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reports in early 2003 that highlighted revenue recognition as an area prone to
problems: (1) Report Pursuant to Section 704 of the Sarbanes-Oxley Act of 2002 |
(Section 704 Report) and (2) Summary by the Division of Corporation Finance of "
Significant Issues Addressed in the Review of the Periodic Reports of the Fortune
500 Companies (Fortune 500 Report). i

In developing the Section 704 Report, the SEC staff studied enforcement
actions filed during the period July 31, 1997, through July 30, 2002. Improper
revenue recognition was the area where the SEC brought the greatest number of
enforcement actions during this period. The types of improprieties ranged from
the improper timing of revenue recognition (e.g., improper recognition of reve-
nue related to bill-and-hold sales and consignment sales) to fictitious revenue
(e.g., falsification of sales documents, failure to consider side letter agreements)
to improper valuation of revenue (e.g., failure to appropriately consider rights of
return). Other revenue-related areas where the SEC brought a significant number
of actions were nondisclosure of related party transactions and the accounting for
nonmonetary and round-trip transactions.

The Fortune 500 Report resulted from the SEC Division of Corporation
Finance’s (Corp Fin’s) review of all annual reports filed by Fortune 500 compa-
nies. This report provides insight into areas commonly questioned by Corp Fin
during their reviews of annual reports. Revenue recognition accounting policy
disclosures was an area frequently questioned by Corp Fin. In many cases, Corp
Fin requested that companies significantly expand these disclosures. Industries
where these requests were common included computer software, services, and
hardware; communications equipment; capital goods; semiconductors; electronic
instruments and controls; energy; pharmaceuticals; and retail. The revere-
related topics precipitating these requests included accounting for software,
multiple-element (or multiple-deliverable) arrangements, rights of returi, price
protection features, requirements for installation of equipment, customer accepl-
ance provisions, and various types of sales incentive programs.

Other studies since then have continued to show that reyeriie recognition
issues cause more financial statement restatements than any cther accounting
topic. High-profile revenue restatements have reinforced the focus of regulators
and the investing public on revenue recognition policy and disclosure.

While it is too early to assess whether the new standards for revenue
recognition will result in less errors and restatements, several aspects of the new
standards may in fact lead to fewer problems:

® The new guidance provides a single model for revenue recognition,

reducing the chances that a reporting company will erroneously apply the
wrong model.

* By articulating principles to apply to key decisions revenue recognition,
the new guidance provides a better framework to help preparers of
financial statements deal with questions and issues that are not specifi-
cally addressed in the standards.

® With less bright lines and more respect for judgments and estimates,
companies may feel that the new standards better reflect the underlying
economics of their business transaction, reducing the desire to push the
envelope to justify different accounting than appears to be required.
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it is also possible that the removal of bright lines and great%:
timates and judgment will provide more room for th_ose who V\Loub
the revenue recognition standards. Regulatc_)rs will no doubt be
s of those not applying the new standards in good faith.

Of course,

APPLICATION AND IMPLEMENTATION GUIDANCE

rd was issued by the FASB and IASB in May 2014. The FA?%S:E
ly set up a group made up of experts on revenue recogniti "o
! in implementation of the new standard. This group, calle

g Resource Group for Revenue Recognition (TRG),
2015, and twice in 2016. The TRG discussed over

iscuss issues arisin p
’?}Z FASB/TASB Joint Trap51t1c?n
met twice in 2014, four times in

65 issues at those meetings.' )
Most of the discussions at the TRG revealed that TRG members worldwide:

inci i : and
e Consistenily understood the principles in the new standard,

e Believed that the standard provides sufficient guidance to resolve the
itstes raised.
inut
Roth the detailed issues papers disc_ussed by the TRG and the minutes
fescribing the discussions are publicly available.
In some instances, TRG discussions revealed areas where the ]ista:lxdargfv:ﬁz
lear as the FASB and IASB had intended, or where applica 1oyn B L
I\O?das Ce appeared to be more difficult than the Boards 1_1ad behe‘a\'red ;ir “1011' \ Ol.‘
%111 ?;SB pa?[;d IASB amended the standard to provide additional clarity
e

improve usability in a few areas.

The IFRS Interpretations Comumitiee (IFRIC) has alli,o tglsﬁ:lgéddzgigi
i related to implementation of the new standard. While the akradah
}SSHEZ to issue any interpretations, the documentation of _those iscussi B
?tlenful 1(1)1 understanding how the standard should b(le applied. ]r;L Ez,actld1ct11o;;, ‘; 1
hieﬁ that the IASB will amend certain guidance outside of IFRS 15 to de
issug,; raised as companies prepared to adopt the new standard.

The documents published by the FASB and TASB related to the new stan-
dard, all of which are publicly available, include:

FASB |
e ASU No. 2014-09, Revenue from Contracts with Customers (Topic 606)
e ASU No. 2015-14, Revenue from Contracts with Customers (Topic 606): Defer-
ral of the Effective Date

o ASU No. 2016-08, Revenue from Contracts with Customers (Topic I\?g?): Princi-
pal U.E’TSM-S Agent Considerations (Reporting Revenue Gross versus

! The TRG may hold additional meetings if addi-
tional issues are raised.
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* ASU No. 2016-10, Revenue from Contracts with Customers (Topic 606): Identi-
fying Reporting Obligations and Licensing

* ASU No. 2016-12, Revenue from Contracts with Customers (Topic 606): Nar-
row-Scope Inprovements and Practical Expedients

e ASU No. 2016-20, Technical Corrections and Improvements to Topic 606,
Revenue from Contracts with Customers

IASB
® IFRS 15, Revenue from Contracts with Customers
* Effective Date of IFRS 15
e Clarifications to IFRS 15
o TFRIC Update March 2018

TRG (Summaries of Discussions)

* TRG Memo No. 5, July 2014 Meeting—Summary of Issues Discussed and Next

Steps
¢ TRG Memo No. 11, October 2014 Meefing——Summary of Issues Discussed and
Next Steps
® TRG Memo No. 25, January 2015 Meeting—Summary of Issues Discussed and
Next Steps
® TRG Memo No. 34, March 2015 Meeting—Summary of Issues Discussed and
Next Steps
* TRG Memo No. 44, July 2015 Meeting—Summary of Issues Discussed and
Next Steps
® TRG Memo No. 49, November 2015 Meeting—Summary of Issues Discussed
and Next Steps
® TRG Memo No. 55, April 2016 Meeting—Summary of Issiies Discussed and
Next Steps
¢ TRG Memo No. 60, November 2016 Meeting—Summary of Issues Discussed
and Next Steps

ABOUT THIS BOOK

Because the FASB and IASB issued converged standards, the discussion in this

book is applicable under both U.S. GAAP and IFRS. References to the authorita-
tive literature include both U.S. GAAP (Topic 606) and TFRS (IFRS 15) references.
The few narrow differences between Topic 606 and IFRS 15 are identified in the
discussion of the applicable topics.
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and core principles of the new rev
high-level discussion of the five
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cnue recognition standards, and provides a
-step model that frames the guidance on deter-
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: am imi ition. Chapter 2,
et unt of revenue and the timing of revenue recogni

oy ;};:::1 Ovc;rview of Topic 606/IFRS 15,” also discusses the scope of the new
“Scope

8Uidance' i i i f each of the five steps in the
3-7 provide a detailed discussion o _
dﬁhﬁﬁzmg il:nplemen’fation guidance in the standard, as well as guidance
rtﬁgt lie;s resulted from discussions of the TRG and the IFRIC.

Related Maiters | . ‘ |
ter 8, “Continuing Involvement,” discusses guidance in Topic 606/ IPRS;S_
Chaprf;n; additional matters, including common cgntract termsl ~.l€.uch1 as ‘é’vcziisr Bl
Sjn Ciights of return, repurchase provisions, and options for additional go
es; ’
services. ) .
Chapter 9 “Costs of Contracts with Customers,” addresses the guidance on

costs of revenue tansactions.

i nue
Chapter 10, ¥ Presentation,” addresses matters of the Preseqtatlc;r} of re.VePl -
tr actigm ir balance sheets and income statements, including discussio
ans L ; :
whether it zecognize transactions on a gross or net basis.

Agppiication to Common Arrangements

Chapters 11-13 then explain how the model appliels to corftlmi)g if;g&;fsrzedEi
‘ i i erty :
i of products, services, and intellectua property
t}}et?glvirgw thz five steps apply to common transactions is mtendgd to ??}t};
gr?)videg practical guidance for readers and reinforce the understanding o

principles of the standard.

Financial Reporting

Chapter 14, “Disclosure,” addresses disclosures required by thel ne”[m .hteﬁzh.zrei
thatpgo far ;beyond the disclosure requirements that .cprrex}tly exist. . 15&:1 anpj[he
also discusses revenue disclosures required in SEC filings in areas other
financial statements.

Finally, Chapter 15, “Transition,” discusses the transition to the new -
standard.

Features

The discussion in this book generally dogs not irlc.lude dlrecft qlloltaei; fégnhsthhs
authoritative guidance. Instead, the intent is to provide more clha ]fook mcgludes
discussion of the principles and requirements. However,_ 206 ook includes
numerous cross-references to applicable paragraphs of "1;0p1c et
These references are generally set-off in parentheseg. Reserer:ice ! Co-diﬁcation
include the applicable paragraph in the Accouphl}g I}ag SIAAP e
(ASC), which is the codified repository for authoritative d g d
to IFRS refer to the applicable paragraph of [FRS 15, as amended. i

In some instances, the book also references the Basis for Conclusions of the

standard. The Basis for Conclusions is not itself author.itative, but vlvas 51(1)211;?9;1)
by the FASB and IASB to provide additional discussion and explanati
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why they reached the decisions included in the standard. Because the Basis for
Conclusions is not included in the Accounting Standards Codification, references
to the Basis for Conclusions include the applicable paragraph from the Account-
ing Standards Update (generally, ASU 2014-09) that includes the discussion, as
well as the applicable paragraph from the “BC” section of IFRS 15.

This book also references TRG discussion papers (e.g., TRG Memo No. XX),
which are not authoritative, but provide detailed explanations of issues and
examples. The minutes of the TRG meetings summarize the TRG's thoughts on
the matters discussed.

Examples

As noted above, Topic 606/IFRS 15 includes a large number of illustrative
examples. Rather than repeating those examples, the end of each section of each

chapter of this book identifies the examples in the standard that provide gui-
dance on the topics just discussed.

The book also includes a number of illustrations that provide additional
examples of the application of certain of the provisions in the standard. Such

illustrations, when presented, follow the identification of the

pertinent examples
in the standard.

In certain areas, where the guidance lends itself to such a visual depictioi,
the book includes flowcharts illustrating the guidance on a particular topic.

Finally, the book includes several excerpts from public filings that-illustrate
topics discussed. Because Topic 606/IFRS 15 has not yet been adopted by all
reporting companies, there are not relevant examples for all isst.es addressed.
However, in certain areas, the new guidance is unchanged froin previous gui-
dance, and therefore, existing disclosures should be relevant. In future updates to
the Guide, more public disclosure examples will be added.

Alerts

The book also includes Practice Alerts, which are set off from the main discus-

sion. Practice Alerts are intended to highlight issues that may arise in applying
the provisions of the standard in practice.

Also set off from the main discussion are Disclosure Alerts, which highlight
areas where there are disclosure requirements that apply to the topic just dis-

cussed. The disclosure requirements are discussed more comprehensively in
Chapter 14, “Disclosure.”

Finally, the book includes a number of Regulatory Alerts, which highlight

areas where the U.S, Securities and Exchange Commission has taken an interest
in a particular topic.
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CHAPTER 2
SCOPE AND OVERVIEW OF TOPIC
606/IFRS 15

CONTENTS .
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SUMMARY

The FASB added Topic 606, Revenue from Contmf.:ts wzth‘CE;tqger;e:J(;nt;efﬁ;
counting Standards Codification and the IASB 1551_1e.d IF . t’th e P
Contracts with Customers, in May 2014, after a long joint p1_‘i)l]ec Tge igd -
completely replace existing literature on revenue recognition. gu
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issued by the two Boards covers all contracts with cu

stomers to provide goods,
services, and rights to intellectual property.

Topic 606 and IFRS 15 describe a single model for revenue recognition, with
a set of principles to be used in analyzing all contracts with customers. While
there are a small number of exceptions to the principles, the model is consistent

and the principles written in such a way that the Boards believe they can be
applied to any type of contract.

The guidance in the two standards is virtually identical, and the Boards
expect that the same revenue accounting should result under US, GAAP and
IFRS in virtually all situations. While the same words are used to explain most
principles, the differing structures of the two sets of literature mean that the
numbering of paragraphs and sections differs. The chart below identifies the

major topics covered by the standards and identifies where in the two sets of
literature each topic is covered.

Topic U.S. GAAP (ASC Reference) IFRS (IFRS 15 paragraphs)
Background and Framework  606-10-05 IN7 - IN9
Objectives 606-10-10 1-4
Scope 606-10-15 5-8
Recognition 606-10-25 9-45
Measurement 606-10-32 46-90
Contract Costs 340-40 91-104
Presentation 606-10-45 105-109
Disclosure 606-10-50; 340-40-50 110-129
Transition and Effective Date  606-10-65 Appendix C
Implementation Guidance 606-10-55-1 through 55-91 Appendix B

lMlustrations and Examples 606-10-55-92 through 55-413  |E{ - |E 327

Throughout this book, references to paragraphs in both standards ae included
where applicable. At the back of the book is a paragraph-hy varagraph cross

reference between the U.S. GAAP and IFRS guidance that identifies where each
paragraph is discussed in the text.

SCOPE

Topic 606/1FRS 15, as suggested in the title, Revenue from Contracts with Custom-
ers, has a broad scope. In general, everything that accountants have traditionally
considered a contractual arrangement to deliver goods or services is covered.
There are no industries that are scoped out of the guidance, and there is no

special industry-based guidance as there was in the past, particularly under U.S.
GAAP.

A customer is defined as any party that has contracted with an entity to buy
goods or services that are part of the entity’s ordinary activities. While that
definition may seem obvious and intuitive, it does exclude contracts to sell goods
and services that are not part of an entity’s ordinary activities. However, both
U.S. GAAP, through the addition of ASC Topic 610-20, Other Ticone—=Gains and
Losses from the Derecognition of Nonfinancial Assets, and IFRS, through amend-
ments to IAS 16, Property, Plant and Equipment, and TAS 38, Intangible Assets,

D ———
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ire the principles of the revenue recognition guifiance to also be
of assets other than in the ordinary course of business.

effectively relqu
- es
. i ly to any sale of goods or
ic 606 and IFRS 15 essentially apply to any s
Thergfoarﬁ;l;%zﬁterparty. The only exceptions, which are discussed further
services

to:
low, are related
& Contracts that have traditionally not been looked at as sales of dgood_s tasnd
; ?'lvices in the past, and for which specific other guidance already exists.
se '

i i to be a
e Certain transactions in which the counterparty 1s deemed not
customer. | | -
e Unusual situations in which revenue is recognized even without a ¢
tract with a customer.

i t
It is possible that a single contract could include one o;:hmorle elzﬂiiﬁagﬁo
§ i d one or more other elem

r one of “hase scope exceptions an ¢ B M
i t, the elements within P

ify for@scope exception. In that event, L

not quahlfi{er”tl re mltjlst be separated from those that are not, so that ea'cktc pcl)i}.;’:ra_
reve;IHSOY troct fnay be accounted for in accordance with the appi(;pnaren.
(t)érts_ i’l ) +k5e1;*;aration is handled as follows (ASC 606-10-15-4; [FRS 15, par. 7):

o [f the accounting requirements for the non—revenueh elell'geglts ;iiii¥920;
i d, those elements shou e
such items are to be measured, . o L e
i idance, with the remainder o .
accordance with that other gui e, 1 fhe transac
i temns. For example, a con
i rice allocated to the revenue 1 X2 " 2
t:i):toriner may also include the customer prov1dmg a lpaﬂ to the c;ar;lti}trs
Because Topic 470 and IFRS 9 require debt to be initially me;-;\sure = b.e
fair value, consideration equal to the .fair value of the de t;exzﬁstomer
allocated to the debt, with the remaining payments. from > Custormer
under the contract allocated to the goods and services cove y
revenue literature.

o If the accounting requirements for the n.on—reve_r(liue elel:mse?t; 4d§n ?}c:;
i i hould be measured, the guidance in Ste ;
specify how such items s . ‘ e e ALy
i i ee the discussion in P ,
allocation of the transaction price (s e o
i i ice to the Performance Obligatio
cating the Transaction Price e o
i ts between the revenue an
tract”) is used to allocate payments bDe A e ot
i th a customer includes
items. For example, if a contract wi . .
ﬁiintory items iz?m:l the sale of a machine the ci?ln;ia?y é\adoﬁgiegéi:;lz
' i u ely be ¢
i erations, the sale of the machine wo .
usidrg:f:fue item. The amount of the contracted sale pncelthat wou'ldl be
1i:](iocated to the machine (and therefore takgn into account 1;1 ctieterii;x;luli;cfl
the gain or loss on the sale of the machine) _Would be de ermthere "
cco%dance with the principles of the revenue literature, ‘becaus; S 18
:to other guidance that specifies how the sale of such items shou

measured.

qualify fo

Contracts Covered by Other Guidance

tract with a
There are certain contracts that, while they may appear toh};grztﬁi: Sinirri
customer, have always been covered in the accounting

e
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guidance tailored to those contracts. In general, the FASB and IASB decided to
leave those contracts to be accounted for under the other literature; therefore,

those contracts are excluded from the scope of Topic 606/1FRS 15. They include
(ASC 606-10-15-2 and IFRS 15, par. 5):

® Leases - covered by Topic 840 (or 842), Leases, and IAS 17 (or IFRS 16),
Leases.

¢ Insurance contracts — covered by Topic 944, Financial Services—Insurance,
and IFRS 4, nsurance Contracts.

® Financial instruments (including derivatives) - covered by various ASC
topics and various IFRSs.

e Guarantees — covered by Topic 460, Guarantees. In certain situations, a
guarantee included in a revenue contract will not meet the scope of Topic
460, and will instead be considered in determining the transaction price

under Topic 606/IFRS 15. (See the discussion in Chapter 5, “Determining
the Transaction Price.”)

* Fixed-odds wagers (i.e., bets) — covered by IFRS 9 as these arrangements
would generally be derivatives. Due to a specific scope provision, fixed-
odds wagers in U.S. GAAP are within the scope of Topic 606 (ASC
924-815-25-1 (TRG Memo No. 47, Whether Fixed Odds Wagering Contracts
Are Included or Excluded from the Scope of Topic 606 [and IFRS 15])).

Amongst the implications of these scope exceptions is that most income-
earning activities of financial institutions, including those associated with mai:-
ing loans, providing lines of credit, writing guarantees (e.g., letters of credit); ana
providing lease financing, are not in the scope of Topic 606/IFRS 15. Hewsver,
certain fee-based services often performed by financial institutions, such as trust
services and provision of safety—deposit boxes, as well as deposit-reiated ser-
vices (such as operating ATMs and cashing checks), are not covercd by financial

instrument literature and therefore are in the scope of the revenve guidance (TRG
Memo No. 36, Credit Cards).

Contracts with Non-Customers

As noted above, a customer is any purchaser of an entity’s goods or services in
the ordinary course of business. However, there are certain transactions that
involve the delivery of goods or services that are typically used in the ordinary
course of business, but that are undertaken to facilitate other transactions, as
opposed to being transactions that are intended to be income
tions themselves. The FASB and TASB decided that those tra
be within the scope of the revenue standards.

-generating transac-
nsactions should not

Certain Nonmonetary Exchanges

One group of contracts that is excluded under this principle is contracts in which
entities in the same line of business exchange goods to facilitate sales to end
customers. For example, an oil company may have a contract to deliver oil toa
customer in a particular location. Rather than transporting its own oil to the
delivery location, the oil company may identify another oil company that already

S ——
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il in the delivery location. The two oil companies may thgn agree to

g o oil in different locations solely to ease the burden of dehvlery. Non-

GXChaI;gry exchanges such as this are not considered revenue transactions (ASC
mone

606-10-15-2¢; [FRS 15, par. 5d). )
i in the accounting records at
lly, these exchanges are recognized in t
h'sto(l?i?:]iallerc?os}tr' the inventory traded away is removed from the books and the
1 ’

; sory received in the exchange is put on the books at .the same carryilflg
mvennt Yof course, the ensuing sale to the end customer is in the scope of the
amourt. 4

oOWTS

revenue guidance.

Collaborations

Iso excluded from Topic 606/TFRS 15 are contracts, often caJlled collab'oraltlons,
A i ich an entity enters into a contract with another party with the ob]ectivelof
]'ﬂ‘wm d 31;10 ine"a product or service for sale to other parties, with bOt}."l parties
10mt1£_ : to 121.";6 in the risks and benefits of developing and se]J.mg. that
mte(l; Tgr sérvice. In those situations, the Boards concluded that the entity is 1'10t
o uC'tc vods or services to its collaboration partner, but is, instead, wofrkm-g
SEU;il‘g'ql"; gnew goods or services to sell to others. Therefore, the collaboration i3
fat ;a\méigered a contract with a customer (ASC 606-10-15-3; IFRS 15, par. 6).

Determining whether an arrangement (or a portion of an arrangement)lés :
collaboration that meets this scope exception requires ]udgrngrft. For exaé?cpa ti,on
biotechnology company that performs research on a potential new mejE 2tion
may enter into an arrangement with a larger pharmaceutlcall com;anytoobe nd
continued development, with the larger company eventualf!y mte:vnf 'tmgh g e
manufacturer and distributor of any resultmg product, Wlth profits shar =
tween the biotechnology and pharmaceutical companies. That aFfriL;\g(i:;eer
might well be deemed to qualify for the scope exception. However, 1t teh bglo-
pharmaceutical company originally developed th(_a drug and comes ti0 | (Zntit
technology entity for development assistance, with the pharmaccleu 1ca ° th)é
retaining ownership of the drug and the right fo sell any p:roduct“(sjl e\tre ?}?: h i
biotechnology entity would likely be considered a service provider to f %) -
maceutical customer, and the contract would be within the scope of Top

606/IFRS 15.

Although evaluating whether a collal:_)ora.tion {or a portion 1of a collabor]iga:E
tion) qualifies for the scope exception requires ]udgment, Lhe ctcl)nc u‘;‘(;ner;engd
always be of significant 1'1np(_3rtia‘1'1ce.tl‘\lﬂ\f“mh.e’E cizrtigi Cccl)[];l; (gg véort\}sley e

recognition literature, 1 !

ir(i:?u;?:drfe(:fnl\l/llzst sufl'?l arrangements will be in the scope of ASC 'TOEK 808;
Collaborative Arrangements, for those applying U.S. GAAP, but that r(libpm 252 Iﬁz_
provide guidance on recognition and measurement, as 1t 1s focusg czinbpr enta-
tion and the analysis of which items of expense should be recognized by p o
to the collaboration. And there is no guidance on colllaboratwe arramgerrt;afnt s i
IFRS. It is therefore likely that parties to collaborative arrgngem;ntsht a tir

excluded from the revenue literature will nonetheless analogize to ;Feyl{ts 1eSra ;f
where doing so results in reasonable accounting (ASU 2014-09/ , par.

BC56).
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Revenue Recognized without a Contract

In certain businesses, revenue has commonly been recognized without regard to
whether a contract exists. In general, this only occurs when the business creates a
product that has a known market price. This is the case, for example, in
agricultural businesses that create commodities or mining businesses that result

in the creation of precious metals, such as gold (ASU 2014-09/IFRS 15, par.
BC28). These situations are rare.

OBJECTIVE

The core principle of Topic 606 and TFRS 15 is to “recognize revenue to depict the
transfer of promised goods or services to customers in an amount that reflects the

consideration to which the entity expects to be entitled in exchange for those
goods or services” (ASC 606-10-05-3; IFRS 15, par. 2)

That core principle certainly seems reasonable and intuitive when read,
however, it was carefully crafted to encompass certain concepts that Boards
considered fundamental to achieving relevant and consistent financial reporting
for revenue across many types of contracts.

1. The objective makes clear that it is the “transfer” of goods or services to
the customer that results in revenue being recognized. Thus, work
performed by the vendor does not lead to revenue until and unless the
results of that work are transferred to the customer. The timing of

revenue is evaluated from the point of view of the customer, not the
vendor.

2. The objective notes that revenue is measured based on the “considera-
tion” to which the entity will be entitled. This specifies the measiiement
objective as being related to the price in the contract, not the fai- value of
the goods and services being sold. While that outcoie may seem
obvious to many, fair value is the more common mepsuetnent charac-
teristic in recent accounting literature, and was considered by the FASB
and IASB in the development of the revenue standard.

3. The objective indicates that revenue is measured based on the amount to
which the company “expects” to be entitled. The use of the word
“expects” clarifies that the Boards decided that expectations of future
events and resolution of uncertainties should be taken into account in
the recognition of revenue. Some had advocated that any revenue based
on “expectations” should be deferred until amounts became known, but
the FASB and TASB decided that adopting that approach would produce
less relevant information if outcomes were reasonably predictable.

RECOGNITION AND MEASUREMENT
Framework

To achieve the core principle, Topic 606/TFRS 15 lays out a five-step model that
serves as a framework within which all of the judgments and analyses that go
into determining when to recognize revenue and how much revenue to recognize

|
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be considered (ASC 606-10-05-4; TFRS 14, par. IN7). Each of these steps is
o wesed in significant detail in Chapters 3 through 7.

discuss

Step 1: Identify the Contract with a Customer |
tain characteristics need to be met for a contract to permit revenue 1rec0gmc;L
Cer aIn eneral, a contract exists if there is an agreement between a b}lyeroml
tlo]?‘ thgt creates enforceable rights and obligations for the two parties. : nly
o there is such an agreement is there any revenue to recognize unclerd f)plc
gx(kaée/r{FRS 15. This step sets the base to which the rest of the steps in the model are
applied. . . -
i Also included in this step is guidance on when to combine mult1plg cgfna
tracts into a single contract for revenue recognition purposes, and what to do i

Atract is modified, thereby changing the identified contract with a customer.
CD !

Step 2: Identify the Performance Obligations in the Corl:tmct |
Among the 11g/iis and obligations that will be set forth lm the contract are: .
1, The right of the buyer to receive goods or services from the sel?er, an
7.-The obligation of the seller to provide those goods or services to the
buyer. -

Once the contract has been identified, the seller ident1f1gs what goq{;is 2(1;
services it has promised to provide to the buyer. Thfe standard mcl;lides }glzlll | ;nbe
on evaluating provisions of a contract to Fletermme whether they s
regarded as creating promised goods or services. ‘

If multiple goods or services are promised, the seller must 'dete;mgz
whether each good or service is distipct fropn other goods or ser\flcisto | the
arrangement, or must instead be combined Wlth- othgr goods or sirvme
abundle that is distinct from other goods or services in the contract. o

Each good or service or bundle of goods and/or services thatb E‘. d:;]rl:;;z
called a performance obligation under the standard. Per.fcl)rmance obliga thé 5
then used as units that are evaluated for revenue recognition purposes n
of the model.

Step 3: Determine the Transaction Price |
In addition to rights and obligations over goods or services to be provided, a
contract will include: '
1. The obligation of the buyer to pay the seller for the goods or services,
and
2. The right of the seller to collect that payment from the buyer. .
Those provisions provide a starting point for determining the transaction

. ! =
price. Often, the payment terms are fixed and payment is due when t;ggr(‘)dsr =
services are delivered. In that case, it is simple to determine the transac p

to be used in recognizing revenue.

However, the vendor needs to determine whetherl a]l arrfuzfn::age I;(;l—
lected are appropriately reported as revenue. In addition, the y

B ..
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include terms that make the transaction price variable. For example, the transag

tion pri
Ip.rlce lcould vary due to usage-based payments, performance bonuses g
penalties, rights of return or refund, or price protection. 1

mc1u20p1c 606/1FRS 15 explairEs when and how much variable consideration to
E te ]:e)ls part of thc'e transaction price, generally requiring variable considera-

to be mclqded in the transaction price to the extent it is probable such
consideration will become due under the contract.

. If the payments in the contract are in a form other than cash (e.g., equi
instruments of the customer, or goods or services provided by the buye’r to thtz

seller), the standard provides that such i i
ller), consideration should b i
fair value, generally at contract inception. ¢ measured at itgg

] In addllzlon, lthe transaction price for purposes of revenue recognition some-
ims must e adused Fom cotrctually ttedamouns i he coniat incuds
| e seller providi vi
paying for those goods and services.%or ex?rr%p%;iii S;rftf'g\;ltcf;aan‘d ;ht; o
nevenuelelements, such as loans or transfers of financial ins‘rrumen? HI;: 1}11 tcanel
appropriate amounts are allocated to the non-revenue elements 5(- t i
income or expense, or the financial instruments issued), with the-gw e sinsil
being considered as the transaction price for the goods or se;rvices M

Step 4: Allocate the Transaction Pri .
Contrict ce to the Performance Obligations in the

In this step, the transaction price determi i :

the performance obligationsp identifiec;n n]? Z?e]f; it%)biizsllloci;eg{ OI; a-btglg'nEd’ 4
performance ob]%'gation, the entire transaction price is asso:):ri,ate'i ?*_‘rl;b Enlyl one
performanc? obhgation_ However, if there are multiple perforin: n% btl'e S]‘ngle
the transaction price must be allocated to those performance ol;li;a;ir?s i

Generally, this is done based on the standalone sellin
anc‘e o}?ligations in the contract. The standalone selling
E:ilifaﬁoﬁff}f bet obéectlvely dletermilnable if it is regularly sold on a standalone
tEChn_i 5 bn fes;{: gl?ne selhnlg price must be estimated through a reasonable
S ? d. i ndalone seﬂmg prices for all performance obligations are

ated, the transaction price is generally allocated based on the relative values

of the performance obligations, effecti
, effectively allocatin i i
to the performance obligations on a pro rs}tfta basis. R S tintis emen

g prices of the perform-
price of a performance

et T(;thlgcs?sujs;l:'l ﬂiltu??)oxs, the transaction price is allocated on a different
; ither the contract includes a dis
: ‘ count from the
: _ nor
Elcest‘of &E promisgd goods and services, and it is clear from the selllgl?:
Sserla ions that the discount does not relate to all of the promised goods
1rvmes, or (2) the contract includes variable consideration and fhe vgri bﬂjsr
relates only to some of the promised goods or services in the contract Y

S
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Ste
Obligation
Once the transaction price has been allocated to the performance obligations in
the contract, the amount of revenue allocated to each performance obligation is
recognized when, or as, the entity performs by transferring the promised goods
or services that make up the performance obligation to the customer.

A good or service is deemed to be transferred to the customer when the
customer gains control over the good or service. A customer sometimes gains
control of promised goods or services as performance occurs over time. In other
instances, the customer gains control of a promised good or service at a single
point in time, often when something is physically delivered to the customer.

p 5 Recognize Revenue When (or as) the Entity Satisfies a Performance

When a performance obligation is satisfied over time, the seller must deter-
mine an appropriate measure of its progress toward satisfying the performance
obligation, and <herl recognize revenue based on that progress measurement
applied to the.amount of the transaction price allocated to the performance

obligation:
Wiaen a performance obligation is satisfied at a point in time, the seller must

deteziine the appropriate point in time at which to recognize as revenue the
amount of the transaction price allocated to the performance obligation.

Applying the Framework

The five-step model in the standard is logical and straightforward. It provides a
structured way to explain revenue recognition and to categorize the thought
process that accountants should go through to reach an appropriate conclusion
about the timing and amount of revenue.

There are, of course, many decisions, judgments, evaluations, and analyses
that go into applying this seemingly simple model. The next five chapters of this
book go into some detail about the tasks and issues that arise in applying the
model. However, there are several general points that arise repeatedly in apply-
ing the five-step framework that bear discussion before getting into the detail of

each step.

Grouping of Contracts

Topic 606/TFRS 15 is written with a mind toward accounting for individual
contracts. However, as discussed in detail in Chapter 3, “Identifying Contracts
with Customers,” there are certain situations in which multiple contracts must be
combined for accounting purposes. Generally, this happens when something that
is clearly negotiated as a package is documented in multiple contracts and,
therefore, accounting for the contracts individually may not capture the true
arrangement between the parties. ‘

The standard also allows, but does not require, the application of its princi-
ples to a group of contracts, rather than to individual contracts within the group,
whenever an entity reasonably believes that application of the standard on a
portfolio basis would not result in materially different accounting than would

o
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® The vendor may have continuing responsibilities related to f

he jton
already transferred to the customer. For example, the contracy
include:

..

— A warranty on transferred goods or services

— A promise by the vendor to perform additional work to ing
hance, or improve the transferred good or service

— A requirement for the vendor to store or deliver promised
though control transfers to the customer before delivery

ta].l, en.

£00ds eyey

A vendor may also have continuing involvement with transfer
Or services when the customer hol
other provisions allow the vendor
customer.

red gogdy
ds a right of return or refund or w

to reacquire transferred items from fhg

® The transfer of all the initially promised goods or services in a Contrag
may not end the vendor’s involvement with the contract if the customey
has been granted an option to purchase additional goods or services,

ONGOING OBLIGATIONS ON DELIVERED
COMPLETED SERVICES

In Step 5 of the model in Topic 606/IFRS 15, revenue is reco
each performance obligation is satisfied. Generally,
tion is satisfied, the vendor is no longer concerned
service. However, some contracts include provisi
continue to perform activities rela
delivered to the customer.

GOODS OR

ghized when, or as,
once a performance obligg-
with the transferred good ¢+
ons that require the vende, i
ted to goods or services even after they are

When a vendor is required to continue to perform services related fo

transferred items, those ongoing services must be evaluated to determine how
they affect the accounting. At a high level, ongoing responsibiiities related to
already-transferred goods or services generally will indicafe gither (1) the per
formance obligation related to the transferred good or service has not been (fully)

satisfied, or (2) the ongoing responsibilities related to the transferred good or

Product Storage and Delivery

As discussed in Chapter 7, “Recognizing Revenue When
Satisfies a Performance Obligation,” it is possible for contro] of a good or service
to be deemed to have transferred to the customer even though physical posses-
sion of the item remains with the vendor. For example, this can occur when:

(or as) the Entity
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trol of a good has transferred under a bill-and-hold arrangement
q SSSC 606-10-55-81 through 83; IFRS 15, pars. B79 through B&1).

i i i i ility but the performance
being produced in a vendor’s faci
E ]_%O;c?orlls is deegmlzed to be satisfied over time bece‘luse the asset has gﬁ
O}Dt fnative use to the vendor and the vendor has a right to payment at
ao(iants during the contract (ASC 606-10-25-27c; IFRS 15, par. 35c¢).
#

ituati is likely to be responsible (either explicitly or
@.thesi Srltg?(;[i?rrlz’ g:: ‘;zrsft(s)r iﬁ( ﬂ}{ey are pl}:ysically transferred to the
imphmﬁy) Od ossibly also for shipping the items to th‘e. customer. These
C‘JStOﬂfer and sl?ippirlg responsibilities are conceptually addlt%onal performance
Custodl.al aILecause they are services provided by the vendor in regard to gss_ets
. ed (for accounting purposes, at least) by the customel-“. Similar
tha_t Ia}'e Ov\l?ted to goods for which revenue has not yet been recognized (and
E rere still.owned, for accounting purposes, by the vendor) are not a
meﬁzzfi ;ood oz service, because they relate to assets of the vendor.
pro

ifi the need to consider such
ic €06/1FRS 15 specifically acknowledges . :

i Tgprlc \ m;g that cust(l)gdial services related to bill-and-hold goods, mclgdmg
achwflf% QI:C{ safekeeping, that are the responsibility of the vendor re;;lt \j\?h ?lr;
St? rh?tﬁ nal performance obligation (ASC 606-10-55-84; IFRS 15, par. B&2). e
& o agraph is written in relation to bill-and-hold products, t.he same clogc. P
¥huu§)§ragrly to any goods that are held by the vendor despite contro ;mg
g (:emed féj have already been transferred to the customer. The Vendord mS}sE; t;l;

3 i blication to store an

t should consider whether the oblig re a .
al;)a;ug(irsni!: material, and, if so, consider it a performance obligation to which
Eevenue would be allocated.

A similar issue arises when goods are deemed transferred to thet c;ustomer
! i FOB shipping point terms, as
leave the seller’s premises (e.g., due to FC . i
ghszsigyme?;apter 11, “Products”), but the seller is respor.ls‘ﬂ‘)le for the trans
pzsrtation of the goods to the customer. The VEEdOl"S reslgonsga]iét{h fem(:: g?;;%ﬁ%
i transterre
rtation of goods that have already een .
ie;;?i?;gial promisegd good or service. Most likely, the promised _goqu and ?.;2
romised shipping service would each be distinct, and the shipping serv
&erefore would be a separate performance obligation.

i e el and, heshoee, he vendor il b ble 2 peorm 14
Zi?cr)ﬁii:gﬂlf:re Eliznlzféljctailvi&og’f actu’aﬂy gle:ih;g ir’ilglc);,geistearr;ls :jcgsgciio?i
E]:?ir;(};lfl;ngaz;ed E:ﬁg?ign(i;tlﬁoiiiliﬁiﬂ?f ;storag‘i).1 :}Tr:}ilzei {‘i?; 11C1C0:ZZ Ctlhfvnﬁ ;cg
E:v;et?{:eicsl rziof;nliizlﬁe?;t;:;lﬁzssa;n p:]}foijr?:ice obligations to which revenue
is allocated (ASC 606-10-25-18B).

therefore, be ignored for purposes of this analysis.
Under IFRS, such items would not be s_coped out
entirely, but would likely be deemed immaterial
under general principles.

1 As discussed in Chapter 4, “Identifying the
Performance Obligations in the Contract,” prormse_d
Boods or services may be considered immaterial in
the context of the contract under U.S. GAAP and,
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e
DISCLOSURE ALERT: If a vendor elecis to account for post-transfer ship-

ping and handling activities as fulfilment activities rather than performance
obligations, it should disclose this policy, if material (ASC 606-10-25-1 8B)

—

o —

EXAMPLE: ACCRUING COST OF SHIPPING ACTIVITIES
Ford Motor Company Form 10-Q— Quarter Ended March 31, 2017

We have elected to recognize the cost for freight and shipping when control over
vehicles, parts, or accessories have transferred to the customer as an expense
in Cost of sales.

Product Liability Laws and Indemnifications

In many jurisdictions, a vendor is liable under the law if its products harm
people or damage property. These obligations are not due to negotiations g
agreed-upon terms between the vendor and the customer, but are due to applica-
ble laws. Laws and regulations that govern contracts must be taken into account
in revenue recognition (e.g., in identifying the contract, as discussed in Chapter3,
“Identifying Contracts with Customers”). However, product liability laws do not
require the transfer of an additional good or service to the customer. Rather,
taking on obligations under product liability laws and regulations is consider?
to be a cost of fulfilling the obligation to transfer the underlying goods. Thyre
fore, potential obligations under product liability laws are treated as con'‘in geny
liabilities, as discussed in ASC 450-20, Contingencies—Loss Contingencies, and IA§
37, Provisions, Contingent Liabilities and Contingent Assets (ASC 606-10-55-35; [FRS
15, par. B33). The outcome under both U.S. GAAP and IFRS is that accruals for
such costs are made when losses are probable and can be estimated.

This accounting also applies if the vendor promises to mdemnify the cus-
tomer against any liabilities the customer may face froin use of the vendor's
products, including liabilities related to violations of intellectual property rights
(e.g., patents, copyrights) of third parties. Such promises do not involve transfer-
ring additional goods or services to the customer. Rather, they strengthen the
vendor’s promise that the transferred good or service will function as required
under the law and does not violate another entity’s property rights.

Warranties

Many product sales include a warranty that provides the purchaser with some
protection in the event the product does not perform as expected or requires
post-sale servicing. Service arrangements (e.g., auto repair services) may also
include warranties that protect the customer in the event the serviced item does
not perform as expected or the results of the service are not as beneficial a
promised. A warranty, in its most basic form, is a guarantee that if the product or
service is defective, the vendor will repair it.

In general, a warranty requires that the seller repair or replace a warrantied_
product if it fails to perform in the way it was designed and manufactured {0

&/ >
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or reperform a warrantied service if the results are not as promised.
ovisions are usually explicitly identified in the contract with the cus-
t warranties may also be implied or required by laws or regulations
memon laws” that cover automobile sales in many s-tates are a type of

anty). Because of a warranty commitment, the seller’s involvement with a
waréuct may not end after delivery. At a minimum, the seller must be prepared
t;%onor the warranty for whatever period of time it is in force.

EI'fOrmf

These PT

(e

PRACTICE POINTER: In some cases, a provision that_ is idgntified as a
warranty requires a payment from the vendor to the seller if a failure occurs,
rather than requiring the vendor to repair or replgce the asset. For _gxample, a
contract for cloud storage of data might promise QQ.Q% avallab|E|ty, »fwth a
specified payment from the vendor to the customer if that up-tllme is not
achieved. When a provision like this that involves a paymlentl (somenme‘s callgd
“Yiquidated dumages”) if service levels or product quality is not achlevgd is
present, ihe potential payment should be evaluated as an element ‘of var.lab”le
coris'e/ation (see discussion in Chapter 5 "Determining the Transaction Price ),
qol as a warranty. As such, estimates of payments to be made under such
rrovisions reduce the amount of revenue recognition.

One method of accounting for a transfer of a good or service subj(.ect tlo a
warranty would be to treat the warranty as another performance obhgation.
Revenue would be allocated between the product and the warranty, with the
amount allocated to the warranty recognized as revenue over the warranty
period, consistent with other service transactions. Another pf)slsible method of
accounting for a warranty would be to consider it when dec1f11rl1g whether the
performance obligation related to the covered item has been fsah?fled.. If Iana_llyzed
this way, a question arises as to whether the warranty ob?lgatlon is significant
enough to prevent revenue recognition on the transferred 1t'em. Topic 606/IFRS
15 recognizes both of these accounting approaches, depending on the facts and
circumstances.

Not all warranty provisions involve the same type of obligati‘on, and some
include provisions beyond a guaranty that the good or service will perform as
promised. Therefore, the FASB and IASB determined that it is necessary to
understand the substance of the warranty provisions to determine the proper
accounting.

DISCLOSURE ALERT: A description of any warranties and relatgd obliga-
tions is required (ASC 606-10-50-12; IFRS 15, par. 119). See further discussion
in Chapter 14, “Disclosure.”

—
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ILLUSTRATION 8-1: WARRANTIES

i Wil a failure to meet the terms Damage A provision to pay damages as opposed tg
resultin a damage payment fo " payment repair/replace the asset should be evaluafeg
the customer or an obligation to as component of variable consideralion, ot

pay for repairs fo the asset? \_ a warranty. See Chapter 5.

Repair/
replace

Does the warranty
promise to meet criteria Yes
that the vendor has not
| yet shown it can meet? |

Treat the warranty like a
customer acceptance provision
(see Chapter 7).

\

N\

Treat the service-type warranty
Yes as a separate performance
obligation, with revenue allocated

Was the warranty an
oplional purchase by the

customer? to it as appropriate under slep 4
of the madel. .
No yy Service/
No insurance
component
Does the warranty include
a service in addition to
protection against defects Can the vendor The servicefinsurance—|
in the product or service? separate the value of component gets
| Yes the servicefinsurance Vs separated, while the
element from the rest of the warra: 4w is
No protection against considered par o the
latent product underlying qoud or
defects? seriice
Does the warranty protect Yes Standard
against damage caused T warranty
after transfer to the J,
customer? .
B No Revenue should be recognized on the
product when it is transferred to the customer,

with accrual of the estimated costs of fulfilling
the warrantv.

Separately Priced Optional Warranties

The treatment of optional warranties under Topic 606/TFRS 15 reflects the fact
that the customer has specifically requested and paid extra for the warranty. In
such a situation, it is clear, because of the optional nature of the warranty, that it
is not a part of or inseparable from the promised good or service that it covers.

When a warranty is optional, it is treated as a separate performance obliga-
tion in Step 2 of the model (see Chapter 4, “Identifying the Performance Obliga-
tions in the Contract”) and is allocated a portion of the transaction price based on
its relative stand-alone selling price in Step 4 of the model (see Chapter 4,
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ifying the Performance Obligations in the Contract”). Revenue allocated to
“Idenﬂf“{arranty is recognized as the warranty obligation is satisfied over its term
(ASC 606-10-55-31; IFRS 15, par. B29).

PRACTICE POINTER: When a warranty is tr_eated asa separate perforlm-

ce obligation, it is allocated revenue based on its r.elatlve sltand-a|one selling

. as discussed in Step 4 of the model. Theoretically, this means that the

prlcednt of revenue allocated to the warranty could be different than the stated
'g:iﬁccé However, if the warranty is truly optional, one of the following is often true:

1. The stand-alone selling price of the good or service is the stated price
without the warranty, as there would be transactions where the good or
service was sold at that price on its own, and the stand-alone selling
price of the optional warranty is the stated price that is always charged
when the warranty is chosen; or

2. The ptica of the warrantied good or service is negotiated, but the same
aricunt is always charged for the warranty itself, such that the stand-
alctie selling price of the good or service would be determined by the
jesidual method.

w either of these situations, the amount of revenue allocated to the warranty
peformance obligation would, through the application of the guidance in Step 4
of the model, be equal to its stated price.

The recognition pattern for revenue allocated to an optiopal warranty
should generally be straight-line as long as. the coverage remains the same
throughout the period. However, when a portion qf the warranty coverage l.asts
longer than another portion of the coverage, that difference shou],d be taken into
account in recognizing revenue. In addition, if the vendor behe&;res (e.g., based on
historical evidence) that the costs of honoring the warranty will be mcurlred_on
other than a straight-line basis, this may suggest that the performance obligation
is satisfied on other than a straight-line basis.

In some cases, a good or service will include a standard warranty and an
optional extended warranty. For example, assume that all purchasers of a partic-
ular model of television receive a one-year warranty but have the option to
extend the warranty to three years for an added charge. The arrapgement should
be accounted for as having a one-year standard warranty (as discussed below)
and a two-year separately priced extension (which must be treated as a separate
performance obligation).

Similarly, a car may come with a standard warranty on certain eng'm’ei
components, but the warranty may be upgraded to a "bumper—to-'bumper
warranty for an additional fee. Again, the standard engine warrlanty in such a
situation would be treated as a standard warranty, while the optional increased
protection would be treated as a separate performance obligation.

Warranties with Service Components

If the warranty is not an optional purchase, it will generally be accounted for as
part of the performance obligation that includes the good or service covered by
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the warranty. However, before the warranty is evaluated as part of the ¢

good or service, the vendor must consider whether the warran -

promise in addition to the promise that the product is free from defect

pertorms as intended (ASC 606-10-55-32; IFRS 15, par. B30). For examp]:n 1
rd

\.\'a.rrant‘y provision could include, in addition to the promise to correct any |
defects in the good or service: Y latent

° A Promise to provide upgrades, either as specified or on a when-
available basis.

and-f

g : .
¢ "PFree” maintenance services, such as oil chan

' ges On a car, or v
protection software on a computer. , e

¢ Coverage against accidental damage that occurs after the item is tr
fe?red to the customer. When a warranty specifically covers damage i}r:s
arises after the item is transferred to the customer, the warranty in%ludat
an insurance element (ASU 2014-09 /IFRS 15, par. BC377). 1

¢ Performance monitoring services.

Any promise of services during the warranty period that

promise that the product will perform as intendetcj{ 1:1;)1115‘: be treaiczfzgj ?s(;nirme
performance obligation, as discussed in Step 2 of the model (see Cha pte afe
‘ldentifying the Performance Obligations in the Contract”). As such conﬁlaid; i
fion would be allocated to the service obligation under Step 4 of the,model (Sra;
Chapter 6, “Allocating the Transaction Price to the Performance Obligations :

the Contract”), which would be recognized as the service is performed Efm
vendor concludes that it is not possible to separately account for the sé'vic:
portion of a warranty, the entire warranty must be treated as a separat= v erform-
acedbligation (ASC 606-10-55-34; IFRS 15, par. B32), VT

Determining whether a warranty includes a service in addition to protection
aga}nstl latent defects may require judgment. Factors to cone:derin this determi-
nation include (ASC 606-10-55-33; IFRS 15, par. B31):

o Whei.her the warranty is required by law. Generally, a company would not be
required by law to provide post-transfer services to a customer. Instead
legally required warranties almost invariably are intended only to providé.
assurance that the transferred good or service is not defective and meets
promised specifications. The fact that such warranties may cover faults
that develop after the good is transferred to the customer is considered a
way of operationalizing the assurance against latent defects. Therefore, a
warranty that only provides protections required under the law likély
does not contain a service element (ASU 2014-09/TFRS 15, par. BC377).

.Th‘e length of the warranty. The longer the warranty period, the more likely
it is that the warranty is intended to cover damage or pr(;blems that ariéé
after the product is transferred and are unrelated to any defects in the
good transferred or service performed by the vendor. Of course, a vendor
may wel.l believe that if it has manufactured its product c01:rectly, no
faﬂure will occur for a significant period of time, so judgment is necessary
in evaluating longer warranties. However, a long warranty period com-

ty indude's 4
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bined with a “100% no questions asked” repair or replacement promise
likely includes an insurance service that must be separately accounted for.

o Whether the entity is required to perform any tasks in the absence of a problem. If
the vendor is required to perform tasks under the warranty even before a
roblem is discovered (e.g., perform maintenance, provide upgrades), it is
likely that those tasks represent a separate service. Conversely, if the
vendor only needs to perform tasks pursuant to the warranty after a
problem is discovered, those tasks are not indicative of a separate service.

standard Assurance Warranties

A warranty that is not optional, but is bundled with the covered product or
service, and only includes the promise that the covered item is free from defects
and will perform as intended, is not treated as a separate performance obligation.
Instead, it is considered an integral part of the product or service. However,
different warrani'y" provisions have different effects on the accounting for the

covered item:

For o-ample, if the seller commits to a product meeting certain specifications
that liave not yet been demonstrated, revenue should not be recognized until
cupiiance with these specifications is achieved. In this situation, the warranty is
a'n to a customer acceptance provision. As discussed in Chapter 7, “Recogniz-
ing Revenue When (or as) the Entity Satisfies a Performance Obligation,” when
customer acceptance is tied to the vendor meeting criteria that it cannot demon-
strate have been met, the vendor cannot demonstrate that it has transferred
control of the good promised in the contract.

Furthermore, if the warranty provisions are based on meeting criteria spe-
cific to a particular customer or product sale, the warranty should be evaluated
as a customer acceptance provision based on customer-specified criteria, as
discussed in Chapter 7, “Recognizing Revenue When (or as) the Entity Satisfies a
Performance Obligation.” Again, in such circumstances, revenue for the prom-
ised good cannot be recognized until the vendor can demonstrate (or the cus-
tomer acknowledges) that the product meets the specified criteria.

However, if a warranty is based on standard criteria that the vendor has
demonstrated an ability to achieve, revenue is generally recognized upon trans-
fer of the good or service. The costs of fulfilling the warranty in this situation are
accounted for pursuant to the accounting guidance on provisions and contingent
liabilities (Topic 460, Guarantees, or 1AS 37, Provisions, Contingent Liabilities and
Contingent Assets) (ASC 606-10-55-32; IFRS 15, par. B30). The results are similar
under U.S. GAAP and IFRS—the estimated costs of honoring the warranty must
be accrued when revenue is recognized, and these cost accruals should be
updated as estimates change.?

not be able to demonstrate that it can meet the
specifications in the contract. Therefore, revenue
could not be recognized because the vendor would
not be able to conclude it had transferred the speci-
fied item to the customer.

% In the unlikely event that costs of honoring the
Warranty cannot be estimated, U.S5. GAAP states
that revenue should not be recognized (ASC
460-10-25-6). While there is no similar guidance in
IFRS, it is likely that if the costs of honoring the
Warranty cannot be estimated, the vendor would
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GAAP EXAMPLE: Example 44 (ASC 606-10-55-309; IFRS 15, par. IE223)
illustrates the evaluation of whether a warranty includes a service in addition tq
assurance that the product functions as intended.

—

——
DISCLOSURE ALERT: When warranties are accounted for under Topic

460, the company is required to disclose information about the warranty, as we||

as a rollforward of the warranty liability for the period (ASC 460-10-50-8).

e

e

EXAMPLE:STANDARD WARRANTIES

[AUTHOR'S NOTE: While this excerpt is from a filing prepared under previoys
U.S. GAAP (Topic 605), the principles are consistent; therefore, the example
should still be relevant.]

Dell Technologies, Inc. Form 10-K— Year Ended February 2, 2018

Standard Warranty Liabilities. We record warranty liabilities at the time of sale for
the estimated costs that may be incurred under the terms of the limited warranty.
The liability for standard warranties is included in accrued and other current and
non-current liabilities on the Consolidated Statements of Financial Position. The
specific warranty terms and conditions vary depending upon the product sold
and the country in which we do business, but generally include technical support,
parts, and labor over a period ranging from one to three years. Factors that affect
our warranty liability include the number of installed units currently under war-
ranty, historical and anticipated rates of warranty claims on those units, and cos®
per claim to satisfy our warranty obligation. The anticipated rate of wariant

claims is the primary factor impacting our estimated warranty obligaticn. The
other factors are less significant due to the fact that the average. 1smaining
aggregate warranty period of the covered installed base is approxiinately 16
months, repair parts are generally already in stock or available at*ia-determined
prices, and labor rates are generally arranged at pre-estabiisniad amounts with
service providers. Warranty claims are reasonably predictable based on histori-
cal experience of failure rates. If actual resulis differ from our estimates, we
revise our estimated warranty liability to reflect such changes. Each quarter, we
reevaluate our estimates to assess the adequacy of the recorded warranty
liabilities and adjust the amounts as necessary.

ke

The Company records a liability for its standard limited warranties at the time of
sale for the estimated costs that may be incurred. The liability for standard
warranties is included in accrued and other current liabilities and other non-
current liabilities in the Consolidated Statements of Financial Position.

Changes in the Company’s liability for standard limited warranties are
presented in the following table for the periods indicated:
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Fiscal Year Ended

February 2, February 3, January
201 By 2017 29, 2016
{in millions)
anty liability: Warranty liability ,
rt/zggin?:ing of period $ 604 $ 574 $ 679
Warranty liability assumed
through EMC merger _ s B
transaction
Costs accrued for new
warranty contrgcts antf:i
changes in estimates for pre-
existing warranties(@)(®! 905 852 78554;
Service obligations honored (970) (947) (859)
Warranty liakility: at end of period $539 $ 604 $ 574
$ 367 $ 405 $ 381

Current pariion

Nor--.urrent portion $172 $199 $193

\ i i -existing warranties are aggregated
2. Cnanges in cost estimates related to pre-exis :
Lwit(; acc?uals for new standard warranty contracts. The Company’s warrarjtg
liability process does not differentiate between estimates made for pre-existing

warranties and new warranty obligations. .
) Includes the impact of foreign currency exchange rate fluctuations.

OPTIONS ON TRANSFERRED GOODS

Some arrangements include provisions that allow items transferred to thet?;sa—l
tomer to be transferred back to the vendor. The.mf)st common arre.mgeme? o
right of return in which a buyer may, for a limited period of time, retur
product in exchange for a (full or partial) refund.

Less common provisions include those that allow the vendor to rle1:~1,1rchejlcsece}E
product from the customer. Such provisions may exist, for example;, ina ;ontr.ato
between a vendor and a customer that is a dealer of the vendor’s products
allow the vendor to redistribute products as needed. Other arrangeme;tstme‘\ﬂ
include provisions under which a vendor and customer agree that a produc wkl)
be returned to the vendor after a period of time. These arrangements may Ile
used as a form of financing transaction, with the transferred products essentially

serving as collateral for a loan.

In other transactions, a vendor may agree to repurchase a product (Eﬁ}k:i;
mandatorily or upon exercise of an option by its cgstomer) after thlt(a custon";irduct
used it for a period of time so that the customer is not forced to keep a pnomic
longer than necessary. Such repurchase arrangements serve the san;e f_co o
purpose as a resale price guarantee, except the—*fy give the vendor control ov
remarketing of the used product and the identity of the new owner.
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Because provisions like these raise the possibility that the transfer of Congyg|

of a product is only temporary, they call into question whether revenue shoyyg
be recognized before the provisions expire.

—
PRACTICE POINTER: The accounting discussed herein applies when a

contract with a customer includes (either explicitly or implicitly) provisions under
which the vendor may repurchase items transferred to the customer. There may
also be situations in which a vendor repurchases items from a customer without
any contractual provisions. Such repurchases are separate transactions from the

original sale to the customer and do not impact the accounting for the original
- sale (ASU 2014-09/IFRS 15, par. BC423).

Rights of Return

Return rights are very common in product transactions. For example, almost an
retail purchase can be returned for a limited period of time. Resellers ang
distributors are often granted rights of return to reduce their risk in case the
product is difficult to resell. Sales of commercial products may have rights of
return related to quality, performance testing, or other factors.

=,

PRACTICE POINTER: Return rights are often documented in the contract
with the customer. However, such rights may also exist due to industry practice,
company policy, or laws and regulations. The relationship between the buyer and
seller should be evaluated in full to determine whether unstated rights of return
may exist. For example, an important customer of a company may have enctii
leverage to return goods beyond the limited period stated in the coiiract,
Although the seller may be within its rights to deny such returns, some sellers
accept returns from important customers even beyond stated terms, Al iights of
return, whether or not explicitly stated in a confract, must be considared.

Rights of Return versus Rights of Exchange

The guidance regarding rights of return does not apply to rights given to
customers to exchange one item for another of the same kind, quality, and price.
These “like-kind” exchange rights are not treated as returns for accounting
purposes and generally should have no effect on revenue recognition (ASC
606-10-55-28; IFRS 15, par. B26). Instead, the estimated costs of fulfilling those
exchange rights expected to be exercised should be accrued at the time of sale.

This exception applies only to rights to exchange one product for another of
the same type, quality, condition, and price. The intent is not to limit revenue
recognition when the customer only has the ability to exchange the product for
something similar (e.g., a different size or color). However, the exception i
applied quite narrowly. For example, the following rights are evaluated as rights

of return, not exchange, even though the customer cannot get his or her money
back:
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o A right that allows the customer to exchange the product for store credit
toward any product. Because the customer can choose Prpducts that are
different in function and value from the one returned, this is not a right of
exchange, but a right of return (ASC 606-10-55-22; IFRS 15, par. B20).

s A manufacturer provides “stock rotation rights” to distributors-or retail-
ers that allow the reseller-customer to rehllrrll products for credit tpwarc}
other purchases. Again, because the credit is good toward a variety o
products, the right must be treated as a right of return.

s A pharmaceutical company may allow its customers to exchange a prod-
uct near the end of its shelf life for a “fresh” productl. Even thoqgh the
roduct is exactly the same formulation and dose, this Woulq s_tlll be a
right of return, not a right of exchange, because a fresh product is in better
condition than an almost expired product.

Rights of Returd versus Warranties and Customer Acceptance Provisions

In some cages;-a contract with a customer may allow t}lle customer to relturrfl a

roduct oiuly if it is defective or fails to perform aslpromlsed. The accounting for
1;uc‘h 4 prévision depends on whether the return is for refund or f01.: a replace-
mem product. If the provision allows the customer to return a defective product
=4 r:efund, it should be accounted for as a right of return.

However, even when identified as a right of return, a prmlfision that allqws

for the exchange of a defective product for a functloln.a] one is, fgr accounting

urposes, a warranty or a customer acceptance provision, not a_rlg]_nt qf returm

(ASC 606-10-55-29; IFRS 15, par. B27). The accounting for warranties is d}scussed

earlier in this chapter, as are considerations for distinguishing warranties from
customer acceptance provisions.

Accounting for Rights of Return

Granting a right of return or refund to a customer dF)es not change the fact ‘Fhat
the customer obtained control of the goods or services when they were trans-
ferred, so the existence of such a right does not prohibit revenue recognition
under Topic 606/IFRS 15. In addition, a return righ.Lt is not distinct frpm the
underlying goods or services. Consequently, standing ready to prgm.de télg
refund or accept the return is not a separate performance obligation (A
606-10-55-24; IFRS 15, par. B22).

Instead, the right of return is viewed as creating unc‘ertainty about whether
the transaction will be completed. Therefore, the requlrgments that apply. to
rights of return are similar to those that apply to uncertainty about transaction
price (ASC 606-10-55-25; IFRS 15, par. B23). Consistent with that guidance, an
entity should recognize revenue on a sale with a right of return to the extent that
doing so will still allow the entity to conclude that it is probable th'at a mgmﬁcgnt
revenue reversal will not occur once the return rights are exercised or expire.
That is, the entity should recognize revenue to the extent that it is prcﬂ.aa‘.ble that
customers will not exercise their rights of return. This may .bel difficult to
determine in a single transaction. However, applyjng the principles of the
standard to a portfolio (ASC 606-10-10-4; IFRS 15, par. 4) is likely to be helpful.
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Return/refund estimates are subject to the same constraint as estimafeg,
variable fees, so that a company will only recognize revenue to the ext
concludes that it is probable that doing so will not result in a significant reygn:
reversal. In most situations, even if the estimate of possible returns is si
or highly uncertain, some revenue can be recognized upon delivery of
products, because the entity can conclude that it is probable that at leag
products will not be returned. However, if the likelihood of the cyggy
exercising its right of return cannot be estimated, the vendor cannot congl
that recognizing revenue would not lead to a significant reversal in later Periode
so all revenue would be deferred. '

t S0 e

Presuming that some estimate can be made, an entity that grants CuStomer
a right of return should recognize revenue upon transfer of the products to the
customer for the portion of products that are likely not to be returned. The enti_f,
should not recognize revenue for the remaining products and should instesd
recognize a refund liability for the amount to be
IFRS 15, par. B21). The estimate of the refund liability must be updated continy.
ously for changes in expectations about the number of returns, with adjustment
affecting recorded revenue (ASC 606-10-55-26; TFRS 15, par. B24).

PRACTICE POINTER: In some cases, a customer may not receive all of its
money back if it exercises a right of return. For example, electronics retailers
sometimes charge a “restocking fee” for returned products. When the right of
return generates only a partial refund, the nonrefundable consideration is not
variable based on whether the return right is exercised. Therefore, the
nonrefundable consideration is recognized as revenue upon transfer ot tie
products to the customer, even though it relates to products that are expéciad to
be returned (see TRG Memo No. 35, Accounting for Restocking ~ees and
Related Costs—discussion summatized in TRG Memo No. 44)

To the extent an entity expects returns, it should 4iss recognize an assef
related to the products that will be returned if the estimated number of custom-
ers exercises their return rights (ASC 606-10-55-23; IFRS 15, par. B21). The assetis
initially measured at the recorded amount of the inventory (or other asset)
transferred to the customer. However, the asset measurement should be reduced
for expected costs that will be incurred to recover and recondition returned
products. If the products cannot be reconditioned, the anticipated loss in value
should be included in the asset measure. The asset balance should be updated

each period for changes in estimates of the number of products to be returned
(ASC 606-10-55-27; IFRS 15, par. B25).

GAAP EXAMPLES: Example 22 (ASC 606-10-55-202: IFRS 15, par. |IE110)

shows the accounting for sales with a right of return where an estimate of returns
can be made.

Example 26 (ASC 606-10-55-227; IFRS 15, par. IE135) illustrates the accounting
for a sale with a right of return when no estimate of returns can be made.

!
refunded (ASC 606-10—55-23;

\ T

= CLOSURE ALERT:
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ipti d similar provi-
A description of refund, return an | )
quired (ASC 606-10-50-12; IFRS 15, par. 119). See further discussion
14, “Disclosure.”

DIS
sions IS 18
in Chapter

ILLUSTRATION 8-2: PRODUCT SOLD WITH RIGHT OF RETURN

i 1
its of Product A at $100 per unit. Produc
. le Company sells 100 units ¢ : .
- Ex%r\l;gntory cost of $87 per unit, and repackaglng any returnecli: :JOT-;:JSCEOAI-
g 3\1?" cost $15 per unit. Customers get a 30-day right of return on
res; Iﬁltimately, five of the 100 units are returned.
and,

Ad 01I‘I i i f le that it
al F T mines at the time of sale

difi acts: Exa ple Company dgter | E.‘ i

I{t'JIt estlimate the amount of returns it will receive, as the 100 units were sold

cann

inasingle travisaction and Product A is a new product.

Accountirit:
on de'ivery: . |
@ - No revenue is recognized. The customer payment is recognized, along
with a refund liability.
Dr. Cash
‘ Cr.

e« The inventory is removed from Example Company’s bcc)i?;tfé E{z t;: :Z-
placed with a right to receive product returnsl. The pro e on
ceived are measured as the cost of the inventory
repackaging costs.

Dr. Cost of Sales

(Impairment)

Dr. Expected Product

Returns
Cr.

$10,000

Refund liability 10,000

$1,500

7,200

7
Inventory 8,700

At the end of the return period:
e Revenus for products not returned is recognized.
Dr. Refund Liability
Cr. Revenue

. -
e The expected product returns asset is reduced and cost of sales r
corded for products not returned.

$9,500
9,500

$6,840

Dr. Costof Sales
Cr. Expected .
Product Returns ;
¢ Cash is refunded on the returned products.
Dr. Refund Liability $500 i

Cr. Cash

_—4L;——
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* Products are returned and repackaging costs are incurred on the re-
turned products.
Dr. Inventory $435
Cr. Cash 78
Cr. Expected
Product Returns 360
CASE 2

Additional Facts: Example Company determines initially that it is probable that
returns will be no more than 6% of sales.

Accounting:
Upon delivery:

* Revenue is recognized for products not expected to be returned, and g
refund liability is recorded for products expected to be returned.

Dr. Cash $10,000
Cr. Revenue 9,400
Cr. Refund Liability 600

® Cost of sales is recognized for products not expected to be returned.

Dr. Cost of Sales ($87 x $8,178
94 units)

Cr. Inventory 8,178

¢ The remaining inventory is removed from Example Company’s books, to
be replaced with a right to receive product returns. The products to be
received are measured as the cost of the inventory less expected repack-

aging costs.
Dr. Cost of Sales $90
Dr. Expected
Product Returns 432

Cr. Inventory $5022

At the end of the return period:;

e Additional revenue and cost of sales are recognized because returns
were less than provided for the initial accounting.

Dr.  Refund Liability $100

Cr. Revenue $100
Dr. Cost of Sales $72

Cr. Expected

Product Returns $72

® Cash refunds are made for returned products.

Dr. Refund Liability $500

Cr. Cash $500

|
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« Products are returned and repackaging costs on returned products are
incurred.

Dr. Inventory $435
Cr. Cash $75
Cr. Expected
Product Returns 360
—
i

EXAMPLE: ESTIMATED RETURNS

AUTHOR'S NOTE: While this excerpt is from a filing prepared under previous
I{JS GAAP (Topic 605), the principles are consistent; therefore, the example
should still be relevant.]

Urban Outfitters, Inc. Form 10-K—Year Ended January 31, 2016
Sales Return Raserve

The Company records a reserve for estimated product_ret.urns where the sale
has occuired during the period reported, but thel return is likely to oceur subse-
quent 40 tite period reported. The reserve for estimated product returns is base_d
on i> Company’s most recent historical return trends. If the actual return rate is
materially different than the Company’s estimate, sales returns would be ad-
wsted in the fuiure. The aclivity of the sales returns reserve for the years ended
January 31, 2016, 2015, and 2014 was as follows:

i bggliﬁ:‘i::gattnf . Balance at end of
year Additions Deductions year

Year ended
ke $ 19,804 96,707 (92,126) $ 24,385
Year ended
f " $ 17,089 80,390 (77.675) $ 19,804
Year ended
‘é?)qliary o $ 14,448 64,313 (61,672) $17,089

Puts, Calls, and Forwards on Transferred ltems

Sales of goods may include provisions under which the seller must or m;y
repurchase the product sold (or a similar product), or a good of V\:‘Fhlch t e;
original product is a part (ASC 606-10-55-66; IFRS 15, par. B64). The existence l())
repurchase provisions raises questions about whether the contract shoqld e
accounted for as a contract to sell a product to a customer or as another kind of
transaction. For example:

* A company enters into an arrangement with a contract manufacturer,
under which the contract manufacturer will purchase a component or
ingredient from the company, and then use that component or mg.redlent
in the manufacture of another good, which the original seller will then
purchase. If the sale of the component or ingredient is treated as a contract

with a customer, the company will recognize revenue for that sale.
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Instead, the arrangement with the contract manufacturer may be Congi
ered a contract in which the company is hiring the contract manufae
to perform manufacturing services on the company’s inventory, such
there is no sale (for accounting purposes) to the contract manufacturey

® An entity sells inventory to a third party with an agreement tha the entify
will repurchase that inventory after a period of time. If the sale tg 4
third party is treated as a contract with a customer, the entity ’wiﬂ
recognize revenue from that sale and will recognize revenue again op g
same inventory after it has repurchased (and resold) the inventory, Alter.
natively, the transaction may be considered a financing transaction, with
the inventory serving as collateral. '

® An entity may retain a call option on transferred goods, under Which the
original seller may, but is not required to, repurchase the transfermd‘
goods at a later date or upon the occurrence of an event. This could be
done, for example, because the original seller does not want to allow jfs
reseller customer to sell the item at a low price, or because the origing]
seller wants to have the option to reacquire the inventory if it findg 5
customer willing to pay more. Tn this situation, the seller has retaineg at
least some control over the delivered goods; therefore, it is unclear
whether revenue should be recognized.

® A purchaser may buy goods subject to a put option, under which the
purchaser may require the seller to repurchase the transferred goods 2; »
later date or upon the occurrence of an event. Purchasers may wart fi,s
right because they only intend to use the purchased equipment igr a
portion of its useful life and want protection regarding the abiliis to sel|
used equipment at that point. Such a transaction may be Considered g
sale, with the put option being recognized by the original seller as a
separate liability. However, the customer’s intent i1 this transaction

seems to be use of the equipment for a period of timg, s5 lease accounting
may seem appropriate.

In these and other situations, the existence of the repurchase provisions
raises questions about the nature of the contract with a customer and about

whether control of the items subject to the repurchase provisions has truly been
transferred to the customer.

Topic 606/IFRS 15 includes implementation guidance on repurchase ar-

rangements that depends largely on whether the customer is in control of when
and if the repurchase occurs.

Call Option or Forward Contract for Repurchase

Under Topic 606/1IFRS 15, revenue is recognized when a customer gains control
of promised goods or services, However, if the seller has the right to reclaim the
products (a call option) or if there is an unconditional repurchase agreement (a
forward contract), the FASB and IASB conclude that the customer does not have
control of the goods because it is restricted in what it can do with them as it must
be able to honor the call option or forward contract. For example, the customer

)
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i ithout a way to reacquire
.nt not be able to sell t.he goods to a third pztirty wi y q
. 1o satisfy the call option or forward contract.
them

RACTICE POINTER: The existence of a call option ind_icat.es thatf IEe
: does not have control of the product regardless of the likelihood of the
sustomfﬂr being exercised, as the customer must be prepared to honor the
Caltl- %pt‘ll? hnerefore the customer is restricted in its ability to control the asset.
op 1on. 3

i i e if the call option is nonsubstantive (ASU
P onlylségeﬁ!gor;;? gj(ilsz‘:\’?c;fﬂgel;ching a conclusion that a call op.tion is non-
2014,09{ is véry difficult, as the fact that the parties included it genelrally
sub'stanﬂ\;ﬁat it does have substance. A vendor that believes its contract v_vlth a
- cludes a nonsubstantive call option should be prepared to explain nqt
customerlltn is unlikely that the vendor would exercise the option, but glso why it
e Iob\rious to the customer that the option would never be exer_msed, such
ﬁ”?htée customar would be comfortable ignoring the option as it used the

product.

-
—

Wherw there 'is a call option or forward contract, the accounting model
[t '
der<nas on the exercise price of the call or the settlement price of the forward.

e Lo

rice | to or greater than the original sale price (asl ad_]uslted for
th tljfmtzevillfée i)sf er?:;iley), thgé_rtransaction is coxlsidere.d a financmg{ with tthi
P f the repurchase price over the original sale price treated as interest o
- r(\)sation for services performed or costs incurred by the counterparty (ASC
.28255—55-68 through 55-70; IFRS 15, pars. B66 through B68).

For example, in a contract manufacturing arrangement, inventory is Of:in
’ -
sold from an entity to a contract manufacturer with an agreemuefnt tthat haz
g i i tory after the contract manufacturer
al seller will repurchase the inven Tay .
O;EC:];SEd it. The repurchase price would cover the original sale price plus
Icaompensation for work performed by the contract manufacturer.

Such an arrangement could also occur in a situation in‘wi?ich the lsliltl:;alls E
i i i its inventory, essentially, as co i
need of financing and decides to use i i .
hase price will generally compens
such arrangements, the repurc pensate the “eus:
: i tween the dates of the sale and rep
tomer” for the time value of money be purchas
ith a reseller, such that the repurchas y
These arrangements may be made wi : rse only
t sell for at least the option or fo
occurs for products that the reseller canno at le:
price. In suIZh a situation, the option or forward expires if the customer resells the

product. | o

If the exercise price is lower than the original sale price, the transr:mtu;:Sl 51:
considered a lease, with the difference between the sale price and the r;pl.lrcASC
price recognized as lease revenue from the sale date to the repurchase date (
606-10-55-68; TFRS 15, par. B66).”

forward repurchase agreement exists), the ft’rjcmsaF-
tion would be a financing, as the "Fustomer, in this
situation, is not using the asset in question (ASC
606-10-55-68).

* The interaction of the revenue recognition and
lease literature can create complications. For exam-
Ple, if the sale is part of a sale-leaseback and the
seller-lessee also holds a repurchase option (or a
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A transaction like this may be fashioned as a forward contr

act if g !
customer wishes to use the product for only a portion of its life and doeg not
want to worry about reselling it at a later date. |

A vendor may want a call option on a product if it wishes to better Mangg,
the market for used products. By exercising a call option to reacquire the Produg
the vendor can ensure that used products are not dumped on the market af loig
prices, potentially affecting the market for new products.

In either case, the seller recognizes revenue if and when the Option g
forward expires due to a subsequent event, or if and when the option expiy
unexercised due to the passage of time (ASC 606-10-55-71; IFRS 15, par. B69)

—

GAAP EXAMPLE: Example 62 (ASC 606-10-55-401; IFRS 15, par. IE315)
includes an example of a call option in a contract with a customer.

ILLUSTRATION 8-3: PRODUCT FINANCING ARRANGEMENT
Facts: The Grenache Co. sells 100 cases of its wine to AMS Cellars for $500 per
case, receiving $50,000 cash upon delivery. The contract calls for Grenache to
repurchase any unsold cases from AMS in six months at $525 per unit. The
Grenache Co. estimates, based on its history of selling to AMS, that AMS will
resell 94 of the 100 cases within six months and, therefore, The Grenache Co,
believes it will repurchase six cases in six months at $525 per case. Market
interest rates are approximately 10% for secured borrowings. AMS sells 50 of
the 100 cases to a third party three months later and sells another 44 cases iust
before the six months are up. The remaining six units are sold back te The

Grenache Co. at the stipulated $525 per case price. Holding costs for tha wine
are negligible.

Accounting: Because The Grenache Co. has agreed to purchaze (a forward
contract) AMS’s remaining inventory at a price that equals the nriqnval sales price
increased by an amount that represents a financing rate of retui, the transaction
should be treated as a financing arrangement. Therefore, no revenue can be
recognized upon delivery, despite The Grenache Co.'s ability to estimate the
outcome of the arrangement. Because no revenue is recognized, the inventory
remains on The Grenache Co.’s books. The accounting is as follows:

At the inception of the arrangement, The Grenache Co. records the cash
received:

Cash $50,000

Debt $50,000

For three months, The Grenache Co. records interest on the entire debt ($50,000
x 10% effective rate x 1/, of a year = $1,250):

Interest Expense $1,250
Interest Payable ‘ $1,250
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MS sells the first 50 units, The Grenache Co. recognizes revenue and

When A . :
i that portion of the debt:
e " $25,000
Debt s
bl
Interest Payable —
Revenue

the remaining three months, The Grenache Co. records intc_arest on the
F:r:\aining debt ($25,000 x 10% effective rate x /4 of a year = $625):
r
Interest Expense $625 -
Interest Payable

When AMS sells the next 44 units, The Grenache Co. recognizes revenue and
gliminates that portion of the debt:

Debt $22,000
$1,100
Interest Payable
0
Revenue $23,10
The Greriashe Co. records the repurchase of the remaining six units:
Debt $3,000
Interest Payable $150
Cash $3,150

The accounting is the same as if The Grenache Co. porrowed $25,00c(j)t:10; ntr;r:)alg
months and ancther $25,000 for six months at a 10% interest rate, ar; . fhen sold
50 cases of wine at $512.50 per unit in thrge r_nonthsland an_other ¢ e
$525 per case in the next three months. ThI:‘.’: is cpnsnstent Wllth thetf]c:: kg
that the original transaction is essentially a financing transaction, ra

true product sale.

ILLUSTRATION 8-4: CALL OPTION ON USED EQUIPMENT

Facts: Equipment Co. sells Product X for $100,000 and hgs_ a repurchaselop’uont
on Product X that is exercisable three years after the original sale. Eqmpn::in
Co. retains the call option so that its customer canqot resell the eq_wpmetn or
three years, as Equipment Co. believes that such lightly gsed equipmen trr(135;1y
impact its ability to sell new equipment at satisfactory prices. Equtpme'n 0i
believes that it is probable that it will not exercise.the call option, as equu;}.me?o
that is more than three years old generally is not viewed as a good alternative
new equipment. |

The call price is $55,000 after three years. Product X has a cost basis of $60,000
and an estimated useful life of 10 years.

Accounting: Because the call option is at a price !owerr1 thtan theC t?;i?i:nﬂsfiz
i i i ludes that the transa
rice of the equipment, Equipment Co. conc . e tre _
freated as a lease. The fact that Equipment Co. bg!teves it will not exermstir:]heer
option is not relevant, as the existence of the o_ptlon means that tze CE[j:at i
does not obtain control of the equipmen_t. Equipment Co. concludes
agreement should be treated as an operating lease.

The lease revenue to be recognized over three years is the difference between
the original sale price and the call ptice, or $45,000.

_——4L~—____
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Original Sale;

Equipment Co. recognizes the recei
_ pt of payment, but no revenue, and tr
Product X from inventory to a long-term asset. ey

Cash

$100,000
Refund Liability $55,000
Lease liability 45,000
Fixed Assets $60,000
Inventory 60,000

For each of the three years following the original sale:
Equipment Co. recognizes the difference betw igi i
j een the original sales price a
the residual value guarantee amount as lease income as follows: i ¢
Lease liability $15,000
Lease revenue $15,000
Equipment Co. records depreciation ex
_ pense on Product X based on Prod !
carrying value of $60,000 and a 10-year life. "
Depreciation Expense
Accum. Depreciation

$6,000
$6,000
At the end of year three:
If Equipment Co. exercises the option:
Refund Liability
Cash

If Equipment Co. does not exercise the option:
Refund Liability
Product Sale Revenue

$55,000
$55,000

$55,000
$5Z,000
Cost of Sales
Accum. Depreciation $1
Fixed Assets

Put Option

In contrast to a seller’s call option or forward repurchase contract, a put option
held by the customer on transferred goods does not necessarify impact the
customer’§ ability to control those goods. In the case of a put optl-fon the
customer is not required contractually to be able to transfer the goods back t’0 the
seller, as the customer may elect not to exercise the put option. Therefore, the

existence of a put optionE held by the customer does not necessarily impact the
timing of revenue recognition for the vendor.

'Instead, Topic 606/1FRS 15 requires that the terms of the put option be
c0n51dgred to determine whether they appear to be designed to make exercising
the opthn the logical choice for the customer. If so, the customer’s control of the
asset is limited, as it is when there is a forward repurchase contract or seller call
option, because the customer must keep the asset in the condition necessary to
exercise the option. To evaluate whether this is the case, Topic 606/IFRS 15

N
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that the vendor consider whether the customer has a significant eco-

i-e.quifes i A .
omic incentive to exercise its put option.

In general, a customer is considered to have a significant economic incentive

{o exercise a put option if the exercise price of the option is greater than the
ected market value of the asset at the time the option is exercisable (ASC
406-10-55-73; [FRS 15, par. B71). While the standard does not provide any other
.am les of situations that may cause a significant economic incentive to exist, it
does indicate that an exercise price in excess of expected market value is only an

example of a significant economic incentive. For example, a significant economic

incentive to exercise the option may also exist if the customer was only licensed

jo operate the asset for a limited period of time.

g

PRACTICE POINTER: The evaluation of whether there is a significant
economic incentive for the customer to exercise a put option is made only at the
inception of tha arrangement. Changes in the expected market value of the
underlyiry 2sset subsequent to contract inception, therefore, do not cause a
change irrihe characterization of the contract with the customer.

AN

10 a significant economic incentive to exercise a put option exists, the
.~wounting is the same as if the repurchase arrangement was a forward contract.
‘(hus, if the exercise price of the put option is less than the original transaction
price (taking info account the time value of money), the arrangement is ac-
counted for as a lease (ASC 606-10-55-72; IFRS 15, par. B70), and if the exercise
price of the put option is equal to or greater than the original transaction price,
the arrangement is treated as a financing transaction (ASC 606-10-55-75; IERS 15,
par. B73). In either case, revenue is recognized by the vendor if the option expires

unexercised (ASC 606-10-55-78; IFRS 15, par. B76).

PRACTICE POINTER: A vendor and customer could achieve similar eco-
nomics to a customer put option by including in the contract a guarantee from the
vendor to the customer that the vendor will make a payment to the customer to
the extent the customer is unable to resell the product for at least a stated
amount. Because such a resale value guarantee does not result in the vendor
actually reacquiring the product, it does not impact the customer’s ability to
control the product, so the transaction does not have to be considered a lease or
a financing (ASU 2014-09/IFRS 15, par. BC431). Instead, such a provision would
be accounted for under one of two models:

1. The resale value guarantee may be considered to satisfy the definition
of a guarantee in Topic 460, Guaraniees, in which case it would be
accounted for using that guidance under U.S. GAAP.

2. The provision could be viewed as causing the transaction price to be
variable. That variability would be addressed as discussed in Chapter
5, “Determining the Transaction Price,” such that revenue would not be
recognized to the extent that it would be reasonably possible for a
significant reversal of revenue to occur due to the resale value
guarantee.
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If-the customer holds a put optign and there_ is no significant econg ] — ILLUSTRATION 8-5: REPURCHASE ARRANGEMENTS
incentive to exercise the option, the option does not impact the customer’s 4 iy

to control lthe asset. Therefore, the vendor recognizes revenue when it Dﬂle% 's the repurchase provision a call option (vendor's choice), a put aption
would, with the put option treated as a right of return. As such, Tevenyg i (ESiomer's ctidlios) o a forward (G thoica)?
recognized in an amount that likely will not be subject to refund upon exercigg
the right, as discussed previously in this chapter (ASC 606-10-55-74 and 55.9¢ Call Forward Put
IFRS 15, pars. B72 and B74). ¥ , "
& The (potential) requirement fo sell the good back fo the Is the replurcth:se pr;;zizzﬂ?nglzzéfst: Elnagﬂ,
GAAP EXAMPLE: Example 62 (ASC 606-10-55-401; IFRS 15, par. fE315) vendor means the customer does not have cunlrg! of or equa to ?;Zgume oy mogney?
includes an example of a put option in a contract with a customer. ihe good. As such, the vendor may ot recognize ltle:ampouR
revenue for the sale of the good, and the good should
—— i remain cn the vendor's books. Less Equalt;o or
e more than
EXAMPLES: PUT OPTIONS L ,
Ford Motor Company Form 10-Q—Quarter Ended March 31, 2018 al t/ r Is the repurchase
Leasing Income. We sell vehicles to daily rental companies with an obligation to Is the renuichase price more tﬁaﬂ, %Ziitgiicﬁﬂg?li price more than,
repurchase the vehicles for g guaranteed amount, exercisable at the option of less e, o egua\‘ to the original ononls ir?centi\re . less than, or equal
the customer. The transactions are accounted for as operating leases. Upon the Qe taldng inte acoount e ° xercise the put? Bljeopede [
transfer of vehicles to the daily rental companies, we record proceeds received in time value of money? & i market value of the
Other liabilities and deferred revenue. The difference between the proceeds N i Ves good?
received and the guaranteed repurchase amount is recorded in Automotive Equalivol Less than No
revenues over the term of the lease using a straight-line method. The cost of the more than h Equal to or
vehicle is recorded in Net investment in operaling leases on our consolidated - The contract should be less than
balance sheet and the difference between the cost of the vehicle and the \ Vv BLEURE Inras e [EAse,
estimated auction value is depreciated in Cost of sales over the term of the The contract should be with the difference between / A
lease. ' treated as a financing the or'\ginalhseﬂlng ‘P”Cs ?n”gd The cont;a;:t should bke
i the repurchase price bei accounted for as a sale
Tesla, Inc. Form 10-Q—Quarter Ended March 31, 2018 a;gj:gfg”;:&i:’f‘:grﬂ’fhe G b oy with aightiof retum,
We offer resale value guarantees or similar buy-back terms to certain customers o (SteER Hreatiad a8 debt payment. If the o_ption
who purchase vehicles and who finance their vehicles through. vre of our The differenice between the expires unexercised,
specified commercial banking partners. We also offer resale value guarantees in original seling price and the revenue should be.
connection with automobile sales to certain leasing partners: Currently, both repurchase price should be fecognized at that point
programs are available only in certain international markets. JInder these pro- treated as interest and, if equal to remaining liability. i
grams, we receive full payment for the vehicle sales price at the time of delivery applicable, as processing or
and our counterparty has the option of selling their vehicle back to us during the holding costs. <
guarantee period, which currently is generally at the end of the term of the
applicable loan or financing program, for a pre-determined resale value.
With the exception of two programs which are discussed within the Automolive
Leasing section, we now recognize revenue when contro| transfers upon delivery CUSTOMER OPTIONS FOR ADDITIONAL GOODS AND
to customers in accordance with the new revenue standard as a sale with a right SERVICES
of return as we do not believe the customer has a significant economic incentive : title the customer to
to exercise the resale value guarantee provided to t%em. The process to deter- It is not uncommon for a contraclt with adc'uStomff) rtioegbtam “free” goods of
mine whether there is a significant economic incentive includes a comparison of purchase additional goods or services at a ISXDI;H examples of this are (ASC
a vehicle’s estimated market value at the time the option is exercisable with the services after a stated amount of purchases. ew P
guaranteed. resale value to determine the customer's economic incentive to 606-10-55-41; TFRS 15, par. B39):
exercise. The performance obligations and the pattern of recognizing automotive * Contract renewal options.
sales with resale value guarantess are consistent with automotive sales without i imilar loyalty points.
resale value guarantees with the exception of our estimate for sales return ® Frequent flyer miles or s
reserve. Sales return reserves for automotive sales with resale valye guarantees ° Coupons for future purchases-
are estimated based on historical experience plus consideration for expected
future market values.
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® A life sciences company gives a pharmaceutical company the right ¢,
manufacture and sell a drug that the life sciences company developed,

® The inventor of a new technology licenses it to a manufacturer to use

in

new product. '

® The owner of a trademarked character licenses that character’s image tg,
consumer products company for use on clothing, toys, or other products,

* A sports team licenses its logo to a clothing manufacturer.

* A music production company licenses songs from its library for Persony|
use, or use in movies, television commercials, or other material.

Licenses for these and other types of intellectual property can be limiteq
based on time, geography, industry, use, frequency, and other factors. Fees for
intellectual property licenses can have the same types of contingencies found iy
other contracts, including variability based on sales, usage, market Pprices, o
other factors.

Topic 606/IFRS 15 generally requires that the same principles be applied in
accounting for revenue from a license of intellectual property as from any other
promised good or service. For example, when a license of intellectual property is
included in a contract with other promised goods or services, the entity must
consider whether the license is distinct just as it would with any other promised
good or service.

However, the FASB and IASB decided that specific guidance was necess.ry
to deal with certain aspects of intellectual property licenses, generally in response
to feedback from financial statement preparers and users that questioried how

the principles in Topic 606/IFRS 15 should be applied to those trarsactions,
Specific guidance exists for:

® Determining whether a license represents a single proiise or multiple
promises.

® Determining whether a license is considered ‘oo transferred to the
customer at a point in time or over time.

® For licenses transferred at a point in time, identifying the point in time at
which a license is considered to be transferred to a customer.

® For licenses transferred over time, identifying the beginning of the period
of transfer.

* How to recognize revenue from sales or usage based royalties on intellec-
tual property licenses.

This chapter discusses the specific guidance related to intellectual property
licenses and addresses unique issues that arise in applying the general principles
of Topic 606/IFRS 15 to intellectual property licenses. The discussion is organ-
ized by the steps of the model discussed in Chapters 3-7 of this book. Licenses of
intellectual property do not pose any particular issues in applying Step 1 (Iden-
tify the Contract with a Customer) or Step 4 (Allocate the Transaction Price to the
Performance Obligations in the Contract), and those steps are, therefore, not
discussed below. The application of the other steps in the model that include
intellectual property licenses is discussed below.
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IDENTIFY THE PERFORMANCE OBLIGATIONS IN THE
CONTRACT

The analysis of Step 2 of the model begins with the seller identifying all of the

romises it has made to transfer goods or services to the customer. As discussed
in Chapter 4, “Identifying the Performance Obligations in the Contract,” licenses
jo intellectual property are one of the examples of promised goods or services
(ASC 606-10-25-18(i); IFRS 15, par. 26(i)). The nature of intellectual property
licenses raises certain issues that are generally not raised by promises to transfer
other goods or services, such as the following:

¢ A license can include restrictions based on time, geography, use, or other
factors that are not a feature of the underlying intellectual property.

o A license to intellectual property can be granted mainly to allow the
customer to use a good that incorporates that intellectual property or to
access the Lenefits of a service.

¢ The sarne piece of intellectual property can be licensed to many customers
at the 'same time, and the licensor can continue to use the licensed
intellectual property.

» ‘Some of the value in intellectual property arises from its exclusivity. That
is, the customer is often interested in licensing intellectual property in
part because the license will allow the customer to do something that
those that have not licensed the same intellectual property are not permit-
ted to do.

¢ Licensed intellectual property is often improved upon, and the customer
may have the rights to those improvements.

ldentifying a License

Generally, it is not difficult to determine whether a license to intellectual prop-
erty is included in an arrangement. However, sometimes a company uses its
intellectual property to provide a service to a customer, but the customer does
not have the right or ability to use the intellectual property on its own. In these
situations, it may be difficult to determine whether the contract substantively
includes a license to intellectual property.

In many cases, the timing of recognition of revenue will not be affected by
the conclusion as to whether a license exists, because the license and service
would not be considered distinct performance obligations in any event, and thus
would be evaluated together for revenue recognition. However, this is not
always the case. Therefore, as the guidance on intellectual property includes
certain exceptions from the general guidance in Topic 606/1FRS 15 (e.g., the
treatment of sales-based royalties and the prohibition on revenue recognition
before the beginning of the license term, as discussed below), it may be impor-
fant to determine whether a contract includes a license.

U.S. GAAP includes guidance useful in determining whether arrangements
to provide cloud-based services (also referred to as “software-as-a-service” or
"SaaS” arrangements) include a software license. While this guidance was writ-
len with regard to identifying software licenses, it is likely that a similar analysis
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would be appropriate in considering whether a contract also includes a diffe
type of license.! = |
In a SaaS arrangement, customers generally do not take

software. Rather, the software application or data resides on thi
third party’s hardware and the customer accesses and uses the so
needed basis through the cloud. Because the customer in a Sa
does not install the software on its own computer system, it

whether the customer has purchased a software license or me
service.

PoOssessign

e vendor’s or
ftware on an ag.
aS arrangemen
may not be clegr
rely the righg toq

The guidance specifies that software that is hosted b
considered to be licensed to the customer if all of the follo
985-20-15-5 and 15-6, Software/Costs
and Scope Exceptions):

Y a vendor is gpj

wing are true (Age

of Software to be Sold, Leased or MﬂTkEf@d/SCUpg

1. The customer has the contractual right to take possession of the software
at any time during the hosting period.

2. The customer will not incur a significant penalty (in terms of cost ang
value in use) if it exercises its right to take possession of the software,

3. It is feasible for the customer to either run the software on its own

hardware or contract with another party unrelated to the vendor to host
the software.

A SaaS arrangement meeting the above criteria should be considered Y

include a software license, as well as a promise to provide hosting for #e
customer’s software.

A SaaS arrangement that does not meet all three of the above criteria should
be accounted for as a contract to provide a service, and should no* be considered

to include a license of software, even if the contract includes language granting a
license.

—aw

EXAMPLE: HOSTING ARRANGEMENTS
Microsoft Form 10-Q—Quarter Ended September 30, 2017

Licenses for on-premises software provide the customer with a right to use the
software as it exists when made available to the customer. Customers may
purchase perpetual licenses or subscribe to licenses, which provide customers
with the same functionality and differ mainly in the duration over which the
customer benefits from the software. Revenue from distinct on-premises licenses
is recognized upfront at the point in time when the software is made available to
the customer. In cases where we allocate revenue to software updates, primarily
because the updates are provided at no additional charge, revenue is recognized

as the updates are provided, which is generally ratably over the estimated life of
the related device or license.

Certain volume licensing programs, including Enterprise Agreements, include
on-premises licenses combined with Software Assurance (“SA™). SA conveys

! There is no similar guidance under IFRS. While  this would likely not be the only acceptable method

-
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to new software and upgrades released over the contract period and

ri?:\tfdes support, tools, and training to help customers deploy and use products

re efficiently. On-premises licenses are considered di_stinct performance 9b||-
tions when sold with SA. Revenue allocated to SA is generally rec’:ognlze?j

gatably over the contract period as customers simultaneously consume ahn

rZcei\c’fa benefits, given that SA comprises distinct performance obligations that

Il 0 ¥

are satisfied over time.

mo

Cloud services, which allow customers to use hosted software over‘t;]he

tract period without taking possession of the software, are prow‘ded on either
£ bscription or consumption basis. Revenue related to cloud services provided
B subzcription basis is recognized ratably over the contract period. Revenue
7 at d to cloud services provided on a consumption basis, such as tht_e amount
[ e used in a period, is recognized based on the customer utlllz§t|on of
4 S;Orr:s?ources. When cloud services require a significant level of integration apd
?UC rdependency with software and the individual components are not consid-
Z:eed d!i)stinct &l revenue is recognized over the period in which the cloud
services are vrovided.

-
"

Evaluating License Restrictions

|'became apparent during implementation of Topic 606/IFRS 15 thalt tl}cel(*ie ;«;a;
onfusion over how to determine whether a hcel}nse should be evfa ua ih s
;ingle promise or multiple promises. This confusion largely stems from eth
fhat licenses often include restrictions based on time, geography, use, (;; c; ((eir
factors that are not a feature of the }mderllymg intellectual property. Instead,
these restrictions are a function of the license itself.

Some believed that because it is the license that is beil.lg transferredd ;o the
customer, and not the underlying intellectual property, a license Woliﬂd adw.fvays,1
be considered a single promise, with whatever lrgsmctmns were 1{1&2 c111 e acilsto
feature of the promised item. However, tha'\t position was ultqnatelly een:aete .
be inappropriate, as it could allow for promises tha.t were functionally sepa
be treated as one because they were included in a single license.

Instead, a licensor must consider whether attrib.ut.es of ::Lts licenses (1)f ex;;\]ilcl;
ifly or implicitly cover the transfer of mul’_ciple dlshnct rights, each 20 w. (i
should be treated as a separate promised item in the contract, or ( )1551mp \s
define the attributes of a single promised item (AS.C 6'06—.10—55-64; IERS 15, pakr.
B62).2 There are examples in the standard that proylde insight as to how to make
this distinction, but the evaluation is largely left to judgment.

In making this evaluation, it is useful to consider that, unless Fhe lrlght:;
begin or end at different points in time, it is likely that the determination o

Those matters are highlighted in this chapte.r
through footnotes. In most cases, despite the gui-
dance not being exactly the same, it is expected that
similar answers will be reached under U.S. GAAP
and IFRS. When that is not the case, the footnote

2In ASU 2016-10, “Identifying Performance Obli-
gations and Licensing,” the FASB promde_cl ad‘dk
tional application guidance related to 11ce_1'151_ng
transactions. While the IASB incorperated similar
clarifications in to TFRS 15 in April 2016, it did not
provide as much guidance as did the FASB. There-

the principles underlying the guidance in U.S.
GAAP are also likely to be acceptable under IFRS,

highlighting the difference in wording alerts readers
to the potential different outcomes.

fore, TFRS practitioners may wish to look at U.5.

of making a similar judgment under IFRS. GAAP for additional discussion of some matters.
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whether there is one promised item or multiple promised items will make fi

difference, as the timing and pattern of revenue recognition for the ind;

promises would likely be the same if the rights begi
(ASU 2016-10, par. BC47) Sk Degn wnc] End af tieg

In most cases, contractual restrictions on the use of licensed inte]]
property are terms that define the scope of the promised item, rather theC
indication that the contract includes multiple promised licenses ’T.his will an.
ally be the case when the restrictions do not change throughou.t the term going

g

license. For example, it is clear that the f i .
. ollow t :
establish the scope of the license: Ing types of restrictions Mmerely

® License start and end dates. The fact that a license expires after a periog of
o

time defines the boundary of the license, even if th irati
2 at expirat e
before the end of the intellectual property’s useful life. Pt

e Restr?ctz_ons_ on geography or field of use. The fact that a license is limited
certain jurisdictions or to a particular industry or product categor ftu
F:xamplg, does not suggest that the license includes more than one o
ise. Again, such restrictions define what is being licensed e

When the restrictions vary throughout the te i i
greater likelihood that they establish thge parameter?gf E‘flutll;l;ﬂgce?ss;iigri >
rather thfm defining the aspects of the single promise. The fo]lol;)vm are ot
Ples of situations in which the attributes of the license likely indicgte ch)t(ai‘r\l-
license incorporates multiple promises that should be accounted for separatel- \

Scope of rights expands or contracts. Some licenses allow the licensed intelie-tual
property to be used in certain ways or in certain jurisdictions for one “:‘r;od of
‘tulne _and in other ways or jurisdictions for a different period of time l.l};his ca
it is likely that the two sets of rights should be treated as separate b*cl);nises in tie'
contract with the customer. Each set of righté is likely capable-of Bem djstincj
and, due to the fact that they exist for different times, ar- slvd distingct in th
context of the contract. For example: ’ J e

o A license to use patented technology allows the licensor to sell products
ncorporating the patented technology for five years in one class of
product, and 10 years for a second class.

° A licgnse to exhibit a film allows exhibition in the United States from a
certain date, and China beginning at a later date.

® A license to use a sports team’s lo

the logo to begin immediately,
added at a later date.

go allows the sale of clothing including
with toys and sporting equipment to be

In eachl case, the scope of the license changes at a later date. If the scope
e.xpands, this indicates that the licensor does not transfer control of all of the
rights govered I_Jy the contract at the beginning of the license term. Instead, the
expansion qf rights at a later date indicates that the vendor transfers tiwse
a.ddltlonal rights only at that later date. If the scope contracts at a later date, the
licensor may transfer control of all rights at the beginning of the license term: but

icjhg fact‘th.at some rights will expire earlier indicates that they are both capable of
eing distinct and distinct in the context of the contract.

Vidig)

alIlEtime
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sope of licensed property expands. In some cases, a license may provide the
pstomer with the rights to use certain underlying intellectual property initially,
ith other intellectual property added at a later date. Again, the rights to use

::ch set of underlying intellectual property would likely be distinct. For

@u,amPle’

e A license to stream a television show to viewers includes the right to
immediately show all episodes that aired on network television more than
six months prior to the license being signed, with rights to stream addi-
tional episodes added six months after those episodes air on the network.

o A license to use a company’s patents in a particular area covers both
existing patents and patents that may be developed in the future.

Fee arrangements differ. If a license of intellectual property includes fee arrange-
ments that apply differently to different uses, jurisdictions, or pieces of underly-
ing intellectual groperty, it is possible that the rights to the different uses,
ju'risdictions, orunderlying intellectual property are separate promises. How-
ever, some such arrangements appear to simply acknowledge different outcomes
from the whay in which licensed property may be used, and do not indicate
mulévispromised items. For example:

e A license to incorporate software code into product offerings requires the
licensor pay the licensee a fixed percentage royalty on sales of software
licenses incorporating the licensed code, and a fixed annual payment per
user for cloud service arrangements utilizing the licensed code. In this
case, it appears that the different payment arrangements simply account
for the fact that the customer may sell goods and services incorporating
the licensed code in multiple ways, and do not indicate that the license
should be considered multiple distinct promises.

e A license to sell products incorporating a licensed character specifies
significantly different royalty rates for different jurisdictions or different
product types. While such provisions may suggest multiple licenses, they
may instead simply acknowledge that the subject products differ in
profitability across jurisdictions or product types, necessitating a different
royalty calculation.

In other cases, multiple fee arrangements are likely indicative of multiple
promised items, as demonstrated by the parties specifying different payments.
For example:

e As in llustration 6-7, a contract includes licenses to two pieces of intellec-
tual property for the same time period, with the contract including a fixed
fee plus a variable fee that relates to the use of only one of the two pieces
of intellectual property.

* A contract to use music from a library provides for a fixed fee for use in
certain media, and a variable fee for use in others. This may indicate that
the licenses to use the music in different forms of media are separate
promised items.

Multiple Time Windows. It is not uncommon for licenses to films, television

shows, and other media to allow the licensor to exhibit the content in multiple

B =
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windows with breaks between them. For ex

ample, a license may Provide g
television station can show a Christmas film

only in December every year.

Evaluating whether provisions like this create multiple promiseg or

aspects of a single promise is highly judgmental. However, a substantive }, v

would generally be evaluated as if the right to use the inte
been revoked during the break, and therefore the next window of usa
likely be considered a promise to transfer additional rights, and there

separate performance obligation (ASU 2016-10, par. BC45). Factors to
include:

fore be 1
Conside

® The longer the break, the more likely it is that the break in license ¢
indicates multiple promises. In part, this is because the longer the bye
the more likely it is that the intellectual property would be at a differep
place in its useful life during the second window. For example, the Tight
to show a movie on television shortly after its theatrical run woylg

generally be evaluated differently than the right to show the same moyje
on television five years later. '

® If the intellectual property can be licensed to another party during the
breaks in the license being evaluated, it is more likely the license shoylq
be evaluated as separate promises. On the other hand, if the ho]iday
movie in the example above cannot be exhibited by another party for hs
rest of the year, the fact that the television station in question can galy

show it in December is simply a restriction that defines the license, nat an
indication of multiple licenses.

* The reason for the break in the license term needs te be' considered,
Continuing with the previous point, if the purpose of the break in license
rights is to allow the licensor to license the propeity to others in the
interim, it is more likely that the license with a bredk should be evaluated
as multiple promised items. If the purpose of the break is to avoid
oversaturation or allow a competitive product from the licensor to be in

the spotlight, the break may not indicate the presence of multiple prom-
ised items.

DISCLOSURE ALERT: Entities are required to disclose information about
performance obligations including the nature of the goods or services the entity
promises to transfer (ASC 606-10-50-12; IFRS 15, par. 119). This would include

information about situations in which licenses are deemed to include multiple
promised items.

GAAP EXAMPLES: Example 59 (ASC 606-10-55-389; IFRS 15, par. IE303)
exhibits a license with multiple restrictions

rather than indications of multiple promises.

that are all attributes of the license,

llectual Property pu

ge o )

41;

les 1A and 61B (ASC 606-10-55-399A) illustrate the analysis of whether
mp

; ; i i 3
Exaense should be considered one promised item or multiple promised items.

alic
—
yaintenance and When-and-If-Available Updates

ases, intellectual property continues to bf’ improved after a license is

E . e;rn le, software companies often continue to develop new features

. P:dX'Le elgfic’iency of their software, and drugs are tested and approved

. and in new jurisdictions. In many cases, licenses give the customer

Mn?v;tufgsuse improved intellectual property if improvements are made, but
x‘rfgdor is not required to make any such improvements.

isi d to as “when-and-if available”
tvpes of provisions are often referre s ‘
: Thszethgustonger gets the upgrades “when and if” they be'confle avaﬂ;ﬂaali
nggislii hts are spacifically identified as a promised good or service in a con
Sl}th a cgustome1 (ASC 606-10-25-18(e); IFRS 15, par. 26(e)).
wi

Intellectual property licenses are sometimes a_ccompamedt b)j; r;a;r;tiizigecs
eiischat provide the customer w1.thl technical support on ed
o d perhaps access to on-line training materials and other informa o
pror_‘tl”’f}{ aI:hePuse of the property. Maintenance provisions are very common in
\ ajﬁacttilcr)ln with software licenses. Maintenance or technical support is an addi-
CL I

s ow - i a
fonal promised good or service when it is included in a contract with
customer.

Both when-and-if-available upgrades and mgintenance will genﬁrally 1;2
considered distinct from the license, as the underlying proIfertydgeinera T}Teiz?ore
i i tial updates. "
i t the maintenance services or the pqten re!
rues::m‘l?txizzld generally be allocated between the license ang 511511 pr?r;:o;sé
i i 1 (see Chapter 6, oca
the guidance in Step 4 of the Ir}od(? ‘ " s
uﬁnaiiractiSHgPrice to the Performance Obligations in the (élclmtractd)..Th('.;_‘}s:z1 ;ﬁvi
1 -ready obligations, as discussed in y
sions are often evaluated as stand ready o e o e 7 R
Y ifying the Performance Obligations in the Contract,” an ter 7, "R
0$2gg§§venue When (or as) the Entity Satisfies a Performance Obligation.

In some circumstances, maintenance or upgrfac}lles are tnecessgrg(r) If:; afg.:]g
ili i ' be the case if the maintenanc
utilize the licensed property. This may ; f b S
' i i eded to keep licensed software up te
updates include information ne eep. - e o i
ituati items likely would no
recent events. In these situations, the ongoing ey e
i ition would be evaluated for the
from the license, and revenue recogni _ uated
ﬁce?se/ maintenance/update bundle. When this occurs, it is likely thag revenue
from the initial license would be recognized over the maintenance period.

If such an arrangement includes a right for the custor?e; to reniw'ﬁfi?;:
it is 1i d be deemed to include a materia ;
nance, it is likely the arrangement woul bk i
s license of software that could n
as discussed below. For example, assume a ;
used effectively without ongoing maintenance, and that the vendor charges a fee

promises are the same, and therefore, these exam-

4 i 15.
*These Sxampls are sot puded RS ples should be relevant under IFRS.

However, the principles underlying the cunsid"araf
tion of whether a license includes one or multiple
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of $10,000 for a perpetual license and one year of updates, with additiona] y,
of updates available at $1,000 per year. In this case, the contract would jniﬁﬂ]ly
be evaluated as a contract for one year of service for $10,000, as the Pel'pet@
license would not be useful beyond the year without updates. Since additigy.
years of service are effectively offered at a 90% discount to the first year, fhy
renewal option would be evaluated to include a material right, as diSCllSsed
below and in Chapter 8, “Continuing Involvement.”

—
GAAP EXAMPLES: Example 10, Case C (ASC 606-10-55-140D), illys-
trates a software license that is dependent upon ongoing updates to be useful,

causing the license and updates to be bundled as a single performance
obligation 4

Example 11, Case A (ASC 606-10-55-141; IFRS 15, par. 1E49), illustrates g
situation in which software, updates, and technical support are distinct perform-
ance obligations.

Renewal Options

Licenses often include renewal options that allow the customer to extend the
license for payment of an additional stated fee. Maintenance agreements often
are also extendable. Such renewal options must be considered to determine
whether they represent material rights, as discussed in Chapter 8, “Continuig
Involvement.” In summary, if the renewal option provides for renewal at a Dtie
that is less than the price a non-customer would pay for the license or seryige
covered by the option, the option is considered to provide a materia! tignt. One
common situation in which renewal options could result in a material right is
discussed immediately above.

As discussed in Chapter 8, “Continuing Involvement.”.if\a renewal option

provides a material right, some of the transaction price piust ve allocated to the

renewal option, either based on the amount of the discount being offered, or
based on estimates of how long the license or service will be provided, taking
into account the expected outcome of the renewal option or options.

If a renewal option does not provide the customer with a material right, it is
ignored in accounting for the license or maintenance agreement.

Patent Guarantees

As noted above, part of the value in a license is the fact that those that have not
obtained a similar license should be unable to access the intellectual property. Of
course, that assumption of (semi-) exclusive use of the intellectual property
would be invalid if the licensor does not own the intellectual property. For that
reason, licenses often include a guarantee from the licensor that it owns a patent
(or similar rights) to the licensed intellectual property, and that it will defend ifs
rights against any parties that violate them.

“While this example is not included in IFRS 15,

IFRS. A similar example, Example 55, is included in
the accounting illustrated should be the same under

TFRS 15.
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guch guarantees are not considered promised goods or services, as they do

{ involve transferring additional products or services to the customer. Instead,
4 are provisions that provide additional assurance to the customer that the
k_.heense that is transferred meets the specifications expected (ASC 606-10-55-64A;

[FRS 15, par- B62).

dentifying Performance Obligations

As with any other contract with a customer, the promises in a contract that
cludes a license must be evaluated to determine whether each promised goo@
’ ervice is distinct. If they are not distinct, the promises must be bundled until
g:bundle is distinct (ASC 606-10-55-55 and 56; IFRS 15, par. B53 and B54).

Licenses to intellectual property may not be distinct when thgy are i-nclude‘d

in contracts with other promised goods or services. In general, if the'hcense is

rovided largely o ensure that the customer can use a good or service that is
included in the ceme contract, the license is not distinet. For example:

o A license may be granted to the purchaser of a product that allows lthe
customer to use technology embedded in the product only while using
trie product.

o A license to use certain software may be granted to a customer that
subscribes to a database or online tool. If the only purpose of the software
(e.g., a smartphone app) is to allow the customer to access the database or
tool, the software license is not distinct.

In other situations, the evaluation of whether a license is distinct from other
goods and services in a contract is largely similar to how the eyaluati‘or} would be
performed in any other contract. This evaluation is discussed in detail in Chapter
4, "Identifying the Performance Obligations in the Contract.”

One issue that may arise in this evaluation is whether a license can convey to
the customer all of the know-how and expertise that will be needed to beneflt
from the licensed intellectual property. For example, the developer of a p1ece‘0f
intellectual property such as a pharmaceutical product_ may be thel.‘ only entity
that can realistically manufacture the product. In this situation, a license of the
right to sell the product may not be distinct from a promise to manufacture the
product, as the customer could not reasonably use the llc‘ense without the
manufactured product. Similar situations could also exist in other types of
licenses and must be carefully considered.

GAAP EXAMPLES: Example 10, Case C (ASC 606-10-55—14OD)_, illus-
trates a software license that is dependent on updates to be ulsehl.ul, causing the
license and updates to be bundled as a single performance obligation.5

Example 55 (ASC 606-10-55-364; IFRS 15, par. |IE278) illustrates a situation in
which a license and updates to the licensed property are not distinct.

IFRS. A similar example, Example 55, is included in
IFRS 15.

3 While this example is not included in 1ERS 15,
the accounting illustrated should be the same under
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Example 56 (ASC 606-10-55-367; IFRS 15, par. IE281) exhibits factors that
would be relevant in determining whether a license to a product is distinct from g
promise to manufacture that product.

—

EXAMPLE: EVALUATING WHETHER A LICENSE IS DISTINCT
Editas Medicine, Inc. Form 10-Q— Quarter Ended March 31, 2018

The promised good or services in the Company’s arrangements typically consis
of a license, or option to license, rights to the Company’s intellectual property or
research and development services. The Company provides options to addi.
tional items in such arrangements, which are accounied for as separate cop-
tracts when the customer elects to exercise such options, unless the option
provides a material right to the customer. Performance obligations are promiseq
goods or services in a contract to transfer a distinct good or service to the
customer and are considered distinct when (i) the customer can benefit from the
good or service on its own or together with other readily available resources ang
(if) the promised good or service is separately identifiable from other promises in
the contract. In assessing whether promised good or services are distinct, the
Company considers factors such as the stage of development of the underlying
intellectual property, the capabilities of the customer to develop the intellectual
property on its own or whether the required expertise is readily available and

whether the goods or services are integral or dependent to other goods or
services in the contract.

Juno Therapeutics Collaboration Agreement

The Company has identified the following performance obligations: (i) Res=aich
License and the related research and development services during th !nitial
Research Program Term (the “Research License and Related Services”), (ii)
three material rights related to the first Development and Cormieicialization
Licenses related to each of the three research areas (each, a “First Development
and Commercialization License Material Right”), (iii) six materiai rights related to
the option to purchase up to three additional Developmeni aind Commercializa-
tion Licenses for two of the research areas (each, an “Additicnal License Material

Right”), and (iv) JRC services during the Initial Research Program Term (the
“JRC Services”).

*H Ak

The Company has concluded that the Research License is not distinct from the
research and development services during the Initial Research Program Term as
Juno Therapeutics cannot obtain the benefit of the Research License without the
Company performing the research and development services. The services
incorporate proprietary technology and unique skills and specialized expertise,
particularly as it relates to genome editing technology that is not available in the
marketplace. As a result, the Research License has been combined with the
research and development services into a combined performance obligation.
The Company has concluded that the First Development and Commercialization
License Material Rights for each respective research area and the Additional
License Material Right with the two research areas to which it relates are a
separate performance obligation under Topic 606 as Juno Therapeutics is
provided incremental licenses for additional consideration that represents a
significant discount from amounts that would otherwise be offered outside the
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ntext of the contract. These material rights, of yvhich there are nine in total, are
L tinct from the other performance obligations in the arrangement as the_y are
dlsﬁons in the contract that are not required for Juno Therapeutics tq optam the
geneiit of the other promised goods or services in the arrangem'ent.l Slrpllaﬂy,t_thet
company has concluded the JRC Services performance obligation is df”m;:_
from the other obligations in the arrangemgnt as the other performance oblig
tions are not dependent upon the JRC Services.

Allergan Pharmaceuticals Sirategic Alliance and Option Agreement

in March 2017, the Company entered into a Strategic Allia_nc:g and Option
Agreement with Allergan to discover, de\{elop, and conermahz: new getr:;e
editing medicines for a range of ocular d|sordt_ars (the “Allergan / greerpen to.
Over a seven-year research term, Allergan WI|! have an exgluswe 0:3 ion i
exclusively license from the Company_ up to five collat?‘oratlgn Fie\lfedqpm:ah
programs for the treatment of ocular d|solrders (each a “CDP”), Ir;]c u “[]gmg
Company’s Leber Congenital Amaurosis type 10 program (the

Program”).

dd

Unriar ihe Allergan Agreement, the Company has identified a single perfor_manﬁe
SHlication that includes (i) the research and developmc_:,-_nt services durlng_t e
‘:'ésdearch Term (the “Allergan R&D Services”), anq (ul Steering Commﬂ;ee
éervices during the Research Term (the “ASC Sfarylces ). The Conépgny_ as
concluded that the Allergan R&D Services is not dl_stlnct from the AS . irtwcez
during the Research Term. The Steering Commiltee provides overilg Stan

management of the overall Allergan Agreemc‘an?, anq the members of the eer-
ing Committee from the Company have specialized industry kpowledge, pt?mcg-
larly as it relates to genome editing technol_ogy. The Steering Coml_’m teet h!s
meant to facilitate the early stage research being performed andlcoordina e : e
aclivities of both the Company and Allergan. Further, t_he Steenng Commg 55
services are critical to the selection of a CDP,.the ongoing e\.'lalulatlon of .: |

and the development and evaluation of the Option chkage Crltenq. Accc;r” ingly,
the Company’s participation on the Steering Committee is essential to 2 ergan
receiving value from the Allergan R&D Serwces_and as such, the ASC er;;‘ces
along with the Allergan R&D Services are considered one performance obliga-

tion (the “CDP Services”).

DETERMINE THE TRANSACTION PRICE

Variable Fees

Step 3 of the model in Topic 606/IFRS 15 is to determi:ne thf: trz}xfnsaction pncet. Ai
discussed in Chapter 5, “Determining the Transaction Prlce,. when a contrac

includes variable consideration, the vendor generally must estlmatelthe ou_tcorie
of the variable consideration arrangement, and h}clude that estimate 111:1 the
transaction price to the extent it is probable that doing so would not result m a

significant revenue reversal.
While this guidance generally applies to license revenue just as it does to all

other revenues from contracts with customers, there is an exception that apg};est
to sales- and usage-based royalties on licenses of intellectual property. Iha
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exception requires that revenue from these kinds of royalties be recognized at
later of when the related sales or usage occurs and when (or as) the perform, .
obligation to which the royalty applies is satisfied (ASC 606-10-32-13 and
606-10-55-65; IFRS 15, pars. 58 and B63). That is, even if the licensor can estimay
that some amount of sales-based or usage-based royalties will become dyg
control of the license has been transferred to the customer, the royalty Teveny,
cannot be recognized until the related sales or use occurs.

—
PRACTICE POINTER: The requirements for sales-based and usage-based

royalties were added as a result of feedback from users and preparers who
stated that continual updating of estimates on the outcome of such provisiong

would be difficult and would not provide useful information (ASU 2014-09/IFRs
15, par. BC415),

While that explanation suggests that similar accounting could be appropriate for
sales-based or usage-based payments on sales (rather than licenses) of intellec-

tual property, or on sales of tangible goods, the Boards decided not to expand
the treatment to those transactions.

As such, this exception should be applied only to the specific transactions, and

should not be applied by analogy to any other transaction or provision (ASU
2014-09/IFRS 15, par. BC421)

In some contracts, a sales-based or usage-based fee could relate to bofi: 3
license of intellectual property and another good or service. For example:

® A life sciences company may license a drug and agree to continue 1 assist
in developing the drug, in exchange for a fixed fee plus a_salos-based
| royalty on the drug, once it is commercialized.

® A franchise agreement requires the franchisee to pay fees based on it
sales, and includes the right to use intellectual property, along with
training, consulting, and equipment rental.

® A sale of a tangible product that includes a license to intellectual property
embedded in it could include payments based, in part, on the usage of the
tangible property by the customer.

® A software provider could agree to provide a license to software as well
as professional services intended to make the software work better in the
customer’s environment, in exchange for a fee based, in part, on the
number of transactions processed using the software.

When a contract with a sales-based or usage-based royalty includes an
intellectual property license and one or more other goods or services, the royalty
should not be bifurcated between the two promised goods or services (even if
they are distinct performance obligations), with the intellectual property gui-
dance being applied to a portion of the royalty, and the general guidance applied
to the other portion. The FASB and IASB decided that doing so would be
contrary to the basis for including the exception in the first place.

Instead, the Boards decided that the exception should apply to 100% of a
sales-based or usage-based royalty that relates predominantly to a license of
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ly if an intellectual property license is
Hecmalﬂfemgrzrdtg’rnﬁ(aixihizﬁ Itlg tvzll—ii}f the royalty relates. An intellectual
thanlicense is predominant if the customer would ascribe significantly more
B the license than to the other items to which the royalty relates (ASC
géufofg&éSA and 55-65B; IFRS 15, pars. B63A and B63B).
GAAP EXAMPLES: Example 35 (ASC 606-10-55-270; IFRS 15, par. I[E178)
ilustrates a licensing transaction with a sales-based fee.

inte

gxample 57 (ASC 606-10-55-375; IFRS 15, par. IE291) illustrates a franchise
agreement that includes a sales-based royalty.

Example 60 (ASC 606-10-55-393; IFRS 15, par. IE307) illustrates t_he assess-
ment of whether a license is the predominant item in a contract with a sales-
based royalty.

Example 61 {ASC 606-10-55-395: IFRS 15, par. |E309) illustrates a license of a
logo that iricludes a sales-based royalty.

s

Fipuncing Components

.« discussed in Chapter 5, “Determining the Trgnsacltior_a .Price,’f Topi-c 606/ IFRS‘
;5 requires the seller to consider whether there is a s1gmf1cant. fma‘n'm?g. colmgoS
nent embedded in the contract with the customer. A F:ontract 1rr}ph<?1t y inc F e
a financing element anytime payment is due at a d]fferent. point in time rorr;
when goods or services are transferred to 1:.he customer. A financing cczlompionfﬁe
in a contract with a customer is implicitly a loan from the vendor to ;
customer, or vice-versa. Topic 606/IFRS 15 requires that the .trar}saf:'ff.mn lfrtlcethe
adjusted to reflect the time value of money if that value is significant to the
contract (ASC 606-10-32-15; IFRS 15, par. 60).

If there is a significant time period between the .transfer of gO(l)dS lor_seferwcesi
and the transfer of payment, the vendor should cpns1dfezr other available 1fn orma:
tion to determine whether there is a sigru'ﬁcar}t fmanC}ng component. O C(iursed,
all other things being equal, the longer thle time pgr1od betweerll payr_nf;j : aann ;
transfer of goods or services, the more likely it is that there is a signific
financing component.

While factors relating to the timing and amount of payment are 1Irglggric§ntlto
identifying a potentially significant financing component, Toplc 60;3/ ta Ii,g
acknowledges that sometimes the difference between the timing o paynllfen i e
the timing of transfer of goods and services serves a d1f.ferenff purpose. S(;),th ;
difference in timing does not give rise to a significant financing component tha
must be accounted for separately.

In addition, to ease the accounting implications of financing compom:nts;
Topic 606/IFRS 15 includes a practical expedient that a110w§ tbe Vzpf?or toer}iael_
as insignificant any financing component if the gxpec_ted timing di cirenc(ASC
tween payment and transfer of goods and services is one year 01;l ess}ra e
606-10-32-18; IFRS 15, par. 63). The decision as to whether to take advantag
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this Practica] expedient is an accounting policy decision that should b
consistently to similar situations, ¢ 2Ppligg

1In certain situations, the one year practical ex ediént ma
portion of the payments. For example, EC paymentspare made guzftzlr?{ oo L
three-year term of a license to functional intellectual property that is c}; .
to be transferred at the beginning of the license term, discounﬁng is n(r:ts Hdereg
sary related to the first year of payments if the practical expedient is yg i
payments to be received in years 2 and 3 would, however, need to be discgghted:

with interest income being recognized between the beginni : :
the payment date. ? | @ beglnning of the license g4

———

PRACTICE POINTER: The expedient allows an entity to ignore a finangj
component if the length of the financing is one year or less. It does not howavng
allow an entity to ignore the first year of financing in a component tha,! is lon .
than that. For example, an entity that sells goods with payment due two eger
after delivery would need to account for interest in both years; the ones-(y:;sr

exemption would not permit ignoring interest for the first
ot vl year of the extended

QISCLOSURE ALERT: If an entity takes advantage of the practical expedi-
ent discussed above, that fact must be disclosed (ASC 606-10-50-22; IFRS 15
par. 129), See further discussion in Chapter 14, “Disclosure.” ’ ¥

-

all lThe accountjn% for a sigyificant financing component is fiirther discussed in
ull in Chapter 5, “Determining the Transaction Price.” Thesvay the guiddhce

would apply to several payment isi N
. ppl provisions commor. i intellectu
licenses is discussed below. l " P

Royalties

Topic §06/ IFRS 15 states that a significant financing component does not exist if
a portion of the transaction price is variable based on future events that are notin
the customer’s control, and the timing of payment is delayed only to allow those
events to occur (or not occur) such that the amount of the payment can be
c_alculated. This provision generally applies to sales-based or usage-based royal-
t.les. As noted previously, such amounts would not be recognized as revenue ina
license of intellectual property until the sales occur, and payment is generally
madg at thaf point as well. That may be significantly later than the point at which
the hcenfse 1s transferred to the customer, particularly if the license is considered
to be a right to use that is transferred at the beginning of the license term, while
_royalty payments are made throughout the term. In this circumstance thé delay
n payment is to allow the uncertainty to be resolved, rather than bejng: related to

a financing element (ASC 606-10-32-17; [FRS 15, par. 62).
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’ ment 0Ver License Term on a License of Functional Intellectual Property

. discussed below, revenue from licenses of functional intellectual property
M software, films, music, processes, databases) is often recognized at the
{;g:; ing of the license term. However, payments in such arrangements are
" etimes made over the license term. This means that a portion of the contract
" cideration will be paid significantly after revenue recognition. In this situa-

1, unless the payments are delayed to allow for the outcome of an uncertainty
o above), it is likely that a financing component exists, representing a loan
from the vendor to the customer.

payment at Inception on a License of Symbolic Intellectual Propei‘ty

As discussed below, revenue from licenses of symbolic intellectual property (e.g.,
ogos, trademarks, brand names) is generally recognized over the license period.
However, if payrient for such a license is made at inception or at the beginning
of the license tevm, the payment will occur before the license is considered to be
transferred o the customer. In that case, a financing component likely exists,
jepresenting a loan from the customer to the vendor, due to the prepayment.

=

GAAP EXAMPLES: Example 59 (ASC 606-10-55-389; IFRS 15, par. IE303)

illustrates a situation in which a financing component exists because payment for
functional intellectual property occurs over the license term.

DISCLOSURE ALERT: Entities are required to disclose information about
significant payment terms in their contracts with customers, including whether
the contracts include a significant financing component (ASC 606-10-50-12 and
50-20; IFRS 15, pars. 119 and 126). See further discussion in Chapter 14,

‘Disclosure.”

ILLUSTRATION 13-1: FINANCING COMPONENTS

Payment Is Delayed

Facts: A sofiware company licenses its software to a customer for three years.
Payments of $12,100 are due at the beginning of the license term and shortly
after each of the next two anniversaries of the beginning of the license term. The
software is considered functional intellectual property and the revenue from the
license is therefore recognized at the start of the license term (see discussion

below).

The software company cannot take advantage of the practical expedient that
allows financing components to be ignored if the difference between the transfer
of goods or service and payment is one year or less because the payments in
years 2 and 3 are made over one year from the date the license is transferred to
the customer. The software company concludes that the financing component is
significant to the contract, and estimates that it would charge 10% interest to
make a loan to this customer.




13,018 Revenue Recognition Guide

Accounting: To determine the transaction price, the software company dis.
counts the payments back to the beginning of the license term, which is when the
software is deemed to be transferred to the customer. The first payment is dye
on that date, so no discount applies. The second payment is due one year later,
and that payment's present value, at a 10% discount rate, is $11,000. The third
payment is due in two years, so the discounted amount at a 10% rate is $10,000.
The transaction price is therefore $12,100 + $11,000 + $10,000 = $23,100.

At the beginning of the license term, the software company records:
Dr. Cash 12,100
Dr. Receivable 21,000
Cr. Revenue 33,100

During the first year, the software company accrues interest on the receivable
and then receives the second payment of $12,100:

Dr. Recesivable $2,100
Cr. Interest Income . 2,100
Dr. Cash 12,100
Cr. Receivable 12,100

During the next year, the software company again accrues interest on the
receivable and receives the final payment:

Dr. Receivable $1,100
Cr. Interest Income 1,100
Dr. Cash 12,100
Cr. Receivable 12,1017

Payment in Advance

Facis: A movie studio agrees to license the image of one of \itt animated
characters to a clothing manufacturer for a fixed fee of $200,000. The customer
pays in full upon signing of the license. Revenue on the ewinbalic intellectual
property license will be recognized ratably over the term of i1e two-year license.

Revenue to be recognized during the first year of the contract will oceur within
one year of payment, so the practical expedient could apply to that revenue.
However, the licensor determines that applying the practical expedient to a

portion of the revenue in this case would be difficult and, therefore, elects not to
apply the expedient.

The movie studio concludes that the financing component is significant to the

contract, and estimates that it would charge 6% interest to make a loan to this
customer.

Accounting: The movie studio recognizes the payment received upon the
contract signing and a contract liability reflecting its obligation to transfer the
license to the customer over the license term:

Dr. Cash $200,000

Cr.  Contract Liability (Deferred
Revenue) 200,000

During the first month, the movie studio recognizes interest expense on the loan
at the appropriate interest rate: ’
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Dr. Interest Expense $1,000
Cr. Contract Liability (Deferred
Revenue) 1,000

To determine the appropriate amount of revenue to recognize eaclhl mor:h, th'?l
movie studio determines the amount of mont.hly revenue recoqnmon that ;Vol/
amortize the contract liability to zero, considering the accr-ua| of interest at .5%
each month. That figure is approximately $8.864 per month:
r. Contract Liability (Deferred
gevenue) $8.864
Cr. Revenue 8,864

gach month for the remainder of the license, the movie studio will recognize
interest expense by applying the rate of .5% per month fo the contract I!ab!lq_ty
palance, and will recognize revenue of $8,864, 80 that the contract liability
palance will b2 rero at the end of the two-year_ license term. As a reslult, the
move studic will recognize revenue of approxlmately $212,736 and interest
expense of approximately $12,736 over the license term.

-
—

PECOGNIZE REVENUE WHEN (OR AS) THE ENTITY SATISFIES
A PERFORMANCE OBLIGATION

As discussed in Chapter 7, “Recognizing Rever'lue.When (or as) the Ent_lty
Gatisfies a Performance Obligation,” the determmatl'on of. when t_o recc.)gmzef
evenue allocated to a performance obligation begins w1lth .conslderatmn o
certain factors that determine whether the performance obligation is deemed to
be satisfied at a point in time or over time.

Due to the intangible nature of licenses to intellectual property, the criteria
that are used to determine whether control of otheT goods efmd services transfers
ata point in time or over time are often not useful in assessing when control of a
license to intellectual property transfers. Instead, the FASB apd TASB c?leveloped a
special model for evaluating when a performance obligation that includes an
intellectual property license is satisfied.

In virtually all cases involving products and services,. a deternq.ir}ation that a
performance obligation is satisfied over time will re.sulthm recognizing revenue
earlier than a determination that the performance obligation is sa‘.clsﬁed at a point
in time. This is because, when a performance obligation is satisfied at a point in
fime, that point in time generally occurs only after all of. the work has be.en
performed, because it is only then that control of the promised good or service
can be transferred to the customer.

In a license of intellectual property, the result is reve_rsec.i. When contro-l of.a
license to intellectual property is deemed to occur at a point in time, that pom;1 in
time is generally at the beginning of the license term (as long as the customer has
access to the intellectual property at that point), because the customer hag access
at that point to the intellectual property, which exists in the for.m in which it blS
being licensed. In contrast, if a license to intellectual property is deemed to be




