the MSA may contain implicit or
explicit promises that are relevant to other steps in the revenue model. This
includes considering whether the pricing on subsequent purchase orders may
include a material right under Step 2 or any variable consideration under Step 3
(e.g. a rebate or discount) that are not disclosed in the purchase orders.

Term of the contract

|_:E Excerpt from ASC 606-10

> |dentifying the Contract

25-3 Some contracts with customers may have no fixed duration and can be
terminated or modified by either party at any time. Other contracts may
automatically renew on a periodic basis that is specified in the contract. An
entity shall apply the guidance in this Topic to the duration of the contract (that
is, the contractual period) in which the parties to the contract have present
enforceable rights and obligations. In evaluating the criterion in paragraph 606-
10-25-1(e), an entity shall assess the collectibility of the consideration promised
in a contract for the goods or services that will be transferred to the customer
rather than assessing the collectibility of the consideration promised in the
contract for all of the promised goods or services (see paragraphs 606-10-55-
3A through 55-3C). However, if an entity determines that all of the criteria in
paragraph 606-10-25-1 are met, the remainder of the guidance in this Topic
shall be applied to all of the promised goods or services in the contract.

25-4 For the purpose of applying the guidance in this Topic, a contract does not
exist if each party to the contract has the unilateral enforceable right to
terminate a wholly unperformed contract without compensating the other party
(or parties). A contract is wholly unperformed if both of the following criteria
are met:

a. The entity has not yet transferred any promised goods or services to the
customer.
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b. The entity has not yet received, and is not yet entitled to receive, any
consideration in exchange for promised goods or services.

Overview

When a contract exists under Topic 606, the revenue model is applied to the
duration of that contract — i.e. the contractual period — in which the parties to
the contract have presently enforceable rights and obligations. The
determination of the contract term is important because it may affect all of
the following:

— the collectibility assessment (Step 1);

— the measurement (Step 3) and allocation (Step 4) of the transaction price;
— the timing of revenue recognition (Step 5);

— contract modifications; and

— the identification of material rights.

Additionally, the length of the contract may affect the applicability of certain
practical expedients, including those related to identifying significant financing
components (see section 5.5) and disclosure of the transaction price allocated
to the remaining performance obligations (see section 15.7).

Determining the contract term typically is not difficult when a contract has a
stated duration and neither party has the unilateral right to cancel the contract.

In contrast, it can be more challenging when either party has cancellation rights.

For example, a contract does not exist for accounting purposes if each party to
the contract has the unilateral right to terminate a ‘'wholly unperformed’
contract without compensating the other party (or parties). A contract is wholly
unperformed if both of the following criteria are met:

— the entity has not yet transferred any promised goods or services to the
customer; and
— the entity has not yet received, and is not yet entitled to receive, any

consideration in exchange for promised goods or services. [606-10-25-4,
ASU 2014-09.BC50]

Similarly, the contract term can be shorter than the stated term if both
parties have the unilateral right to terminate the contract without penalty.
Further, if only the customer has a right to terminate the contract without
penalty, the contract term may be shorter than the stated contract term (see
Question 3.8.20 for a discussion of the effect of termination penalties). As a
result, entities will need to carefully evaluate each party’s rights under the
contract to determine the appropriate contract term. [TRG 10-14.10, TRG 11-15.48]
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Question 3.8.10

What is the contract term in a period-to-period
contract that may be cancelled by either party, or
cancelled by the customer only, without penalty?

Excerpt from ASU 2014-09

BC50. The Boards decided that Topic 606 should not apply to wholly
unperformed contracts if each party to the contract has the unilateral
enforceable right to terminate the contract without penalty. Those contracts
would not affect an entity’s financial position or performance until either party
performs. In contrast, there could be an effect on an entity’s financial position
and performance if only one party could terminate a wholly unperformed
contract without penalty. For instance, if only the customer could terminate the
wholly unperformed contract without penalty, the entity is obliged to stand
ready to perform at the discretion of the customer. Similarly, if only the entity
could terminate the wholly unperformed contract without penalty, it has an
enforceable right to payment from the customer if it chooses to perform.

BC391. A renewal option gives a customer the right to acquire additional goods
or services of the same type as those supplied under an existing contract. This
type of option could be described as a renewal option within a relatively short
contract (for example, a one-year contract with an option to renew that
contract for a further year at the end of the first and second years) or a
cancellation option within a longer contract (for example, a three-year contract
that allows the customer to discontinue the contract at the end of each year). A
renewal option could be viewed similarly to other options to provide additional
goods or services. In other words, the renewal option could be a performance
obligation in the contract if it provides the customer with a material right that it
otherwise could not obtain without entering into that contract.

Interpretive response: Entities may enter into contracts under which services
are provided period-to-period — e.g. month-to-month or year-to-year basis —
unless cancelled by either party without penalty at the end of a period. A period-
to-period contract would also include a contract that provides the option to
renew each period — e.g. place a new order, sign a new contract. In both cases,
either party has the choice to discontinue services at each point in time it has a
termination or renewal right. Similarly, a contract that has a stated term (e.g.
one year) but can be cancelled by either party at periods during that stated

term (e.g. each month) without penalty would be considered a period-to-

period contract.

Period-to-period contracts (with or without stated terms) may be referred to as
evergreen contracts. Some evergreen contracts renew automatically while
others require a specific action by one or both parties to renew.

In a period-to-period contract, the contract term does not extend beyond the
period that can be cancelled without penalty. This would also be the case when
only the customer has a unilateral option to terminate a contract without
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penalty. For the effect of termination penalties on contract term, see
Question 3.8.20.

Both parties have termination rights

When both parties to the contract have the unilateral right to terminate the
contract without penalty at the end of any designated period, a contract does
not exist for periods beyond the then-current period. The contract term would
be the same if only the customer has a unilateral option to terminate a period-
to-period contract without penalty. For example, in a month-to-month contract,
the contract term is the current (one) month. [606-10-25-4, TRG 10-14.10]

Customer-only termination rights

When only the customer has a unilateral option to terminate a period-to-period
contract, some enforceable rights and obligations continue to exist even though
the contract term is only the then-current period: the customer has the
unilateral right to continue to receive services; and the entity has an obligation
to provide those services if elected by the customer for an optional period.

However, because those services are optional to the customer, the entity does
not account for the option unless it provides the customer with a material right.
If the option does not provide the entity with a material right, the entity only
accounts for the current period’s services that are not subject to cancellation.
When the customer exercises its option for the next period (which includes by
not cancelling the services), the entity accounts for that period as a separate
contract. If the renewal option gives the customer a material right, the material
right is accounted for as a performance obligation in the current contract (see
chapter 8). [TRG 11-15.48]

Example 3.8.10

Contract with unspecified term cancellable by either
party

ABC Corp. contracts with Customer to provide its service offering for a flat fee
of $130 per month, subject to annual increases based on the lesser of 2% or
changes in the consumer price index (CPI). $130 is the stand-alone selling price
for this service at contract inception. The contract term is indefinite, and it is
cancellable at the end of each month by either party without penalty.

ABC determines that the initial contract term is only one month and that the
contract term will always be one month under this arrangement. This is
because each subsequent month represents a wholly unperformed contract —
each party has the unilateral, enforceable right to terminate the contract at the
end of the then-current month without compensating the other party. A new
contract is deemed to exist each month once each party forgoes its cancellation
right for that period.
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Question 3.8.20

How does a termination penalty affect assessment
of the contract term?

Interpretive response: It may be the case that goods or services provided
under a contract can be terminated only by compensating the other party (i.e. a
penalty). For example, one party may be required to pay the other a termination
penalty, which may or may not be characterized explicitly as a termination
penalty.

Examples of provisions that act like a termination penalty contain a requirement
to either:

— continue to pay the contractual fees for a period of time even after the
services are no longer being provided; or
— forfeit an otherwise refundable deposit paid to the entity upfront.

If a penalty is substantive, the duration of the contract is the shorter of the
stated term or the period to which the contract can be terminated without
paying a penalty. A substantive termination penalty that compensates the other
party is evidence that enforceable rights and obligations exist throughout the
entire term. In other words, only by paying the penalty is the terminating party
relieved of its remaining enforceable obligations, and only in return for that
compensation does the non-terminating party forgo its remaining enforceable
rights.

The TRG concluded that entities should reach the above conclusion regardless
of whether both entities have the right to terminate the contract or only the
customer. Therefore, if the customer has a termination right but must pay a
substantive penalty to exercise that right, the contract term is the shorter of the
stated term or the period to which the customer has the right to terminate the
contract without paying a substantive penalty. [TRG 10-14.10, TRG 11-15.48]

In making the assessment of whether a termination penalty is substantive, an
entity considers all relevant factors, including whether the penalty is
insignificant. A penalty that is insignificant would generally not change the
enforceable rights or obligations of the parties from those that would exist
absent a penalty.

The substantive penalty evaluation would also generally include consideration of
the legal enforceability of the right to compensation on termination. For
example, an entity’s past practice of not enforcing termination penalties may
result from a conclusion that the termination penalty is not enforceable under
the relevant laws of the relevant jurisdiction. Advice of legal counsel is likely
required to determine the legal enforceability of a penalty.

If the entity’'s past practice makes its right to compensation upon termination
(and the customer’s obligation to pay that amount) unenforceable based on the
applicable laws and regulations, then the entity would assess the contract term
as it would for a contract without a termination penalty (see Question 3.8.10). In
contrast, if the entity’s past practice does not change the parties’ legally
enforceable rights and obligations, then that past practice would not affect
whether the termination penalty is substantive.
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If the penalty is not considered substantive such that it affects the contract
term, the penalty could still indicate that a material right is present. [TRG 11-15.49]

When a cancellation occurs

If a cancellation occurs during the contract term determined in accordance with
the preceding discussion (with or without a penalty applying), the termination is
accounted for as a contract modification. This is because a termination changes
the scope of the contract by shortening it (see Question 11.3.60). [TRG 11-15.48]

Example 3.8.15**

Wireless contract with termination penalties

ABC Corp., a telecommunications company, enters into a 24-month wireless
contract with Customer that includes voice and data services for $70 per month
and a handset for $200. The services and handset are regularly sold separately
for $60 per month and $600, respectively.

Scenario 1: Substantive early-termination penalty

Customer can terminate the contract at any time. In case of early termination,
ABC will charge Customer an early termination fee (ETF) of $150 plus $20 per
month for each of the months remaining in the service term. ABC has
separately concluded that the ETFs are enforceable.

ABC assesses whether the ETF is substantive and observes that at any point
during the contract, the ETF compensates ABC at an amount greater than the
goods and services already transferred. Specifically, the ETF of $150 together
with the $20 per month remaining in the contract more than compensates ABC
for the handset already transferred. Therefore, Customer is not simply paying
for the handset it received but is also incurring a penalty. In addition, at any
point during the contract, the ETF is significant, when compared with the
monthly service fee.

Therefore, ABC concludes that the ETF is substantive, and that the contract
term is 24 months.

Scenario 2: No termination penalty

Assume the same facts and circumstances as Scenario 1, except for the
following:

— The rate for voice and data services is $90 per month.
— Customer cannot terminate the contract before Month 12. After Month 12,
Customer can terminate the contract without paying any termination fee.

Because there are no enforceable rights beyond Month 12, the contract term is
12 months.
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Scenario 3: Early-termination penalty not deemed substantive

Assume the same facts and circumstances as Scenario 1, except for the
following.

— The rate for voice and data services is $80 per month.

— After Month 12, Customer can terminate the contract by paying an ETF of
$10 per month of remaining service term and ABC has separately
concluded that the ETF is enforceable.

Also, assume that ABC determines that the financing component was not
significant to the contract. See section 5.5 for guidance on significant financing
component in a contract.

ABC determines that the ETF does not fully compensate ABC for the goods and
services already transferred. The ETF of $10 per month after Month 12 (i.e.
$120 total for Months 13-24) is less than the unpaid balance of the handset,
which at Month 12 would be $160 [i.e. ($600 - $200) - ($20 x 12)]. Therefore,
the Customer is paying for the handset it received rather than incurring a
termination penalty that is incremental to the standalone selling price for the
transferred handset. ABC also observes that the ETF is not significant when
compared with the monthly service fee (i.e. $10 compared with $80) and
potential offers in the market.

ABC determines that the ETF in Months 13-24 is not a substantive penalty and
concludes that the contract term is 12 months.

If ABC determines that the financing component is significant to the contract,
the loss of the financing discount is viewed as a termination penalty and
evaluated to determine if it is substantive. If substantive, ABC would determine
the number of additional months (13 up to 24) to include in the contract term
based on the number of months for which the loss of the financing discount
would be considered a substantive penalty.

Example 3.8.20

Past practice of allowing customers to terminate
without enforcing collection of termination penalty

ABC Corp. enters into a contract to provide services to Customer for

24 months. Customer has the enforceable right to terminate the contract by
paying a substantive penalty to ABC. The penalty does not change during the
contract term. ABC has a past practice of allowing customers to terminate
substantially similar contracts after 12 months without enforcing collection of
the termination penalty.

Because the penalty is substantive, the contract term is the shorter of the
24 month stated term or the period for which Customer must pay a substantive
termination penalty.

The period during which Customer must pay a substantive penalty may be
affected by ABC's past practice of not enforcing the termination penalty after
12 months of the contract term. Specifically, this period is affected if that past
practice is considered to restrict ABC's legal right to enforce the termination
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penalty after 12 months or Customer's legal obligation to pay. The
determination in this regard could vary depending on the laws and regulations
of the jurisdiction governing the contract and potentially other factors.

If ABC's past practice does not change its enforceable rights (and,
correspondingly Customer'’s enforceable obligations), the contract term will be
the full 24-month stated term. However, if ABC's past practice results in the
conclusion that the termination penalty is not enforceable under the relevant
laws and regulations of the governing jurisdiction, the contract term is only

12 months — that is, the period during which a substantive penalty applies.

Example 3.8.30

Contract term with decreasing termination penalty

ABC Corp. enters into a four-year contract with Customer to provide services.
The contract requires Customer to pay an annual fee of $100. Customer can
terminate the contract at any point without cause, but up until Year 4 would
incur a termination penalty.

ABC always enforces its right to receive a termination penalty. The following
table shows the payments under the contract, as well as the termination
penalty that would apply during each year of the stated contract term.

Year 1 Year 2 Year 3 Year 4
Annual fee $100 $100 $100 $100
Termination penalty 30 20 10 -
Cumulative fee if Customer
cancels in this year $130 $220 $310 $400

ABC determines that the contract term is three years. Three years is the shorter
of the stated contract term (four years) and the period during which a
substantive termination penalty applies to any Customer cancellation

(three years). ABC concludes that the penalty is substantive as it is neither
insignificant, nor is there any question as to the enforceability of the termination
penalty based on ABC's past practices. ABC concludes the termination penalty
is not insignificant during the first three years because it represents at least
10% of the remaining annual fees (in aggregate) over the first three years.

The termination penalty does not affect ABC's accounting for the three-year
contract. No portion of the penalty is factored into the transaction price of the
contract, nor does the penalty change that ABC's performance obligation is to
provide the service for three years unless the contract is terminated — at which
point the termination will be accounted for as a modification of the contract.
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Question 3.8.25
Do contracts governed by Federal Acquisition

Regulations (FAR) include a substantive termination
penalty?

Interpretive response: It depends. It is common for contracts with the US
federal government to be governed by the FAR and to include a ‘termination for
convenience’ clause that provides the US federal government with the ability to
terminate the contract for reasons other than default — e.g. whenever it is in the
government’s interest.

FAR 49.201(a) states that when contracts are terminated for reasons other than
default, the US federal government “should compensate the contractor fairly
for the work done and the preparations made for the terminated portions of the
contract, including a reasonable allowance for profit.” [FAR 49.201(a)]

When a contract is terminated for reasons other than default, the entity with a
contract governed by FAR 49 is entitled to recover its costs incurred to date,
including costs to cease the activities performed to meet the obligations of the
contract. For some contracts, these costs are often significant and typically
would not have been incurred if the contract was not terminated — e.g. costs to
shut down a production line. The entity is also entitled to a reasonable profit on
all costs recovered. We believe the compensation required to be provided to
the entity in those cases is generally significant enough to be considered a
substantive termination penalty.

However, if the entity is providing a standard product or service that is readily
available and sold to customers that are not a US federal government entity,
then the costs associated with terminating the contract for convenience may
not be significant. Judgment is required in making these assessments and in
evaluating termination rights in contracts with the US federal government that
do not contain a FAR termination for convenience clause.

Question 3.8.30

Does forfeiture of a significant upfront fee
constitute a termination penalty?

Interpretive response: It depends. A customer may pay a significant upfront
fee that it would forfeit upon termination of the contract. Whether forfeiture of
this fee constitutes a termination penalty depends on whether the fee would be
refundable if the contract is not terminated.

— Upfront fee is refundable. In general, forfeiture of an upfront fee does not
constitute a termination penalty unless the customer would be entitled to a
refund of that fee if it does not terminate the contract. For example, a
customer pays a $100 upfront fee at the beginning of a four-year contract,
and will receive that fee (or a significant portion thereof) back only if it
chooses not to exercise a termination right. We believe the requirement to
forfeit the upfront fee is no different from having to pay a $100 fee upon
termination.

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

112



Revenue recognition
3. Step 1: Identify the contract(s) with a customer

— Upfront fee is nonrefundable. If the upfront fee is nonrefundable, its
forfeiture generally does not constitute a termination penalty because
refundability is not contingent on termination. Instead, entities will generally
consider whether payment of a nonrefundable upfront fee provides the
customer with a material right with respect to renewing the services
(including by not electing an option to cancel the services). Whether
payment of a nonrefundable upfront fee provides the customer with a
material right upon renewal of a services contract is discussed in
section 5.8.

Notwithstanding that the non-refundable fee generally does not constitute a
termination penalty, there are fact patterns where the customer’s ability to
terminate a contract with an upfront fee does not affect the contract term. This
would be the case if a nonrefundable upfront fee is the only consideration in a
contract that meets the contract existence criterion (see section 3.2.10). In that
case, the customer does not have a separate purchasing decision to make with
respect to renewing (i.e. by not terminating) the contract because it has
prepaid, on a nonrefundable basis, for all of the goods or services promised in
the contract. Therefore, the termination option is not substantive and any
contractual termination right does not affect the contract term and a material
rights analysis would not be performed. For example, a one year service
contract where the customer pays a nonrefundable upfront fee that is the only
consideration would be considered a one-year contract regardless of whether
the customer could technically terminate the contract.

Question 3.8.35

Does forfeiture of rights to access symbolic IP
constitute a termination penalty?

Interpretive response: It depends. If a customer forfeits its right to access
symbolic IP on cancellation of a contract, the determination of whether a
termination penalty exists depends on whether the customer has relinquished
control of a valuable asset, the entity has regained control of a valuable asset,
and whether consideration is received by the customer in exchange for

those rights.

For example, when the rights conveyed to the customer are exclusive such that
the entity cannot benefit from those rights beyond the customer contract, the
customer would potentially be transferring control of something valuable to the
entity when it relinquishes its rights. Topic 805 (business combinations) notes
that a reacquired right, such as the right to use the acquirer's trade name under
a franchise agreement, is an identifiable intangible asset that is recognized
separately from goodwill at fair value.

If the customer is required to transfer those exclusive rights for no
consideration, they may be incurring a penalty by relinquishing the rights to
access the IP for no consideration.

Conversely, if consideration is received by the customer in exchange for the
right (consideration would include avoiding significant fixed payments), the
forfeiture of exclusive rights to access symbolic IP on cancellation of a contract
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would likely not represent a termination penalty in determining the contract
term.

When the forfeiture of rights is determined to represent a termination penalty,
the penalty is then assessed to determine if it is substantive; and if so, what
effect the penalty has on the contract term.

Example 3.8.35

Forfeiture of rights to access symbolic intellectual
property on termination of a contract

ABC Corp. is an operator and franchisor of quick service restaurants. ABC
entered into an agreement with a customer (Franchisee) that conveys rights to
Franchisee to access and use ABC's symbolic IP in operating restaurants under
ABC's brand.

The contract provides Franchisee with the exclusive right to access and use the
IP in a designated geographic area. In exchange for the right to access this IP,
ABC receives a 7% royalty on sales generated by Franchisee using ABC's IP.

The stated term of the contract is 20 years. However, a termination clause
allows Franchisee to terminate the contract at any time for convenience without
any cash payment to ABC. If the contract is terminated, Franchisee must cease
use of the IP at the designated location and in the designated geographic area,
including removal of signage and branding from the restaurant interior and
exterior.

Because Franchisee forfeits its rights to access the IP, and they revert to ABC,
ABC determines that exercise of the termination clause qualifies as a
termination penalty. The right to access ABC's IP is an asset of Franchisee
because Franchisee can exclusively operate restaurants using the IP. As a
result, Franchisee is required to transfer an asset (other than cash) to ABC for
no consideration to terminate the contract. No consideration includes the fact
that Franchisee does not avoid significant fixed payments by transferring its
right. In doing so, not only is Franchisee incurring a penalty by relinquishing an
asset for no consideration, but it is also transferring something of value to ABC.
Once returned, this right can then be used by ABC to open and operate an
ABC-branded restaurant in that geographic area itself, or to grant a similar right
to another customer in exchange for value.

ABC then evaluates whether the penalty is substantive. If it is, ABC evaluates
the effect of such penalty on the term to be used in accounting for the contract.

If, however, the franchise right is transferable by Franchisee to another party for
consideration, the Franchisee could avoid the termination penalty. When
transfer rights are granted to the Franchisee, it may be appropriate for ABC to
account for a transfer of IP as a continuation of the original contract instead of a
termination (i.e. in effect the new franchisee replaces the original franchisee
under the terms of the franchise agreement which remains in place). If a
transfer of the franchise right would be accounted for as a continuation of the
original contract, transferability would not affect the analysis of the penalty (i.e.
there is a penalty to terminate the contract).
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See Question 11.4.30 for factors to evaluate to determine the appropriate
accounting for a transfer of the license.

Question 3.8.40

Can a cancellation right exist if the contract is silent
as to cancellation or termination?

Interpretive response: It depends. If a contract does not provide for
cancellation or termination, the entity would consider what recourse it would
have at law in the event the customer unilaterally terminates for convenience.

However, the contract term is dictated by the present enforceable rights and
obligations of the parties to the contract. Therefore, a legally enforceable
cancellation or termination right may exist even if the written contract is silent
in this regard. /f such a right exists, entities still need to consider whether a
termination penalty would apply (see Questions 3.8.20 and 3.8.30). The
assessment of whether there is an enforceable contract may require significant
judgment in some circumstances or jurisdictions and may require the
involvement of legal counsel.

Question 3.8.50

Does a cancellation right available only on a breach
of contract affect the contract term?

Interpretive response: No. If a contract exists under Topic 606, that means the
parties can identify their rights and obligations under the contract and are
committed to perform their respective obligations. Therefore, if a contract
exists, an entity should not assume that a breach of contract will occur when
determining the contract term. [606-10-25-1]

Question 3.8.60
Does a contract exist during a free trial period

before the customer accepts an offer to continue
the services beyond that period?

Interpretive response: No. Entities may offer customers the right to obtain
their services for free for a period, during which time the customer can decide
to contract for the services going forward. For example, a customer can decide
to obtain the entity’s video subscription for 12 months after the end of the free
trial period. Service providers may offer additional incentives, such as free or
discounted services or a discounted price on the service, if the customer enters
into a long-term contract.

Some stakeholders in the United States asked the question about what
services would be sales incentives and what services would be part of a
contract with a customer if the customer accepts the entity's offer before the
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free trial period ends. Based on discussions with the FASB staff, it is our
understanding that their view is that services provided during a free trial period,
before the customer accepts the entity’s offer to provide services beyond the
free trial period, should be accounted for as sales incentives.

No contract exists until the customer accepts the entity’s offer to provide
services after the free trial period because the customer can opt out anytime
during the free trial period. No enforceable right to consideration exists for the
entity until the customer contracts for post-trial period services. Once the
customer accepts the entity’s offer, the entity accounts for remaining free trial
period services (from the date a contract exists) and the post-free trial services
as committed performance obligations of the contract.

In circumstances in which a customer enters into a contract before the end of
the free trial period, the FASB staff indicated that, in limited circumstances, it
may be reasonable to account for only the post-free trial period goods or
services as performance obligations of the customer contract. The staff
indicated this would be the case only if either:

— the customer's right to the remaining free trial period goods or services are
not enforceable; or

— on a portfolio basis, accounting for only the post-free trial period goods or
services as performance obligations would not materially differ from
accounting for both the remaining free trial period goods or services and the
post-free trial period goods or services as performance obligations of the
contract with the customer.

Example 3.8.40

Free trial period

ABC Corp. offers three free months of its service to Customer. At any time
during the three-month free trial period, Customer can decide to continue the
service for 12 months after the end of the three-month free trial period for a fee
of $12,000 (payable $1,000 in advance each month during the 12-month post-
trial period).

Alternative 1

ABC's accounting for this contract depends on when Customer accepts ABC'’s
offer to provide 12 months of its service after the end of the free trial period.

— If Customer accepts and agrees to pay for the post-trial period services on
Day 1 of the free trial period, ABC's performance obligation is to provide
15 months of services for $12,000. Therefore, ABC recognizes $800 each
month ($12,000 / 15). None of the cost of providing the services during the
free trial period is recognized as a sales and marketing expense but would
be considered cost of sales.

— |f Customer accepts and agrees to pay for the post-trial period services at
the beginning of the third month of the three-month free trial period, ABC's
performance obligation is to provide 13 months of its services for $12,000.
Therefore, ABC recognizes $923 each month ($12,000 / 13). The cost of
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providing the first two months of the services during the free trial period is
recognized as a sales and marketing expense.

— If Customer accepts and agrees to pay for the post-trial period services on
the last day of the three-month free trial period, ABC's performance
obligation is to provide 12 months of services for $12,000. Therefore, ABC
recognizes $1,000 each month ($12,000/ 12). The cost of providing the
three free trial months of the services is recognized as a sales and
marketing expense.

In the first two scenarios, ABC recognizes revenue on the services before it is
legally entitled to receive any consideration from Customer. For example, in the
first scenario, ABC recognizes $2,400 ($800 x 3) before it is legally permitted to
bill Customer for the services. ABC's offsetting entry is to a contract asset,
which ABC will derecognize over the 15-month contract period once it begins to
bill Customer under the terms of the contract.

Alternative 2

Alternatively, it may be reasonable, regardless of when Customer accepts and
agrees to pay for the post-trial period services, to consider ABC’s performance
obligation as one to provide 12 months of post-trial services for $12,000. In that
case, the accounting is the same as in the third scenario above.

However, this alternative is appropriate only if either:

— ABC does not have an enforceable obligation, as a result of entering into
the contract with Customer, to provide the remaining free trial period
services; or

— ABC has a number of similar contracts that would permit it to apply this
accounting on a portfolio approach basis. This would be the case when
accounting for the cost of committed free trial period services as a sales
and marketing cost for contracts in the portfolio would not materially affect
the entity’s accounting results (see section 2.5 on the portfolio approach).
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|dentify the

performance obligations
In the contract

Detailed contents

New item added to this chapter: **

4.1 How the standard works

4.2 Identify the promised goods or services

4.2.10
4.2.20
4.2.30
4.2.40

4.2.50
4.2.60
4.2.70
Questions
4.2.10

4.2.20

4.2.25

4.2.30

4.2.40

4.2.50

4.2.60

Overview
Promises made to a customer'’s customer
Stand-ready obligations

Distinguishing promised goods or services from
administrative or set-up activities

Practical expedient for immaterial goods and services
Accounting policy election for shipping and handling

FASB example of explicit and implicit promises in a contract

Do promises need to be legally enforceable to be
considered a promised good or service in a contract with a
customer?

Does a history of granting concessions to customers in the
form of free or significantly discounted goods or services
create additional promised goods or services in a contract?

Do merchandising goods or services provided to a
distributor or reseller represent a promise to a customer?

When are promises to provide goods or services to a
customer’s customers a promised good or service in a
contract with the distributor?

How should an entity determine if it has promised to
provide a service of standing ready?

Do all arrangements with undefined quantities include the
service of standing ready?

Do promises to provide a good or service when or if a
contingent event outside the control of the entity and
customer occurs represent a stand-ready obligation?
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4.2.150

4.2.160

Examples
4210
4.2.20
4.2.30

4.2.40
4.2.50
4.2.60
4.2.70
4.2.80
4.2.90
4.2.100
4.2.110
4.2.120

4.2.130

4.2.140
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How does an entity distinguish between an administrative
task/set-up activity and a promised good or service that
transfers to the customer?

Are pre-production or non-recurring engineering activities a
promised good or service or administrative activity?

Are promises to defend a patent, copyright or trademark an
administrative activity or a promised good or service?

Is an exclusivity provision a promised good or service?

Is a promise to provide end-user documentation an
administrative activity or promised good or service?

Is an entity’s participation in a joint steering committee
considered a promised service in a contract with a
customer?

Does an entity apply the practical expedient for immaterial
goods or services on a contract-by-contract basis?

Can the shipping and handling accounting policy election be
applied to other activities?

Can an entity apply the shipping and handling accounting
policy election when a third party provides the shipping?

What is the appropriate income statement classification for
shipping and handling costs?

Pattern of granting concessions
Implied promise to reseller's customers

Nature of the promise — stand-ready obligation or defined
quantity of goods or services

Supply agreement not a stand-ready obligation
Take-or-pay contracts not a stand-ready obligation
Contingent promise as a material right

Contingent promise not a performance obligation
Service arrangement is not a contingent promise
Transaction processor not a contingent promise
Snow removal as a stand-ready obligation
Installation services that represent set-up activities

Installation services that represent a promised good or
service

Set-up activities vs. implementation services in a SaaS
arrangement

Goods or services immaterial in the context of the contract
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4.2.150 Goods or services immaterial in the context of the contract

— qualitative assessment
4.3 Determine the performance obligations

4.3.10 Overview

4.3.20 Assess whether a promised good or service is distinct

4.3.30 Capable of being distinct

4.3.40 Distinct within the context of the contract

4.3.50 FASB examples applying the distinct criteria

Questions

4.3.10 Is separating goods or services into distinct performance
obligations optional?

4.3.20 Can the order of delivery of goods or services affect the
determination of whether the customer can benefit from a
good or service together with other readily available
resources?

4.3.30 Can a good or service only sold separately in renewals be
considered a readily available resource?

4.3.40 Are promises to provide equipment and installation services
distinct?

4.3.50 Are individual advertisement spots within an advertisement
campaign distinct?

Examples

4.3.10 Equipment and installation are distinct

4.3.20 Equipment and services are not distinct

4.3.30 Internet services and equipment **

4.4 Assess whether a series of distinct goods or services exists

4.4.10 Overview

4.4.20 Effect of series guidance

4.4.30 Applying the series guidance

Questions

4.4.10 Is the series guidance optional?

4.4.20 To apply the series guidance, does the accounting result
need to be the same as if the underlying distinct goods or
services were accounted for as separate performance
obligations?

4.4.30 Do the distinct goods or services need to be provided
consecutively to apply the series guidance?

4.4.40 Are stand-ready obligations a series of distinct service

periods?
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4.450 Does an entity need to carry out the same activities in each
time increment for a distinct service period to be
considered substantially the same?

4.4.60 Is a performance obligation to provide a single tangible
asset satisfied over time a series?

4.4.70 Are project-based services satisfied over time a series?

4.4.80 Is each year in a multi-year sponsorship arrangement a
separate performance obligation?

Examples

4410 IT outsourcing

4.4.20 Transaction processor

4.4.30 Maintenance contract

4.4.40 Customized goods

4.4.50 Sponsorship arrangement
45 Warranties

4510 Overview

4.5.20 Distinguishing assurance-type from service-type warranties
4.5.30 Distinguishing warranties from variable consideration
Questions

45.10 Is a service-type warranty always a separate performance
obligation?

45.20 Is the length of the warranty period a determinative factor
in determining the type of warranty (assurance- or service-
type)?

45.30 If an entity customarily performs repairs of defective

products outside of the warranty period, does that affect
whether the warranty is an assurance- or service-type

warranty?

4.5.40 Can an ‘extended warranty’ that the customer did not have
an option to purchase separately be an assurance-type
warranty?

4550 Is a statutory warranty that requires an entity to provide for

repairs or replacements for products that develop defects
within a specified period a service-type warranty?

4.5.60 Is a customer’s right to a refund for unsatisfactory services
a warranty or a variable consideration?

4.5.70 Is the right to return a defective item a right of return or an
assurance-type warranty?

4.5.80 Are liguidated damages or similar provisions accounted for
as a product warranty?
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Examples

45.10 Warranty contains an assurance and a service component
4.5.20 Lifetime warranty

4.5.30 Customary practice of providing repairs or replacement

outside the warranty period
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How the standard works

|dentify Determine Allocate the
performance transaction transaction
obligations price price

Recognize
revenue

Identify the
contract |

In Step 2, an entity identifies the performance obligations in a contract that was
identified in Step 1. A performance obligation is the unit of account for
recognizing revenue. The entity allocates the transaction price identified in

Step 3 to the performance obligation in Step 4 and recognizes revenue when it
satisfies a performance obligation in Step 5.

Identifying a contract’s performance obligations involves two major tasks:
identifying the contract’'s promised goods or services; and determining how
those promised goods or services are grouped into performance obligations.
The steps involved in performing these two tasks are summarized in the
following decision tree.

Is the promise in the contract to Account for the promise as an
transfer a good or service? » administrative task or set-up
(see section 4.2) No activity
Yes

A

Good or service is bundled into
a single performance
obligation with other goods or
services that together meet the
criteria for being distinct

Is the promised good or service:

— capable of being distinct; and

— distinct within the context of the
contract. (see section 4.3)

Yes

A 4

Is the distinct good or service part
of a series of distinct goods or
services that are substantially the
same and have the same pattern of
transfer? (see section 4.4)

The distinct good or service is
its own performance obligation

Yes

The series of distinct goods or

services are accounted for as a
single performance obligation
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ldentify the promised goods or services

* > Promises in Contracts with Customers

25-16 A contract with a customer generally explicitly states the goods or
services that an entity promises to transfer to a customer. However, the
promised goods or services identified in a contract with a customer may not be
limited to the goods or services that are explicitly stated in that contract. This is
because a contract with a customer also may include promises that are implied
by an entity’s customary business practices, published policies, or specific
statements if, at the time of entering into the contract, those promises create a
reasonable expectation of the customer that the entity will transfer a good or
service to the customer.

25-18 Depending on the contract, promised goods or services may include, but
are not limited to, the following:

a. Sale of goods produced by an entity (for example, inventory of a
manufacturer)

b. Resale of goods purchased by an entity (for example, merchandise of a
retailer)

c. Resale of rights to goods or services purchased by an entity (for example,
a ticket resold by an entity acting as a principal, as described in
paragraphs 606-10-55-36 through 55-40)

d. Performing a contractually agreed-upon task (or tasks) for a customer

e. Providing a service of standing ready to provide goods or services (for
example, unspecified updates to software that are provided on a when-
and-if-available basis) or of making goods or services available for a
customer to use as and when the customer decides

f.  Providing a service of arranging for another party to transfer goods or
services to a customer (for example, acting as an agent of another party,
as described in paragraphs 606-10-55-36 through 55-40)

g. Granting rights to goods or services to be provided in the future that a
customer can resell or provide to its customer (for example, an entity
selling a product to a retailer promises to transfer an additional good or
service to an individual who purchases the product from the retailer)

h. Constructing, manufacturing, or developing an asset on behalf of a
customer

i. Granting licenses (see paragraphs 606-10-55-54 through 55-60 and
paragraphs 606-10-55-62 through 55-65B)

j. Granting options to purchase additional goods or services (when those
options provide a customer with a material right, as described in
paragraphs 606-10-55-41 through 55-45).

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG nization of independent

member firms affiliated with KPMG International Limited, a private English company limited t

rantee. All rights re

124



4.2.10 Overview

Revenue recognition

4. Step 2: Identify the performance obligations in the contract

Step 2 entails identifying the promised goods or services in the contract with a
customer, and then determining if they are separate performance obligations, or
bundled with other goods and services into a single performance obligation.
Therefore, the first task in applying Step 2 is to identify the goods or services
promised in a contract with a customer.

Promises to transfer goods or services can take many forms, as the following
chart illustrates. [606-10-25-18]

Goods

Rights to goods
or services

Services

Stand-ready
promises

Agency
services

Promises to a
customer’s
customer

Construction
activities

Licenses

Customer
options

Sell goods produced or purchased by

the entity

Resell rights to goods or services
purchased by the entity such as a ticket
resold by an entity acting as a principal

Perform a contractually agreed-upon
task for the customer

Provide the service of standing ready to
transfer goods or services or of making
goods or services available for a
customer to use as and when the
customer decides (see section 4.2.30)

Provide the service of arranging for
another party (as that party’s agent) to
transfer goods or services to the
customer (see chapter 9)

Grant rights to goods or service to be
provided in the future that the customer
can resell or provide to its customer
(see section 4.2.20)

Promised goods
= OF services under
a contract

Construct, manufacture or develop an
asset for the customer

Grant licenses of intellectual property (see
chapter 10)

Grant an option to purchase additional
goods or services, but only if the option
provides the customer with a material
right (see chapter 8)
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Promises to transfer goods or services are usually explicitly stated in the
contract. However, they can be implicit based on specific statements or
established business practices or published policies that create a reasonable
expectation that the entity will transfer the good or service to the customer. An
implicit promise typically exists when the customer has a reasonable
expectation that additional goods or services are a part of the negotiated
exchange for which it has paid. [606-10-25-16, ASU 2014-09.BC87]

Question 4.2.10
Do promises need to be legally enforceable to be

considered a promised good or service in a contract
with a customer?

Interpretive response: No, whether the promise is implied or the entity can
legally cancel an explicit promise (e.g. loyalty points, see Question 8.6.10), a
promise does not need to be enforceable by law. If the customer has a
reasonable expectation that those goods or services will be transferred, then
the customer views those promises as part of a negotiated exchange. In other
words, the customer expects to receive those goods or services and has either
paid or expects to pay for them as part of the contract. If an entity does not
identify implied promises it could result in revenue being recognized incorrectly
and often earlier than when the entity transfers all of the goods or services to
the customer. [ASU 2014-09.BC87]

Implied promises can arise from the entity’s customary business practices,
published policies or specific statements to the customer.

Question 4.2.20
Does a history of granting concessions to

customers in the form of free or significantly
discounted goods or services create additional
promised goods or services in a contract?

Interpretive response: It depends.

If an entity has established a historical pattern of giving customers free or
significantly discounted goods or services, that may create additional promised
goods or services in a contract with a customer. This is because promised
goods or services include those implied by an entity’s customary business
practices, published policies or specific statements.

Examples of granting concessions that represent implied promises include, but
are not limited to:

— providing discounted or free goods or services that were not included in the
terms of the original contract;

— allowing the customer to access or receive additional goods or services
without a commensurate increase in the transaction price;
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— for time-based services, extending the period for which a customer
receives the service for little or no additional consideration; and

— permitting additional uses of a licensed IP (if the license included such
restrictions initially).

Price concessions do not affect the determination of the promised goods or
services in the contract. Rather, price concessions expected at contract
inception result in variable consideration (see section 5.3).

When a concession (price or other) is unexpected at contract inception, those
concessions are accounted for as contract modifications —i.e. as a change to
the price or scope of the contract. Unexpected concessions generally arise from
situations where a pattern of granting concessions did not exist at the time of
entering into the contract and there was no reasonable expectation of granting
one. Section 11.3 addresses the accounting for contract modifications.

Example 4.2.10

Pattern of granting concessions

ABC Corp. sells equipment to its customers. ABC is new to the market; it
therefore has a significant incentive to ensure that it keeps its existing
customers from moving to one of its larger competitors, and to try to develop a
competitive advantage against those competitors.

ABC's contracts do not generally include future maintenance services; it hopes
to be able to charge its customers for those. However, ABC has developed a
practice of providing future maintenance services free of charge to its largest
customers, and to those in discussions to purchase additional equipment. ABC
does this to incentivize those customers to continue to do business with them.

Because customers in the marketplace communicate (e.g. personnel move
from one customer to another), ABC's customary business practice is known by
both renewing and prospective customers.

ABC concludes that its history of providing free maintenance services to its
customer base creates an implied promise in its equipment contracts to provide
future maintenance services.

The duration of that promise depends on ABC’s customary business practice.
ABC will need to determine for what period it typically provides such free
services and how many free services it provides, which may differ for different
classes of customer — e.g. ABC’s largest customers versus smaller customers.

Question 4.2.25
Do merchandising goods or services provided to a

distributor or reseller represent a promise to a
customer?

Interpretive response: Generally, yes. Entities often provide goods and
services to their customers (distributors and retailers) that are aimed at selling
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their products through the distribution channel to the end customer. For
example, consumer products companies may provide product displays, product
dispensing or storage equipment to their customers. They may also provide
merchandising services within the retailer’s store by operating brand-specific
counters and providing various other forms of in-store advertising. These goods
and services generally represent promises to their customers, the retailer or
distributor.

To determine if a promise to provide merchandising goods or services
represents a separate performance obligation, an entity considers whether it's
capable of being distinct and distinct within the context of the contract. An
entity also evaluates whether control of the merchandising good is transferred
to the customer, or the entity retains control and instead provides a lease of its
property or equipment. Section 4.3 discusses performance obligations.

An entity may conclude that merchandising goods or services are immaterial in
the context of a contract (e.g. a simple cardboard end-cap display) and elect to
apply the related practical expedient; this results in these goods or services not
being accounted for as separate performance obligations. The determination of
whether the practical expedient can be applied is based on a contract-specific
guantitative and qualitative assessment. Section 4.2.50 discusses the practical
expedient for immaterial goods or services.

In some cases, a retailer may perform merchandising services related to the
entity’s products and be reimbursed for a portion of its cost by the entity. The
reimbursement to the retailer is generally accounted for as consideration
payable to a customer and recognized as a reduction of transaction price that
reduces revenue when the entity transfers the related goods to the retailer.
Section 5.7 discusses consideration payable to a customer, and Question 5.7.40
addresses the accounting for slotting fees paid to a customer.

Promises made to a customer’s customer

Entities often promise goods or services as sales incentives to end customers
of its customer (the distributor) to encourage the sale of its products through
the distribution channel. These promises may be made explicitly in the contract
with the distributor or implied by an entity’'s customary business practices,
published policies or specific statements.

An entity needs to evaluate the promise to the end customer to determine
whether it is a promise (and potential performance obligation) in the contract
with the distributor. If so, the promised goods or services to the end customer
(i.e. the customer’s customer) are accounted for as if the goods or services

were promised to the customer (distributor). See Question 4.2.30. [606-10-25-
18(g), ASU 2014-09.BC92]
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Question 4.2.30

When are promises to provide goods or services to

a customer’s customers a promised good or service
in a contract with the distributor?

Interpretive response: It depends on when the entity makes the explicit or
implicit promise to transfer the goods or services.

When an entity sells to an intermediary, such as a distributor or reseller, and
makes promises to the intermediary’s end customers, those promises could be
accounted for in the contract with the distributor regardless of whether the
entity views those promises as a sales incentive. Examples of these
circumstances are when:

— an auto manufacturer offers free maintenance services to customers who
purchase cars from dealerships;

— a software provider implicitly offers free technical support or unspecified
updates/upgrades/enhancements to end users of its software (see
Question C100 and Example C100.1 of KPMG Handbook, Revenue for
software and SaaS); and

— aconsumer goods company provides mail-in offers for free goods to end
customers.

If an explicit or implicit promise to transfer goods or services is made before or
at the time the entity transfers control of the related goods or services to the
intermediary, it should be identified as a promised good or service of the
contract between the entity and the intermediary. This would occur when the
promise to transfer those goods or services was made in the contract or
implied by an entity’s customary business practices, published policies or
specific statements such that it created a reasonable expectation by the
intermediary or end customer that the entity will transfer a good or service.

Conversely, if the explicit or implicit promise was made after the transfer of
control of the good or service to the intermediary the promise is not a part of
the original sale between the entity and the intermediary (assuming the
intermediary is not solely the entity’s agent in its transaction with the end
customer). In this case, all the revenue is recognized when the goods are
transferred to the distributor and the entity accrues the cost of the incentive
when the promise is made. However, once the entity makes an initial offer it
needs to consider whether it establishes a pattern that creates an expectation
by the intermediary or end customer. As a consequence, this scenario may
be limited.

Example 4.2.20

Implied promise to reseller’'s customers

Scenario 1: Historical practice

Car Manufacturer has a historical practice of offering free maintenance services
—e.g. oil changes and tire rotation — for two years to the end customers of
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dealers who purchase its vehicles. Although the two years of free maintenance
is not explicitly stated in the contract with its dealers, it is typically stated in Car
Manufacturer’s advertising for the vehicles.

As a result of the promise made in Car Manufacturer’s advertising, the
maintenance is treated as a separate performance obligation in the sale of the
vehicle to the dealer. Revenue from the sale of the vehicle is recognized when
control of the vehicle is transferred to the dealer. Revenue from the
maintenance services is recognized as the maintenance services are provided
to the end customer; see Question 7.4.55 on the timing of revenue recognition.

Scenario 2: No historical practice

Unlike Scenario 1, Car Manufacturer does not have a customary business
practice of offering free maintenance, and instead announces a maintenance
program as a limited-period sales incentive after control of the vehicle has
transferred to the dealer.

Before the announcement, the end customers and dealers did not have a
reasonable expectation that Car Manufacturer would make this offer. In this
scenario, the free maintenance is not a separate performance obligation in the
sale of the vehicle to the dealer.

Car Manufacturer recognizes the full amount of revenue when control of the
vehicle is transferred to the dealer. Subsequently when it creates an obligation
by announcing that it will provide incentives, Car Manufacturer accrues as an
expense its expected cost of providing maintenance services on the vehicles in
the distribution channel (i.e. controlled by dealers) when the program is
announced. Further, any future sales during the incentive period would include
the incentive as a promised good or service.

After the program is complete, Car Manufacturer will need to evaluate if the
program has established a practice and reasonable expectation among its
customers.

Stand-ready obligations

One type (see chart in section 4.1) of a promised good or service is the service
of standing ready to provide goods or services or of making goods or services
available for a customer to use as and when the customer decides (typically
referred to as a stand-ready obligation). A stand-ready performance obligation is
typically satisfied over time throughout the contract term rather than at a point
in time (see chapter 7). An example of a stand-ready obligation is a typical
health club membership where the promise is to stand ready to make a health
club available. [606-10-25-18(e), ASU 2014-09.BC160]

However, not all promises to stand ready are promised goods or services
(Questions 4.2.50 and 4.2.60). For example, an entity's promise to accept
product returns or provide refunds are not promised goods or services. Instead,
rights of return or refund are treated as variable consideration and factored into
a contract’s transaction price. See section 5.4 for more information on rights of
return. [606-10-55-23, 55-24]
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Similarly, a customer option that requires the seller to stand ready to
repurchase an asset (e.g. a put option) does not represent an additional
promised good or service in a contract. See section 7.5.50 for a discussion of
the accounting for repurchase features, including put rights. [606-10-55-66 — 55-78]

Determining whether a promise is a stand-ready obligation or an obligation to
transfer specific goods or services is critical to many aspects of Topic 606. It is
particularly important when identifying performance obligations in Step 2,
applying the series guidance (see section 4.4) and recognizing revenue in Step 5
(see Question 7.4.50 regarding the appropriate measure of progress for a stand-
ready obligation). However, entities should not assume all stand-ready elements
of a contract are promised goods or services.

Question 4.2.40

How should an entity determine if it has promised
to provide a service of standing ready?

Interpretive response: The TRG agreed upon scenarios when the nature of the
entity's promise is to stand ready for a period of time rather than provide the
goods or services underlying the obligation. Examples of stand-ready obligations
discussed by the TRG include the following. [TRG 01-15.16]

— A promise to deliver unspecified goods, services or intellectual properties in
which the decision to proceed is within the control of the entity, but the
entity must still further develop its deliverable. An example is a software
entity promising to transfer unspecified software upgrades at the
entity’s discretion.

— A promise to deliver a good or service upon events that are outside the
control of both the entity and the customer. An example is an entity’s
promise to remove snow from an airport’s runways for a year in exchange
for a fixed fee (see Question 4.2.60).

— A promise to deliver a good or service in which the delivery is within control
of the customer. An example is an entity agreeing to provide periodic
maintenance, when-and-if needed, on a customer’s equipment after a pre-
established amount of usage by the customer (see Example 4.4.30).

— A promise to make a good or service available to the customer
continuously. An example is a health club membership.

To determine if a promise to a customer is the act of standing ready or the
underlying goods or services, an entity should evaluate the nature of the
promise in the contract. In some of the scenarios above, the entity is
continuously performing (e.g. health club) while in others the entity only
performs upon the occurrence of an event (e.g. snow removal). In the latter
scenario, the nature of the promise to the customer may be that of making a
scarce resource available for a specified period of time.

The TRG agreed that an obligation to provide an unknown quantity of goods or
services over the contract term may be a strong indicator that the nature of the
promise is to stand ready to provide goods or services. In contrast, a promise to
provide a specified number of goods or services during the contract term

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

131



Revenue recognition
4. Step 2: Identify the performance obligations in the contract

indicates that the nature of the promise is to provide each of the underlying
goods or services. [TRG 01-15.16]

In some cases, it will be relatively straightforward to determine when the
contract requires an entity to provide a defined quantity of goods or services.
However, in more complex fact patterns an entity should focus on whether a
quantity diminishes with each usage over the contract period.

— If the quantity diminishes, the nature of the promise is the delivery of the
specified quantity. For example, a contract that obligates the entity to
provide a customer access to its health club ten times would diminish each
time the customer uses the health club.

— If the quantity does not diminish, the nature of the promise is more akin to
a stand-ready obligation because each use does not affect the amount of
the remaining goods or services to which the customer is entitled. For
example, the quantity does not diminish in a contract to access a health
club for an annual period. The entity’s obligation to the customer does not
diminish each time the customer uses the facilities during the time period.
The passage of time would not be considered a diminishing quantity for
these purposes.

When the contract has a specified quantity that diminishes, the entity also
considers whether the quantity is substantive. This issue could arise when a
guantity is represented by a maximum or minimum amount that is protective
and does not change the nature of the service being provided.

For example, ABC Corp. enters into a contract with a single performance
obligation to provide 24/7 customer support service for one year with a limit of
100 calls for that period. Based on ABC's historical experience, customers very
rarely come close to that amount. As a result, the maximum is not substantive
and is only protective in nature. Conversely, if the number of calls is reasonably
expected to approximate the call limit, the maximum is substantive and the
nature of the promise may be to provide a specified quantity.

Example 4.2.30

Nature of the promise - stand-ready obligation or
defined quantity of goods or services

Scenario 1: Capacity does not diminish

Provider provides data storage services in a 'use it or lose it" arrangement.
Customer can store up to 100GB of data during the year for a fixed fee. Any
usage above 100GB during the year is priced at $10 per GB. If Customer uses
less than 100GB during the year, usage does not carry over into the

following year.

This scenario represents a stand-ready obligation. Provider is standing ready to
continuously make 100GB of capacity available to Customer over the contract

period because the storage capacity does not diminish during the contract term.

If Customer uses 10GB on Day 1, the same 10GB remains available to
Customer on Day 2 and thereafter. See Question 7.4.50 for a discussion of
measures of progress for stand-ready obligations.
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Scenario 2: Capacity diminishes

Provider provides data processing services in a ‘use it or lose it" arrangement.
Customer can process up to 100GB of data during the year for a fixed fee. Any
usage above 100GB is priced at $10 per GB. Based on Provider’s historical
experience of usage, the maximum quantity is substantive.

Scenario 2 is not a stand-ready obligation. The processing of each GB is
considered a discrete delivery of underlying goods or services; this is because
each time data is processed the quantity available to the customer diminishes.
For example, if Customer uses 1GB of data processing service on Day 1, it has
99GB of the service available for the remaining term. The quantity of GBs
available diminishes meaningfully over the contract term. As such, an entity
typically would use a measure of progress to recognize revenue based on the
number of GBs used. See section 7.4 on determining the appropriate measures
of progress.

Question 4.2.50

Do all arrangements with undefined quantities
include the service of standing ready?

Interpretive response: No. The TRG agreed that an undefined quantity of
goods or services in a contract does not always mean an entity has promised to
provide a service of standing ready. In those cases, the nature of the promise is
to provide the underlying goods or services to the customer, or in some cases
the nature of the promise may be a customer option to purchase the underlying
goods or services. [TRG 11-15.48]

[t is common for an entity to enter into an agreement that requires it to deliver
goods or services to customers over a specified timeframe during which the
customer makes separate purchasing decisions. In those cases, the entity must
stand ready to provide the good or service at the customer’s request. This is
often the case in supply agreements or other arrangements where there is a
master service agreement (MSA) and the customer submits purchase orders to
acquire the goods or services.

The TRG discussed an example of an MSA that provided the customer with the
ability to purchase an unlimited quantity of parts over a specified period of time.
The TRG agreed that the nature of the promise in these situations is to provide
the parts even though the entity has an obligation to stand ready to provide the
parts when the purchase order is submitted. This is because in that case before
submitting the purchase order, the MSA does not create enforceable rights and
obligations for the parties (see Question 3.2.30). As such, the customer only
has an option to purchase the additional goods. After the customer exercises its
right to purchase the parts, the entity is obligated to fulfill the promise to the
customer, which requires the entity to transfer control of the parts to the
customer. [TRG 11-15.48]

These arrangements can often be distinguished from stand-ready obligations
based on the enforceable rights and obligations. Further, a key difference
between these arrangements and stand-ready obligations discussed in
Question 4.2.40 is the customer is making a separate purchasing decision to
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acquire additional goods rather than using a good or service for which it has
previously contracted and controls. See Question 5.3.10 for further discussion
of distinguishing between contracts that have optional purchases and those that
have variable consideration.

Example 4.2.40

Supply agreement not a stand-ready obligation

Supplier enters into a three-year exclusive MSA with Customer that requires it
to produce and sell parts to Customer when a purchase order is submitted. The
MSA requires that each part is delivered within a specified time period after the
purchase order is submitted and there is a penalty to the Supplier for not
delivering the parts within that specified time period. As a result, Supplier
produces parts ahead of time in anticipation of Customer sending a purchase
order. Customer paid Supplier a $1,000,000 nonrefundable upfront payment
when it entered into the MSA.

Customer is not legally obligated to purchase any parts; however, it is highly
likely that it will purchase parts because the part is required to manufacture its
product. Each part is a distinct good that transfers to the customer at a point
in time.

Supplier considers its enforceable rights and obligations. As in Question 3.2.30
an MSA typically does not meet the contract existence criteria until the
purchase order is submitted. Therefore Supplier determines that each purchase
order is an optional purchase. This is further supported by the following:

— Customer is not obligated to purchase any parts but has the right to choose
the quantity of additional distinct goods it wishes to purchase.

— Supplier is not obligated to transfer any parts until Customer submits a
purchase order.

— Each purchase order submitted by Customer creates a new performance
obligation for Supplier.

Supplier would need to evaluate whether the upfront fee conveys a material
right to the customer for the future goods. See section 5.8 on upfront fees and
chapter 8 on customer options.

Example 4.2.50

Take-or-pay contracts not a stand-ready obligation

Supplier enters into a take-or-pay contract with Customer in which Customer
agrees to purchase 10,000 widgets from Supplier over an annual period at a
price of $5 per widget, or $50,000 in total. Each widget is a distinct
performance obligation.

Supplier provides each widget to Customer only after Customer submits a
request. If Customer does not take all 10,000 widgets during the established
timeframe, it will be required to pay Supplier the difference between the
10,000 widgets agreed upon and the actual widgets purchased.
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While Supplier must stand ready to provide the widgets, it concludes that the
nature of the promise is to provide the specified quantity of widgets — it is not
the service of standing ready to provide 10,000 widgets. The contract has a
specified quantity of distinct goods and the quantity of the goods available to
Customer diminishes as each request is made (see Question 4.2.50). Further,
Supplier is not obligated to transfer a widget until Customer makes a request
and any amounts purchased in excess of 10,000 would require a new contract
and separate purchasing decision by Customer.

Question 4.2.60

Do promises to provide a good or service when or if

a contingent event outside the control of the entity
and customer occurs represent a stand-ready
obligation?

Interpretive response: It depends. As described in Question 4.2.40, one type
of stand-ready obligation is to provide a good or service upon a contingent event
that is outside the control of the entity and the customer. An example is a
contract to remove snow from an airport’s runway for a fixed fee. However, not
all promises to provide a good or service upon a contingent event outside the
control of both the customer and entity is a stand-ready performance obligation.

Depending on the arrangement the promise could be accounted for as either:

— A contingent promise akin to an optional purchase. Although contingent
promises are different from customer options because the underlying
contingency is not within the customer’s control, we believe in certain
situations these promises should be evaluated similarly to customer
options. In these situations, entities would evaluate whether a contingent
promise conveys a material right to the customer and if so, account for that
promise as a separate performance obligation. If not a material right, the
obligation provides goods or services and would be accounted for
separately. For further discussion of material rights, see chapter 8.

— A stand-ready obligation. \When the nature of the entity’s promise is to
provide a service of standing ready or continuous service the promised
good or service is typically a performance obligation satisfied over time in
the current contract. The entity may be continuously performing by making
a good or service available or the customer may be paying to secure a
scarce resource (see Question 4.2.40).

Distinguishing between contingent promises and stand-ready obligations

Significant judgment will be required to evaluate the nature of the promise when
an entity agrees to provide a good or service upon a contingent event outside the
control of both the entity and the customer. We believe the following factors may
be helpful to distinguish between a contingent promise accounted for like an
optional purchase and a stand-ready obligation (list not exhaustive):

— Amount of uncertainty that exists. If there is substantive uncertainty at
contract inception about the contingent event occurring and the entity
having to perform, the nature of the promise may be more akin to providing
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an option to the customer rather than standing ready to provide a service
that is likely to occur but it is uncertain as to the timing or amount. As
discussed in Question 4.2.50, an unknown quantity over the contract term
is a strong indicator that the service is one of standing ready. As a result, a
contingent promise would typically have a higher level of uncertainty as to
whether the event will occur. For example, an obligation to transfer
additional goods or services upon regulatory approval (e.g. FDA approval)
will typically have a substantive amount of uncertainty. In contrast, the
number and type of updates an entity will provide for anti-virus software,
which is generally considered a stand-ready obligation, may be uncertain
but the entity understands that it will frequently provide updates throughout
the contract term and the customer is paying for the continued protection
throughout the term of the contract.

— Significant incremental performance by the entity is required to
transfer the additional goods or services. If the result of the contingency
obligates the entity to create or purchase a distinct good that is
subsequently transferred to the customer or incur significant costs to
perform the additional services it may indicate the nature of the promise is
the underlying good or services and not the act of standing ready. For
example, an obligation to manufacture additional goods upon a contingent
event would typically be more akin to an option rather than a stand-ready
obligation. In contrast, if the entity is continuously performing or making
goods or services available regardless of the event occurring, the nature of
the promise may be standing ready. For example, an entity providing an
outsourced call center service that requires it to take an unlimited number
of calls when and if they occur may be a stand-ready obligation because the
entity is performing by having people and infrastructure available daily to
accept the calls on the customer’s behalf.

— Additional distinct goods or services. If the resolution of the contingency
increases the number of distinct goods or services from what was previously
specified, the entity’s promise may be more akin to a customer option to
obtain additional goods or services. This may be the case if the contract
called for the entity to provide a specified number of goods or services and
the resolution of the contingency required an incremental amount to be
provided. Similarly, if the customer can cancel the contingent goods or
services or must make an additional request in order to obligate the entity to
provide the additional items, the contingent promise is akin to an option.

— Payment terms. In some cases, payment terms may be instructive to
understanding the nature of the entity’s promise and enforceable rights and
obligations in the contract. When a customer pays a fixed fee, or a variable
fee that is not directly connected and proportional to the goods and
services provided, for an unspecified quantity of services, it may indicate
the nature of the promise is to stand ready. In contrast, when the entity is
only paid after performing upon the occurrence of the contingent event, it
may indicate that the nature of the promise is to provide the good or
service each time the event occurs. However, in some cases the nature of
the promise may still be a service of standing ready and the contingent
payments would be variable consideration. See Question 5.3.10.
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Example 4.2.60

Contingent promise as a material right

Manufacturer enters into a contract to provide 100 widgets for $10 per widget
to Customer. Manufacturer is in the process of renegotiating its supply
contract with its main supplier and Customer is aware of this. If Manufacturer
is able to renegotiate its contract with its main supplier, it will provide an
additional 10 widgets at no additional charge to Customer.

Manufacturer concludes that this arrangement includes a contingent promise
and not a promise to stand ready based on the following.

— There is substantial uncertainty as to whether it will be able to renegotiate
with its supplier and resolution of the contingency is outside both
Manufacturer and Customer’s control.

— Upon resolution of the contingency the entity will provide a specified
quantity of the additional widgets.

— The additional performance of manufacturing and then transferring 10
additional widgets is significant and Manufacturer is not continuously
performing for Customer over a specified period regardless of the outcome
of the contingency.

— While there is no additional payment for the incremental widgets, the fixed
payment Customer makes is for a specified quantity of widgets rather than
an unspecified quantity of goods or making available the scarce resources.

Manufacturer evaluates whether the contingent promise conveys a material
right to Customer (see section 8.2). An entity conveys a material right to a
customer if it provides the customer with a right that the customer would not
receive without entering into the contract such as a discount that is incremental
to the discounts offered to a similar class of customers. The contingent promise
in this example provides Customer with a material right because the free goods
are at a significant discount and the Customer would not be able to get these
free goods without entering into the contract with Manufacturer. Therefore, the
promise is a separate performance obligation. [606-10-55-42]

Example 4.2.70

Contingent promise not a performance obligation

Biotech enters into an agreement to license certain rights and provide R&D
services to Customer to develop Drug D. Biotech also will manufacture Drug D
for Customer, assuming its successful development. The development of
Drug D is in its early stages and it is uncertain whether the arrangement will
result in successful clinical trials of Drug D.

The following additional facts are relevant.

— The specified pricing for the manufacturing services is consistent with
stand-alone selling price.

— The price of the license and R&D services are commensurate with stand-
alone selling price exclusive of the manufacturing services.
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The manufacturing services are explicitly outlined in the contract and are not
optional to Customer if clinical trials of Drug D are successful. At contract
inception, Biotech concludes that these services are contingent promises
instead of a stand-ready obligation based on the following.

— There is substantial uncertainty about the successful development of
Drug D.

— The manufacturing services will require significant incremental performance
to manufacture and transfer goods to Customer.

— Customer will pay an additional fee for the manufacturing services.

— The manufacturing services requires the entity to transfer additional goods
or services that are incremental to the goods and services provided prior to
the resolution of the contingency.

As such, Biotech evaluates whether Customer’s right to the future goods or
services conveys a material right to Customer. The guidance regarding material
rights discussed in section 8.2 provides that a material right does not exist if the
customer has an option to acquire additional goods or services at the stand-
alone selling price for those goods or services. Given the pricing for the
manufacturing services in this example is at its stand-alone selling price, there
is no material right. [606-10-55-43]

Example 4.2.80

Service arrangement is not a contingent promise

Security Provider enters into a contract with Nightclub to provide security
services each day for a year. Nightclub pays Security Provider a fee based on
the number of patrons that attend the club each day. Security Provider deploys
its professionals each day to perform regardless of the number of patrons that
attend the club.

While the number of patrons is outside the control of Security Provider and
Nightclub, Security Provider concludes that the contract does not contain a
contingent promise and the nature of Security Provider's promise is to provide a
daily service over the contract term based on the following:

— There is uncertainty as to the number of patrons that will attend the club
but not in the Security Provider’s obligation to perform each day.

— Security Provider does not incur significant incremental costs at the time a
patron enters the club. Service Provider may incur incremental costs when
planning its staffing levels for nights that are expected to be busier but the
contingent event does not require Security Provider to transfer additional
services to Nightclub.

— While the payment terms are variable, Security Provider is performing at
Nightclub regardless of the number of patrons rather than waiting for the
contingent event to occur and then performing and obtaining payment
based on completing that performance.
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— Each patron that comes into the club does not require Security Provider to
transfer additional services to Customer. Security Provider is obligated to
perform each night.

As a result, Security Provider would evaluate the per patron fees as variable
consideration. See Question 5.3.10. [TRG 11-15.48]

Example 4.2.90

Transaction processor not a contingent promise

Transaction Processor and Customer execute a non-cancellable 10-year
transaction processing arrangement in which Transaction Processor will provide
continuous access to its system and process all transactions on behalf of
Customer. Customer is charged a fee for each transaction processed.

While the number of transactions is outside the control of Transaction
Processor and Customer, Transaction Processor concludes that the contract
does not contain a contingent promise and the nature of Transaction
Processor's promise is to provide a continuous daily service over the contract
term based on the following.

— There is not a substantial amount of uncertainty as to whether the
transactions will occur only an uncertainty as to the number of transactions
that will be processed. In addition, there is no uncertainty in Transaction
Processor’s obligation to make the platform available each day.

— Transaction Processor does not perform significant incremental services at
the time a transaction is processed. Transaction Processor may incur some
incremental costs when the transaction volume is higher but the contingent
event does not require Transaction Processor to transfer additional
services.

— While the payment terms are variable, Transaction Processor is performing
by making the platform available regardless of the number of transactions
rather than waiting for the contingent event to occur and then performing
and obtaining payment based on completing that performance.

— Each transaction does not require Transaction Processor to transfer
additional services to Customer. Transaction Processor is obligated to
perform each day regardless and Customer does not make an additional
request to have each transaction processed.

As a result, Transaction Processor would evaluate the per transaction fees as
variable consideration (see Question 5.3.10).

Example 4.2.100

Snow removal as a stand-ready obligation

Snow Plow enters into a contract with Airport to plow the runways each time it
snows during a calendar year for a nonrefundable payment fee of $1,000. Snow
Plow is obligated to perform each time it snows and Airport is paying Snow
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Plow regardless of the number of times it snows during the year. Snow Plow
has equipment on site at the airport in order to quickly remove snow when
it snows.

Snow Plow concludes that the nature of the promise is to stand ready based on
the following.

— There is uncertainty as to the number of times it will snow. However,
based on experience it is likely that it will snow during the annual period.

— Snow Plow does incur significantly more costs during periods of snow fall;
however, it stages its equipment and incurs some fixed costs to be ready in
order to perform each time the event occurs.

— The payment terms are fixed, Snow Plow gets paid $1,000 regardless of
the number of times it snows.

— The contract does not specify a number of services to be provided before
or after the contingent event and the snow removal only occurs when and if
the snowfall occurs.

Snow Plow concludes that the contract includes a single service of standing
ready and the nature of the promise is to secure a scarce resource. See
Question 7.4.50 for evaluation of the appropriate measure of progress for stand-
ready obligations.

Note: Even if Snow Plow concluded that the nature of the promise was not one
of standing ready, it would conclude that there is a material right based on the
nonrefundable payment of $1,000, which may ultimately be recognized as
revenue in a pattern similar to the stand-ready obligation.

Distinguishing promised goods or services from
administrative or set-up activities

FE Excerpt from ASC 606-10

* > Promises in Contracts with Customers

25-17 Promised goods or services do not include activities that an entity must
undertake to fulfill a contract unless those activities transfer a good or service
to a customer. For example, a services provider may need to perform various
administrative tasks to set up a contract. The performance of those tasks does
not transfer a service to the customer as the tasks are performed. Therefore,
those setup activities are not promised goods or services in the contract with
the customer.

Promised goods or services do not include activities that do not transfer a good
or service to a customer even if those activities are required to fulfill a contract.
For example, an entity may need to perform various administrative tasks to set
up a contract, but those tasks do not transfer a good or service to the customer
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as the tasks are performed. Such activities are typically referred to as
administrative or set-up activities. [606-10-25-17]

An entity does not account for these activities as a promised good or service in
the contract or evaluate whether they are a performance obligation. This is the
case even if the customer makes a payment to reimburse the entity for the cost
of performing those tasks. When an entity receives a payment for these costs,
which is often in the form of a nonrefundable upfront fee, an entity accounts for
those fees as a part of the transaction price and allocates that fee to the
performance obligations in the contract, which could also include material

rights. See section 5.8 on accounting for nonrefundable upfront payments.
[606-10-25-17, 55-50 — 55-53]

However, entities will need to evaluate whether the costs of these activities
should be capitalized as a cost to fulfill a contract. See section 12.5 on
accounting for costs to fulfill a contract.

Question 4.2.70

How does an entity distinguish between an

administrative task/set-up activity and a promised
good or service that transfers to the customer?

Interpretive response: \We believe an entity should focus on whether the
activities provide incremental benefit to the customer beyond solely providing
access to the subsequent good or service. Because the transfer of a promised
good or service requires the customer to be able to obtain the benefit from that
good or service, an activity that does not provide benefit beyond access to
other goods or services generally is an administrative task or set-up activity.

Goods or services transferred to a customer that provide some measure of
benefit beyond solely being able to access another good or service generally
will be promised goods or services. When another entity provides similar
services to customers on a stand-alone basis or the customer could perform the
tasks, it is a strong indicator the particular service is a promised service rather
than a set-up activity.

Evaluating whether upfront installation or activation activities are promised
goods or services may be challenging. Some entities charge customers a fee
related to the set-up activities or incur significant costs to complete the
activities. However, the fact that the entity charges a fee alone does not mean
that the entity is transferring a good or service to the customer. [606-10-25-17]

In general, activities involving the entity’s own systems or IP will not provide
the customer with incremental benefits. Examples of set-up activities include
(not exhaustive) the following.

— Activation of a wireless contract. Entities may charge a fee to activate a
wireless customer’s access to the network and to cover the cost of
required tasks such as setting up the wireless service, processing a new
customer in the billing system and performing a credit check. Those
activities do not provide the customer with benefit beyond allowing the
customer to access the subsequent services.
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— Outsourcing contracts. An entity may need to design or build technology
for its internal use to provide a service to a customer. The costs of
designing and migrating data for internal use to provide services to the
customer in the future do not provide the customer with incremental
benefits beyond accessing the service.

— Software as a Service (SaaS). A SaaS provider may implement a user
interface that permits the customer to access its online platform. These
activities, permitting the customer to access the SaaS for which it has
contracted, provide no incremental benefit beyond the customer accessing
the platform.

Examples of upfront activities that generally are promised goods or
services include:

— performing customer-specific services that enhance the customer’s asset;
and

— providing training services to permit the customer to use the service more
effectively.

Example 4.2.110

Installation services that represent set-up activities

Customer purchases a customized telecommunications package from Telco
that requires Telco to make a significant network investment. Customer enters
into a 10-year network services contract and pays:

— $500,000 upfront (to compensate Telco for its network investment costs);
and
— $10,000 per month for the services.

The network subject to the contract is not transferred to Customer but is used
and managed by Telco to deliver the specific network services.

Telco concludes that the activities related to the network investment are set-up
activities because they do not result in the transfer of goods or services to
Customer. Accordingly, the provision of network services is the only activity
that transfers a good or service to Customer; any activity related to the network
investment is a set-up activity. Therefore, the $500,000 upfront fee is an
advance payment for the transfer of network services and is considered part of
the transaction price allocated to the network services. Telco recognizes
revenue for the network services as they are performed (see section 5.8 on
treatment of nonrefundable upfront fees).

Because the network assets are owned by Telco but used to satisfy this
contract, Telco also assesses if the contract includes a lease (see section 2.3). If
it concludes that the equipment is subject to a lease, then it accounts for that
lease under the appropriate guidance (such as Topic 842) and the remainder of
the contract under Topic 606.
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Example 4.2.120

Installation services that represent a promised good
or service

A new residential customer (Customer) purchases television services from
Provider under a three-year contract. The contract requires that Provider
perform certain installation activities, including connecting its network to
Customer's house and wiring the inside of the house so that set-top boxes can
be connected. Customer could have selected a third party to perform the inside
wiring services.

Under the terms and conditions of the contract, the connection to Customer’s
house belongs to Provider, and it is responsible for any repairs or maintenance.
Provider concludes that connecting the network to Customer’s house results in
an extension of its own network, does not transfer a good or service to
Customer and is not a performance obligation. However, Provider still has to
determine whether to treat the costs of connecting the network as either
capitalized property, plant and equipment or as costs of fulfilling a contract (see
section 12.5).

Provider concluded that the inside wiring is a promised service in the contract
because it provides the customer with a benefit beyond simply accessing the
television services. This is also evidenced by the fact that the customer could
have obtained the service from a third party. Provider will need to evaluate
whether the services are a separate performance obligation.

Example 4.2.130

Set-up activities vs. implementation services in a
SaaS arrangement

SaaS Provider enters into a contract to provide Customer with access to its
SaaS for three years.

As part of the contract, SaaS Provider will:

1. before commencement of the SaaS term, set up the user interface that
Customer will need to access the online application;

2. undertake data conversion and migration activities for Customer to
configure and move the relevant data from Customer’s current on-premise
solution to SaaS Provider’'s hosted environment; and

3. provide training to relevant Customer personnel on best practices for
efficient use of SaaS Provider's hosted application.

The set-up of the user interface provides no incremental benefit to Customer
beyond permitting Customer to access the hosted application. Therefore, SaaS
Provider concludes that (1) is a set-up activity rather than a promised service
to Customer.

In contrast, (2) and (3) are services that provide Customer with incremental
benefits beyond just access to the hosted application. The data conversion and
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migration activities would otherwise need to be performed (and could be
performed) by Customer or another service provider, or they can be used with
other SaaS providers. The training of Customer’s personnel will permit
Customer to more effectively use SaaS Provider’s hosted application. In both
cases, SaaS Provider's activities are doing more than simply setting up or
enabling Customer’s access to the SaaS.

Question 4.2.80

Are pre-production or non-recurring engineering

activities a promised good or service or
administrative activity?

Interpretive response: It depends. Some long-term supply arrangements
require a supplier to undertake efforts in upfront engineering and design (E&D)
to create new technology or adapt existing technology or product design to the
needs of the customer. In addition, some contracts require the development or
procurement of the tools, molds or dies (tooling) required to manufacture parts.
Moreover, these pre-production and non-recurring engineering (NRE) activities
are often a prerequisite for delivering goods or services under a production
contract. These arrangements take various forms and often do not contractually
commit the customer to purchase any minimum volume of parts ultimately
manufactured by the supplier.

Entities need to first consider whether the pre-production and NRE activities are
in the scope of Topic 606. If the pre-production and NRE goods or services are
not an output of the entity’'s ordinary activities, Topic 606 may not apply (see
section 2.2.10). However, if the entity transfers nonfinancial assets to another
party, similar principles will apply to the recognition and measurement of the
transaction accounted for in the scope of Subtopic 610-20 on the derecognition
of nonfinancial assets.

When these activities are within the scope of Topic 606, they could be
characterized as performance obligations, administrative tasks or fulfillment
activities. The TRG agreed that the fundamental issue when characterizing
these activities is determining whether the activities transfer control of a good

or service to the customer for which the entity is entitled to consideration.
[TRG 11-15.46]

Typically, if the supplier retains the rights to the E&D output, such as the IP

it produces, then no goods or services are transferred. The TRG provided

the following examples of when a pre-production activity could be considered
a promised good or service because the supplier has transferred a good

or service.

— A supplier is performing E&D services to develop a new product for a
customer. The customer will own the IP, such as patents, that results from
those activities. In that scenario, the supplier likely would conclude that it is
transferring control of the IP to the customer because the customer is
benefiting from obtaining the IP.

— A supplier is performing E&D services to develop a new product for a
customer. The supplier provides the customer with periodic progress
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reports in a level of detail that would not require the customer to contract
with another entity to reperform the work. Alternatively, the supplier may
be required to provide the customer with the design information completed
to date in the case of a termination. In these scenarios, the supplier
effectively transfers the know-how or IP it is developing and the customer
is obtaining an incremental benefit from those services as the services are
performed. These scenarios may result in a loss to the supplier in situations
where the supplier is reimbursed in part through lump sum payments from
the customer and also through future orders which are not enforceable.

Tooling could also be a separate performance obligation when the customer
owns the tooling and the supplier does not have a non-cancellable right to use
the tooling during a long-term supply agreement. This is because control
transfers to the customer and the supplier is entitled to consideration from
the customer.

If the pre-production activities do not result in the transfer of control of a good
or service to the customer, then they might be fulfillment activities or property,
plant and equipment. In these instances, any customer reimbursement would
still be recorded as revenue but would attach itself to other performance
obligations in the contract (e.g. the parts). See chapter 12 for further information
on costs.

If the entity does not transfer goods or services to the customer, is not entitled
to consideration, and the pre-production or NRE contract is not combined with
another contract (i.e. production) for accounting purposes then the activities
may not be in the scope of Topic 606. There is diversity in accounting practice
among suppliers that engage in pre-production activities associated with long-
term supply arrangements. The SEC staff has stated that it will continue to
respect well-reasoned, practical judgments when those judgments are
grounded in the principles of the accounting literature — including Topic 606 and
Subtopic 340-40.

Pre-production costs related to long-term supply arrangements are discussed in
section 12.10.

Question 4.2.90
Are promises to defend a patent, copyright or

trademark an administrative activity or a promised
good or service?

Interpretive response: An entity’'s promise to defend its patent, copyright or
trademark is an administrative activity, not a promised good or service, because
it does not transfer goods or services to the customer. These types of activities
do not benefit the customer beyond the access to the good or service provided
in the contract and relate to the entity’s own assets. [606-10-55-64A]

In contrast, if an entity enters into a contract with a customer that is a named
defendant in a patent infringement lawsuit and agrees to provide legal support
to the customer rather than promising to defend its own patent the entity may
be providing a legal service to the customer.
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Question 4.2.100

Is an exclusivity provision a promised good or
service?

Interpretive response: Generally, no. Entities may enter into contracts with
customers that provide the customer with the exclusive right to the entity’s
goods or services, restrict the entity’s ability to sell its goods or services to
other customers or geographies, or both. For example, an entity might enter
into a supply contract with a distributor and agree not to sell its products to the
customer’'s competitors, or to provide the distributor the benefit of being an
‘authorized dealer’ and use the entity’s trademarks in conjunction with the sale
of branded merchandise purchased from the entity.

The FASB discussed exclusivity clauses in the context of licenses of IP and
noted that exclusivity is another restriction that represents an attribute rather
than the nature of the underlying IP or the entity’s promise in granting a license.
Therefore, an entity does not separately account for exclusivity in a license
arrangement and the exclusivity does not affect whether that license is
transferred at a point in time or over time (see chapter 10). [ASU 2014-09.BC412(b)]

Based on the above, we generally believe exclusivity is an attribute of the
promise to the customer rather than a promised good or service itself as it does
not change the nature of the underlying promise to the customer, which is to
provide the goods or services. Exclusivity may affect the value of or price for
the underlying good or service. However, the promised good or service is
typically what the customer will have the right to obtain or use.

In some cases a customer may make a payment for the exclusivity or an
upfront payment upon entering into the exclusive arrangement. In that case, the
entity will need to evaluate whether the payment indicates that contract
includes a material right. A material right might be present if the contract
provides the customer with options to purchase additional goods or services
during the exclusivity period. If no material right is present, the payment would
be a part of the transaction price (see section 5.8).

In some cases, the entity may pay the customer to enter into an exclusive
relationship. In that case, an entity will need to evaluate whether the payment is
for a distinct good or service or whether it should be accounted for as a
reduction of revenue. Similarly, an entity will need to evaluate whether the
payment meets the definition of an asset and should be capitalized and
amortized. See Question 5.7.50 on upfront payments to customers.

Question 4.2.110

Is a promise to provide end-user documentation an
administrative activity or promised good or service?

Interpretive response: In general, we believe that providing end-user
documentation, such as instruction manuals, is an administrative task if that
documentation merely allows the customer to obtain the inherent utility of the

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Revenue recognition | 147
4. Step 2: Identify the performance obligations in the contract

good or service. In that case, the end-user documentation does not provide
incremental benefit to the customer.

If the end-user documentation is necessary for the customer to benefit from
the good or service, the entity may conclude that control of the good or service
has not been transferred to the customer until the documentation has been
provided. This might occur when the customer cannot make substantive use of
the good or service without the documentation and there are no alternative
resources available with which the customer could make substantive use of the
good or service, such as consultants or third-party documentation.

Providing standard end-user documentation of the nature described in the
preceding paragraph should be distinguished from a promise to provide
additional materials that would provide incremental benefit to the customer,
such as information of a consulting nature (e.g. training) that helps the customer
do more than simply achieve the base utility from the good or service.

Question 4.2.120
Is an entity’s participation in a joint steering

committee considered a promised service in a
contract with a customer?

Interpretive response: It depends. Joint steering committees (JSCs) are often
created through collaborative R&D agreements to ensure that all the parties are
working to achieve the goals of the activity. For example, an entity may license
technology to another entity and agree to provide R&D services to develop
technology that will benefit sales of both parties’ products. As part of this
arrangement, the entity may agree to participate with the other party on a JSC
for development.

Topic 606 explicitly excludes from its scope a contract, or portion of a contract,
that is with a collaborator or partner who shares with the entity the risks and
benefits of developing a product to be marketed. The rationale for this exclusion
is that such parties are not an entity’'s customers. Therefore, it is important for
an entity that engages in collaborative arrangements to analyze whether the
other parties in its contracts are customers. A customer is a party that has
contracted with the entity to obtain goods or services that are an output of the
entity’s ordinary activities. For further discussion of whether an arrangement is
a collaboration, see section 2.2.20.

When an entity agrees to participate in a JSC, it evaluates the substance of the
contractual provision relative to JSC participation. If participation in a JSC is
required under the contract, that participation is generally an additional
promised service. However, if participation in the JSC is permitted but not
required, JSC participation may not be an additional promised service in the
contract, but rather a right of the entity to protect its own interests in

the arrangement.
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The presence of any of the following factors generally indicates that
participation in the JSC is a promised service in the contract, rather than solely a
protective or participating right of the entity:

— participation requires distinct and specific action by the entity — e.g. specific
persons with unique skills that are significant to the project, specific time
commitment;

— failure to perform would result in a substantive penalty for the entity; or

— inclusion or exclusion of the JSC participation from the contract would
significantly affect the other terms of the contract (e.g. the transaction
price, timing of payments or customer acceptance).

Promised goods and services in a contract do not have to be explicit contractual
requirements, but rather can be implied promises that a customer would
reasonably expect the entity to perform based on the entity’'s customary
business practices and policies (see section 4.2.10). As such, entities may need
to evaluate their customary business practices and policies regarding JSC
participation to determine whether JSC participation is implied, even if the
contract is silent or such participation is optional.

If the participation in the JSC is determined to be a performance obligation, a
portion of the transaction price is allocated to the JSC participation based on its
relative stand-alone selling price.

Practical expedient for immaterial goods and
services

B Excerpt from ASC 606-10

* > Promises in Contracts with Customers

25-16A An entity is not required to assess whether promised goods or services
are performance obligations if they are immaterial in the context of the contract
with the customer. If the revenue related to a performance obligation that
includes goods or services that are immaterial in the context of the contract is
recognized before those immaterial goods or services are transferred to the
customer, then the related costs to transfer those goods or services shall

be accrued.

25-16B An entity shall not apply the guidance in paragraph 606-10-25-16A to a
customer option to acquire additional goods or services that provides the
customer with a material right, in accordance with paragraphs 606-10-55-41
through 55-45.

An entity is permitted, as a practical expedient, not to assess whether promised
goods or services are performance obligations if they are immaterial in the
context of the contract with the customer. This evaluation is based on
materiality at the contract level. Therefore, an entity does not also need to
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evaluate whether the aggregated immaterial promised goods or services are
material at the financial statement level. [606-10-25-16A, ASU 2016-10.BC12]

An entity evaluates whether a promised good or service is immaterial in the
context of the contract from the perspective of the customer and considers
both quantitative and qualitative factors. That is, an entity should consider the
relative significance or importance of the good or service to the entire
arrangement with the customer. [ASU 2016-10.BC12]

If the practical expedient is applied, the goods or services that are immaterial in
the context of the contract become part of other performance obligations.
When an entity satisfies a performance obligation that includes the immaterial
goods or services, it recognizes the revenue allocated to the performance
obligation even if the immaterial goods or services have not yet been
transferred to the customer. If this happens, the entity accrues the costs to
transfer the immaterial goods or services when (or as) it recognizes the

revenue rather than waiting until it transfers the immaterial goods or services.
[606-10-25-16A]

This practical expedient is not applicable to material rights stemming from
customer options (see Question 8.2.60). Therefore, if an option conveys a
material right to the customer, that material right cannot be deemed immaterial
in the context of the contract. In other words, an entity assesses whether an
express or implied option in a contract conveys a material right to the customer,
even if the material right is immaterial in relation to the goods or services
promised in the contract. [606-10-25-16B]

Question 4.2.130
Does an entity apply the practical expedient for

immaterial goods or services on a contract-by-
contract basis?

Interpretive response: No, we believe entities should apply the practical
expedient to immaterial goods or services consistently to similar promises in
similar contracts.

Example 4.2.140

Goods or services immaterial in the context of the
contract

Supplier enters into a supply arrangement with Customer. The arrangement has
a three-year term and includes minimum purchases of five million products per
year. Supplier also promises to provide:

— a toll-free customer service line for consumers purchasing the goods.
Supplier spends $500,000 per year to maintain the customer service line for
all of its customers, and estimates the cost associated with providing this
service to Customer to be less than $10,000 per year. Call volume is low
because the goods are not highly specialized; and

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

149



Revenue recognition
4. Step 2: Identify the performance obligations in the contract

— an annual statement showing the purchase activity for each of Customer’s
stores. Customer can obtain this information from its own stores but the
annual statement provides the information in a format that allows Customer
to better analyze the stores’ purchases. Supplier does not incur significant
cost or effort but simply writes a report using its own sales system.
Supplier does not sell this service separately and estimates a stand-alone
selling price to be less than $10,000.

Based on the minimum volume commitments included in the contract, Supplier
determines that the transaction price is $15 million.

In evaluating the promises in the contract, Supplier determines that the
telephone support and the annual statement are immaterial in the context of
the contract for the following reasons.

— Quantitatively, the services are less than 1% [$60 thousand / $15 million] of
the total value of the goods and services in the contract.

— Qualitatively, the telephone support services and monthly statements are
deemed significantly less important than the actual supply of goods.
Supplier does not expect the telephone support services to be significant to
Customer, and the annual statements do not affect the utility of the goods
or Customer’s ability to benefit from the goods.

Therefore, Supplier determines that these activities are immaterial in the
context of the contract and does not account for them as separate performance
obligations.

Example 4.2.150

Goods or services immaterial in the context of the
contract — qualitative assessment

Manufacturer enters into a contract to provide Customer with equipment
customized to Customer’s specifications. The contract also provides Customer
with the right to receive up to 20 hours of training services on how to operate
the equipment at no additional cost.

In evaluating the promises in the contract, Manufacturer determines that
although the promised training hours are not quantitatively significant, they
are not considered immaterial in the context of the contract for the
following reasons:

— The training services will allow Customer to optimize the customized
equipment within a short period of time.

— Customer’s ability to optimize the customized equipment it is procuring is
likely important to Customer.

Therefore, Manufacturer considers both the equipment and training services as
promises in the arrangement. Manufacturer further assesses whether those
promises are distinct from one another and if so, accounts for them as separate
performance obligations. [606-10-55-309, 55-310]
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Accounting policy election for shipping and handling

I_:E Excerpt from ASC 606-10

* > Promises in Contracts with Customers

25-18A An entity that promises a good to a customer also might perform
shipping and handling activities related to that good. If the shipping and
handling activities are performed before the customer obtains control of the
good (see paragraphs 606-10-25-23 through 25-30 for guidance on satisfying
performance obligations), then the shipping and handling activities are not a
promised service to the customer. Rather, shipping and handling are activities
to fulfill the entity’s promise to transfer the good.

25-18B If shipping and handling activities are performed after a customer
obtains control of the good, then the entity may elect to account for shipping
and handling as activities to fulfill the promise to transfer the good. The entity
shall apply this accounting policy election consistently to similar types of
transactions. An entity that makes this election would not evaluate whether
shipping and handling activities are promised services to its customers. If
revenue is recognized for the related good before the shipping and handling
activities occur, the related costs of those shipping and handling activities shall
be accrued. An entity that applies this accounting policy election shall comply
with the accounting policy disclosure requirements in paragraphs 235-10-50-1
through 50-6.

Whether shipping and handling activities represent a promised good or service
depends on when they are performed. If those activities are performed before
the customer obtains control of the goods, then they are fulfillment activities
and not a promised good or service. This is because before the goods transfer
to the customer, the activities relate to the entity’s asset rather than the
customer’s asset. [606-10-25-18A]

When shipping and handling activities are performed after the customer obtains
control of the goods, they are a promised good or service because the entity is
performing a service related to the customer’s asset. However, the entity may
elect to account for the shipping and handling costs (including the cost of
insurance) in this instance as fulfillment costs. Such an election is an
accounting policy election that requires consistent application and disclosure
(see section 15.10). Based on the entity’s election it would account for the
shipping and handling as follows.

— A fulfillment activity. If an entity elects to treat shipping and handling
activities performed after the customer obtains control as fulfillment
activities, the entity recognizes the costs of these activities when it
recognizes revenue for the goods. This means that the related costs will be
accrued and the revenue will be recognized before the shipping and
handling activities are performed.

— A promised good or service. If an entity does not elect to treat shipping
and handling as a fulfillment activity, the entity determines whether they
are a separate performance obligation. [606-10-25-18B]
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Question 4.2.140

Can the shipping and handling accounting policy
election be applied to other activities?

Interpretive response: No. It would be inappropriate to apply the shipping and
handling accounting policy election by analogy to other activities that occur after
the entity has transferred the promised goods or services.

The FASB considered whether this policy election should be applied more
broadly to other activities such as custodial or storage services, but it decided to
limit the scope of this guidance to shipping and handling activities. The FASB
did note that an entity should consider whether those other activities transfer a
promised good or service to a customer or are more akin to an administrative
activity. In addition, if those other activities transfer a promised good or service,
they could be immaterial in the context of the contract, in which case the

entity need not identify a separate performance obligation related to them if it
elects to apply the practical expedient for immaterial goods or services (see
section 4.2.50). [ASU 2016-10.BC23]

Question 4.2.150
Can an entity apply the shipping and handling

accounting policy election when a third party
provides the shipping?

Interpretive response: Yes. The shipping and handling accounting policy
election can be applied when the entity either ships the goods itself or arranges
for a third party to ship the goods.

The key to determining when an entity can apply the policy election to shipping
and handling activities is when control of the good transfers. If the shipping and
handling activities occur after a customer obtains control, then the policy
election is available and the entity may elect to account for the activities as
fulfillment activities rather than as a separate performance obligation. On the
other hand, if the shipping and handling activities are performed before the
customer obtains control of the good, those activities are automatically
fulfillment activities.

If the entity elects to treat shipping and handling as fulfillment activities, we
believe that third-party shipping and handling costs charged to the entity’s
customer should be reported gross in revenue when the entity is the principal
for the good being transferred. If the shipping and handling is accounted for as a
performance obligation, the entity needs to evaluate that specified service
under the principal-agent guidance (see Question 9.3.70).
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Question 4.2.160

What is the appropriate income statement
classification for shipping and handling costs?

Interpretive response: It depends. Topic 606 does not explicitly address the
presentation of shipping and handling costs in the income statement.

Classifying the cost of these activities as cost of sales because they are
considered fulfillment activities is an acceptable presentation.

If before the adoption of Topic 606 an entity historically presented shipping and
handling costs in another income statement line item such as SG&A, the SEC
staff does not object if the entity either (1) maintained its historical presentation
or (2) changed its classification to cost of sales upon adoption of Topic 606.
However, if an entity historically presented these costs as cost of sales, it
would not be appropriate for the entity to change its classification to another
income statement line item.

In addition, the SEC staff encourages entities that classify significant shipping
and handling costs outside of cost of sales to continue to provide disclosure

about these costs and where they are presented in the income statement.
[2017 AICPA Conf]

FASB example of explicit and implicit promises in a
contract

Example 12 in Topic 606 illustrates how to evaluate promises in a contract,
including those that are explicitly stated in a contract and those that can be
implicit based on established business practices or published policies that
create a reasonable expectation that the entity will transfer the good or service
to the customer. [606-10-25-16, ASU 2014-09.BC87]

FE Excerpt from ASC 606-10

» « > Example 12—Explicit and Implicit Promises in a Contract

55-151 An entity, a manufacturer, sells a product to a distributor (that is, its
customer), who will then resell it to an end customer.

» + + > Case A—Explicit Promise of Service

55-152 In the contract with the distributor, the entity promises to provide
maintenance services for no additional consideration (that is, “free”) to any
party (that is, the end customer) that purchases the product from the
distributor. The entity outsources the performance of the maintenance
services to the distributor and pays the distributor an agreed-upon amount for
providing those services on the entity’s behalf. If the end customer does not
use the maintenance services, the entity is not obliged to pay the distributor.

55-153 The contract with the customer includes two promised goods or
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services—(a) the product and (b) the maintenance services (because the
promise of maintenance services is a promise to transfer goods or services in
the future and is part of the negotiated exchange between the entity and the
distributor). The entity assesses whether each good or service is distinct in
accordance with paragraph 606-10-25-19. The entity determines that both the
product and the maintenance services meet the criterion in paragraph 606-10-
25-19(a). The entity regularly sells the product on a standalone basis, which
indicates that the customer can benefit from the product on its own. The
customer can benefit from the maintenance services together with a resource
the customer already has obtained from the entity (that is, the product).

55-153A The entity further determines that its promises to transfer the product
and to provide the maintenance services are separately identifiable (in
accordance with paragraph 606-10-25-19(b)) on the basis of the principle and
the factors in paragraph 606-10-25-21. The product and the maintenance
services are not inputs to a combined item in this contract. The entity is not
providing a significant integration service because the presence of the product
and the services together in this contract do not result in any additional or
combined functionality. In addition, neither the product nor the services modify
or customize the other. Lastly, the product and the maintenance services are
not highly interdependent or highly interrelated because the entity would be
able to satisfy each of the promises in the contract independent of its efforts to
satisfy the other (that is, the entity would be able to transfer the product even
if the customer declined maintenance services and would be able to provide
maintenance services in relation to products sold previously through other
distributors). The entity also observes, in applying the principle in

paragraph 606-10-25-21, that the entity’'s promise to provide maintenance is
not necessary for the product to continue to provide significant benefit to the
customer. Consequently, the entity allocates a portion of the transaction price
to each of the two performance obligations (that is, the product and the
maintenance services) in the contract.

+ « + > Case B—Implicit Promise of Service

55-154 The entity has historically provided maintenance services for no
additional consideration (that is, “free”) to end customers that purchase the
entity’s product from the distributor. The entity does not explicitly promise
maintenance services during negotiations with the distributor, and the final
contract between the entity and the distributor does not specify terms or
conditions for those services.

55-155 However, on the basis of its customary business practice, the entity
determines at contract inception that it has made an implicit promise to provide
maintenance services as part of the negotiated exchange with the distributor.
That is, the entity’s past practices of providing these services create
reasonable expectations of the entity’'s customers (that is, the distributor and
end customers) in accordance with paragraph 606-10-25-16. Consequently, the
entity assesses whether the promise of maintenance services is a
performance obligation. For the same reasons as in Case A, the entity
determines that the product and maintenance services are separate
performance obligations.
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e+ + > Case C—Services Are Not a Promised Service

55-156 In the contract with the distributor, the entity does not promise to
provide any maintenance services. In addition, the entity typically does not
provide maintenance services, and, therefore, the entity’s customary business
practices, published policies, and specific statements at the time of entering
into the contract have not created an implicit promise to provide goods or
services to its customers. The entity transfers control of the product to the
distributor and, therefore, the contract is completed. However, before the sale
to the end customer, the entity makes an offer to provide maintenance
services to any party that purchases the product from the distributor for no
additional promised consideration.

55-157 The promise of maintenance is not included in the contract between
the entity and the distributor at contract inception. That is, in accordance with
paragraph 606-10-25-16, the entity does not explicitly or implicitly promise to
provide maintenance services to the distributor or the end customers.
Consequently, the entity does not identify the promise to provide
maintenance services as a performance obligation. Instead, the obligation to
provide maintenance services is accounted for in accordance with Topic 450
on contingencies.

55-157A Although the maintenance services are not a promised service in the
current contract, in future contracts with customers the entity would assess
whether it has created a business practice resulting in an implied promise to
provide maintenance services.

Determine the performance obligations

I_:E Excerpt from ASC 606-10

> |dentifying Performance Obligations

25-14 At contract inception, an entity shall assess the goods or services
promised in a contract with a customer and shall identify as a performance
obligation each promise to transfer to the customer either:

a. A good or service (or a bundle of goods or services) that is distinct

b. A series of distinct goods or services that are substantially the same and
that have the same pattern of transfer to the customer (see paragraph 606-
10-25-15).

Overview

After an entity has identified the promised goods and services in the contract, it
evaluates each promise to determine whether it constitutes its own
performance obligation or should be combined with other promises to form a
performance obligation. The performance obligation is the ‘unit of account’ for
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recognizing revenue. In other words, an entity does not account for the
promised goods or services in the contract — it accounts for the
performance obligations.

A performance obligation is one of the following:
1. agood or service that is distinct on its own;

2. abundle of goods or services that are not distinct on their own but are as a
group; or

3. a series of distinct goods or services that are substantially the same and
meet two additional criteria discussed in section 4.4 (thereby forming a
‘series’ performance obligation). [606-10-25-14]

The key principle in identifying a performance obligation is the notion of a
promised good or service being distinct. The term distinct, in an ordinary sense,
suggests something that is different, separate or dissimilar. All performance
obligations comprise promises that are distinct individually or distinct when
combined with other promises. In order to determine whether a promised good
or service is distinct the FASB developed two criteria, which are discussed in
section 4.3.20.

If a promised good or service is not distinct individually, it is either bundled with
other nondistinct promised goods or services that collectively meet the distinct
criteria or combined with another distinct good or service (or distinct bundle of
goods or services). Consequently, even if a promised good or service is distinct,
it may not be a separate performance obligation if at least one or more other
goods or services is (are) not distinct. For example, if in a contract with a
customer, Product P is determined to be distinct, but Service S is not distinct
and those are the only two promised goods and services in the contract,
Product P and Service S would be a single performance obligation.

See section 10.5 for a discussion of applying the ‘distinct’ criteria to licenses.

Question 4.3.10

Is separating goods or services into distinct
performance obligations optional?

Interpretive response: No. Separating goods or services into distinct
performance obligations is not optional. Identifying all performance obligations
in a contract is a critical aspect of the revenue model because it directly affects
the timing and amount of revenue recognition.

However, from a practical perspective, it may not be necessary to apply the
separation and allocation requirements of Topic 606 if each distinct good or
service is concurrently delivered and has the same pattern of transfer to the
customer. This is because an entity may be able to account for such goods and
services as if they represent a single performance obligation if the outcome is
the same as accounting for the goods and services as individual performance
obligations. [ASU 2014-09.BC116, ASU 2016-10.BC47]
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However, SEC registrants should keep in mind the SEC requirement to present
tangible product sales and sales from services and their respective costs of
sales separately. [Reg S-X Rule 5-03(b)]

Assess whether a promised good or service is
distinct

FE Excerpt from ASC 606-10

» > Distinct Goods or Services

25-19 A good or service that is promised to a customer is distinct if both of the
following criteria are met:

a. The customer can benefit from the good or service either on its own or
together with other resources that are readily available to the customer
(that is, the good or service is capable of being distinct).

b. The entity’s promise to transfer the good or service to the customer is
separately identifiable from other promises in the contract (that is, the
promise to transfer the good or service is distinct within the context of
the contract).

25-22 |f a promised good or service is not distinct, an entity shall combine that
good or service with other promised goods or services until it identifies a
bundle of goods or services that is distinct. In some cases, that would result in
the entity accounting for all the goods or services promised in a contract as a
single performance obligation.

A performance obligation is a promised good or service (or bundle of goods or
services) that is distinct. A promised good or service is distinct if both of the
following criteria are met.

Criterion 2:
Distinct within the

Criterion 1:

Capable of being

distinct context of the contract

Can the customer benefit Is the entity's promise T -
. If both criteria met:
from the good or service to transfer the good or distinct-
on its own or together + service separately — erformance
with other readily identifiable from other pobli ation
available resources? promises in the contract? 9
No

!

Not distinct - combine with
other goods and services
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Capable of being distinct

< > Distinct Goods or Services

25-19 A good or service that is promised to a customer is distinct if both of the
following criteria are met:

a. The customer can benefit from the good or service either on its own or
together with other resources that are readily available to the customer
(that is, the good or service is capable of being distinct).

b. The entity’s promise to transfer the good or service to the customer is
separately identifiable from other promises in the contract (that is, the
promise to transfer the good or service is distinct within the context of
the contract).

25-20 A customer can benefit from a good or service in accordance with
paragraph 606-10-25-19(a) if the good or service could be used, consumed,
sold for an amount that is greater than scrap value, or otherwise held in a way
that generates economic benefits. For some goods or services, a customer
may be able to benefit from a good or service on its own. For other goods or
services, a customer may be able to benefit from the good or service only in
conjunction with other readily available resources. A readily available resource
is a good or service that is sold separately (by the entity or another entity) or a
resource that the customer has already obtained from the entity (including
goods or services that the entity will have already transferred to the customer
under the contract) or from other transactions or events. Various factors may
provide evidence that the customer can benefit from a good or service either
on its own or in conjunction with other readily available resources. For
example, the fact that the entity regularly sells a good or service separately
would indicate that a customer can benefit from the good or service on its own
or with other readily available resources.

The 'capable of being distinct’ criterion focuses on the economic benefits of the
goods or services. When a good or service is capable of being distinct, a
customer can benefit from a good or service on its own or in conjunction with:

— other readily available resources that are sold separately by the entity, or by
another entity; or
— resources that the customer has already obtained from the entity —e.g. a

good or service delivered upfront — or from other transactions or events.
[606-10-25-20]

A customer can benefit from a good or service if it can be used, consumed or
sold for an amount that is greater than scrap value, or otherwise held in a way
that generates economic benefits. The fact that a good or service is regularly
sold separately by the entity is a strong indicator that the customer can benefit
from a good or service on its own or with other readily available resources. This
is the case because otherwise there would be no market for an entity to
provide that good or service on a stand-alone basis. [ASU 2014-09.BC99]
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However, whether the entity or another entity sells an identical or largely
interchangeable good or service separately, or whether the good or service can
be resold by the customer is not a requirement to conclude the good or service
is capable of being distinct. Factors beyond how the good or service is sold in
the marketplace by the entity or others, such as the stand-alone functional
utility of the product or service, are also considered in this evaluation.

The capable of being distinct criterion establishes a baseline level of economic
substance that an individual good or service needs to be distinct. Therefore,
even if the economic benefits that can be derived from the good or service are
minor compared to the economic benefits the customer can obtain from the
good or service together with the other promises in the contract, the good or
service could be capable of being distinct. [ASU 2016-10.BC33]

The capable of being distinct assessment should be based on the
characteristics of the promised goods or services themselves and not the
customer’s intended use or the way in which contractual terms permit the
customer to use the good or service. Contractual restrictions can affect the
customer’s ability to derive benefit from the good or service on its own, as is
the case when the customer’s ability to use or resell a good is restricted. They
also can affect the customer’s ability to access a readily available resource, as is
the case when the customer is prohibited from obtaining a related good or
service from an available alternative provider. Nevertheless, such contractual
restrictions do not affect the entity’s evaluation of whether the good or service
is capable of being distinct — that is, the evaluation ignores the contractual
restriction. [ASU 2014-09.BC100-101]

Question 4.3.20
Can the order of delivery of goods or services affect

the determination of whether the customer can
benefit from a good or service together with other
readily available resources?

Interpretive response: Yes. A readily available resource includes goods or
services that the customer has already obtained from the entity, which includes
goods or services that the entity will have already transferred under the
contract. Therefore, the order of delivery of goods or services could affect the
evaluation. [606-10-25-20]

For example, an entity enters into an arrangement to transfer two products to
its customer. These two products are never sold separately and no equivalent
of either product is sold separately by any other entity. Product A can be used
on its own, but Product B cannot be used without Product A. If Product A is
delivered first, Product A has benefit to the customer on its own and Product B
has benefit to the customer together with a readily available resource

(Product A). Therefore, in this example, each product is distinct.

In contrast, if Product B is delivered first, the customer is not able to benefit
from Product B on its own. Moreover, Product A is not yet considered readily
available because it is not sold separately by the entity, nor is there an
equivalent product sold separately by an alternate entity. As such, Product B
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is not distinct and therefore is combined with Product A into a single
performance obligation.

Question 4.3.30
Can a good or service only sold separately in

renewals be considered a readily available
resource?

Interpretive response: Yes. A readily available resource is a good or service
that is sold separately or a resource that the customer has already obtained
from the entity or from other transactions or events. We believe the sale of a
good or service on a renewal basis is a separate sale and therefore could be
considered a readily available resource. This approach is consistent with
viewing renewals as separate sales for purposes of determining a stand-alone
selling price.

For example, some entities sell services that require initial implementation
services for the customer to use the subsequent services, such as SaaS

or outsourcing services. In many cases, implementation services are

always bundled with the subsequent services in the initial contract. See
Question 4.2.70 for distinguishing between set-up activities and implementation
services that transfer a good or service to the customer.

When the entity does not separately sell implementation services and they are
not available from any other provider, it may not be able to conclude that the
customer could benefit from the implementation services on their own — e.g.
without the subsequent services. As such, to determine if the implementation
service is capable of being distinct, it is critical to determine if the subsequent
services are considered readily available resources. Because the
implementation services are performed first, to be a readily available resource
the subsequent services would need to be sold separately by the entity or
other entities.

An entity may not have a history initially of selling the subsequent services on a
stand-alone basis and no other entities provide implementation services or the
customer cannot complete implementation on its own. However, when the
entity sells the subsequent services on a renewal basis without additional
implementation services, those renewals could still provide evidence of stand-
alone sales.

Many established entities will have a history of actual renewals. Some early
stage entities or entities with new service lines may not have actually sold a
particular service on a renewal basis. However, we believe that when an entity
is offering renewals and has a substantive plan to continue selling the service
separately on a renewal basis, those renewals could be considered a readily
available resource.
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Distinct within the context of the contract

< > Distinct Goods or Services

25-19 A good or service that is promised to a customer is distinct if both of the
following criteria are met:

a. The customer can benefit from the good or service either on its own or
together with other resources that are readily available to the customer
(that is, the good or service is capable of being distinct).

b. The entity’s promise to transfer the good or service to the customer is
separately identifiable from other promises in the contract (that is, the
promise to transfer the good or service is distinct within the context of
the contract).

25-21 |n assessing whether an entity’s promises to transfer goods or services
to the customer are separately identifiable in accordance with paragraph 606-
10-25-19(b), the objective is to determine whether the nature of the promise,
within the context of the contract, is to transfer each of those goods or
services individually or, instead, to transfer a combined item or items to which
the promised goods or services are inputs. Factors that indicate that two or
more promises to transfer goods or services to a customer are not separately
identifiable include, but are not limited to, the following:

a. The entity provides a significant service of integrating goods or services
with other goods or services promised in the contract into a bundle of
goods or services that represent the combined output or outputs for which
the customer has contracted. In other words, the entity is using the goods
or services as inputs to produce or deliver the combined output or outputs
specified by the customer. A combined output or outputs might include
more than one phase, element, or unit.

b. One or more of the goods or services significantly modifies or customizes,
or are significantly modified or customized by, one or more of the other
goods or services promised in the contract.

c. The goods or services are highly interdependent or highly interrelated. In
other words, each of the goods or services is significantly affected by one
or more of the other goods or services in the contract. For example, in
some cases, two or more goods or services are significantly affected by
each other because the entity would not be able to fulfill its promise by
transferring each of the goods or services independently.

For a promised good or service to be distinct, it has to be both capable of being
distinct (see section 4.3.30) and distinct within the context of the contract. A
good or service is distinct within the context of the contract when it is
separately identifiable. [606-10-25-19]

The objective in applying this criterion is to determine whether the promise is to
transfer each good or service that is capable of being distinct individually or
whether the promise is to transfer a combined item to which those goods or
services are inputs. In other words, the objective is to determine whether the
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nature of the entity’s promise is to transfer (a) multiple promised goods or
services or (b) a combined item that comprises multiple promised goods or
services. [ASU 2016-09.BC29]

Consistent with the ‘capable of being distinct’ analysis, contractual restrictions
or requirements (e.g. to use the entity's services rather than an alternative
provider’s services) do not affect the 'distinct with the context of the contract’
evaluation. [606-10-55-150F]

The FASB created this criterion because requiring a good or service to merely
be capable of being distinct could result in an unfaithful depiction of the entity’s
performance in a contract. This is especially true for many construction- and
production-type contracts that transfer goods or services capable of being
distinct, such as sheet rock and roofing materials, used as part of an integrated
product such as a building. Accounting for those individual goods or services as
separate performance obligations would result in recognizing revenue as those
goods or services are transferred instead of when the entity performs the

construction or production of the item for which the customer has contracted.
[ASU 2014-09.BC102]

The distinct within the context of the contract evaluation depends on whether
the promised goods or services are separately identifiable. This is the case if
they have an additive relationship to each other, rather than a transformative
relationship on each other.

— Additive relationship. Two goods or services that have an additive
relationship are separately identifiable and not combined into a single
performance obligation. An additive relationship exists when only one good
or service significantly affects or depends on the other. For example, an
additive relationship might exist between a piece of equipment and
installation services. The fact that the installation service depends on the
entity transferring the equipment does not mean the entity’s promise to
transfer the equipment is not separately identifiable if both items do not
significantly affect each other. This is illustrated in Example 11 Case C in
Topic 606 where equipment and installation services are distinct (see
Question 4.3.40). [ASU 2016-10.BC32]

— Transformative relationship. Two goods and services that have a
transformative relationship are combined into a single performance
obligation. Goods and services have a transformative relationship when
they significantly affect each other such that they create a combined item(s)
that is more than or different from the sum of the component parts of
services. To have a transformative relationship, each of the goods or
services needs to significantly affect the other. [ASU 2016-10.BC29]

Topic 606 provides three indicators to assist in evaluating whether the nature of
the entity’s promise to the customer is to transfer (a) multiple goods or services
or (b) a combined item that comprises the multiple promised goods or services
in the contract. The indicators are not exhaustive and are not intended to be
evaluated as criteria or to be considered in isolation from the principle that they
support. The individual indicators will be more or less relevant to the evaluation
depending on the nature of the contract, and entities will likely attach more or
less importance to a particular indicator depending on the facts and
circumstances of an arrangement. In other words, the first indicator may
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provide more persuasive evidence in one contract, while the second or third
provides more persuasive evidence in another contract. [ASU 2016-10.BC31]

Significant integration services

When providing a significant integration service, the entity is responsible for
ensuring the individual goods or services are incorporated into the combined
output. This indicator may be relevant in many construction contracts in which
the contractor provides an integration service to manage the various
construction tasks and to assume the risk associated with the integration of
these tasks. Moreover, the integration service will require a contractor to
coordinate the tasks performed by any subcontractors and ensure those tasks
are performed in accordance with contract specifications. [ASU 2014-09.BC107]

Consistent with the overall principle, entities should evaluate whether the
various goods or services are transformed into a combined output. For example,
in a contract to build a house, the contractor is responsible for integrating the
construction materials and activities that transform those inputs into the final
house for the customer. However, this indicator is not meant to apply to
contracts in which the integration services are relatively simple and the risk

associated with integrating the promised goods or services are negligible.
[ASU 2014-09.BC108]

Significant modification or customization

A service of modifying or customizing other goods or services has a
transformative effect on the other goods or services because the functionality
of the customized good or service is different from the individual inputs used to
create the combined item. This indicator may be relevant in evaluating
contracts in the software industry when an entity promises to modify or
customize a software application (software and services that are inputs) into a
customized solution (the combined output). However, it could also be relevant
to other industries. For example, an entity could promise to provide a complex
piece of equipment or machinery whose functionality is significantly modified

or customized beyond the functionality of the component pieces.
[ASU 2014-09.BC109]

Highly interdependent or interrelated

This indicator addresses situations in which it is unclear whether there is a
significant integration service or whether the goods or services are significantly
modified or customized but the goods or services may still not be separately
identifiable. This may be the case when the goods or services are so highly
dependent on or highly interrelated with other goods or services that the
customer could not choose to purchase one good or service without
significantly affecting the other promised goods or services. In other words, the

entity could not fulfill its individual promises independently from each other.
[ASU 2014-09.BC111]

To be highly interdependent or interrelated, the goods or services should
significantly affect each other. The fact that one good or service is dependent
on the other does not mean the goods or services are inputs into a

combined output. Example 11, Case E in Topic 606 illustrates that equipment
and consumables that can only be used by the customer together are
separately identifiable when the entity can fulfill each of those promises
independently of each other. In that example, two promises do not significantly
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affect each other such that the functionality of either item changes. Further, the
entity sells the consumables separately such that the entity could fulfill that
promise separately and the equipment separately. In other words, even though
the customer’s use of one item is dependent on first obtaining the other item,
when those items do not significantly affect each other they can be separately
identifiable. [606-10-55-150G - 55-150l]

The separately identifiable principle also considers the utility (i.e. the customer’s
ability to benefit from the goods or services) of the promised goods or services
in limited circumstances. When the provision of one promise significantly
affects the utility of another promise, they may in effect be inputs to a
combined output. That is because when the utility of the promises are
significantly affected by other promises it may create a two-way dependency
between the items such that the entity’s ability to fulfill its overall promise to
the customer is dependent on transferring both items. In other words, the
customer could not obtain the intended benefit from the contract without the
entity fulfilling both promises. Example 10, Case C and Example 55 in Topic 606
(see section 4.3.50) illustrate scenarios where the provision of one promise is
integral to the customer’s ability to derive or maintain benefit from another
promise such that the entity cannot fulfill its combined promise without
providing both items. [ASU 2016-10.BC33]

Question 4.3.40

Are promises to provide equipment and installation
services distinct?

Interpretive response: \We generally expect equipment and installation
services will be distinct when (1) the equipment is not being significantly
customized or modified by the services, (2) the equipment is not being
integrated into a larger tangible deliverable (e.g. a piece of equipment being
installed into a ship or an airplane), and/or (3) there is a secondary market where
the equipment is sold for more that scrap value.

Example 11, Case C and Case D, in Topic 606 illustrate fact patterns where
equipment and installation services are distinct. In those examples, the
equipment was operational without any customization or modification. Further,
the installation services were not complex and were capable of being
performed by alternative service providers. [606-10-55-150A]

In those examples, the equipment and installation were not inputs into a
combined outputs because:

— the services did not significantly customize or modify the equipment;
— the entity did not provide a significant integration service; and

— the services did not significantly affect the equipment because the entity is
able to fulfill its promise to transfer the equipment independently of the
services. [606-10-55-150C]

Case C describes a scenario where even though the customer can only benefit
from the services after it has obtained control of the equipment, the installation
does not affect the equipment and therefore there is only a one-way
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dependency between the equipment and services rather than a two-way
dependency that indicates they are inputs to a combined output.

Case D illustrates that contractual restrictions do not affect this conclusion. In
that fact pattern, the customer is required to purchase installation services from
the entity but the installation and equipment are still distinct. [606-10-55-150F]

The examples in Topic 606 illustrate fact patterns where the services are not
complex and are available from third parties. However, we do not believe either
of those facts are necessarily determinative.

When installation is complex or is not provided by third parties, we believe the
analysis would continue to focus on whether the services and equipment affect
each other such that the functionality of the equipment is significantly different
or enhanced. That is, the analysis focuses on whether promises have a
transformative relationship.

As a result, the key analysis is typically whether the services significantly
customize or modify the equipment. This could be the case when the
installation goes above and beyond tasks such as assembly, set up, and testing,
etc. A service that significantly modifies or customizes the equipment results in
different functionality of the equipment and typically requires design and
development services to modify or create the customized equipment for the
customer.

Installation services typically do not result in the entity providing a significant
integration service. However, if the services combine equipment with other
inputs (including assets of the customer) that increases or creates a combined
functionality that is significantly different than the sum of the individual parts,
those services could result in a conclusion that services and equipment are not
separately identifiable.

Finally, because the separately identifiable principle considers whether the
customer’s ability to derive its intended benefit from the contract depends on
the entity fulfilling both promises, there could be limited situations when
complex installation services are considered so integral that the customer could
not obtain the benefit it contracted for without the entity transferring all of the
goods or services. However, we believe this would be rare given that this
conclusion would only be reached when:

— the services are integral (i.e. essential) to the customer’s ability to derive its
intended benefit from the equipment and the functionality of the equipment
would be significantly limited compared to the customer’s intended
purchase;

— the services cannot be performed by another party (e.g. the services rely on
the entity’s proprietary knowledge of the equipment/technology). This
analysis is not based on contractual restrictions; and

— the customer cannot acquire the equipment in the secondary market.

The absence of any of the above indicate the customer’s ability to derive its
intended benefit is not dependent on the entity fulfilling both promises.
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Example 4.3.10

Equipment and installation are distinct

Supplier enters into a contract with Customer to sell manufacturing equipment
and installation services. The installation is complex and takes several months
but it is standardized to ensure the equipment functions to the manufacturer’s
specifications. No third parties are capable of providing the implementation
services.

Supplier provides installation on a stand-alone basis when the equipment is sold
in the secondary market. The installation process typically includes:

— assembling and setting up of the equipment;
— installing the equipment’s core operating software; and
— testing.

The installation does not change the functionality of the equipment but is
nevertheless important to Customer, and proper installation is critical to
Customer being able to use the equipment according to specifications.

Capable of being distinct

Supplier concludes that the equipment and services are capable of being
distinct because the Customer can benefit from the equipment either by
reselling it or together with the services, which are a readily available resource
since they are sold separately by Supplier.

The services are capable of being distinct because Customer can benefit from
the services on their own (i.e. Supplier sells the services separately) or together
with the equipment that has been previously transferred.

Distinct in the context of the contract

Supplier concludes that the equipment and services are separately identifiable
based on the following.

— The installation services do not significantly customize or modify the
equipment.

— Supplier is not providing a significant service of integrating the equipment
with other inputs.

— Supplier can fulfill each promise independently of each other. While
performing the services is dependent on first providing the equipment, the
services do not significantly affect the equipment.

While the services are important to Customer maximizing its ability to use the
equipment, the equipment and implementation do not significantly affect each
other such that they are inputs into a combined output.

Even though Customer could not obtain the installation separately, it does not
change the fact that the services do not significantly affect the equipment. The
services and equipment together do not result in a significantly different
functionality and the Customer’s ability to derive its intended benefit is not
dependent on the entity fulfilling both promises — e.g. Customer could still
derive substantial benefit by selling the equipment in the secondary market.
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Example 4.3.20

Equipment and services are not distinct

Assume the same facts as Example 4.3.10 except that the Customer requests
Supplier to provide services that will customize equipment to enable it to
provide different functionality that works within the Customer’s environment. In
addition to the assembly and testing, these services involve modifying the
equipment’s operating system software and design and development work as
part of the installation at the customer’s site. Supplier estimates the services
will take significantly longer than a typical installation.

While Supplier sells installation services separately, those services are typically
standardized based on Supplier’s specifications and help the customer to use
the equipment according to Supplier’'s published specifications.

Capable of being distinct

Supplier concludes that the equipment is capable of being distinct because
Customer can benefit from the equipment by reselling it or together with the
basic installation services, which are a readily available resource since they are
sold separately by the Supplier.

The services are capable of being distinct because Customer can benefit from
the services together with the equipment that is transferred prior to the
services commencing.

Distinct in the context of the contract

Supplier concludes that the equipment and services are not separately
identifiable. Supplier’s services are modifying and customizing the equipment in
such a manner that the functionality of the equipment is significantly different.

Supplier concludes that the equipment and services are both inputs used to
create the customized equipment (the combined output) and are not distinct in
the context of the contract.

Example 4.3.30**

Internet services and equipment

Telco A enters into a two-year contract for internet services with Customer.
Customer also purchases a modem and a router from Telco A and obtains title
to the equipment. Telco A does not require customers to purchase its modems
and routers and will provide internet services to customers using other
equipment that is compatible with Telco A's network. There is a secondary
market on which modems and routers can be purchased or sold for amounts
greater than scrap value.

Telco A concludes that the modem and router are each distinct and that the
arrangement includes three performance obligations (the modem, the router
and the internet services) based on the following evaluation.
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Capable of being distinct

— Customer can benefit from the modem and router on their own because
each can be resold for more than scrap value.

— Customer can benefit from the internet services using readily available
resources. Said another way, Customer can benefit from the internet
services through either (a) delivery of the modem and router at the time of
contract set-up, or (b) through purchasing a compatible modem and router
from alternative retail vendors.

Distinct in the context of the contract

— The modem and router are distinct within the context of the contract
because Telco A does not provide an integration service.

— The modem, router and internet services do not modify or customize one
another.

— Customer could benefit from the internet services using routers and
modems that are not sold by Telco A. Therefore, the modem, router and
internet services are not highly dependent on, or highly interrelated with,
each other.

Question 4.3.50

Are individual advertisement spots within an
advertisement campaign distinct?

Interpretive response: It depends. Media and entertainment entities
commonly enter into contracts with customers to broadcast or publish a
specified number of advertisement spots. Some of these contracts promise
customers a certain number of spots and a cumulative guaranteed viewership
across an entire advertisement campaign.

Capable of being distinct

An individual spot is capable of being distinct if the customer can benefit from it
on its own or together with readily available resources. As described in section
4.3.30, this criterion establishes a baseline level of economic substance that an
individual good or service needs to be distinct. The economic benefits to a
customer are generated by the audience that watches the spot and not solely
from the act of airing it. However, we believe that a spot generally is capable of
being distinct because there is a baseline of economic substance in each spot
regardless of whether additional spots are provided or a guaranteed audience
was promised.

Distinct in the context of the contract

An individual spot, however, may not be separately identifiable when the nature
of the promise is to provide cumulative guaranteed viewership across an
advertising campaign and the entity will provide additional spots until the
viewership is achieved.

For example, an entity uses the airing of individual spots as an input to deliver
the combined output of total spots and cumulative guaranteed viewership, and
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the total consideration is non-cancellable after the airing of the first spot. Each
spot and the viewership obtained affect the entity’s ability to deliver its
promises for the entire campaign. If the designated spots fail to deliver the
cumulative guaranteed viewership, the entity has not satisfied its promise and
must air more spots to achieve the guarantee.

In this example, the individual spots are all highly interrelated inputs used to
fulfill the promise to provide viewership and advertisement spot guarantee (the
combined output) and are not distinct in the context of the contract. Because
each of the promises is not distinct, the promises are combined into a single
performance obligation — the advertising campaign, insertion order or flight plan.

However, to the extent that a cumulative guaranteed viewership is not included
in the arrangement and each spot is not dependent on any other spot —i.e. the

spots are no longer highly affected or highly interrelated with other promises in

the contract — an entity may conclude that each spot is distinct in the context of
the contract.

FASB examples applying the distinct criteria

Identifying and analyzing relevant facts and circumstances is critical to
determining a contract’'s performance obligations. To assist in determining
performance obligations, Topic 606 includes many examples illustrating
different scenarios and indicating whether the promises in the contract are
capable of being distinct and separately identifiable (distinct in the context of
the contract).

The following table summarizes the examples in Topic 606.

Example # Description of the scenario Conclusion
10A Entity provides a significant Single performance
integration service for a building obligation

construction and delivers a single
output to the customer

10B Entity provides a significant Single performance
integration service and delivers obligation

multiple complex and specialized
items as single outputs to

the customer

10C Entity provides a license to anti-virus | Single performance
software and future unspecified obligation
updates that are highly interrelated

1A Entity provides the customer with Multiple performance
software, installation, unspecified obligations

upgrades and telephone support
from which it can benefit separately

11B Entity provides the customer with Single performance
installation services that involve obligation
significant customization of the
underlying software
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Example # Description of the scenario Conclusion
11C & 11D Entity provides customer with Multiple performance
equipment and a separately obligations

identifiable installation service;
customer required to use entity’s
installation service in 11D

11E Entity provides the customer with Multiple performance
equipment and proprietary obligations
consumables that are separately
identifiable

55 Entity provides the customer with a Single performance
license to IP related to design and obligation

production processing for a good,
including future updates that are
integral to the customer's ability to
derive benefit from the license.

|_:5 Excerpt from ASC 606-10

* > Example 10 — Goods and Services Are Not Distinct
» « « > Case A - Significant Integration Service

55-137 An entity, a contractor, enters into a contract to build a hospital for a
customer. The entity is responsible for the overall management of the project
and identifies various promised goods and services, including engineering, site
clearance, foundation, procurement, construction of the structure, piping and
wiring, installation of equipment, and finishing.

55-138 The promised goods and services are capable of being distinct in
accordance with paragraph 606-10-25-19(a). That is, the customer can benefit
from the goods and services either on their own or together with other readily
available resources. This is evidenced by the fact that the entity, or competitors
of the entity, regularly sells many of these goods and services separately to
other customers. In addition, the customer could generate economic benefit
from the individual goods and services by using, consuming, selling, or holding
those goods or services.

55-139 However, the promises to transfer the goods and services are not
separately identifiable in accordance with paragraph 606-10-25-19(b) (on the
basis of the factors in paragraph 606-10-25-21). This is evidenced by the fact
that the entity provides a significant service of integrating the goods and
services (the inputs) into the hospital (the combined output) for which the
customer has contracted.

55-140 Because both criteria in paragraph 606-10-25-19 are not met, the goods
and services are not distinct. The entity accounts for all of the goods and
services in the contract as a single performance obligation.
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« + + > Case B - Significant Integration Service

55-140A An entity enters into a contract with a customer that will result in the
delivery of multiple units of a highly complex, specialized device. The terms of
the contract require the entity to establish a manufacturing process in order to
produce the contracted units. The specifications are unique to the customer
based on a custom design that is owned by the customer and that were
developed under the terms of a separate contract that is not part of the current
negotiated exchange. The entity is responsible for the overall management of
the contract, which requires the performance and integration of various
activities including procurement of materials; identifying and managing
subcontractors; and performing manufacturing, assembly, and testing.

55-140B The entity assesses the promises in the contract and determines that
each of the promised devices is capable of being distinct in accordance with
paragraph 606-10-25-19(a) because the customer can benefit from each device
on its own. This is because each unit can function independently of the

other units.

55-140C The entity observes that the nature of its promise is to establish and
provide a service of producing the full complement of devices for which the
customer has contracted in accordance with the customer’s specifications. The
entity considers that it is responsible for overall management of the contract
and for providing a significant service of integrating various goods and services
(the inputs) into its overall service and the resulting devices (the combined
output) and, therefore, the devices and the various promised goods and
services inherent in producing those devices are not separately identifiable in
accordance with paragraphs 606-10-25-19(b) and 606-10-25-21. In this Case,
the manufacturing process provided by the entity is specific to its contract with
the customer. In addition, the nature of the entity’s performance and, in
particular, the significant integration service of the various activities mean that
a change in one of the entity’s activities to produce the devices has a
significant effect on the other activities required to produce the highly complex
specialized devices such that the entity’s activities are highly interdependent
and highly interrelated. Because the criterion in paragraph 606-10-25-19(b) is
not met, the goods and services that will be provided by the entity are not
separately identifiable, and, therefore, are not distinct. The entity accounts for
all of the goods and services promised in the contract as a single

performance obligation.

e+ +> Case C- Combined Iltem

55-140D An entity grants a customer a three-year term license to anti-virus
software and promises to provide the customer with when-and-if available
updates to that software during the license period. The entity frequently
provides updates that are critical to the continued utility of the software.
Without the updates, the customer’s ability to benefit from the software would
decline significantly during the three-year arrangement.

55-140E The entity concludes that the software and the updates are each
promised goods or services in the contract and are each capable of being
distinct in accordance with paragraph 606-10-25-19(a). The software and the
updates are capable of being distinct because the customer can derive
economic benefit from the software on its own throughout the license period
(that is, without the updates the software would still provide its original
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functionality to the customer), while the customer can benefit from the
updates together with the software license transferred at the outset of
the contract.

55-140F The entity concludes that its promises to transfer the software license
and to provide the updates, when-and-if available, are not separately
identifiable (in accordance with paragraph 606-10-25-19(b)) because the license
and the updates are, in effect, inputs to a combined item (anti-virus protection)
in the contract. The updates significantly modify the functionality of the
software (that is, they permit the software to protect the customer from a
significant number of additional viruses that the software did not protect
against previously) and are integral to maintaining the utility of the software
license to the customer. Consequently, the license and updates fulfill a single
promise to the customer in the contract (a promise to provide protection from
computer viruses for three years). Therefore, in this Example, the entity
accounts for the software license and the when-and-if available updates as a
single performance obligation. In accordance with paragraph 606-10-25-33, the
entity concludes that the nature of the combined good or service it promised to
transfer to the customer in this Example is computer virus protection for

three years. The entity considers the nature of the combined good or service
(that is, to provide anti-virus protection for three years) in determining whether
the performance obligation is satisfied over time or at a point in time in
accordance with paragraphs 606-10-25-23 through 25-30 and in determining
the appropriate method for measuring progress toward complete satisfaction
of the performance obligation in accordance with paragraphs 606-10-25-31
through 25-37.

* « > Example 11 — Determining Whether Goods or Services Are Distinct
+ «+ > Case A — Distinct Goods or Services

55-141 An entity, a software developer, enters into a contract with a customer
to transfer a software license, perform an installation service, and provide
unspecified software updates and technical support (online and telephone) for
a two-year period. The entity sells the license, installation service, and technical
support separately. The installation service includes changing the web screen
for each type of user (for example, marketing, inventory management, and
information technology). The installation service is routinely performed by other
entities and does not significantly modify the software. The software remains
functional without the updates and the technical support.

55-142 The entity assesses the goods and services promised to the customer
to determine which goods and services are distinct in accordance with
paragraph 606-10-25-19. The entity observes that the software is delivered
before the other goods and services and remains functional without the
updates and the technical support. The customer can benefit from the updates
together with the software license transferred at the outset of the contract.
Thus, the entity concludes that the customer can benefit from each of the
goods and services either on their own or together with the other goods and
services that are readily available and the criterion in paragraph 606-10-25-19(a)
IS met.

55-143 The entity also considers the principle and the factors in paragraph 606-
10-25-21 and determines that the promise to transfer each good and service to
the customer is separately identifiable from each of the other promises (thus,
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the criterion in paragraph 606-10-25-19(b) is met). In reaching this
determination the entity considers that although it integrates the software into
the customer’s system, the installation services do not significantly affect the
customer’s ability to use and benefit from the software license because the
installation services are routine and can be obtained from alternate providers.
The software updates do not significantly affect the customer’s ability to use
and benefit from the software license because, in contrast with Example 10
(Case C), the software updates in this contract are not necessary to ensure
that the software maintains a high level of utility to the customer during the
license period. The entity further observes that none of the promised goods or
services significantly modify or customize one another and the entity is not
providing a significant service of integrating the software and the services into
a combined output. Lastly, the entity concludes that the software and the
services do not significantly affect each other and, therefore, are not highly
interdependent or highly interrelated because the entity would be able to fulfill
its promise to transfer the initial software license independent from its promise
to subsequently provide the installation service, software updates, or
technical support.

55-144 On the basis of this assessment, the entity identifies four performance
obligations in the contract for the following goods or services:

The software license
An installation service
Software updates
Technical support.

00 oo

55-145 The entity applies paragraphs 606-10-25-23 through 25-30 to determine
whether each of the performance obligations for the installation service,
software updates, and technical support are satisfied at a point in time or over
time. The entity also assesses the nature of the entity’s promise to transfer the
software license in accordance with paragraphs 606-10-55-59 through 55-60
and 606-10-55-62 through 55-64A (see Example 54 in paragraphs 606-10-55-
362 through 55-363B).

«++> Case B - Significant Customization

55-146 The promised goods and services are the same as in Case A, except
that the contract specifies that, as part of the installation service, the software
is to be substantially customized to add significant new functionality to enable
the software to interface with other customized software applications used by
the customer. The customized installation service can be provided by

other entities.

55-147 The entity assesses the goods and services promised to the customer
to determine which goods and services are distinct in accordance with
paragraph 606-10-25-19. The entity first assesses whether the criterion in
paragraph 606-10-25-19(a) has been met. For the same reasons as in Case A,
the entity determines that the software license, installation, software updates,
and technical support each meet that criterion. The entity next assesses
whether the criterion in paragraph 606-10-25-19(b) has been met by evaluating
the principle and the factors in paragraph 606-10-25-21.The entity observes
that the terms of the contract result in a promise to provide a significant
service of integrating the licensed software into the existing software system
by performing a customized installation service as specified in the contract. In
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other words, the entity is using the license and the customized installation
service as inputs to produce the combined output (that is, a functional and
integrated software system) specified in the contract (see paragraph 606-10-
25-21(a)). The software is significantly modified and customized by the service
(see paragraph 606-10-25-21(b)). Consequently, the entity determines that the
promise to transfer the license is not separately identifiable from the
customized installation service and, therefore, the criterion in paragraph 606-
10-25-19(b) is not met. Thus, the software license and the customized
installation service are not distinct.

55-148 On the basis of the same analysis as in Case A, the entity concludes
that the software updates and technical support are distinct from the other
promises in the contract.

55-149 On the basis of this assessment, the entity identifies three
performance obligations in the contract for the following goods or services:

a. Software customization which is comprised of the license to the software
and the customized installation service

b. Software updates

c. Technical support.

55-150 The entity applies paragraphs 606-10-25-23 through 25-30 to determine
whether each performance obligation is satisfied at a point in time or over time
and paragraphs 606-10-25-31 through 25-37 to measure progress toward
complete satisfaction of those performance obligations determined to be
satisfied over time. In applying those paragraphs to the software
customization, the entity considers that the customized software to which the
customer will have rights is functional intellectual property and that the
functionality of that software will not change during the license period as a
result of activities that do not transfer a good or service to the customer.
Therefore, the entity is providing a right to use the customized software.
Consequently, the software customization performance obligation is
completely satisfied upon completion of the customized installation service.
The entity considers the other specific facts and circumstances of the contract
in the context of the guidance in paragraphs 606-10-25-23 through 25-30 in
determining whether it should recognize revenue related to the single
software customization performance obligation as it performs the customized
installation service or at the point in time the customized software is
transferred to the customer.

»++> Case C - Promises Are Separately Identifiable (Installation)

55-150A An entity contracts with a customer to sell a piece of equipment and
installation services. The equipment is operational without any customization or
modification. The installation required is not complex and is capable of being
performed by several alternative service providers.

55-150B The entity identifies two promised goods and services in the contract:
(a) equipment and (b) installation. The entity assesses the criteria in

paragraph 606-10-25-19 to determine whether each promised good or service
is distinct. The entity determines that the equipment and the installation each
meet the criterion in paragraph 606-10-25-19(a). The customer can benefit
from the equipment on its own, by using it or reselling it for an amount greater
than scrap value, or together with other readily available resources (for
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example, installation services available from alternative providers). The
customer also can benefit from the installation services together with other
resources that the customer will already have obtained from the entity (that is,
the equipment).

55-150C The entity further determines that its promises to transfer the
equipment and to provide the installation services are each separately
identifiable (in accordance with paragraph 606-10-25-19(b)). The entity
considers the principle and the factors in paragraph 606-10-25-21 in
determining that the equipment and the installation services are not inputs to a
combined item in this contract. In this Case, each of the factors in

paragraph 606-10-25-21 contributes to, but is not individually determinative of,
the conclusion that the equipment and the installation services are separately
identifiable as follows:

a. The entity is not providing a significant integration service. That is, the
entity has promised to deliver the equipment and then install it; the entity
would be able to fulfill its promise to transfer the equipment separately
from its promise to subsequently install it. The entity has not promised to
combine the equipment and the installation services in a way that would
transform them into a combined output.

b. The entity’s installation services will not significantly customize or
significantly modify the equipment.

c. Although the customer can benefit from the installation services only after
it has obtained control of the equipment, the installation services do not
significantly affect the equipment because the entity would be able to fulfill
its promise to transfer the equipment independently of its promise to
provide the installation services. Because the equipment and the
installation services do not each significantly affect the other, they are not
highly interdependent or highly interrelated.

On the basis of this assessment, the entity identifies two performance
obligations (the equipment and installation services) in the contract.

55-150D The entity applies paragraphs 606-10-25-23 through 25-30 to
determine whether each performance obligation is satisfied at a point in time
or over time.

*++> Case D — Promises Are Separately Identifiable (Contractual Restrictions)

55-150E Assume the same facts as in Case C, except that the customer is
contractually required to use the entity’s installation services.

55-150F The contractual requirement to use the entity's installation services
does not change the evaluation of whether the promised goods and services
are distinct in this Case. This is because the contractual requirement to use the
entity’s installation services does not change the characteristics of the goods
or services themselves, nor does it change the entity’s promises to the
customer. Although the customer is required to use the entity’s installation
services, the equipment and the installation services are capable of being
distinct (that is, they each meet the criterion in paragraph 606-10-25-19(a)), and
the entity’s promises to provide the equipment and to provide the installation
services are each separately identifiable (that is, they each meet the criterion in
paragraph 606-10-25-19(b)). The entity’s analysis in this regard is consistent
with Case C.
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*++> Case E — Promises Are Separately |dentifiable (Consumables)

55-150G An entity enters into a contract with a customer to provide a piece of
off-the-shelf equipment (that is, it is operational without any significant
customization or modification) and to provide specialized consumables for use
in the equipment at predetermined intervals over the next three years. The
consumables are produced only by the entity, but are sold separately by

the entity.

55-150H The entity determines that the customer can benefit from the
equipment together with the readily available consumables. The consumables
are readily available in accordance with paragraph 606-10-25-20 because they
are regularly sold separately by the entity (that is, through refill orders to
customers that previously purchased the equipment). The customer can
benefit from the consumables that will be delivered under the contract
together with the delivered equipment that is transferred to the customer
initially under the contract. Therefore, the equipment and the consumables are
each capable of being distinct in accordance with paragraph 606-10-25-19(a).

55-1501 The entity determines that its promises to transfer the equipment and
to provide consumables over a three-year period are each separately
identifiable in accordance with paragraph 606-10-25-19(b). In determining that
the equipment and the consumables are not inputs to a combined item in this
contract, the entity considers that it is not providing a significant integration
service that transforms the equipment and consumables into a combined
output. Additionally, neither the equipment nor the consumables are
significantly customized or modified by the other. Lastly, the entity concludes
that the equipment and the consumables are not highly interdependent or
highly interrelated because they do not significantly affect each other. Although
the customer can benefit from the consumables in this contract only after it
has obtained control of the equipment (that is, the consumables would have no
use without the equipment) and the consumables are required for the
equipment to function, the equipment and the consumables do not each
significantly affect the other. This is because the entity would be able to fulfill
each of its promises in the contract independently of the other. That is, the
entity would be able to fulfill its promise to transfer the equipment even if the
customer did not purchase any consumables and would be able to fulfill its
promise to provide the consumables even if the customer acquired the
equipment separately

55-150J On the basis of this assessment, the entity identifies two
performance obligations in the contract for the following goods or services:

a. The equipment
b. The consumables.

55-150K The entity applies paragraphs 606-10-25-23 through 25-30 to
determine whether each performance obligation is satisfied at a point in time
or over time.

* > Licensing
« » > Example b5—License of Intellectual Property

55-364 An entity enters into a contract with a customer to license (for a period
of three years) intellectual property related to the design and production
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processes for a good. The contract also specifies that the customer will obtain
any updates to that intellectual property for new designs or production
processes that may be developed by the entity. The updates are integral to the
customer’s ability to derive benefit from the license during the license period
because the intellectual property is used in an industry in which technologies
change rapidly.

55-365 The entity assesses the goods and services promised to the customer
to determine which goods and services are distinct in accordance with
paragraph 606-10-25-19. The entity determines that the customer can benefit
from (a) the license on its own without the updates and (b) the updates
together with the initial license. Although the benefit the customer can derive
from the license on its own (that is, without the updates) is limited because the
updates are integral to the customer'’s ability to continue to use the intellectual
property in an industry in which technologies change rapidly, the license can be
used in a way that generates some economic benefits. Therefore, the criterion
in paragraph 606-10-25-19(a) is met for the license and the updates.

55-365A The fact that the benefit the customer can derive from the license on
its own (that is, without the updates) is limited (because the updates are
integral to the customer's ability to continue to use the license in the rapidly
changing technological environment) also is considered in assessing whether
the criterion in paragraph 606-10-25-19(b) is met. Because the benefit that the
customer could obtain from the license over the three-year term without the
updates would be significantly limited, the entity’s promises to grant the
license and to provide the expected updates are, in effect, inputs that, together
fulfill a single promise to deliver a combined item to the customer. That is, the
nature of the entity’s promise in the contract is to provide ongoing access to
the entity’s intellectual property related to the design and production processes
for a good for the three-year term of the contract. The promises within that
combined item (that is, to grant the license and to provide when-and-if available
updates) are therefore not separately identifiable in accordance with the
criterion in paragraph 606-10-25-19(b).

55-366 The nature of the combined good or service that the entity promised
to transfer to the customer is ongoing access to the entity’s intellectual
property related to the design and production processes for a good for the
three-year term of the contract. Based on this conclusion, the entity applies
paragraphs 606-10-25-23 through 25-30 to determine whether the single
performance obligation is satisfied at a point in time or over time and
paragraphs 606-10-25-31 through 25-37 to determine the appropriate method
for measuring progress toward complete satisfaction of the performance
obligation. The entity concludes that because the customer simultaneously
receives and consumes the benefits of the entity’'s performance as it occurs,
the performance obligation is satisfied over time in accordance with
paragraph 606-10-25-27(a) and that a time-based input measure of progress is
appropriate because the entity expects, on the basis of its relevant history with
similar contracts, to expend efforts to develop and transfer updates to the
customer on a generally even basis throughout the three-year term.
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Assess whether a series of distinct goods or
services exists

FE Excerpt from ASC 606-10

> |dentifying Performance Obligations

25-14 At contract inception, an entity shall assess the goods or services
promised in a contract with a customer and shall identify as a performance
obligation each promise to transfer to the customer either:

a. A good or service (or a bundle of goods or services) that is distinct

b. A series of distinct goods or services that are substantially the same and
that have the same pattern of transfer to the customer (see paragraph 606-
10-25-15).

25-15 A series of distinct goods or services has the same pattern of transfer to
the customer if both of the following criteria are met:

a. Each distinct good or service in the series that the entity promises to
transfer to the customer would meet the criteria in paragraph 606-10-25-27
to be a performance obligation satisfied over time.

b. Inaccordance with paragraphs 606-10-25-31 through 25-32, the same
method would be used to measure the entity’s progress toward complete
satisfaction of the performance obligation to transfer each distinct good or
service in the series to the customer.

Overview

A promised good or service that meets the distinct criteria may have to be
combined with goods or services that are substantially the same into one
performance obligation under the series guidance. For example, a two-year
services contract may consist of 24 distinct monthly (or even 730 daily) service
periods during which the entity is providing the same service to the customer. If
the series guidance applies, rather than having 24 (or even 730) separate
performance obligations, an entity has one performance obligation comprising
the distinct services performed over the two-year contract period.

The series guidance applies only to promised goods or services that are distinct
individually. Two or more distinct promised goods or services are combined
under this guidance into one performance obligation when the following criteria
are met.

The same method

Each distinct
good or service
in the series is

would be used to
measure progress
: : —
toward satisfaction = performance
of each distinct obligation
good or service in

The goods or
services are

A single

substantially
the same

a performance
obligation satisfied

over time -
the series
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The series guidance was included in Topic 606 to simplify application of the
revenue model and to promote consistency in identifying performance
obligations. In particular, without this guidance some repetitive service
contracts may have been separated into multiple performance obligations (e.g.
delivering electricity or transaction processing). This would require an entity to
allocate consideration to each increment of service. For example, without the
series guidance, an entity may need to allocate consideration to each hour or
day of service in a cleaning service contract. [ASU 2014-09.BC114]

The series guidance is not limited to traditional services. The guidance also can
apply to contracts to manufacture or create multiple tangible assets; however,
each of the distinct goods must be transferred over time. For example, this may
apply to contracts in the aerospace and defense industries or with contract
manufacturers (see Example 4.4.40).

Effect of series guidance

Applying the series guidance to a group of distinct goods or services can affect
the allocation of variable consideration, accounting for contract modifications
and disclosure requirements.

Effect on variable consideration. Typically variable consideration is attributable
to the entire performance obligation unless the variable consideration allocation
exception applies (see section 6.7). In particular, that exception has specific
application to performance obligations that are considered a series. If the
criteria to apply the exception are met, variable amounts are allocated entirely to
one or more, but not all, portions of the series. [606-10-32-39 — 32-40]

Consider an example of a performance obligation to provide hotel management
services for one year that is a series of distinct days and in which the
consideration is variable and determined based on 2% of daily occupancy fees.
Assuming the criteria to apply the exception are met, if occupancy fees were
$1,000 on Day 1 and $2,000 on Day 2, based on the 2% rate charged, the entity
would allocate $20 to Day 1 and $40 to Day 2 and so forth rather than allocating
the daily fees to the entire performance obligation. [ASU 2014-09.BC285]

In some cases, such as the example in the preceding paragraph, entities would
not need to estimate the variable consideration for the entire contract and
could in effect recognize the fees in the period in which they are earned. See
section 6.7 for guidance on applying the variable consideration allocation
exception to a series.

Effect on disclosure. \When variable consideration is allocated entirely to a
distinct good or service that is wholly unperformed (i.e. has not been
transferred or partially satisfied), the entity may not need to disclose an
estimate of those variable amounts in the remaining performance obligation
disclosure if it elects to apply one of the optional exemptions (see section 15.7).

Effect on contract modifications. Identifying a performance obligation as a
series could significantly affect the accounting for contract modifications. This is
because the contract modification accounting model differs depending on
whether the remaining goods or services to be provided after a contract
modification are distinct from the goods or services provided before the
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modification. When the remaining goods or services are part of a performance
obligation that is a series, the remaining items in that performance obligation
are distinct. Consequently, the accounting for a modification will differ
depending on whether the entity concludes that a contract contains (1) a
performance obligation containing a series of distinct goods or services or (2) a
performance obligation that is not a series. See section 11.3 for guidance on
accounting for contract modifications. [ASU 2014-09.BC79, BC115]

Question 4.4.10

Is the series guidance optional?

Interpretive response: No, the series guidance is not optional. If the series
requirements are met for a group of goods or services, then those items are
treated as a single performance obligation.

Further, an entity is not permitted to account for a single performance obligation
comprising a series of distinct goods or services in the same manner as a

single performance obligation that comprises nondistinct goods or services.

For example, as noted above, variable consideration could be allocated
differently depending on whether the single performance obligation is a series
or not a series.

Question 4.4.20
To apply the series guidance, does the accounting

result need to be the same as if the underlying
distinct goods or services were accounted for as
separate performance obligations?

Interpretive response: No. There are criteria to determine whether the series
guidance is applied. Those criteria do not require an assessment of the amount
or timing of revenue that would have been recognized in a period with or
without applying the series guidance. [606-10-25-15, TRG 03-15.27]

Consider the following scenarios that demonstrate the result can and often will
be different because of the series guidance.

An entity contracts with a customer to perform a manufacturing service

that results in the production of 50 widgets over a three-year period. The
contract price is $500 million and the stand-alone selling price for each widget
is $10 million.

Total expected costs are anticipated to be $400 million. The service the entity
will provide to the customer in producing each widget is substantially the same,
but the design is new, so the entity expects a decline in production costs over
time. Production of the first 25 units is expected to cost $9 million/widget. The
cost to produce the other 25 widgets are expected to be $7 million/widget.
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The entity determines that each service the entity will provide in producing one
of the 50 widgets is distinct, meets the criteria to be satisfied over time, and
that the same cost-based measure of progress would be used for each service
the entity provides to produce one widget (therefore, the series criteria are
met). The following demonstrates the difference in accounting that results from
concluding the series guidance applies compared to the accounting that would
result if it was determined that the contract is for 50 separate performance
obligations.

Total contract | Series provision (1 PO) | 50 Separate POs
Units Units Units Units
(in millions) 1-25" 25-50? 1-253 25-503
Revenue $500 $281 $219 $250 $250
Costs 400 225 175 225 175
Margin $100 $ 56 $ 44 $ 25 $ 75

Although $100 million in margin is recognized for the contract under both
scenarios, there is a timing difference in terms of revenue recognition and
margin recognition because more revenue is recognized in relation to the
service to produce the first 25 widgets and less in relation to its service to
produce the final 25 widgets when the series is accounted for as a single
performance obligation using a single measure of progress towards
complete satisfaction.

Notes:

1. Revenue: ($225 million in costs / $400 million total costs) x $500 million total revenue =
$281 million.
Costs: $9 million/widget x 25 widgets = $225 million.

2. Revenue: ($175 million in costs / $400 million total costs) x $500 million total revenue =
$219 million.
Costs: $7 million/widget x 25 widgets = $175 million.

3. Revenue (both tranches): ($500 million total revenue / 50 widgets) x 25 widgets =
$250 million.
Costs (Tranche 1): $9 million/widget x 25 widgets = $225 million.
Costs (Tranche 2): $7 million/widget x 25 widgets = $175 million.

See chapter 7 for more information regarding the pattern of recognizing
revenue. [TRG 03-15.27]

Question 4.4.30
Do the distinct goods or services need to be

provided consecutively to apply the series
guidance?

Interpretive response: No. To apply the series guidance, it is not necessary
that the goods be delivered or services performed consecutively over the
contract period. There may be a gap or an overlap in delivery or performance,
and this would not affect the assessment of whether the series guidance
applies. Although the FASB specifically contemplated a consecutively delivered
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contract (e.g. repetitive service arrangement), it did not make this a criterion for
applying the series guidance. [TRG 03-15.27]

Both of the following scenarios meet the criteria to be accounted for as a series
despite the fact that the parts are produced over different periods.

Scenario 1: An entity has contracted with a customer to provide a
manufacturing service in which it will produce 500 parts per month for a
four-year period. The service will be performed evenly over the four years with
no breaks in production (consecutively). The parts produced under this contract
are substantially the same and are manufactured to the specifications of

the customer.

Assume that the entity’s service of producing each part is a distinct service
because it meets the two criteria for being distinct. Additionally, the service is
accounted for as a performance obligation satisfied over time because:

— the parts are manufactured specific to the customer — the entity’s
performance does not create an asset with alternative use to the entity; and

— if the contract were to be cancelled, the entity has an enforceable right to
payment (cost plus a reasonable profit margin).

Therefore, the criteria under the series guidance are met. [TRG 03-15.27]

Scenario 2: Assume the same facts as in Scenario 1, except that the entity
does not plan to perform evenly over the four-year service period (non-
consecutive performance). That is, the entity does not produce 500 parts a
month, continuously. Instead, the entity plans to perform the manufacturing
service over the four years, but in achieving the production targets, the entity
produces 1,000 parts in some months and zero parts in other months. The
entity would still conclude that the parts are a series because the guidance
does not require consecutive performance. [TRG 03-15.27]

Applying the series guidance
Overview

The series guidance requires that all of the distinct goods or services in a series
be substantially the same and have the same pattern of transfer. An entity
could evaluate whether a contract includes a performance obligation that is a
series in a number of ways. [606-10-25-14 — 25-15]

In some cases, an entity might apply a bottoms-up approach. In a bottoms-up
approach, the entity starts by identifying each distinct good or service in a
contract and then considers whether those items should be combined with other
distinct goods or services into a series. For example, when the entity enters into
a contract to provide customized widgets, the entity may start its analysis by
identifying each widget as a distinct item. From there, it would determine if each
distinct item is satisfied over time. If each widget is satisfied over time, the entity
would then need to consider whether the widgets are substantially the same and
have the same pattern of transfer as other widgets in the contract.

In other cases, an entity may apply a top-down approach. Under this approach, an
entity first identifies the performance obligations in the contract and then
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evaluates whether each performance obligation that is satisfied over time is a
series. For example, an entity might enter into a contract to provide cleaning
services for a year and conclude that it is providing a single performance
obligation satisfied over time. However, because identifying whether a
performance obligation is a series could be critical to the accounting for
modifications or variable consideration, the entity would still need to evaluate
whether that single performance obligation is a series. In that case, the entity
would evaluate whether the cleaning services could be divided into distinct
service increments that are substantially the same.

Identifying the nature of the promise

To be a series, each distinct good or service needs to be substantially the same
and have the same pattern of transfer. This means an entity evaluates each
promise to determine if it (1) is distinct, (2) is substantially the same as other
distinct promises and (3) has the same pattern of transfer as other distinct
promises that are substantially the same. [606-10-25-14 — 25-15]

The TRG agreed that understanding the nature of the promise will help entities
with this evaluation. Specifically, the key to this evaluation will typically be
whether the nature of the promise is to (1) provide specified quantities of goods
or services or (2) provide a service of standing-ready or a single continuous
service. This is key because the good or service the entity evaluates the criteria
against may differ based on the nature of the goods or services. [TRG 07-15.39]

The following chart illustrates the steps that an entity might take under either
approach.

Determine the nature of the promise

A specified quantity of goods Stand-ready or single
or services that meet the continuous service
over time criteria (see section 4.2.30)
A 4 \ 4

Is the nature of each good or
service distinct, substantially the
same and has the same pattern

Is each time increment distinct,
substantially the same and has
the same pattern of transfer?

of transfer?
Yes/ \No Ye% &\lo
Series Not a series Series Not a series

Specified quantity of a good or service

If the nature of the promise is the delivery of a specified quantity of goods or
services, an entity evaluates whether each unit of the good or service is
distinct, substantially the same and has the same pattern of transfer.
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For example, if the entity promises to process 25 transactions, it evaluates
whether each transaction is distinct, substantially the same and has the same
pattern of transfer. Similarly, if the entity promises to manufacture 10
customized goods that each meet the criteria to be recognized over time, the
entity considers whether each of the customized goods is distinct,
substantially the same and has the same pattern of transfer.

Stand-ready or single continuous service

If the nature of the entity’'s promise is to stand ready or to provide a single
service for a period of time, the entity evaluates whether each time increment
is distinct, substantially the same and has the same pattern of transfer. It is
generally not important that the entity might undertake different activities to
fulfill that promise. Rather, what is important is that the overall promise is the
same for each service period (see Question 4.4.50). See section 4.2.30 for
further discussion of identifying a stand-ready obligation.

Evaluating whether the overall promise is the same each day is consistent with
the conclusion that the underlying activities are not distinct but are inputs (or
fulfillment activities) to provide the combined output (the overall service). For
example, in the hotel management scenario illustrated in Example 12A in
Topic 606 (reproduced below), the entity concludes that each day of service is
substantially the same even though the underlying fulfillment activities change
each day because those individual activities are not distinct from each other. If
the underlying activities are distinct from each other, those activities should be
accounted for as separate performance obligations. [TRG 07-15.39]

The TRG discussed application of the series guidance in the context of service
contracts. That discussion and paper effectively applied a top-down approach to
performance obligations in long-term service arrangements that are stand-ready
obligations or a single continuous service. The top-down approach takes place
after identification of the performance obligations and is not a substitute for
applying the separation criteria. [TRG 07-15.39]

% Excerpt from ASC 606-10

» « > Example 12A—Series of Distinct Goods or Services

55-157B An entity, a hotel manager, enters into a contract with a customer to
manage a customer-owned property for 20 years. The entity receives
consideration monthly that is equal to 1 percent of the revenue from the
customer-owned property.

55-157C The entity evaluates the nature of its promise to the customer in this
contract and determines that its promise is to provide a hotel management
service. The service comprises various activities that may vary each day (for
example, cleaning services, reservation services, and property maintenance).
However, those tasks are activities to fulfill the hotel management service and
are not separate promises in the contract. The entity determines that each
increment of the promised service (for example, each day of the management
service) is distinct in accordance with paragraph 606-10-25-19. This is because
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the customer can benefit from each increment of service on its own (that is, it
is capable of being distinct) and each increment of service is separately
identifiable because no day of service significantly modifies or customizes
another and no day of service significantly affects either the entity’s ability to
fulfill another day of service or the benefit to the customer of another day

of service.

55-157D The entity also evaluates whether it is providing a series of distinct
goods or services in accordance with paragraphs 606-10-25-14 through 25-15.
First, the entity determines that the services provided each day are
substantially the same. This is because the nature of the entity’s promise is the
same each day and the entity is providing the same overall management
service each day (although the underlying tasks or activities the entity performs
to provide that service may vary from day to day). The entity then determines
that the services have the same pattern of transfer to the customer because
both criteria in paragraph 606-10-25-15 are met. The entity determines that the
criterion in paragraph 606-10-25-15(a) is met because each distinct service
meets the criteria in paragraph 606-10-25-27 to be a performance obligation
satisfied over time. The customer simultaneously receives and consumes the
benefits provided by the entity as it performs. The entity determines that the
criterion in paragraph 606-10-25-15(b) also is met because the same measure
of progress (in this case, a time-based output method) would be used to
measure the entity’s progress toward satisfying its promise to provide the
hotel management service each day.

55-157E After determining that the entity is providing a series of distinct daily
hotel management services over the 20-year management period, the entity
next determines the transaction price. The entity determines that the entire
amount of the consideration is variable consideration. The entity considers
whether the variable consideration may be allocated to one or more, but not all,
of the distinct days of service in the series in accordance with paragraph 606-
10-32-39(b). The entity evaluates the criteria in paragraph 606-10-32-40 and
determines that the terms of the variable consideration relate specifically to the
entity’s efforts to transfer each distinct daily service and that allocation of the
variable consideration earned based on the activities performed by the entity
each day to the distinct day in which those activities are performed is
consistent with the overall allocation objective. Therefore, as each distinct daily
service is completed, the variable consideration allocated to that period may be
recognized, subject to the constraint on variable consideration.

Question 4.4.40

Are stand-ready obligations a series of distinct
service periods?

Interpretive response: Generally, yes. If a performance obligation is a stand-
ready obligation (see section 4.2.30), it will qualify as a series. This conclusion
and underlying rationale is consistent with examples of outsourcing
arrangements and transaction processors by the TRG (see Examples 4.4.10 and
4.4.20), as well as the hotel manager example in Topic 606 (Example 12A). In
each of those examples, the nature of the entity’'s promise was the same
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integrated or stand-ready service each period and deemed to be substantially
the same, distinct and have the same pattern of transfer.

Similarly, other stand-ready obligations are typically a series of distinct service
periods. For a service obligation to be a series of distinct time periods, there
needs to be multiple time periods within the overall performance obligation
that:

are distinct from each other;
are substantially the same;

are satisfied over time (based on the over-time recognition criteria —
see section 7.3); and

have the same pattern of transfer to the customer — e.g. the entity would
measure progress toward complete satisfaction of each distinct service
period obligation using the same measure of progress.

Consider the example of a promise to stand ready to provide an annual health
club membership. Taking each of the above criteria to evaluate this
performance obligation:

Distinct. Each service period (e.g. each month, or even each day) within
the annual period benefits the customer on its own, meaning that each
service period is capable of being distinct. In addition, the entity’'s promises
to make the health club available in one service period is separately
identifiable from those service periods preceding and following it. This
means that no one period of service is essential to, dependent on, or
significantly modifies or customizes another period of service.

Substantially the same. The entity will perform various services during
each period, such as cleaning the equipment, making available different
classes or activities, providing maintenance activities on the equipment.
Even though the mix and quantity of activities that the entity will perform
each distinct period may differ, the nature of the entity’'s promise each
period is substantially the same.

Satisfied over time. Because the nature of the entity’s promise is a stand-
ready obligation, rather than to provide specified goods or perform specified
activities, the customer consumes and receives benefit from having access
to the health club throughout the overall obligation period. Therefore, the
entity’s promise to perform each service period is satisfied over time.

Same pattern of transfer. Regardless of the measure of progress selected
for the stand-ready obligation, we would expect the same measure of
progress to be applied to each distinct service period. See Question 7.4.50
for evaluation of the appropriate measure of progress for stand-ready
obligations.
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Question 4.4.50

Does an entity need to carry out the same activities

in each time increment for a distinct service period
to be considered substantially the same?

Interpretive response: No. As described in the chart above when the nature of
the promise is to provide a stand-ready or continuous service to a customer, the
performance obligation could be a series of time increments.

When evaluating whether a distinct time increment (e.g. day/month/year) in a
stand-ready or single continuous service are substantially the same, the relevant
analysis is whether the nature of the promise is the same each day and not
whether the activities performed to fulfill that promise are substantially the
same. When the activities are inputs into the combined output they are
essentially fulfillment activities of the entity.

The TRG agreed that when the nature of the promise is to stand ready or
provide a single service for a period of time, the underlying activities could vary
significantly from day to day but the nature of the promise does not change
from day to day. The TRG specifically discussed arrangements such as hotel
management and IT outsourcing which had integrated activities that formed a
single performance obligation of which the nature of the promise was a single
service to the customer each day.

For example, in the hotel management service the activities required to fulfill
the contract could include management of the different hotel functions such as
training, procurement, reservations, etc. In that example, the underlying
activities could vary significantly within a day and from day to day; however,

the promise to the customer to manage the hotel is the same each day.
[TRG 07-15.39]

See Question 4.4.40 for further discussion of whether a stand-ready obligation
is a series.

Example 4.4.10

IT outsourcing

This example is adapted from TRG 07-15.39.

Outsourcer and Customer execute a 10-year IT outsourcing arrangement in
which Outsourcer will continuously deliver outsourced activities.

Customer is billed monthly based on the different activities performed during
the month and the bill may vary from month to month based on the activities
performed. Outsourcer concludes that the activities are not distinct and consist
of a single performance obligation that is satisfied over time. The performance
obligation is satisfied over time because the customer simultaneously receives
and consumes the benefits provided by its services as it performs.

Outsourcer evaluates whether the single performance obligation is a series.
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Evaluate the nature of the overall promise

Outsourcer determines it is providing a single integrated outsourcing service
and not a defined number of activities and services. As such, it evaluates
whether the performance obligation consists of distinct service periods (e.qg.
time increments) that are substantially the same, distinct and have a similar
pattern of transfer.

Evaluate whether each promise is distinct

Outsourcer concludes that each day of service is considered distinct because
Customer can benefit from each day of service on its own and each day of
service is separately identifiable — i.e. one service period does not significantly
affect, modify or customize another. Outsourcer has a normal business practice
to agree to extensions of similar outsourcing arrangements, and this suggests
that its service in being provided in a series of time increments rather than a
single, integrated service creating one combined output of the contract.

Evaluate whether each distinct service is substantially the same

Outsourcer also concludes that each day of service is substantially the same.

The activities provided on a day-to-day basis to fulfill the overall promise may

change, but the promise each day is the same — to provide continuous access
to its service.

Evaluate whether each distinct service has the same pattern of transfer

Outsourcer concludes each distinct service period has the same pattern of
transfer. That is because the nature of the promise is the same each day and
therefore the same measure of progress is applied to each distinct

service period.

Because all of the criteria in the series guidance are met, the performance
obligation is a series.

Example 4.4.20

Transaction processor

This example is adapted from TRG 07-15.39.

Transaction Processor and Customer execute a 10-year transaction processing
arrangement in which Transaction Processor will provide continuous access to
its system and process all transactions on behalf of Customer. Customer is
charged a fee for each transaction processed but the number of transactions
processed is outside the control of Customer.

Transaction Processor concludes that the contract contains a single
performance obligation satisfied over time because Customer simultaneously
receives and consumes the benefits as it performs. Transaction Processor
evaluates whether the single performance obligation is a series.

Evaluate the nature of the overall promise

Transaction Processor concludes that it is providing continuous access to its
system (standing ready), rather than processing a particular quantity of
transactions. As such, Transaction Processor evaluates whether the
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performance obligation consists of distinct service periods (time increments)
that are substantially the same, distinct and have a similar pattern of transfer.

Evaluate whether each promise is distinct

Transaction Processor concludes that each day’s service is considered distinct
because Customer can benefit from accessing its system each day and each
day is separately identifiable — i.e. one service period does not significantly
affect, modify or customize another.

Evaluate whether each distinct service is substantially the same

Transaction Processor concludes that each day of service is substantially the
same because the nature of the promise (to provide continuous access to the
platform) is the same regardless of the number of transactions processed.

Evaluate whether each distinct service has the same pattern of transfer

Transaction Processor concludes that each distinct service period has the same
pattern of transfer. That is because the nature of the promise is the same each
day and therefore the same measure of progress is applied to each distinct
service period.

Because all of the criteria in the series guidance are met, the performance
obligation is a series.

Example 4.4.30

Maintenance contract

Original Equipment Manufacturer (OEM) enters into a 10-year maintenance
contract with Customer. OEM provides Customer with an integrated service of
maintenance and related activities for equipment that OEM sold to Customer.
The scope of the contract includes services such as routine maintenance,
overhauls, planned and unplanned outages and component repair or
replacement. Customer pays OEM based on the equipment hours used during
the contract period regardless of whether OEM performs maintenance,
overhauls or makes repairs during that time period.

OEM concludes that the various promised activities — including routine
maintenance, overhauls, planned and unplanned outages and component repair
or replacement — in the contract are not distinct and instead comprise a single
performance obligation that is satisfied over time because it is providing a
significant integration service of all of the activities that are integral to
maintaining the equipment each day.

Further, the performance obligation is satisfied over time because Customer
simultaneously receives and consumes the benefits provided by its services as
it performs. OEM evaluates whether the single performance obligation is a
series.

Evaluate the nature of the overall promise

OEM concludes that it is providing a stand ready service to Customer because
the nature of the promise is to deliver an unknown quantity of the underlying
services including routine maintenance, overhauls, planned and unplanned

© 2024 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

189



Revenue recognition
4. Step 2: Identify the performance obligations in the contract

outages and component repair or replacement as an integrated service when-
and-as needed by Customer for 10 years. As such, OEM evaluates whether the
performance obligation consists of distinct service periods (time increments)
that are substantially the same and have a similar pattern of transfer.

Evaluate whether each promise is distinct

OEM concludes that each day of service is distinct because Customer can
benefit from the equipment being covered by the contract and each day is
separately identifiable — i.e. one service period does not significantly affect,
modify or customize another. OEM also observes that as a normal business
practice it agrees to extensions of similar arrangements and this suggests that
its service is being provided in a series of time increments rather than a single,
integrated service creating one combined output. Finally, the significant
integration service combines the activities each day into a combined output
rather than integrating days of service.

Evaluate whether each distinct service is substantially the same

OEM concludes that each day of service is substantially the same because the
nature of the promise — standing ready to provide an unknown quantity of the
underlying services when-and-if needed — is the same in every day.

Evaluate whether each distinct service has the same pattern of transfer

OEM concludes that each distinct service period has the same pattern of
transfer.

Conclusion

Because all of the criteria in the series guidance are met, the performance
obligation is a series.

Example 4.4.40

Customized goods

Manufacturer agrees to produce 1,000 customized widgets for use by
Customer in its products. Manufacturer applies a bottoms up approach to
evaluate whether its performance obligation is a series.

Evaluate the nature of the overall promise

Manufacturer determines that the nature of the promise is to deliver the
specified quantity of widgets over time.

Evaluate whether each promise is distinct
Manufacturer concludes that each of the 1,000 widgets is distinct because:

— Customer can use each widget on its own; and
— each widget is separately identifiable from the others because one does not
significantly affect, modify or customize another.

Evaluate whether each distinct good or service is substantially the same

Manufacturer concludes that each widget is substantially the same.
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Evaluate whether each distinct good or service has the same pattern of
transfer

Manufacturer concludes that the widgets will transfer to Customer over time
because:

— they have no alternative use to Manufacturer; and

— Customer is contractually obligated to pay Manufacturer for any finished or
in-process widgets, including a reasonable margin, if Customer terminates
the contract for convenience.

Manufacturer uses a cost-to-cost measure of progress for each widget.

Despite the fact that each widget is distinct, Manufacturer concludes that the
1,000 units are a single performance obligation because:

— each widget will transfer to Customer over time; and
— Manufacturer uses the same method to measure progress toward
complete satisfaction of the obligation to transfer each widget to Customer.

Because all of the criteria in the series guidance are met, the performance
obligation is a series.

Consequently, the transaction price for all 1,000 widgets is recognized over
time using the cost-to-cost measure of progress. This outcome may be
different from the outcome of allocating a fixed amount to each widget if each
one were a performance obligation (see Question 4.4.20).

Question 4.4.60

Is a performance obligation to provide a single
tangible asset satisfied over time a series?

Interpretive response: Generally, no. A contract to construct or manufacture a
single tangible asset typically includes various promised goods or services (e.g.
procurements of raw materials, design, and constructing or manufacturing the
tangible asset). However, the nature of the overall promise when creating or
enhancing an asset (e.g. the construction of a single piece of equipment) is to
produce a single output. Those promised goods or services are not distinct from
each other because they are inputs into the combined output. Because a series
requires multiple distinct goods or services, the performance obligation to
produce a single tangible asset would not be a series. Further, because the
nature of the promise to produce a single output is not a stand-ready obligation,
the entity does not consider whether the performance obligation is made up of
a series of distinct time increments.

Conversely, a contract to create or enhance more than one distinct tangible
asset that each meet the criteria to be recognized over time could be a series if
all the other series criteria are met (see Question 4.4.20 and Example 4.4.40).
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o Question 4.4.70

Are project-based services satisfied over time a
. series?

Interpretive response: Generally, no. A project-based service satisfied over
time would be one in which the entity provides a defined final deliverable that
the customer does not benefit from until completion. An example is a service
that culminates in a valuation report. Typically, these performance obligations
are satisfied over time when the entity’'s performance does not create an asset
with an alternative future use to the entity and the entity has an enforceable
right to payment for performance completed to date (see section 7.3.40).

We believe the nature of the promise in these types of services is to produce a
single combined output, such as a valuation report in the above example.
Consistent with Question 4.4.60, because the entity is promising a specified
guantity of services, such as a single valuation report, it does not consider
whether the performance obligation is made up of distinct time increments.
Further, the services performed to fulfill that promise would not be distinct from
each other because they are inputs into the combined output. However, a
contract to provide two such services in a single contract could be a series of
two distinct services.

Question 4.4.80

Is each year in a multi-year sponsorship
arrangement a separate performance obligation?

Background: An entity that owns a sports team or venue (e.g. arena or
stadium) may enter into contracts with customers referred to as sponsorship
arrangements that provide the customer with advertising rights related to the
team or venue. These arrangements often involve a substantial number of
promises and may include leases, in which case the entity needs to separate
the lease and non-lease components before applying the revenue standard to
these contracts unless it applies the lessor practical expedient under Topic 842
(see Question 2.4.10).

For example, a team may enter into a multi-year contract with a car company
that allows the car company to use the team's logos and trademarks in its own
advertising and be considered the official car of the team. In addition, the
contract provides the car company with advertising (e.g. announcements during
the game, on tickets, on game programs, its logo on the playing surface) or
naming rights (e.g. the official car company section of the stadium). Typically,
many, if not all, of the promises are the same in each year of the contract.

It is important to determine whether the promises that are satisfied over time
over multiple periods should be combined into a single series performance
obligation or multiple performance obligations, because that could affect the
allocation of the transaction price and measure of progress. For example, the
entity will need to evaluate whether naming rights for the entire contract should
be a single performance obligation or multiple performance obligations (i.e. each
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year is separate). If the services transferred over time in each year are
substantially the same each period and have the same pattern of transfer, the
services are combined into a single series performance obligation. If they are
not substantially the same or do not have the same pattern of transfer, the
services in each year would be separate performance obligations.

Interpretive response: Generally, no. In most cases, we believe that each year
of a multi-year enforceable sponsorship arrangement is not a separate
performance obligation. If the entity has promised the same service in each
period and that service is transferred over time, it should be accounted for as a
single series performance obligation for the entire enforceable contract period.
This is because the nature of the promise is substantially the same each year
and the service has the same pattern of transfer in each period. For example,
each year when providing naming rights or other advertising, the underlying
activities (e.g. the season being played) is not relevant. The promise is the right
or specified advertising activity and not the season or events.

Typically, these arrangements contain multiple, distinct promises that are
satisfied over time, each of which span the entire arrangement. For example, if
a contract includes naming rights and a promise to display the customer’s logo
on a team'’s basketball court for five years, there are two performance
obligations that are each satisfied over five years. In that case, the entity may
have multiple series performance obligations.

In contrast, if a contract provides different services each year, those different
services are different performance obligations. For example, if an entity
promises to display the customer’s logo on the court in Year 1 and display the
logo on its napkins in the concession stand in Year 2, there are two
performance obligations that are satisfied in different years because the nature
of the promise is different each year.

When a performance obligation spans the entire contractual period, it is
inappropriate to allocate fixed consideration to each period of the arrangement
based on stated contractual prices for those periods. Instead, the entity
recognizes the amount allocated to the entire performance obligation using a
single measure of progress. See Question 6.7.110 for guidance on allocating
fixed consideration to distinct goods or services within a series.

Example 4.4.50

Sponsorship arrangement

Basketball Team enters into a five-year non-cancellable sponsorship contract
with Car Company for a fixed fee paid in quarterly installments. The fee is
$1,000 ($250 per quarter) in Year 1, increases by $100 each year, and is due at
the beginning of each year.

The contract includes two promises:

— License: Car Company has the right to use Basketball Team's brand and
logo throughout the five-year term.

— Advertising: An obligation to display Car Company’s logo on the court
during the team’s 41 regular season home games during the five-year term.
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The contract does not contain a lease, and the standalone selling price is $4,000
for the license and $2,000 for the advertising. Basketball Team evaluates the
contract as follows.

What is the contract term?

Basketball Team concludes that the contract is term is five years because both
parties have enforceable rights and obligations throughout the five-year period.
See section 3.8.10.

Are the promises distinct from each other?

Basketball Team concludes that the license and advertising are separate
performance obligations. Each promise is capable of being distinct because Car
Company can benefit from each promise on its own. Additionally, each promise
is distinct within the context of the contract because there is no significant
service of integrating the promises, the two promises do not modify each other,
and the two services are not highly interdependent or interrelated; each service
can be fulfilled independently by Basketball Team.

Is each year a separate performance obligation?

Basketball Team concludes that the license is related to symbolic IP and
therefore is a series (see Example 10.9.10) and a single performance obligation.
As such, while each increment of time in the license is distinct, those
increments of time are accounted for as a single performance obligation
satisfied over five years.

Further, Basketball Team concludes the advertising is a series for the following
reasons.

— Each time increment is distinct. Each time increment (e.g. each game,
season, contract period) is capable of being distinct because the customer
can benefit from the advertising on its own (i.e. without other time
increments). Further, each time increment is separately identifiable because
Basketball Team does not provide a service of integrating each time
increment, each time increment does not customize or modify other time
increments and each time increment does not significantly affect the other
(i.e. can be fulfilled independently).

— Each time increment is satisfied over time. Car Company simultaneously
receives and consumes the benefits of the advertising as a game is played.
Therefore, Criterion 1 of the criteria to be satisfied over time has been met
(see section 7.3.30).

— Each time increment of service is substantially the same. The nature of
the promise is to provide advertising during each time increment. The
underlying season, time period, players, etc. do not change the nature of
the promise. Car Company's ability to change the advertising does not
change what Basketball Team has promised (the same right to advertise on
the court each home game).

— Each time increment has the same pattern of transfer. The nature of the
promise is the same each game and therefore the same measure of
progress is applied to each game period.
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Because all of the criteria are met, the advertising is a series and a single
performance obligation for the entire contract term. Accordingly, each game,
season or year cannot be a separate performance obligation.

What is the transaction price?

The transaction price consists of fixed consideration each period. The total
transaction price is $6,000: $1,000 + $1,100 + $1,200 + $1,300 + $1,400.

How is the transaction price allocated to each performance obligation?

The transaction price is allocated to the two performance obligations on a
relative stand-alone selling price basis. Since the consideration is fixed, the
contractual amount cannot be allocated to a portion (i.e. year) of either
performance obligation (see Question 4.4.20).

Basketball team allocates $4,000 ($6,000 x ($4,000/6,000)) to the license and
$2,000 ($6,000 x ($2,000/6,000)) to advertising.

What is the appropriate measure of progress?
Basketball Team concludes the following for each performance obligation.

— License. A time-elapsed measure of progress is appropriate because the
customer benefits from its rights under the license of symbolic IP

throughout the term and not just during the season (see Question 10.9.10).

— Advertising. A per-game output method depicts Basketball Team's
progress toward complete satisfaction. Because the same number of
games occur in a fiscal/contract year, the same number will be recognized
in each period.

The as-invoiced practical expedient (i.e. recognize revenue in an amount that it
has the right to invoice) does not apply because the pattern of invoicing (each
quarter) does not correspond to Basketball Team's performance for both
performance obligations. The unit of account for applying the as-invoiced
expedient is a performance obligation, but in this example there are two
performance obligations that are satisfied in different patterns. Even if the
pattern of invoicing corresponded with the performance for both performance
obligations, Basketball Team would need to evaluate whether the increasing
prices represented changes in value to the customer. See Question 7.4.60.

Summary

Basketball Team records the following over the five-year term.

Contract License | Advertising Total Cash Contract
year revenue revenue revenue received asset EOY
1 $800 $400 $1,200 $1,000 $200
2 800 400 $1,200 1,100 300
3 800 400 $1,200 1,200 300
4 800 400 $1,200 1,300 200
5 800 400 $1,200 1,400 0
Total $4,000 $2,000 $6,000 $6,000
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\Warranties

Overview

The accounting for a warranty depends on whether it is a performance
obligation under the contract. If it is, Topic 606 applies in the same way as for
all other performance obligations. The following diagram summarizes the
process of determining the appropriate accounting.

Does the customer have the option to

purchase the warranty separately? Yes
No
h 4
Does the promised warranty, or A
a part of the promised warranty, Service-type warranty
provide the customer with a service in .| Account for the warranty or part of the
addition to the assurance that the Yes warranty as a performance
product complies with obligation

agreed-upon specifications?

No

A 4

Assurance-type warranty
Not a performance obligation. Account
for as a cost accrual under
Subtopic 460-10 (guarantees)

FE Excerpt from ASC 606-10

* > \Warranties

55-30 It is common for an entity to provide (in accordance with the contract,
the law, or the entity’s customary business practices) a warranty in connection
with the sale of a product (whether a good or service). The nature of a
warranty can vary significantly across industries and contracts. Some
warranties provide a customer with assurance that the related product will
function as the parties intended because it complies with agreed-upon
specifications. Other warranties provide the customer with a service in
addition to the assurance that the product complies with agreed-upon
specifications.

55-31 If a customer has the option to purchase a warranty separately (for
example, because the warranty is priced or negotiated separately), the
warranty is a distinct service because the entity promises to provide the
service to the customer in addition to the product that has the functionality
described in the contract. In those circumstances, an entity should account for
the promised warranty as a performance obligation in accordance with
paragraphs 606-10-25-14 through 25-22 and allocate a portion of the
transaction price to that performance obligation in accordance with

paragraph